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mmGDUéTiON TO THE COURSE

ltlsnotatrmsmbutafactthatMoneylswhatmake;ﬂlewurldmove although it isnot a

~psasure of it. The bank; being the pnncnpal agency today for money transactions, necessarily plays

a crucial . fole in trade and commerce. ~ With the countries of the world becoming increasingly
pewically interdependent, international trade and commerce have assumed an added importance,
gbolving the balancing of exports with imports which raises such problems as "Balance of Payments'.

'I‘he course titied "Money, Banking and International Trade” discusses the functions of money and of

banks in mohﬂlaing the country's resources for a variety of purposes and activities, both national
and 1ntematlonal involving money transactions. It considers the theory and practice concerned

with money and banking as exemplified in both internal arid international trade. It pays particular -
- attention to'the various theories of international trade and its'financing which have emerged as a result

of the complex arrangements and agreements governing it, with special reference to India.

The syllabus is.divided into 3 blocks. The Block-I discusses the concepts, evolution, functions

and importance of meney. I glso explains theories of value of money and ipflation and also supply

W

of money. The: mock-ll deals with the commercial and central banking and then goes on explaining
Indian experiences relating to Indian banking system, Reserve Bank of India, Money Market,
Capital market, Cooperative banks and regional rural banks. The last Block explaing the theories of
international rade and issues penaining %o it such as terms of trade, Fpalance of trade, balance of
paymcms, exchange rates, mmﬁaﬁmal institutions. Indlan experience is also dealt with.

i-‘“u 5

 This book deals with topics in Money, Banking and International Trade included in the syllabus
% for the Third Year of the Undergraduate course offered by the Dr. B.R. Ambedkar Open University.
* These topics cover the specialized area of the subject o be smdled in the Third Year of the 3 year

Degree Cuurse_ The syliabus_fm' thesake of convenieme is dwxded into blocks, each. of which
B "BGK gerieratty covers a specific area. The units are prepared by

-specxahsts in accordance with 2 format so designed as to enable the student to read and understand .

them without much difficulty. Each unit begins with a synopsig followed by AN objecnve and has at
its end assignments to the students; comprehensmn o

The Umversxty hopes that this mmmal wlll help the studem acquainted wlth the pnnclpal lssues |

,gmngmmg Money, Bankmg and Intemauonal Trade.
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BLOCK - I
MONEY

Impnmm CORCEpls pertaining to money are dzscusscd in this block. Bvolutlon functions and
imporiance of money are also dealt with. It also enables you to learn lheones of
inflation and also supply of money.

This block consiSis of the following units : :
Unit-1 :  Concept of Money-Meaning and components of Money Suppiy
Unit-2 :  Functions and Importance of Money
Bilie: :'% - Vilis ﬂﬂrﬁmcy Measuremem Index Numbers
Unit-4 : Theories of Value of Money: Fisher, Cambndge and Fnedman
Unit-5 :  Supply of Money in India

Unit_-ﬁ : Inflation Theory and Indian Evidence

value of money and

b
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" Then the exchange cannot take place.

' form of goods and services it is difficult 10 siore it, since Mmost 0

The money is a blood stream of eve < bl The i " '
\ AT /18 @ DI0OA SUEAMm Of EveTy day economic life. The introduction of m ili :
idicion of dvison of B s b e A s dwaniages I the Toarket
ism money and-credit have replaced Lhe barter System. T n : :
omoted the prominem:e-of'money: TR _)'Sl m H‘lc. mc.:qﬁ.v::e. :ehces of baricr system further.

1.3 INCONVENIENCES OF BARTER SYSTEM
. The inconveniences of barter system canbcexf)laiﬁcd as follows - .
131 LACK OF DOUBLE COINCIDENCE OF WANTS

Satisfaction of wanis require exchange of goods for goods. or goods for services in the barter
system. Wants differ, tastes differ and as such the goods requircd for transaction differ. Thege is need for
double coincidence of wants. It is necessary for a person who wishes (o trade his goc')d's.ﬁr-'séi-’vices' 10 find
some other person, who is not only: willing to buy his goods or services but.also possesses that good
which the former wants. For example a person who has cloth 10 cxchange need rice. He must search for

~a person who can take his cloth and give him rice at that particular poiat of time. I the person having
rice does not require cloth oi the other the exchange of goods will pm\_takp.pjace. This is known as lack
of double coincidence of wants, L TR e o

It involves time factor also. 1t akes much longer time w find someone who is rczidy' 10 buy what
the seller wants to sell and who also is able to pay in terms of what the seller nceds. ' .

132 LACK OF COMMON MEASURE OF VALUE

’ In "the process of want satisfaction there are innumerable varieties of goods diffefiﬁg n quél‘ity' and
size. It1s difficnlt to measure the valuc of one in terms:of the other. Every transaction involves
valuation of goods. For example one kg. of sugar may be valued in terms of wheal i.c. 3 kg. of wheat.

" Itis possible only when the goods are fow 10 be exchanged for. But when there are large number of goods

¢the problem is 0 determined exchange valug in 1erms of many aumber:af-ofher goodn:andgervices 1.8,
common measure of valug. In the absence ol COMMON MEASWIE of value, it s difficait 10 fix exchange
values. In the case of a man who can exchange only his serviges- it is very difficult 10 remember the
exchange values in terms of all other services and all othér goods he requires. L is also difficult to
exchange his services simultancously. for all other goods and serv ice, he reguires ala point of time.

1.3.3 INDIVISIBILITY OF GOODS

 Indivisibility of certain gooads makes the bariér system inoporative. There are goods of different in
sizes different in durability and hence in value. I the procgss-of excharige it is necessary 1o divide the
commodity into units and sub-units. . For cxample rive, eloth can be divided and sub-divided but in the
case of animals it cannot be done. For example a pari.of a tiorse cannot be cicchangcd:f or a kg. of rice.

134 DIFFICULTY IN STORING WEALTH

¢ future peeds. When the wealth is i the
f the food items cannot be stored heyond
one year. Similarly services cannot be stored. In the case of animais, wealth it is perishable. Only
wealth in the form of permanent asscts can be stored. Al cannot have such wealth. Those having other
kinds of wealth cannot store it. S T N :

" 1t is common that one has 1 store a part of his wealth fo

1.3.5 DIFFICULTY IN MAKING DEFERRED_ PAYMENTS

ure contracts under-the barier system. In

1t is not possible to make just payments involving fut
wo parties of the barter.may

daily life it is necessary 10 defer the payments in certain cases. Then the ¢
have the problems of S . oo



é« the qual:ty of the goods or services S t'be repaid,

b) lhe specific comquduy to be uscd for repaymeht, .

¢} valuation of the same commodity at dthcrcm times aslhcre s nsk of mcrease or decreasc in vaiue
of over a ume _ :

1.3.6 LACK ()F SPECIAL!SATI()N

" The prcsem day pmducuon mvolves qpcczahsauon as a perscn cannot produce all goods and .

services. In the barter Qy"-;tem a high de.grec of specialisation is difficult to achieve. In the words of
Coulborm "Barer is oaly toierable, then in"very simple circumstances . . .. . . ... But as soon as-
division of labour develops to a corsiderable extent moncy becomes neces.sary Lo Iacnlnale exchange.”

14 MEANING OF ONEY

Money as a mediui of exchanige; docs not require coincidence of wants,Goodsand services can be
exchanged for money and with thal wmoncy again goods and scrvi'ccs can be purchased. Value of any -
commodity or service can easily be measured in terms of moncy.” There is no necessity 1o divide the
goods and the valuc of good can be paid in term of moncy. Wealth in the form of money can-be stored -
for any length of time. The-process of deférred payments becomes easy and. Lhe principle of specialisation
can be effecuvcly implemented., Thus wuh moncy people can overcome the diffi mulues of birter.

"The memmg of By ﬁeiibmes clear il various definitions are discussed since there is no
anzniifiey Gver (hé definition of moncy among e cconomists. 1t means there is no clarity over the
concepl. Different cconomists hold different opinions on the most appropnatc deflinifion of money. In
this connection it is proper 10 quolc Harrod :

Accnrdmg to Harrod ,oncy cannot be dc!nnx,d likc a physical substance, 1t docs nol have any fixed
physical properties. for all tme to come. 1t is a sociat phenomenon, and many of its current fcatures
depend o whit pét
_money. Thcsc four st,hooh ol lhoughl include botk. concreie and abslrdcl money in the dcfimuon of

- money. . S

a) Tradmonaf view :

. Inthe. tradmonak school Scl gz,mcn Walkcr Hicks, How hray, Kcync% and Crouthcr nced ment:on )

“In simple terms, Scligman sircssed gencral acccplabllny" Wialker, Hicks Newly, Hansbray lay stress of its

functions. Bul Crouther clearty staies that "anything thal is generatly acceplable as a means of

cxchang]e" It implies three 1mpoﬂam (unctions, d\ a muhum 0( cxchange, as a measure of value and asa
store valie.

b} The Quamy -'meory view :

Prof. Milton Friedman and his followers defined moncy as currcncy plu‘; total LOITIIT :iﬁl bank
deposits adjusted”. This approach pmnled out the flunction ol‘ store valuc. '

-'_g:} The Redcliff Commlttce view : ' —\

Accordmg 10 its report money is lhe lotal amount of credit amlab!c in the economy. It takcs a
wider view of money Accordm;, 10 this the vcim,lly of cm,ul.almn of meney is meaningless. o

d) The Guﬂey & Shaw view

" Gurley and Shaw go a slcp !orward in. dcwnbmg a close substitutes for money. Accondmg to this
commedcial banks are the most. important financial intermediarics. The other are savings and loan.
assocmnons hkc ltfc INSUrance companics, mvm;:,\ banks, provident funds, government Icadmg agenc:es :
etc. . . _ _ '

& hink 3 & Sughito 56" There arc Tour schools of thought over the meaning of -



The traditional view exclude near, money frorn the deflmtlpn where as the others c;onsxdered those
assets which possess attributes of sausfymg one or more criteria of identical behaviour in performmg thé
functions of money. Thus money is what money does. It mcludes currency, hig han? money and ﬂemand'
deposits of commercial banks which are withdrawable on demand. SR . e

In India the Reserve Bank adopted two dcfi mltlons of money, the narrow definilic;nvalnd theborder
definition. The narrow definition covered curréncy held by the public. Thus demand deposits of the
banking sector and other deposiis with the R B1. The other dépodits in¢tide démand déposits of the semids A
govemment institutions, demand depoaus of forelg,n govemmcms and oLher ccmral banks as also
depos:ls ofthe 1MF and {he World Bank feoat ST some

3

“The broader deﬁmuon of money 1% aggregate monetary renources nd mciudes lhc umo depos t of
the banks as well. - e o S‘.’f

- From April, 1977 the RBI adopted four alternnn ve def mmons of meney Ml M2 M3 and M4
R N iy

i the currency held by the Puh]m and CurrenCy herd by the” non gov{ sec;or demand .

: M _ depqsu (nel of tnier bank deposit) held by the pubhc and other deposlts of RBI
M2 = 'Ml + qawng deposits with post office ‘;avmg banks ' e e
M3 =M1 but does not Jncludc qavmgs dcpmm wuh post offu,e savmgs‘”bnﬁks Instea
. .inclndes net lime deposit with the bank. - ST 1
=. M3,but also total deposits (mslcad ol only the s‘wmgs deposils) Qf the post office savings

- M4
- orgamsauons Savin g,s time and posL office recyring dcppsus ,md post offjce cumu]auve _
. deposits. . o \ o e

" Recently another concept of * ngh Pawered Money is bcmg, used. “This mcludes The' cum:ney held -
by the pubhc and the banks and other deposits.of Ihe RBI... . .

As explamed dbove thc meanmg of money is gmdually chdnglng from ume 1o umc- -

Lo o
. e

L 5 CLASSIFICATION OF MONEY

Money is classified on the basis of commodity used and on the basis of liquidity. On lhe basrs of
commodaty used the classification is (i) Metallic Mongcy {ii) P.tper Money .n lhe bd‘CIS of l:and:ty, )
money can be ciassmed as (:) Aclual Moncy (i)’ Ncar Money v .

' Metaﬁle money’ is furlher clagsificd as (a) Smndard Monéy (br) Token Money (e} Subs:dlafy
Money.

Papi  oney is further classified as :
a) b seniative Paper Money
" by eriblePaper Money °
. ~jble Paper Money
_ ciat Money and : .
¢) Bank Money or Credil Moncy. oo

Therefore e typeés of money ‘can be expiamed as forlo\m;

1. Standard Money : It is also known as full- bodled moncy. In Lhe begining gold and sﬂver were .
used. These coins are made of a well-defined weight and fineness. The face value of the standard money -
equals the intrinsic or metallic value Botwccn 1835- 1893 Lhc lndlan rupec com was madc of sﬂvcr

2.- Token Money - It is'made of mfenor and hlghcr mo&ﬂs ';uch ascoppcr nickel el(, ll 1S used for
making smaHer payments ‘It is subsidiary for the standard money.” Its: imensic valuc is less than-the face: »
~ value. The rupee coin in circulation in India is a loken coin. [f it is melied, ns melal will not be sold -

worth one mpee



X3 Sabsidiary money - itis made of lighter igasaly ushd for-dowsvalug oinisZ. This imicyis used ol
mai&mtgmm&mmm of low-pricod goeds and. services. AII-‘cmns"afulhe‘-depcnnn'anm--
" for 1'fp. to25 r‘,p_-in’__a‘;hdia“arc_su:bsidiary__m.oncy.. . ) :

g Ty el g

vy R.eib?é.}eméfivé Money : This is one kind of Paper Money started in C!liha'; ‘the ‘use of péper”
money gradually spread to other countries. In India use of paper {or money sta.r;edm lhe 19111 pemurg

s

. Represenative Paper Money is fully backed by gold and silver réserves. If the gold and silver was
lﬁ"flie'used;merc,:-may--be-.we:arﬁaﬁd tear; fesdlting in wastage of métl To avoid thig '?SE‘*"P%NF,"T?OP?E)':;_{S__
“used 1o the:fult extent of its value, - Melalsceserves are matiitained by the issaing authority.. he

s, Canver:ibie. Paper Money : The paper money. issued is coﬁvi:rgi_b_l;: into 'st:fmglglrd;_cpi'r_;s at _tp_e .
.option of the holder. Under this, system the people are given gold and silver in éxchange for papér -
currency for making payments abroad. This system has become absolute these days. - :
6. Inconveriible Paper Money- . The papet notos issuédrby the G O 1 during.the ‘Second world
war were an ¢xample of ineonvenible paper money. [t is akindof Aorcedrtoart obtained from the ptiblic. "~

Under this éyslem, the issuing authority kéeps no metallic reserves behind Rgppnj__c\q;_rgppy - nor
‘does the issuing authority guarantee the convertibility of paper notes into colns or metals hotés issued by °
.the central banks of all COURLries represents inconvertible paper money. They are also known as ﬁqu01m
money. . ... :., o, Thar Vua L P s opn et L e Gt n

7. Fiat Money : This is also xnown as cinergency currency. It is an extraordinary type of money |
and is issued under special circumsiances. This is only a variety of incofvérfiblé paper ‘modey. ‘No -
reservés: of any type are kept behind fiat money. Tt is issucd in limiled quantities, Presently all
inconvertible paper money.is fial money and there i pragtically ao difference between the fwo, -+

8Ag:man0ney "This money, in i:'iru_u'laq(')_ﬁ.-. 1 consists of legal 'lcﬁdéft-money:?mch as coins,:
token coins and paper money aid bank moncy or bank dcbosi_]s. . B R

9.. ‘Near Moy i ¥ cansists ofircasury, bills, bonds, debentyrasicie. This moricy isnolYiguid. Neap ¢
Moriey has to be first converted into actual money belore it can be utilised 1o buy goods, and services
. from the market. T N S

10." -Money'of Accouni and Monéy Proper - There is ‘othor classification” given by Keynes, fike,...

Money-of-account and Money-Proper. Money.of account is that in which débts and prices of genéral

~ purchasing power are expressed. Money proper is the actual money in which contracisog debgs arg settled, :
such as Indian rupee. There is no.difference beiween money-proper and money of account ‘when the

account within a country are maintained in money proper, ' : -

EEEE N P T

Ce

LR
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- -+/The classificaiion of moniey I8 Wotof much praciical rélévance, 1n'India the relevant aspe stds high
powered-money. e, state miohey plis othicr deposits with the centril bank dnd deposit mor of the”
banking system. The metallic content of the government curréncy is in very small proportid “total "
currency supply in the country. Credit money occupies an important place.. -The crcdi,t;st_rué‘crcf'of ‘a .,
modern money economy is based upon a very narrow base consisting of governmeiit cirped - The
reserves of gold and foreign exchange are used to meet the foreign obligations, e

11, Leg_ai_ tender money and non-feg&{_ tender m‘ané‘y.- chal Icnclcr rﬁoﬁéy lS l_ha'l.: théh'fhé sla[e
and the people accent as the means of paymeny i discharge of debis. All notes and cqins issued: by the - -

gove"@‘r’;mem_lalﬁdi' the ceniral bank of a-country are computlsery d¢gal 1ader in'that countey! My is fukther
. clas\slf_l,_e_d,_as limited legal ender MoAcy i.e., 1 paisa-10.25 paisc -in. Inctia. unlimited legal tender money s
50 paise o0 1 rupee and. all paper notes in India. Unlimited means people have 1o aceept payments in

‘unlimited quantities ifrriotesand these coing.

Non legal wender money is otherwise known as optional moncy. Bank mongy in. e form of.
cheques. and bills of exchange, promissory notes arc exampics. Pcople arc not bound 1o accept this



1.6 - CHARACTERISTICS OF MONEY "~ -
The definitious and the classifications of money dié:t:us'séd' atﬁdve.help. I.I'il.o idCﬁli:f y m'c.t.'oi Ioﬁiné - :
characterisiics of money. _ o ; ' '

1.61 COGNIZABILITY

o pognizabilily n_iea__ns that the common man in the country.must be _abic ;o"recog"ni'?.,e.money easﬂy
gnd_ quickly. Towards this purpose currency aotes arc printed in.different sizes, colours and with distinct
designs. : _ _ et

1.6.2 UFILITY & VALUE

It must be accepted in general as a.medium of exchangc and this general acceptability occurs oﬁ!'y
where the commodity psed as money is uscfub.and has value. The value of any commodity depends upon
utility and scarcity. Meltals are preferred 10 other forms of money. However value can be atiributed w0
~ paper also by giving legal protection and creating scarcity. ' ' :

1.6.3 PORTABILITY

Material used for moncy should be casily carried with people. Metals like gold and silver can be
easily carried in smail quantities. Paper Moncy is the most highly porble. ' '

1.6.4 DIVISIBILITY

The material chosen as money shouid be cap_able:df bein gfdivided. In this division' it shooid not
loose its value. Gold and silver have this character. The value of these metals can be determined on the
basis of the weight of cach piece. In the casc of paper it can be divided by converting il into lower value
currencies. ' ' - :

' 1.6.5 INDESTRUCTABILITY

P

_ The material must be durable. This is essential if money is to satisfy. the needs of exchange and
storing. Even the. function of deferred payments can ‘easily be carried on only when the material used as
money is indestructable. Metals are highly durable. Paper is Pcrishable but can be easily replaced with

-little expense. _ _
1.6.6 STABILITY - . o C
The material used as moncy should not be changed frequently. It creates confussion in the minds

. of the public and Ieads to non-acccptance. The value of the: metal ysed musk also be s_l_a'bie. Previo_us
metals afe more stable in their value, Paper maoney can also be made stable, but in times of war its.

stability is lost.
1.6.7 HOMOGENE!T-Y

"t means that the substance shall be aniform in quality. Que coin shouid hm he superior 10
another. Both paper and metals supply this condition. .

7 COVPONENTS OF MONEY =~

According 16 whe definitions given carlicr in this lesson, the cbmpbﬁcm'é x_j_f money supply are
i Currency wilh the public, ' :
ii. Other deposits of the RBE, ' _ _
iii. Demand deposits of the Banks, which cover the cooperative banks also,
‘iv. Time.deposits of the banks, '



R :Savin'gs deposits of the post offices dnd
'_".vi; tifie deposns of. Lhe post offlice. B
Accordifig” 10 me» fraditional viéw, the moncy eupply‘éamme of

i Cm‘rcncy money of legal tender i.e., coins or Currency notcs. _
ii. 'Bank money Chequablc demand deposits - with: ct}mmercml banks,

Aecordmg 10 1he modern wew or expandud .1pproach moncy mpply conqms of
i, Coins -~ Sl :
ii. Cumcy_ndlcs
jii. banks demand deposits
iv. zzmc deposits with banks

v. Financial assets such' as deposits with non- bankmg ﬁnancml mlermcdmms like the Unit Trust,
POSt o{frcc savmgs banks

vi. lels Treasury and exchangc bills
vii. ‘Bonds. and equities

PRIRRTAE.

Kecpmg the llqulduy in view the Rcwrvc Bank 0! Indm mnmdcrcd lhc f oilowmg assels as
aggregate moncy supply. : - : )
. Cu,rrcncy ((,)

. Othe! e‘p()sﬂsoflhc RB! (OD)
“iv. Postoffice saving deposit -
v. Time dcposns of banks and

i. T its of Bpst offices ' oo a

%f hasm:leplod I‘our“measnres ol moncy stock on d dcsccndmg order of the
: liquidity criteria.» o .
Ci. My

i Mg

iii. M3 &
iv. M4 '

'M'_l = (a} Currency notes and co:ns wuh lhc publu, (C'Lsh on Imnd ol alt banks is cxc!udcd)

(b) Demand deposns with all cofitmercial hanks and c.oopcralwe banks
. (Inter bank deposzls are excluded)

' (¢} Other dcposnts beld with the RBI (Balancc in account No. 1 of the IMF LhL RBI employees
person va:dem Fund and guaranitce Iunds and adhoc hiabtlity ilems are cxcludcd) '

This is equal 1o the tradluomﬂ wcw at mnnc‘y '-‘.upp]y with 1hc public.
M= @) M, |

- (by Savmgs dcposns with P.O. deng,s Banks .

M3 = () Mp

(b) Time deposns of all commcrclal and coopcrative bdnks
(Inter bank time dcposus are cxcluded)

_ M4¥ @ M3

(b)Y Trial deposits with the P.O. Savmgq Orqamsatmn
(NSCS arg cxclu{led)



stock.

‘Table “1: Muney Stock Jn 1_'__,@? IEIRE R

From the point of view of monetary management -M) 'si*gniﬁies. a flow, where as Mz refers 1o

The following table gives an idea of mongy supply in.India aL difl ferent points of thme.

N (_f“S,r'.-.i_n__:Crgres)

7321 831

1098
21,858 23,634 39,867
24896 27237 0 62,551 ¢ ¢

PRCAT I
69961

The money and banking statistics gives some dcta_itcd-co_fnponénts'of money. |

 Table - 2: Comiponents 0f.Mn.nej{ Supply

o | (Rs in Crores)s

Dec' 88 |

* Net bank credit to commercial sector

Currency with the public B 35417

Demand deposit with banks 30,048 _

Other deposits with RBI . 418

Time deposit with banks

Net bank credit to Govemment -~ 96,800
122,345

Year

| 1970-71
197879
1981-82

' RRBI Bulletins

| Ms

10

Foreign exchange assets _ . 4,536

a2

s

1,13.693

1,40,207

3,789

Source : Hindu publication, March 15, 1990.

- Check Ydui‘ Memeory .

i) Which of the following is an essential characteristic of barer economy

@) goods exchanged against goods
b) simple and smooth sysiem

¢ fack of civilization ’

d inconvenience

i) Invention of money is the outcome of
a) Peoples reasoning power
b) the banking system
¢) difficultics of barter
& none of the above

;. isprice

iii) Valve of a commodity expressed in temms$ of ._

iv) Money is

" Dr.. MSS. ‘Somayajuluf



A
1. Standard Money
‘2. TokenMoney
3. Representative Money
4. Near Money

2. Inferior metals

3. Treasury bills and bonds -

4. Full bodies money

1.8 MODEL EXAMINATION QUESTIONS

A) Answer the following questions in 30 lines each.
~ i) What do you mean by Barter? Explain the inconveniences of Barter?

i) Define money. What are its characteristics?

 B) Answer the following - question in about IS Iinés each,

1) What are the components of money?

2) Explain the need for exchange.
3) Answer the following concepts.
2} High powered moncy

b} My

11
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UNIT-2 : FUNCTIONS AND IMPORTANCE OF |

MONEY

Contents
2.0 Aims and Objectives

. z.lhmm . o : ) ',:_..;_:' .
22 Functions of Money. - -
A. Primary Functions
‘B. Secondary Functions
C. Contingent functions

D. Other Furictions _
23  Importance of Momey ... . .. i oo i af tensl e
24  Role of Money in Capitalist Economy e b

- 2.5 Role of Money in Socialist Economy
2.6 Role of Money in Mixed Economy .

2,7 Summing Up

2.8  Model Examination Questions:

2.0 AIMS AND OBJECTIVES

The purpose of this unit is to 'e;pléin the functions of money and importance and role of money in

. different économic systems. .

Aftc.r reading the unit, you will be able to

describe the functions of money, .
_analyse the classicals & modem views on money,

depict the circular flow of income, and :
explain the role of money in different economic systems.

LK B B

2.1 INTRODUCTION

The meaning of money, classification of money, characteristics of money components of money
are studied in unit one. It is clear that Money is defined in terms of its functions and its nature,
Therefore, from the meaning of money the main functions can be derived. In addition to that, secondary,
contingent and other functions are also given in this lesson. o ' '

2.2 FUNCTIONS OF MONEY

The following chart gives a clear idea of the functions at a glance.
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A.. Primary Functions o
221 MEDIUM OF EXCHANGE

' Exchang O &/ O SC ’ ]
goods and sérvices requiredl by that sélfer. .In‘siich a#way money is used Tor sale and purehasc of goods and

services. The value of any commodity expressed in terms of money is price. Price is paid in terms of -

money: In this way all: exchanges: take place in-termns of money. ‘It is on this account ‘that money is

referred to a3 medinm of exchange. By serving as a mediurn of exchange morniey removes the need for

dopble coimeidence of wanits 4nd other inconveniences of barter. Further it facilitated trade.  Its wniformity
_ 1ts durabitity confers on money its role of purchasing power in money, its'portability is desired for
- the convenience of making transaction :and its divisibility facilitates the smooth operation of small and
big transactions.. ' - ) ) . L

semces which are priced in masofmoney.\f"l‘-}_uecan'be no pricing process without a measure of valie,
Since all values are expressed in texms of mouey, it is easy to determine the rate of exchange between
- various types of goods and servicés in the community and it is possible to compare the relative valties,

2.23 STORE OF VALUE R

store value for the future by holding short term promissory notes, bondy, mortgage, prefered stocks -
household firtiture, houses, land or any other kind of valeablé goods . The above forms of assets yield

2.2.4 STANDARD OF DEFERRED PAYMENTS =/

re[érs. to sale of goods and services for money and mongy thus received is again spent on

s acceptability as a means of payment and general acceptability - generates public:confidence. -
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deferred payments, suite value of money is suble. when compared to the other.commoditics. Money is
more durable compared Lo-other commoxlitics and as money has the.quality of general acceplability,

2.2.5 AS A TRANSFER OF VALUE.

Person who holds money in cash or assets can transfer that 10 any other person, Since it has the
general _acceplabllny, it keeps in transferring values from person and place to place. In modern business
transactions transfer of value is very essentiat and money can fulfil this. ' o

C. Contingent functions

2.2.6 DISTRIBUTION OF NATIONAL INCOME

. The market value of goods and services produced in a year in a country is national income. It is
distributed to the factors of production in the form of rent wages interest and profit. i.c., .the price of
each commodity consist of the above four remunerations to the factors. Money is a medium of exchange
facilitated the division of value of a commodity into parts. Thus it caused economic progress also.

227 EQUALISING MARGINAL UTILITIES OF EXPENDITURE

A rational consumer tries to maximise his- satisfaction with _his lirited income by optimum
distribution of his income on unlimited wants. In this. process he compares the marginal utility obtained
from- goods and services to the respective prices. As long.as the marginal uiility is greater than the
prices, he goes on purchasing i till it becomes equal to price. This is well.explained by the principle of .
equi-marginal utility. This comparison of utility with price becomes. possible only when money is used
ss # mediam of exchange it is not possible with any other cammodity. S . :

2.2.8 BASIS OF CREDIT MONEY

The people who save money i.., present income - present consumption, deposus itin banks. The
commercial banks on the basis of these deposits create credit. This credit money is like blood stream in

the business field. If money is not there, the business transactions would not have been possible.

229 UNIFORMITY, AND LIQUIDITY TO WEALTH

' Liduidity means keeping cash on hand. Only when wealth is kept in the form of mdncy it has
ready convertiblity. It it is kept in any other form it takes time to convert into cash at times of
emergency. Then it imparts uniformity and liquidity to different forms of wealth. . C :

D. Other Functions .
2.2.1_(’. REPAYMENT_CAPACI?_Y

. assel..' i So o afpnis the f@mfmcn_t c'aﬁécity every firm has tokee-psoma a!ﬁounl_bf.liqﬁid money
in its asset. So it safeguards its repayment capacity. .  keep some amount, of HgHie .
2211 LIQUID TO CAPITAL

" Money is the basis for capital formation. Capital means a part of the wealth which is used for
further production of wealth. Itis essential 10 keep capital in a liquid form for a variety of motives. -

2.2.12 PURCHASING POWER. =

 Money as.a medium of ¢xchange is purchase power. . Purchasing power stored i terms of money
can be put 1o any use. Money income mmdnhg:gm,-ang power, varies with changes in prices of

v

goods and services. . _ .
A comprehensive idea of vanons functions of money is given. Al the above functions are inter-
related, : ' :



2.3 IMPORTANCE OF MONEY

There are divergent views between classicals and modern economists about the role-and imporiance
of Money,

2.3.1 CLASSICAL VIEW

For classicals money was useful only .as a technical device which over come the diff'icultics'qf
barter in effecting exchanges. It has litfe effect on the operation of an economy. Money_ls the veil
behind which the action of real forces is concealed. Behind the veil the says law operates i.e., supply
creates its own demanded - when a producer produces a commodity he creates a demand for other
commodities which he would purchase with his own commodity. Money is used oniy to express prices
of goods in the market i.e., exchange ratio between real goods and services in absolute terms - but it will
not effect the economic activity in any way. It is a passive factor. Even if there were some monetary
disorders it was an exception and in the long run the supply of money ought lo‘adjust'lo the demanded for
money. Classical view thus pertains to long run whereas the modern economist after keyness concerned
with short run. : : _ :

2.3.2 MODERN VIEW

In the short period money is powérfﬁl and it promotes or hinder the economic activity. It has
- power to regulaie the general egonomic activity contribute to wealth and welfare and accomplish general

socio-economic reforms. An‘#icrease in money supply may lead 1o greater employment. If the increase .

is greater than the real outpirt prices increase and this change alter the distribution of income in the
society. The followers of keyness also advocate that it can be kept as liquid as set ie., hoarding,
Hoardmng and dishoarding have serious implications resulting in economic flucteations. Thus it ifnot a

passive factor and not a simple technical device, According to Chandler "Money is sterile in that by itself -

it can produce nothing useful, but it has a very high indirect productivity owning to its ability to
facilitate ex hay andg:ecnalisaum B o T

s

A brief idea of imponiance of money is given in the introductory unit.: The functions of money in
this unit further made it clear that money is the beginning and the end of all the economic activity. Thus -
money occupies a central position in the modern economy. It helps the consumer 0 equalise marginal
utilities from diverse commodities. It facilitates specialisation and introduction of division of labour in -

the production process - thus gives scope 10 Producer to minimise cost of production and maximise

- profits. It is the medium -of -exchange which results in expfasion of trade not only eternally and -

. imemationally. It is the unit of accounting and budgeting and as such the distribution of income among
the factors become easy. In a welfare state, government is also very much involved in the economic
process. All this is explained in the circular flow of income, .

- The operation of the circular flow depends upon the economic system which a country adopts.
There are three types of economic System - capitalist, socialist and mixed. It is relevant here to discuss
the importance of money in these system., ' - '

233 CIRCULAR FLOW OF INCOME
The influence of money onlhc economy is well explained by the circular flow of income,

The above flow clearly explain the importance of money. The Houscholds with an objective of
satisfying their wants gets into economic activity in the form of factor services ie,, as owner of raw
‘material, as capitalists as entreprencurs and as workers. The remunerations they get for the facior
- contribution are rent, interest, profit and wages respectively. Thus in the first stage money flows from

- firms (o0 households. " In the second stage the houscholds spend their income on goods and services Lo

satisfy their wams - thus it flows into goods market. Out of this incorne by firms some money s spent

which the money flows ; AQU . =~ 04 (4
0 EF?ARY Class NO© 2,25 ‘
LB Eco
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... If the government sector -is-faken into consideration the-channels of flow widens. Government as a
producer purchases factor services and make payments to the public, as a consumer purchases goods &
service for improving the $tandard-of living of the' people. lis activities are better known by the annual
budget. Tt is the ficld of public finance. I€ consists of revenué and expenditure of the government. The
- sources of revenue are taxes, fees, fines and boirowings, In these forms the money flows into the treasury

from the publté.” In the case. 6f ‘public $6610F units in the form of prices of goods also money flows to
goverameiit. The revenue thus réceived.  Government spends unider different heads of pablic utility
services like schools, hospitals; providing justice and maintenance of law and order. In addition to this, it
pays interest, wages, and rent also. In this- way the importance of money can be understood by the flow

of money between government, household and firms sectors. The savings in the Household sector also

flow to firms in;the form of bank deposits and ¢redit creation by the banks.

2.4 _ROLE OF MONEY IN A CAPITALIST ECONOMY

.. The features.of capitalist economy are Right to property, law of inheritance and free play of market
forces. Therefore, any activity.is taken up with profit motive: The price mechanism or the market
mechanism guides production. The market mechanism means, that price of any commedity or sérvice is
determined by interaction beftw'ccn demand forand supplyof goods or services. Price determines what

goods are. to.be produced andto what extent, . There is no govemment interference.in the. fields of |

production, exchange and disuibation. Price mechanism constitutes, us¢ of money: ds the value of ‘any
commodity expressed in terms of mowey is price. - - - - CL e R

The producer fries to maximise his profits and therefore is guided by prices of goods in the'market.

. The tommodtities which v high prices are getierally produced as high price reflects shortage of supply
when Sompdred ! .

human resoutces - Therefore, moriey is the determining force.

The consumer's freedom gives scope for selection of goods for consumption. With a view to

- maximise his satisfaciion the consumers compares the marginal utility of goods with rcspective prices.

Thus niorey is the instrumént by which the consumer tries to maximise his satisfaction.

The price mechanism determines the distribution of national income among the factors of
production-as the. price of a commodity consists of raw material cost, capitat cost and Iabotir cost.” The
remaining part is appropriated as profit, S s

The price mechanism again helps the individual to arrive at correct decisions regarding savings
and spending in the form of interest rate. Interest is the price of capital. It regulates investment and it

establishes an interrelation - ship among the various types of markets in a capitalist economy. Therefore,

money is so vital for the functioning of capitalist economy.

‘td'demand. The production pattérn thus selected, direct the use of natural resources and

2.5 _ROLE OF MONEY IN A SOCIALIST ECONOMY

- The socialist economy is a contgolled economy. Slate regulates every economic activity i.e., -

production and distribution. threugh planning authority. Karl Marx opposed the use of money since it is
_responsibie for the exploitation of labour by the capitalists.” But in practice it was realised that without
money economy could not function. In Soviet Russia-the planning is an essential process and in-that
Pprocess economic calculations are essential - these calculations are possible only when the money is used
as unit. The Supreme Economic Council in the Soviet Union prepares two types of plans “- physical
plans and financial plans, . The physical plans are prepared in terms of physical resource while financial

plans are prepared, in terms of monetary resources. Salaries and wages are paid in moncy and they can

spend within the imitation- stipulated by the government. In the socialists economy also optimum

utilisation of scarce resources is inevitable and money helps in this conrection. As money is the basis of

-economic calculations - its use is inevitable but it is not the master as in the case of capitalist economy
but oaly a servant. It is the planning body that determines allocation of resources and the pattern of
production. Therefore money oceupies only a secondary place. '
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2.6 ROLE OF MONEY IN A MIXED ECONOMY

The Mixed economy is evolved to get out of thie evils of capitalist and socialist economics and
utilise the advaniages of both the systemis. In an uncontrolled capitalist economy - the profit metive
production pattern resuls in concentration of wealth and ignoring the needs of the common man. On the
other hand controlled and centralised socialist economy suffer with inefficiency and result in wastage of

" real and financial resources. In the mixed economy private sector and public sectors participate in

productitm_. The public sector is expected to control the essential channels of production and distribution.
It is expected w work for a set of objectives i.e., providing public utility services, reducing inequalities in

‘income distribution, reducing regional dlspanues and gradual increase in the standard of living of the

common man. The private sector function on market- mechanism but its actions are regulated by the

. government through its monetary policy, fiscal policy and industrial policy. The monetary policy, given

such an importance indicates the role of money. The best example of mixed economy is India. In India
establishment of socialistic pattern of society through democratic socialism is the objective. The process
of five year plans is the main instrument, Investment is the main variable to achieve economic -
development. Investment is influenced by the rate of interest. Rate of interest is part of monetary policy.
Economic fluctuations occur due to changes in money-supply. Economy can be lifted up from the
depression by increasing the supply of. money and adopting cheap money policy. The inflation can be
cmtrolled by adopung controls and i mcreamng the rate of interest,

2.7 SUMMING UP

_ Regarding the importance of money the classical considered it as neutral bctween ends, Itis only >
technical device but for the modem economists it is blood siream of the economy. Its importances varies

from capitalist economy to socialist economy and from it to mixed economy. It has much lmportance i

capitalist and mixed economics than in socialist economy. It s functions are varied managmg from

. Primary functions of usmg as a medium of exchange to a miscellaneous functions of using it as liquidity

to capital. When such is the importance of money, it is necessary to measure the changes in value of

Money.
Dr. M.S.S. Somayajulu

Check Your Progress :

i} Market mechanism constitutes :
a) change in supply
b} changein demand
¢} use of money
@ none of the above

- it} The Primary functions of money is
a) Transfer of value
b) distribution of national income
¢) liquidity to capital
& Medium of exchange.

iit) ‘The circular flow of money is between and

iv) Measure of value is : functions of Money.
v) Match the following _
a)  Store value : 4)  Primary functions

b) Basis for credit Money ' b) Secondary ftmcl.ion_s.
&)  Repaymenis capacity ' ) Contingent functions '
d  Medium of exchange ' @  Other functions



3&8 MODEL EXAM‘INA“TTON QUESTIONS
I Wr:te yonr answers in 30 lines: each. PR
' _..1 Explamdw:mpmtanceof moneymeverydayeoononnc life
2, What are the various functions of money? .
" 3. Explam the role of money in capitalist & socialist economies.
II. Write your answers in 15 lines each. |

1. Explain circular flow of money,

2. Analyse importance of money in mixed economy.

19 -
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UNIT 3: VALUE OF MONEY MEASUREMENT
AND INDEX NUMBERS R

Contents

3.0  Aims and Objectives

3.1  Introduction

32 Concept of Value of Money,

3.3 Determinants of Money Value

34 Concept of Index Numbers
3.5 Aspects in the Construcuon of Index Numbers

- 3.6 Construction of Price Tndex

~ 3.6:1 Simple Price Index
3.6.2 Weighted Price Index

3.7 Difficultics in the Construction of Index Numbers
38  Summing Up
3.9 Model Examination Questions

3.0 AIMS AND OBJECTIVES -

The purpose of this unit is o explain the concepts and. determinants of value ot money and the
construcnon of index numbers.

After reading the unit, you will be able 1o,

* Expiain the meaning and determinants of value of money,
- analyse the concepts and aspects of index numbers, and

*

* critically examinc the construction of price index.

3.1 INTRODUCTION

In daily lifc of a man exchange process occupies an important place. Excepl in a primitive
society, exchange takes place with the means of money, i.e., goods and services are exchanged for money
and with that moncy again goods and services are purchased. The value of goods and services expressed in
terms of money is known as price. In a capitalist economy market mechanism direcis the production.
Market mechanism is nothing but price changes due 1o changes in the supply of and demand for goods.
Price changes influence every aspect of the working of an economy and therefore, it is but natural that the
study of meaning and determination of value of money is of much relevance in Monetary economics.

3.2 CONCEPT OF VALUE OF MONEY

" As in the case of goods, the value of money can also be discussed in-terms.of ' ‘value-in-use"
and 'Value-in-exchange'. Value-in-usc refers 1o the utility aspect whereas the value in exchange refers to
the scarcity aspect.



321 VALUE-IN-USE - T e
- Inthe “full bodied money the value of money would be.equal to thevalue o ial ¢
which :aﬂ:ycg’:s?sg& This reasoning can be extended to:caver even that type of paper cusrency which is
convertible into buslion at pre-determined rates. For example, in the case of gold coins standard or gold
bullion stardaéd; the use value of 2 standard monetary uftit would be the use vatue of the quantity of gold

into which it can be converted. In this sense the use of money depend upon the uses to which it can be

put as also on its oiher.qualitics in terms of ‘durability and so-on, The pse of moriey.even when it has no

intrinsic value; depends oa ability to act as store of vait_nand_be of cénveniem:g to the economic units in-

| - implementing their economic decasmrns .
322 VALUE-IN.-EXCHANGE

~ money and the bigher the levet of ‘prices the lower would be the purchasing power. Thus the purchasing
- power or the value of money inversely is related with the price fevel. To express symbolicalty _

b .“ﬂmlesal_evhlmoi‘nmney : '
i) Retail vaige of money or the consumption standard
iii) Iabow-value:ofmy"' : S € S
- 3.3.1 WHOLE SALE VALUE OF MONEY

- According  this the valué of moricy is expressed in torms of alf those goods that are wansacted in

whole sale markets. This is measured through the wholesale Price index.

3.3.2 RETAIL %_&_LUE OF MONEY OR THE CONSUMPTION
- p - o R o

_'The problems in measuring the value of money in fetail terms are that, firsty wh#l goods are o be
considered as consumption patterns differ. from family to family. Secondly, in retail market different
_ pricesarechargedfamesamegoodsandservices; _ ' L

3.3.3 THE LABOUR VALUE OF MONEY

-this. process the rate of wage payable to worker for.a day’s work is taken into account and the
fione

- value of y. is-measured. Here also the problem is that the labour is not homogeneous and that the -

labourers differ in skills, efficiently and regularity of work, .

.21



The above three standards help us nnly to measure the value of money arbitrarily. However the
absolute value of money cannot be worked out as it involves comparison of the values of all commodities
in the economy that are exchanged against money. It becomes impracticable owing to the great variety
and complexity of modem business transactions. Fuarther the absolute value-of money is not of much
importance to any body. It is important only in Telative sense i.e., for comparing its value at one time
with its valie at another, This will give an idea of changes in value of money over a period of time and
this is necessary if the minimum standards of life are to be provided to the workers. If the uniform
standard of living is to be maintained the real incomes of the people are 1o be kept constant, if not to be-
increased. The real inicome can be kept constant only: when the fall in value of money is to be
compensated by increase in money incomes. The changes in value of money-or the changes in general
price level can be know by statistical device i.e., index number. - '

3.4 CONCEPT OF INDEX NUMBERS

The tool of index number provide us a good deal of practical guidance. It reveals the relative
movements of different variables in the economy. Index numbers may be defined as a series of figures by
which changes in the size of economic phenomenon are measured. from time to time. There may be.
production, import and export index numbers like index numbers. But the relevant one for us is price
index number. Price index numbers arc constructed 10 measure the behaviour of various kinds of price
averages. The most commonly used indices. are : ‘ _ ' :

i) the general level of prices of ali goods, services & securities $old for money
i) Retail prices of consumer goods . ' . :
jii) Wholesale prices ' '

iv) the cost of living

34.1 THE PRICE INDEX '_

: The price index number help vs to measure the changes in value of money over 2 period of time.
Generally the change in prices of goods and services is not uniform.. 1If the prices of some goods and
services are falling, those of others may be rising. The proportions of these changes also are not same.
The prices of some goods may not change, the prices of some goods may rise while the prices ef-s_om'e
others goods may fall. o S

A price index would measure the average changes in prices ‘of a gl_'oﬁp of ggods and services. Itis
often expressed as a percentage showing the average level of prices in ong period compared with the.

average prices in another period. o

3.5 ASPECTS IN THE CONSTRUCTI()N- OF INDEX

"~ NUMBERS. |
The construction of index number is based on the following aspects.

Purpose ' '

_ Selection of commodities

Source of data o

Base priced.

. Averaging

. Weightage

. Formula

'3.51 PURPOSE | o

conding i otbe i in mind and for each
According to Heberler, the price Jevel cannot be independent of the purpose i min ' __
purposeA a sep:r‘;te index number is to be constructed. “Among the many types of 1n<_i1ce:s,. me more
' hnpoitant are (2) the retail price index (b} the wholesale price index and (c) the general price index. If the

Y-SV N N



‘purpose.of index mamber is:io know 'the changes in real and money incomes of workers, the retil price
index.is t0 be constructed. If the purpose is to study the changes in money for a businessman, the
wholesale price index is to be constructed, Goyernment and research institutes compile a special type of -
index number for the purpose in hand. Based on the purpose the data is collected and compiled.

Thu.s the purpose for which themdsx numbeg 1stobe constructed is to be c_-leai- at the -t_"ii'st'ﬁlag"e..
352 SELECTION OF COMMODITIES |

Selection of number and kinds of items to be included in the price index is an important part. The
choice of goods will depend upon the purpose of the index. the number of items should not be too smati
and too large. It is essential that the items chosen should be the most representative ones.. For example,
if the price index is to be worked out for the workers, food items, cloth, kerosene, fuel are to be taken
into account. In food and cloth also the particular types that are generally used by workers are to be

“considered but not laxury items. Similarly the charges in air fare, prices of refrigerators are not relevant.

3.5.3 SOURCE OF DATA

When once the purpose and the goods are decided, the next stage consists of collection of data.
' The data necessary for the construction of the index mumber should be accurate, comparable,
representative and adequate. . The information should be for the same types of goods and services for
different periods. The problem.in collection of data arise particularly in the case of goods distributed in
public distribution system, in the case of goods for which govt. adopts dual price system and 50.0n,
Generally market quotations are often obtained in the form of bid and asked price form journals,
newspapers as the source of data influences the importance of index number very much..

3.5.4 "SELECTION OF BASE YEAR

The base year may be defined as that year, the average price level of which is to be compared with
the average price level of other years. The year should be normal. The years in which there are natural
‘calamities kike-floods, dréughit, should not be:considered. Similarly the years of war should not be
considered. The price during the base year should be more or less stable. In this connection also either
the period of depression or the period of boom may not be taken.” Further period should not be either very
recent Or remote. . ' _ > ' :

3.5.5 AVERAGING

Since index numbers are averages, the problem is to select an approximate average. The two
important averages are the arithmetic mean and Geometric mean, The arithmetic means is the simpler.
The geometric mean is more accurate. However, the average prices should be reduced to price relatives
(percentages) either on the basis of the fixed based method or the chain base method. The choice between .
these depends upon the nature of data and other factors, Suppose the base year in 1939 and all prices in
that year have been collected. We want to calculate an index number for 1970. We make, therefore, a
second list of prices in 1970 of the same commodities. With 2 view to have. them in the same from we
express them as percentage of the 1939 prices putting the prices in 1929 and 100. For example if the
price of sugar is Rs... 50/- quintal in 1939 and if it rises to¢ 150 P g sugar in 1970 will be expressed as
t3_0(}. 'g]{;us we must work the average of all the 2970 price prices and that will give us the index number
for 1070, - : : o : : . _

3.5.6 WEIGHTAGE

In the simple index number the items included in the list are of equal importance. It serves no
‘purpose since the goods differ in their importance; For example food is more important than cloth, Food -
or clothing are more important that shelter i.c., house. Therefore, to construct an accurate index number,
it is essential to give separate weight, to each item depending upon its importance. When rice is given
weight 3, the cloth may be given 2, the house may be given 1. Indices where weights are aitached to
each items according th its importance are known as weighted numbers. the weights are determined with
reference to the relative amounts of income spent on commodities by consnmers. Weights may be given
in terms of value or quantity. ' o
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357 FORMULA

A number of formulas have been devised to construct an index number. But the selection of an
appropriate formula depends upon. the availability of data and the- puqiose No smgle formuia may be .
used for all types of mdex numbers. _ '

3.6 CONSTRUCTION OF PRICE INDEX

3.6.1 SIMPLE PRICE INDEX

In the beginning it is better 10. work outa mmple price mdcx then from: it welghled price index
can be constructed. To construct the simple price index, compute the pncc reiatives and average. them.
Add the relatives and divide them by the number of items

Pnce of the commoduy for Current year .x 100 '
Price of the commodity for base year T

Price-relative_ =

Py
or =.p, X 100

In the followmg table the commodities selected are rice, wheat, cloth, sugar and fuet col. 1 in the

 table. ~The base year is '1970. The prices in the base year are shown in col.2 (Pg). For companson the
ycar selected i is 1980. Pnces in 1980 are given in col.4. (P1). The pnce telauvcs are shown in col. 5 '

Pg
(-1;-1— x _100)

Table
Pricoin  IndexNo.  Pricein  Price
1970 inthe .. - 1980 - Rehtww
Commodiues - (Po) - baseyear  (P1) ,—,% x 100
O _ @ @ 0 @ o)
1. - Rige = PerKg 3 100 5 S X 100 = 60
2. Wheat Per Kg. 2 S0 4 3 x 100 =50
| ' U 12, 100 =80
3. Cloth  PerMeter 12 10 8 j5x100=80
4 Sugar Per Xg. 4 100 8 _ 3 * 0} = 5
5. Fuel Per quintal 200 100 40 5o x 100 = 40
EL = | 280



Index number of current year = N

- where-E (sign) denotes the sum of - -
I stands far the price relatives

N’ stands for the number of items

Thus Index n0. of 1980 = 2-6859‘ 56

LIST OF LIVING SIMPLE INDEX NO FOR
" COMPUTATION OF INDEX NUMBERS -

Price in- Pricéin . Prie
W - 19807 : Relative
iy ' : Py
Commodity - (Base year) ({current ycar). . ﬁ; x 100 _

1. Rice Per Kg. 4 6 _I'-‘_ZxIWzISO.---

2. Wheﬂt per Kg | 2 | | 4 3 xﬂlOO = 2(1)

140

_ et g

Index no. of the current year. = %5* =

. The procecing table shows that 1970 s the base period and 1980 i the year which the price index
has been constructed on the basis of price relatives. The Index of ‘wholesale prices in 1980 comes 1o
177, This means that the price leve rise by 77 percent in 1980 over 1970, o _

Taking the above example, weighted price index can also be worked out, As already pointed ont

weightage is assigned, to each one. Rice 5, wheat 4, cloth 2, sugar 1, fuel 3. The following table
given the weighted price index. o L o DR
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Commodity | Weighted:  Pricein Pricein Price WxR

1970 © 1980 . Relatives

W) - (Rs) (Rs.) R
1.  Rice 5 4 6 o150 0 750
2. Wheat 4 2 4 W0 . 800
3. Cloth 2 20 35 175 350
4.  Fuel 3 70 140 200 600
5. Sugar 1 5 2 160 160

E 15 . © EWR = 2660 ¢
EWR _ 2660

. Using arithmetic mean, the weighted price index in 1960 = Con = S = 1773
In the above example the weighted price index shows an increase of 77.3% in the price lcvel in
1980 over 1970. - ' : :

3.7. DIFFICULTIES IN THE CONSTRUCTION

practical.

 different categories of people or even different people in the same catqgory-varies.
" commodities may change in the year of inguiry from what it was m the base year. .

3. There are difficulties in getting the statistical information, since there may not be
" This is a great problem in developing cconomics._ _

There are certain diffmulties"m coﬁsu-ucting the Index numbers. They arc both of conceptual and

37.1 CONCEPTUAL DIFFICULTIES

1.  The index numbers are intended to measure the value of money. The concept, value of money,
itself is vague. It is simply defined as reciprocal of genéral price level. But the concept of general price
fevel is not scientific. This is because the general price level must include all items. As it is not
possible to include all items, it cannot be called as general price fevel.. To avoid this problem sectional

- price levels are considered to work out the price index but they reflect different changes in' the value of

money.

2. With price indices the value of money cannot be measured accurately since the price of certain
commodities may fall while of other. commodities may rise. Prices of some commodities may remain -
constant. Therefore a rise or fall in general price level does not reflect the above variations.

3. Generally changes in value of money are worked out with wholesale prices. But the wholesale
prices have no relevance (o the common man, His living standards are influenced by retail prices and the

retail prices vary between places at that particular point of time.
372 PRACTICAL DIFFICULTIES '

1. It is difficult to select the base year. The difficulty is that no year is fully normal. Certain

" abnormal things do happen in every year. Further the base year charges from time {0 time.

5 The second difficulty is selection of representative commodities. Consumption pattems of
‘The quality of the

Under these

circumstance it becomes meaningless to'include old quality commodities in the price index number.

Hence there is considerable difficulty in the choice of representative goods. .

any records.

4. The deterrhination of weighis also is a problem as there are no hard and fast rules for a_ssig’ni-ng
weights. .



3. The use of different averages yields d:ffgren_t_resnlq from the same statistical gata. here @
several kinds of averages such as arithmetic averdge, geometrical average mean, medium, mode eic. which
method is 10 be cmployed is the problem. o | o

R Ttspite of the abiove problems there are some advantages of index numbers. They are now widely

‘used 10 assess the cost of living, index, (o analyse markeis _for' _g(_)ods_ and sgrviccs, to mcasure changes in
Industrial production to evaluate internal and external trade and to formulate economic policies.

The cost of living is an important ool It helps to calculate the change in real incomes, it helps

to strike balance in wage negotiations and it is the basis for increasing money wages.

In consumer price index- weights are given and these w¢ightages govern the market for such
commodities like food, clothing, fucl and lighting, house rent etc.- '

.h is necessury 1o know the changes in Industrial produclion from time 1o lime so that its

contribution 0 Nationa! income is known and necessary measures can be aken on that basis.

The forcign Lradc-ijositidn of a country can be assessed on the basis of it export and import
indices. Thesc indiccs reveal whether the external trade of the country is increasing or decreasing.

- On the basis of above uses the cconomic policics are formulated f; rom tinme to time.

3.8 SUMMING UP

The moniey has no usc valuc but only an exchange valuc, Inspite of it the changes.in value of
money effects ihe whole cconomy. Therclore it is necessary to know how the value money changes, In
this connection the importance of index number is discussed - but the theoretical aspects of change. in

“value of money gives a cleur idea of different schools of thouglt from time O lime.,
o ' - br. M&.S. Somayajulu
Check Your Progress :

i) The valuc of MO[CY means
a) it storing value
b} its purchasing power
¢} its commanding power
@ its exchange utility

ii}  The valuc of money varies with price level
a) in the direct proportion
b) in the increasc proportion . -
€) in the same proportion
@ none of the above -

iti) When the wholesale' price index increase In a ycar the
money .
—_—

iv) The main difficulty in the measurement of the charges in value of money is

value o_f

v) Measure the changes in the value of money from the fdl lowing data.

Yer - 1975 1976 1977 1978
Wholesale ' ' :
Pice Index - 100 20 130 © 200
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3.9 MODEL _'EXAM,INATI()‘.N' \Q'UESTIONS. |

L

iL;

oo

Answer the following question in 30 lines each.

'Explain the concepts of value of money. *

What are the determinants of value of money?
What is price index? What are the aspects whe consndercd in coustruclmg the 1ndex numbexs?
How are the simple and welghted pnce index constructed?

Answer the following . question in 15 lines each,

Explain the following concepts ' _ S

(a) Value-in-use - (b} Value-in-exchange

What is simple price index? How do you construct it?

What is weighted price index? Explain the procedure of is construction. -
List the major difficultics in constructing the index numbers. ~
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4.2 ‘Theorics of Value of Money e
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44 Quantity Theory of Money - Cash Balance Approach |
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4.6 - Income Theory of Money - Keyriesian Equation
4.7  Restatoment of Quantity Thcory of Money - Milton Friedman
49  Model Examination Questions

- 40 AIMS AND OBJECTIVES

motey,

After reading the unit, you \_#ill be aﬁlc to :
describe the transactions. approach of ‘quantity theory of money,
explain the cash balances approach of quantity theory of money,
analyse the Keynesian equation of income theery of money, and
discuss the Milton Friedman's restatement of quantity theory of money.

* % ¥ ®

41 INTRODUCTION

In the previous unit the comcept of "value of money” is defined and the process of measurement

through the statistical tool of index number is also discussed. It is generally accepted that the value of

- money is just the reciprocal of the general price level, ie., puichasing power of money over goods and

services within a country. The relation between value of money and the price level is an inverse one,

The theories of value of money discussed in this unit are a step forward as they explain the cases of
changes in the value of money. - : ' ' ' o

4.2 THEORIES OF VALUE OF MONEY

- We can broadly classify the quantity theories into (a) transaction approach (b) cash balance.
approach (c) income approach based on the main functions of money as a medium of exchange and as a’
- Store value, In 1956 the waditional quantity theory has been resiated, The income theory of the value of

money, on thc'Oﬂxér hand integrates the money changes with devels of output, employment and ircome,

" 'The first approach of the Qu'antity"Theo_ry__of Mongy.('rransacti_on approach) was proptmnded by |

_ Devqnzettt,elaboratedby John Loke, David Hume and S0 on, but was closely associated with the name of
_ Imngff-'rsher By his propagation this approach was popular in the U.S.A. as Fisher's Equation,
_ "The second approach of the Quantity Theory of Money QTM (cash balance approach) originated
by Petty, Locks Cantallem and Adam Snrith was later on developed by Marshall, Pigou, Keynes and

The purpose of this unit is .to explain the differcnt views rel’a'ﬁng to changes in the vah_‘_ig of-

29



- 30

Robertson. The Cambridge economists made this approach-popular. The restatement in the UK. of

the QTM was done by the Modern

Economist, Milton Fieldman.

The third approach, the ihcbmeihcory has roots with Manddevalli, 'Ihonias Tooke, elaborated by

Afialion, but closely associated wi
has : :

-i) Transaction approach

th the name of JM Keynes.. Therefore, the quantity theory of Money

- - Fisher's equation

ji) Cash balance approach - Cambridge equation

iii) Income approach
iv) Modern approach

- Restatement of Quantity Theory of Money '

- Rcstatembm of Quantity Theory of Money ) E .

4.3 QUANTITY THEORY OF MONEY -

TRANSACTION

APPROACH - FISHER'S EQUATION

The Quantity Theory of Money derives is name from the fact that it bases the explanation of the -
determination of the value of money and variation, there on to the guantity of money in relation to the
level of economic activity. Even the need for money influences the value of money. ' '

4.3.1 THE THEORY

In the transaction approach the quantity of money is the main determinent of the price level or the
value of money. Any change in Quantity of Money produces an exactly proportionate change in the price

- level. According to Fisher "other

things remaining unchanged, as the quantity of money in circulation

increases the price level also increases in direct proportion and the value of money decreases and vice

verse”. If the quantity of money is
will be one half. Fisher explained
money in the following equation.

PT + MV + MV’

In the above equation PT
supply side of money. To know

doubled the price level will also double itself and the value of money
the inverse relationship between the supply of money and the value of -

indicates the demand side of money and MV + M V' indicates the
the value of money the general price level is to be known and the

general price level can be ascertained by the following equation

Pe = T

Where :

3 <2 <«
]

volume of goods and serv

In the beginning
money in transaction M

2
[

MV + MV

Price level, or /P the value of money,
Quantity of legal tender moﬁey,

the velocity of circulation’of money,
the quantity of credit money,

the velocity of credit money,

ices exchanged for money.

on‘ly. MV have been considered but later on due (0 the ;hrip(lmancg of credit
y' also have been taken into account. o :

‘Irving Fisher in his book "The purchasing Power of ‘Money"  gave the above identity, ie., the
total money value of purchases equals to total money valug of sales. In-a moncy economy all exchange
transactions involves payments in terms of money (M). The related turnover of money against all goods
and services sold or exchanged is described as the velocity or circulation.” ' I .



PRICE LEVEL

VALUE OF MoNeY

!

O-:- - ?‘4 .-Maz_ : M4— R
| QMANT!TY SF MONEY

. Flg -4.1: Relauansmp between Muney Supply Price Level

QMANTITY or: MoﬁeY

Flg 4 2: Quanuty Theory of Money
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T

Fisher points out the price level (P) varies directly the quantity of money (M + M) considered
un‘der certain assumptions, i.e., T and V + V' remaining.constant. The implication is that if M and
M’ are double while V V' and T remaining constant, P is also doubled but the value of money (1/P)
Is reduced to half. The theory can be well understood by the following diagram, o

432 DIAGRAMMATIC EXPLANATION - o

In a diagram-4.1 the relationship between Money supply and the Price level is shown. The money
supply is given on 0-X axis and price level is shown as 0-Y axis. If money supply increase from OM
to OMy 1ie., doubled the price level is also doubled i.e., moves from OP to OPj orif M increased
to My and price level moves to P4. Thus P varies exactly in the same proportion as quantity of
money. In diagram 4.2 the valué ot money to which the theory is given is shown. On 0-Xaxis the
quantity of money is shown but on an O-Y axis, the reciprocal of Price level ie., (1/P) Ts shown.
The slope of the curve indicates the fall in value of money. When money supply is OM the Value of Money
1s 1/P, i.e., lesser the quantity of money more would be the value of money where quantity of money
gradually increases io PM, and OM, the value of money. S ' :

4.3.3 ASSUMPTIONS OF THE THEORY

1. ‘P the price level is a passive factor thatis P is influenced by the other factors.

2. The supply of Money is exogenously determined and constant.: : - ;
Further the proportion of .M’ to M also remain constant.

3. Existence of full employment in the economy and therefore .

4. T, i.e., volume of goods and services (Transactions) also remain constant and independent of MV
and M V : - o ' :

The demand for money is proportional o the value of transactions,

. The theory is applicable in the long run. _
4.3.4 CRITICISM OF THE THEORY |

ohLh

The tmplication of the Fisher's Equation is very simple but is subjected to severe criticism.

1. Fisher's equation MV =PT or MV + M'V" = PT is simply an equation of identity that is the
quantity of M- must always be equal to the volume of transactions. It is a truism but does not explain
how the increase in Quantity of Money influences the price level. In fact the Quantity of Money
influences the price level through many variables like rate of interest, investment, employment and
oulput and then the price level, when these variables are considered the price level may or may not vary,
in the exact proportion to Quantity of Money. . - .

2. 'P'is not passive factor as assured by Fisher, P is influenced by the changes in employment and
output, and on the other hand P m{luenccs profits, investment and the business activity. ' ’

3. The assumption of constanc.y. of V- also is not correct. Whenever there is change in M, it
immediately effects the velocity. For example in a canteen the demand for coffee is not influenced by the
changes in the number of cups. Given the demand for coffee the change in number of cups iniluences the

" number of times that a cup is washed and used but not the demand.

4. The assumption of full employment is not felevant in the real sitnation.- There is always tendency

* towards full employment therefore change in Quantity of Money influences level of employment .and
" output. '

5. Given the above possibility T does not remain constant. The volume of transactions i.c.,

- goods and services also change whenever therc is change in Quantity of Money,

6. Ké);nes points out as long as there is uﬁemploYmem evefy-incmdse in money supply would lead to

" an increase in output until the economy reaches full employment.

7. There is lechnical inconsistency i.e., rhﬁltiplying two non-comparable factors MV. -M refers to

" money at point of time where as V refers to the velocity of circulation over a period of time.



. In the Fisher's equation, the human element is missing: Fisher establishes' mechanica
rel?atlo;:mg.ebeﬁie%r(s}u?;lmy of Money and prices but ignored the habits and customis of the people.
The decisions of consumers and producers are influenced by the savings and investments. - _.
9. The quantity theory of money as given by Fisher is one sided since it considered only the supply
- aspect of Money a?lrd its influences on the price level taking the demand for money is given and- constant.
In fact the demand factors are also important i.e., store value of money is igrored which is an important
component to total demand for money. S : ,-

710, Fisher considered that all transactions take place on cash payment. In real business the credit sales

‘Plays an important role. When once it is accepted, demand may take place even without changc_ in:

quantity of money,

11, Fisher also ignored the government involverﬁen{ ie., ignored th’c role of taxati(_)n in Price
determination. The price of.a commodity is influenced by indirect takes like customs, excise and sale

stages in the market.

12.  The quality theory of money relatcs to long run. But according o Keynes in the long run we_are.

- . -altdead. In reality some times violent and far-reaching changes take place in the short run. o

" Conclusions : _ _ : . ' : ) 3

. It is evident from the above criticism that the QTM is imaginary,l defective and misleading,
According to Keynes. it is also incomplete. There is no direct and proportional relationship_-betwe_qn _the
Quantity of Money and the price level and therefore it has litle significance for framing policies.

monetary policy and the basis for these is Quantity Theory of Money,

4.4 QUANTITY THEORY OF MONEY | |
| The Cambridge Economists extended the general Lheory of value .Lo. monéy also According to

these economists namely, Marshall, Pigo, Roberison and Keynes, the value of money at any point of
time is determined by. equﬂ_ib_l_'inm between the demand and supply of money, The supply of money in

-this approach at a parﬁcula;_-momem comprises all the cash and bank deposits subject to withdrawal by
~cheques. Thus the supply of money is 4 stock rather than stock and flow. It means the Cambridge
- Economists ignored the velocity aspect of Money. Changes either in supply or in demand influence the

value of Money, The demand for money, in the cash balance approach is different from that of transaction
approach. The dcmand for money in this consists demand from individuals and business firms both for

. ‘Out of the real income, the people prefer 1o keep certain proportion ini the liquid form rather than

in the form-of other assets, In faci they can buy property, shares of Joint stock companies, can build up

. stock inventory or he can deposit his funds in the bank. Out of all these forms, ready liquidity rest with
_cash kept on hand. It takes time to convert into cash if it is kept in other forms of assets, '

According to Cambridge economists, the higher the liquidity preference of the people, the greater

the demand for- money and vice versa. The liquidity thus exerts iis influences on the demand for money.
Given.the supply of money, the value of money varies directly and the price level inversely ‘with the
demand for money. An increase in the level for money means smaller for money. An increase in the
level for money means smaller demand for goods and services because the people can have larger cash
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- second part is kept in the

balances only by cutting down their expenditure on goods SOUICes services. Consequemly. the price level

.will fall but the value of money will rise. Converse will be the case with fall in demand for money.

This re]ationship is well given by the economists in different equations as shown below.

4.42 THE EQUATIONS

1. Marshall equation @ M=KY

G) P = %
2. Pigou Equaion () P - Iid—R ‘

@) P = % (C+h(1c)) .
3. Robertson Equation P. M

KT -

4. Keynes Equation i n=pk

@ p= %

- R

4.4.3 EXPLANATION

1. According to Marshall "K' has more important influence on P than M. "K' is the fraction of
their total money income (Y) which people desire to hold in money in the form of ready purchasing
power, M is the total quantity of money. Y is the money income and P is the price level, It means
the quantity of money (M) remains same H K increase (cash balance) the expenditure on goods and

service decrease, prices decrease, value of Money increase even if the money supply (M) is constant.
Thus K plays an important role in determining the value of money.

- 2. pigou expanded the scope of K in his equation. According to him K the nroportion of income
kept on hand, is further divided inio two parts - the first part is held in the form o. legal tender and the
banks as deposits to be withdrawn whenever required. Therefore, ue legal tender
kept on hand and a part of the cash withdrawn from the bank deposits at any point of time i fluence the

- price level and value of money. In his equation R is the total resource, K is the proportion of these

* resources which the community keep in the form of titles and P is the price per unit of these titles in

terms of wheat, C is the proportion of his titles o legat tender which the representative men choose 10
keep in actual legal tender, b denotes the proportion of actual legal tender that bankers keep against the
‘bank balance held by their customers (1-c) is the remaining part of in the form of bank balance P is not
_ the price level but the value or purchasing power of money. The following numerical exampie gives a

clear idea of the Pigou's equation.

: Pigou's version can be illustrated with the help of a numerical example. In his equation K, Cand
H is less than one for example. 1/10th, 1/4 and 8% respectively. : . :

R is 10,000 tons of wheat -
‘M is equal toRs.. 10 lakhs

L < 10.000 ' o
Then P = —-W‘_mnnes = Kg. of what = 1Re.



- When extended for _m. is considered, against cach nipse of money balances the public nd banks held
 1/4th -igé— [1 - %:1 = % rupec or 31 paise so that against a total of Rs., 10,00,000 of money -
balance, the actual legal tender = o | *

1000000 x 3 = 3,10,000. This s the value of M.

== x 10000 . | ‘ -l
- S i | _s_( --__.1_) . e :
P = im0 - gt (1-g )wommes | .! ;] |
= o= x 1000 kg, = 1Kg. as before . o

310 7100 °
. 3. 1p Keynes equation assuming K, K' and '*' to remain constant, the concusion is that 'n' and -
', ris¢ and £all together. The proportion between 'k’ and K' depends on the banking arrangements of
‘the public white their absoliite value would depend upon the hearts of the people. The value of ' would
depend upon the reserve practices of Banking system. ‘As long as these values remain constant a direct
relation between the quantity of money (n) and the price level (p) holds. In the long ron k, K’ and 'r’ may

not remain constant or independent of the changes in ‘n'; A change in 'n’ influence k, K and 'r. Then

'n’ may not exist its full proportionate effect on P,

4. In Robertson's equation ‘p' changes directly as ‘M’ and inversely as K or T. There is close
similarity between Fisher's equation and Robertson equation except the fundamental difference that

Fisher's equation and Robertson equation except the fundamental difference that Fishers' equation consider
money as medinm of exchange while that of Robertson equation as store value, - _ o

444 CRITICISM OF CAMBRIDGE EQUATION

I The cash balance approach is not adequate to explain the price behavious'in a dynamic society since

it assumes uniform unitary élasticity of demand for money. In a dynamic society the demand for money
is always greater than unity, .

2. ‘The demand for money as given in the Cambridge equation is not comprehensive. ‘It 1gnoredthc :

speculative demand for money which is very prominent in the real society.
3. The Cambridg

could be aas:_xme_d constant,

4. This theory ignores the role of rate of interest which is a causative factor for price changes. The
- rate of interest influences price level: via the level of investment and output. -

. 5. Inthe °C°ﬂ°mY the ‘price .lével'is also influenced by level of income. i inv
This theory overlooked then, . oy » Savings 8ﬂd investment

~ 6. The theory explﬁiﬁed ﬁhe pn’rchasiﬁg power in ms of real income i.e -consufni:tibn
. _explai in terms <, consumption goods
:j_w#gat), But the .mvestm_ent goods also are equally important. Therefore it is wrong and .i.llog_ical to
7. More tha real income, t
conditions prevailing in the country also determine the value of K. It is narrow to consider that only real
- Icome determines K. o : B

- B R'-representsmema!:mcome'mﬁwoounwy. Itrepmsmtsallthegoodsandservices.pmdncedin:

 the country, itis very difficultto have an accurate messurement of the rea inooun

eequaﬁon also assumes K and T given in a dynamic set up, neither K nor T

the monetary and business habits of the people as well as political
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' 44.5 SUPERIORITY OF THE CASH BALANCE APPROACH

Ir!spite of the above defects in the cash balance approach, it is considered superior to that of -
Trarsaction Approachbecause-of the fellowing reasons. - o

1. Thc.l Fisher's cquat_ion is mechanical in the sense that it cstablishes a truism that MY = PT. But
the Cambridge equation is realistic since it considers the human motives also in determining the price
level. : K '

‘2. The transaction approach considered only changes in supply of moncy influence the price level
given the demand - where as the cash balance approach considered that changes either in supply or demand

" influence the price level. - .

3. The transaction approach ignored the level of income as determinent factor of price level where as
the cash balance considered level of income also.

4. Theroleof K in the cash balance approach is morc significant in detcrmining the price lcvel than
the role of M in Transaction Approich even if M is constant the chariges in K comes changes in
demand for goods and services and prices. : s o

5. Apart from all the above, the cash balance has provided the foundation (or the huilding up of the
Keynesian Liquidity Prefercnce theory of inierest. It is part of the general theory of mcome, ecmployment
and output. Italso focuses attention on the limitation of the monetary authority to control the business
cycles through the uses of Monetary weapon also.

B3 "

75 COMPARISON BETWEEN TRANSACTIONS AND CASH

BALANCES APPROACHES

Transaction Approach ' Cash Balance Ap;v_'roach
1. Explain the value of moncy overa period of ~ Explain the value of Money al a lioint of time by
time by incorporating the velocity of (V) including the concept of demand for cash balance
)
2. Monéy is considered as a flow (MV) as medium Money is conéidered as stack - store value -
of exchange in transactions. . : i.c., cash balance (K) :

3. Do not explain how changes in. Money supply ~ Changesin K influence the Price lgvei via the
influence the change in price lcvel. changes in demand for goods and services even if
' : there is no change, in M. '

4. Considers only changes In Monéy supply Considers that changes in both supply and
influences prices taking the demand as given, demand in money influence the price.

5 P is concerned with the prices of everything P is concerned with only the prices of those

which enters into transactions that is setfled  goods which form part of country's real income
_with money. i.c., consumption goods. :

" 6.. Explain equilibrium between (MV = PT)Moncy The K which. is an important factor to explain

supply and demand for money which is a truism.  price changes i3 #of mechanical but involves
: : human clemént i.e., transaction or precaytionary

motives of the people.
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4.6 INCOME THEORY OF MONEY-KEYNESIAN EQUATION

‘The income theory was gradually developed by Tooke, Wicksell and Aftation and formally by
Keynes. According 1o this theory, it changes incomes rather than changes in money supply wt}lch
causes changes in the aggregate demand. When income, increase aggregate demand for goods and services
increases. People spend more and the price level rises. On the contrary when income fails, aggregate
demand falls.” People spend less and the price level falls: Therefore, changes in the price level dcpend
upon the volume of expenditure in the economy. The level of income is influenced by volume of savings
and investment in the economy. Th
income and expenditure of the community or by volume of savings and investment,

The important macro variables are income, consumption 4nd savings. The income is the market o

.value'hf goods and services in 2. country in a year. It can also be explained as the total of money
payments (o the factors of production (Y). In a given time the total income is always equal to total

expenditure (Y=E). The income in this years is the source of expenditure in the next year. The people

save some income. The savings is the residual after meeting the consumption.neéds of the ic:dividual,
Therefore Y = C + S, Whatever that is saved is invested in the economy. Therefore, Y + C + 1. Then
savings is equal to investment (S =T). Investment means addition to the existing stock of capital,

_ The theory asséns that the aggregate demand for goods and services is determined by the size of the
money income of the community, An increase in money income of the commity implies larger

services than before. If production cannot be increased due to internal bottlenecks, the aggregate demand

will rise the price level. If the production is greater in proporuon than aggregate demang tne noney

income will have no effect on price level. This income theory can be explaed with the following

equation.
Y

P=0

P represents general price tovel, Y represents moncy income and, 0 represents wtal ovtput of goods and
services, . - . '

In his general theory, Keynes has developed a referred qQuantity theory of money integrating the
theory of price with the general theory of value and output.  He assumes that there will be constant
returns and fixed wage unit as long as unemploymeat is present. Under this sitvation, an increase in the
quantity of money will not rige prices so long as there is any wnemployment. But after full employment
is reached, wage uniis and prices will increase in the same proportion in which the effective demand

4.6.1 'ASSUMPTIONS OF THE THEORY

1. The agpregate effective demand will not change in the same proportion i.n which the quanﬁty of

money will change.
2. Since resources are not homogeneous diminishing returns will resul; . ag employment increases, .

3 "Si_ncg; resources lack perfect substitutability. the supply of source commodities will become
inelastic y_.rhlle there are still unempioyed resources available for the production of other goods. .

4, The wage unit will rise before full employment has been reached in the economy,’

5. The factor rew

] ‘ards entering into marginal cost of production will hot change in the same
proportion, : S - :

6. Due to the above mentioned complicating factors the increase in the effective demand brought
about by _lh(. Increase 1n the quantity of money will, generally speaking, spread itself partly in increasing
the quantity of emplqyment and partiy inrising the leve! of prices in the €conomy. : N

us changes in the price level or volume of meney are caused by the -
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4.7 RESTATEMENT OF QUANTITY OF MONEY - “
MILTON FRIEDMAN S _

_The quantily theory of moncy - A testatement published in 1956 sel down a particalar model of
quantity theory-of money. According Lo Fricdman, the analysis of the’demand.for moncy on the part of
the ultimate wealth-owning units is forma''y identical with that of the demand for any durable.consumer
good. The demand for money depends upcst three factors. ' A

a) the total wealth to be held in various torms, _
b) the price and return on this form of wealth and altcrate forms,
@ the tests and preferences of the wealth owning units. '

_ Thus money is an-asset or capital good, Wealth includes alt sources of income or consumable
services. Income is the average expected yield on wealth during its life time, Wealth can be held in five
different forms.- : : ' } I o

a . Money (M)
b)  Bonds (B)
0 Equities (E)

i} Physical non-human goods (G} and
e) Hum;m capital (H) '

Wealth owners apportion their wealth among its various forms in such a way as o maximise
utility form them. The cost of holding various forms of wealih is measured by the rate of interest that
can be carned on such assets as bonds, equities etc., and the rate of change in their prices. People hold
more. wealth when the rate of interest decrease OF prices of such assets increase and vice versa, Money
also yields real retarn in the form of convenience, security etc., 10 the holder which is measured 1 general
price level (P). i s o - neass

When the price level falls the rate of refurn on money is positive because the value of money
increases and when the price level rises, it is negative because of the fail in the value of moncy. Thus the
price level P is an important variable in the demand for money fonction of :Fricdman. In.the case of
human wealth it is difficult 1o measure because the conversion of human into non-human wealth or the
reverse is subject (o institutional constituents. ' : '

Variable other than income may effect the utility attached to the services of money, Therc
variables are the tastes and preferences of wealth holders. They also determine the demand function for

money along with, other form of wealth.. Such variables arc noted as u thus the demand _function for

~ money for an iridividual wealth holder. -

M:f(Y,P,;b,re, %, S W, u) .l'

M Y 1 dP ) :
L s Lo 2
P_ b f(Pﬁ rhr r¢ 'P.r dl ] W, uj

The supﬁly of money is independent of the demand for money. The supply of money is unstable
due o the actions of monetary authorities. On the other hand the demand for money is stable.

M = total stock of money
Y = total permanent income
P = the price level
i = the yield on bonds
m =

the yield on equities



1 dp
Pt |
W = the ratio of non-human to human wealth < =

tastes and preferences and all other ;eleva.ﬁt'#ariables. :

= 3t_h¢:e§peci§d rate bf change of prices of goods

u

_ Money which people want 1o hold in cash or bank deposits is related in & fixed way to their
" permanent income, If central bank increases the supply of money by purchasing securities, people who
-sell securities will find that their holdings of money have increased in relation to their permanent income.

~They will spend their excess holdings of money partly on assets and partly on consumer goods.and

services. This expenditure will reduce their money balances and at the same time raises the national
income. On the contrary, a reduction in the money sapply by selling securities on the part of the central
bank will reduce the holdings, of many of the buyers of sécurities in rotation to their permanent income.
They will therefore raise.their money holdings partly by séfling their assets and partly by reducing their
consumption ¢éxpenditure on goods and services. This will tend to reduce the national income. Thus an

both counts, the demand for money remain stable. . According to Friedman, a change.in the supply of -
' money causes a proportionate change in the price level or income or in both if the economy is operating

.+ at legs than full employment l¢vel, an increase in the spply of money will rise output and employment
with a rise in'total expenditure. But this is possible in the short run. o

4.8 SUMMING UP

. The value of money changcs in the same proportion of money supply according to the transaction
approach as given by Fisher. This is based on the main function of money as medium of exchange. The,

Cambridge economists, taking the secondary function of money as store value they explained that value .

- of money changes according to the proportion of income which the people prefer 10 keep on hand. On the
other hand Keynés integrated the value of money with levels of output employment and income. Milton
Freidmen, modemn economists restated the theory by explaining the aliernatives to keep money and how it -

_influence the value of money. However the changes in supply and demand for money influences the value
of money in'the conclusion. ‘Then what are the faciors that determine the supply of money and demand

for money in the economy. In India how supply of Moncy changed from time to time is an important

question. o
- Dr. M.S.8. Somayajulu
-&Lheck Your Progress :

L 1. Fisher's quantity theory of Money in terms of equation of exchange is criticised.
&) being merely a mathematical truism

b) aless than full employment phenomenon

©) locally unsound, '

dy non of t|he above, -

2. The Cambridge economists explained the value of money based on
a) medium of exchange function, C :
b) standard of defenced payments finctions
) store value function -
d liguidity to capital function

II. Answer in five lines
1. Velocity of Money
2. Money illusion

- HL  Exisience of full empioymentis the main assumption of _ . _ theory of Money. |

IV. . The value of money is cxplained in terms of reaI income by 3 '- (Economist).
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 Match the following : _
1. Robertson - \ W P= Q
M
2. Pigou . iy P = KT
3. Keynes Gi) P=2Rcrna-o
4. Marshall v P=y

4.9 MODEL EXAMINATION QUESTIONS

L

II..
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Answer the following questions in about 30 lines each.
. Critically discuss the quantity thcory (}I money given by FI‘-hCI’
2. What is the Milton Friedman's approach in his restatement of qudmlty lhoory of money‘7

Answer the following questions m_ about 15 lines each.
1. Explain the cash balance approach.as given by Pigou?
2. What is real balancc equation?
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Cbntents
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54  Determinants of Money Supply
| 5.5 | Summing Up ' -

5.6 Model Examination Questions

50 AIMS AND OBJECTIVES

The purpose of this lesson.is to explain the concept of supply of money and how it changed from
-~ time to time in I_n'dia. :
After reading the unit, you will be able to

*  explain views on supply of money, and
*  analyse factors influencing the supply of money. -

‘5.1 INTRODUCTION _

Much is discussed in the previous units about the definition, importance and the value of money:
The value of money is determined by the equilibrium between demand. and supply of money.
Theoritically some economists discassed the variations in demand for money given the sapply. Some -
others discussed the variations in supply of money given the demand for money. In this unit the supply
of money and the relevant factors are discussed., : :

52 CONCEPT OF SUPPLY OF MONEY

The supply of money is meant the total stock of domestic means of payments which is held by the
public. Put'ic implies individuals business firms state and local govemnment bodies. Money held by
central government, Treasurey, Central Bank and Commercial Bank are not taken into account as they are
money creating agencies. The money’ supply is the stock of money in circulation - therefore it is a stock
as well as flow concept. When M’ is viewed at a point of time it is stock, when viewed over a period of
time it is flow concept. Similar to the supply of a commodity here also stock of money is different from
supply of Money. The supply of money or the volume of money in circulation refers to the volume of
money held by the people in the country i.e., stock means the money which is held by commerecial banks
as cash reserves and with the central bank. The money stock held by the central bank in non-disposable ~
form is not regarded as money supply in the economy. The definition of money supply is gradually

(@ Traditional approach
(b} Monetarist approach
&) Gurléy or Shaw approach

@ . Liquidity approach
© Reserve Bank of India approach
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The traditional approach stressed the medium of exchange function of money and aécofding'to it,'

“money supply is defined as currency with the pubhc and demand deposits with commercial banks.

Demand deposits are current accounts of depositors in a commercial bank. They are the liquid form of |
money because depositors can drawn cheques for any amount lying in their account and the bank has
make immediate payment on demiand. Demand with deposits bank plus currency ‘with the public are
together denoted as (M1). .

The Monetarist approach is developed by Prof. Friedman taking functions of store value of Money.
According to him literally the number of dollars people are carrying arcund in their pockets, the number
of dollars they have to their credit at banks in the form of demand deposits and also commercial banks
such deposits._ Such deposits earn a fixed rate of interest varying with the time period for which the
amount is deposned The supply of meney according to Friedman's approach is indicated by M2 in
Amenca and M3 in Bmam and India. .

in the Gurley and Shaw approach the money supply consists of M2 plus deposits of savings
banks, building surities Joan associaiing and deposits of other credit and financial institutions tike equity
share and the units of Unit Trust of India.

In the fourth stage, the Redcliff committee offered a néw line of t.hmkuig which is more wider one.
It holds that money supply is just a parL of the wider structure of liquidity that is relevant to the spending
decisions of the people which in turn is determined by the general liquidity of the economy. It further
observed that money supply in modemn economy cannot be successl‘ully measured empricaily as the degree

. of hqmdlty of different constituents of meney supply are varymg in nature and are relative in time
- variation. .

5.3 SUPPLY OF MONEY IN INDIA

Based on the liquidity approach 1o meney, the RBI considered the supply of money as currency (c)

.Demand deposits (DD) other deposits of the RBI (OD) Post office savings deposits. Time deposits of

banks and time deposits of post offices. In recent years, it has adopted four means of money stock M1,
M,?, M3and M4.

M1 {a) currency notes and coins with the public
{b) Demand deposits with commercial and cooperanve banks (1mer bank deposits are excluded)
{(c) other deposits held with the RBT.

+ + 1

M1 is the same as traditional view of money supply with the pablic.

{a) M1
+ (b). Savings deposits with P.O. savings b_anks -

M2

M3

[

(a) M1
-+ (b) Time deposits of all commcrmal and co-operative banks
(inter bank time deposits are excludcd)

M4 = (a) M3
+ (b) Total deposits with P.O. Savmgs Bank Orlgm (N.S Cs are excluded)

In India according RBI Report on Curremy and Fmance,Moncy supply with the public is as follows
(Rs crores)} .



4367

4069
267 .
137
186

ficulation of rupee coins .
*“circulation of small coins _
cash in hand with banks

"IL Deposit money with the public 0 aess
D) @ - -
(i) 'Net demand deposits 757 2910
(i} Other deposits with RBI S 4

Money supply with the public s 2868 B

5.4_DETERMINANTS OF MONEY SUPPLY |

;B Communigy's choice ganding cash and credit proportions in holding money and

“gold stock, resérves assets such as government securities, bonds and bullion etc., with the central bank
and amount of céntral bank credit outsiandings, AN T B

The monetary gold stock in an economy is determiined by |

3)  the stock of gold accumukasd i the past, N T _

- b)_ - the net addition made 1o monetary gold stick from the current domestic production of gold :and

9.~ the.imports and exports & gold e CRR

' The reservc assets of the central bank dclérmine_s'.thc.n(-sllte issue

& the cenu'albank credit in the form of loans and investment tends to uplift . -
commercial banks, ©. = e : ' . 0 up l_\ the rgserv§ funds of the
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543 THE CASH RESERVE RATIO pain

moné. that ay be kept s reserve given the deposit. For example if the resérve ratio is 20% and if the

The commercial banks create credit on the basis of deposxts The reserve ratio is the proporuon of.

- —-deposit-is 1000; Rs:200/-"is Kept by banks as feserve. The rest of Rs. 800/- is used to give credit i.e.,

et g t,“therate Of}nICrCSL N

" inflation and what ar¢

creaupﬁ-’of‘ demand deposits. Therefore, higher ‘the reserve requirement lower will be the credit creation
and vice versa. However the credit creation of commercial banks is influenced by (a) the amount of cash
with lhe’ﬁénkmg system * (B) cash - reserve ratio (¢ external draw, (d) willingness. of | somers 10
borg)avlv'(e) supply of collaterat security (D) banking habits and banking system and monetary poli yof the

- Money supply function can be thus expressed as :
f ¢,drwi,Y)
- Ms = supply of monhey

MS

i

*1'= the quantity of 1otal legal tenders possessed by the banks' " ;
AR dr; tr;thies cashi reserve ratios for demand deposits and time deposits. '

The monetary base is now a days explained as High Powered mcjney_._ ‘High pqwér’cd moﬁey is the

sum of commercial bank rescrves and currency held by the public. "The'use of 1 P.money consists of the

demand of Commercial Banks for the legal limit or required resesves with ¢ central bank and excess

reserves and the demand of the public for currency. Thus high powered money H = C + RR + ER,

C = currency, RR = Reserve Requirement, ER=':}_5:§(:__¢ss reserves L L S
The relation between the money Supply and high powered money is M = mH

ro ot P T 2T [P RTINS § Y TE TS A A S

3

H s the high; powered maney

m' is the money multiplier.. '

The size of the money muliiplies is determined by ihe currency ratio of the public, the required
[eserve ratio at the commercial bank and the-excess reserve ratio of commercial banks. .. ¢ :

6o The lower these tafios-are, the larger the ‘fonetary foultiplier. “¥f 'm' is fairly ‘stable the central .
bank can manipulate the money supply (M) by manipulating (H).» The central bank can' do so by open
market operations. ‘But the stability of 'm’ depends upon the stability of the current ratio and the reserve
ratios RRr and ERT. N e

™

sFdoestic/means oF pagierit whiohis hetd by !
the supply of money are ‘the izt o thé monetary
In India the money supply is explained in terms of M1, M2, M3, Frop
time. The increase in supply of moncy is considered as regponbibld Tor hldion d tadia = what is
its effects have to be analysed from {he Indian economy point of view.

v B 1
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UNIT-6 : INFLATION THEORY AND INDIAN

'EVIDENCE

e e, o
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5.0_AIMS AND OBJECTIVES

B I

The purpose of this unit is to explain the concept of inflation and its effec’ts.with-empcrical
evidence in India. ' T e o

After reading the uni, you wilt be able t0,

explain the meaning and types of inflation,

analyse the causes of inflation, _

describe the effects of inflation on different aspects of the econamy,
discuss the measures to control inflation, '

identify the important concepts pertaining to inflation, and
examine the measures taken in India to control inflation.

6.1 INTRODUCTION -

_ In the economic literature, inflation is a term which frightens every one and which has become a
common feature in the world. Every one, either in government of outside, either producers Or CONSUMETS,
either rich or poor talk of controlling inflation and inspite of it, it not only exists but also spreads. The
risk of inflation cannot be dismissed as a figment of imagination or as a matter of little consequence
inflationary process often takes its toil. Apart from economic disruption, it can also be a major source of
political and social unrest. A detailed discussion of the meaning, causes, effects and nheasures Recessary
1o control it will help to understand the seriousness of the term. - o . o

62 MEANING OF INFLATION

Dyifferent economists defined inflation in different ways as it appears to each onc of them.
Inflation is understood by more people as-a substantiat.and rapid general increase in the level of prices
and consequent deterioration in the value of money over a period tme. . Some imporiant definitions are .

- Prof., Crouther : “Inflation is a state in which the value of money'is falling i.e., prices are rising".

Prof. Hawtray : - "Inflation ig the issue - of too much currency”.



- __.:-i&m'mh.much curmym relmonrm lhc phymcal vo]ume af businm
bomgdme
"1nﬂath is toomuchmmeychasmg fm-feWgoods

iser: Inﬂauon occurs when the volume of i money acuvely h}ddmg for good and servxces
""mmfastcrﬂianﬂleavaﬁable supply ofgoods

R Keynes d1sungmshes bctween parual inflation and full mﬂauon 'I‘hc rise in pnoe level upto
- full employment level is partial ofie since the:price rise induces merease in output also. When economy
reaches full cmploymem. the price rise may not cause an increase in production. It is called full inflation,
Generally the price rise int developing economics is called partial inflation. Therefore, these are explained
as stages. ‘of“inflation - Partial inflation is' the first stage and fuli 1nﬂan0n is the second stage The
cssence of all the dcﬂmuons is thc rlsc in pmc kevel or !all in lhc value of moncy : :

6.3 TYPES OF INFLATION

' Jﬂﬂm 'dtffelmmted on many grounds .

i) Based on‘tiw ra of ficrease in price level these are

) creepmg {2) walkmg : 3) mnmng anid (4) gaﬂopmg
'b) According to lhe facma;s whlch nﬂuencc money supply z_md dcmand for goods and services |
- kb excessive, (@) cost L (). deficit _- ad. (4) fllgh(

- c) ‘Under. lhe creterion of time
S0 () wartime . - (2) ‘postwar and  (3) peaccurm

d) From the c.overagc or scopc pomt of view -
(1)" cofnprchcnswe gt - (2) spuradfc

o § 10" goveinimients rcécllon (753 lhc prt';vclancc of mﬂauon
. {1} open. and (2)rcpmsscd

I) me t mflauon

g) On thc bas:s offacmm g ..Lh;.tmlan(.c of paymcnm
o ,(1.)__._eXPQIl boom - - (2) lmpﬂﬂ, pnee»hlkc and. " (3) key- (.um:ncy

"a. 1) C rer_pmg Iﬁﬁ(mr)n Accordmg o Kent, Crccmng mﬂauon means rise in price level by not'more N
than threc perccm a ycar.

L 2)._ lf_l’_«fk{n,, __,_)_I._n_,'_f}'gﬁ_r_jp mcans the nsc W pncc lcvcl l.hrcc v f our pcrccm pcr .mnum
. 3) Running Inflation is.the price risc by ten percent per year.

¥ Galloping Inflation-. rcl‘nrb 1 price risc Ilts and qlarl‘; Iris also ca]lcd hyper mﬂau(m asit may be
cven hundrcd pcrcan : , .

kCes, f_?e_!r:ﬂauon is the prlcc mc duc © cxcess of n'ion_ey s:ipp'l'y in" rclé'tidn o the aifailability. .
._andsc.mce : L ' R

2y Cost Inﬂmmn refers (o the muallon when prices risc due 1o increase in factqr prices, IL oocms
when money mcomes of factors expand more than real productivity.

i the rekuit of govcmmem resorting to definet budgeL Dnring planmng c;a. '
overnment lagnches upon heavy investmeént, The producuon of ¢ consumpnem gt)ods faﬂs to: keep S
5 ¥ the reased money cxpendlturc
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cost of production increase due to ﬁage increase. or profit motivated. A part of the supply curve, shifts

upwards ie., S to S1 and from $1 to S As a result new equilibrium price occur i.e., P’ and P".
" It reflects the £isé in prices from OP to OP' and O . given the constant demand at DD. If however,
. the government or monetary authority is committed to maintain full employment there will be more

public spreading or more credit expansion causing the price level to rise much more such as from P 10

. P... and Prm . .

6.43 MIXED DEMAND PULL AND COST PUSH INFLATION

.- Some economists do not accept this dichotomy that inflation is either demand pull or cost push.
They hold that the actual inflationary process contains some clements. of both. In fact excess demand and
cost push forces operate simuttaneously and interdependently in an: inflationary process. This inflationis -
mixed demand pull or cost push when price level changes reflect upward shifts in both aggregawe demand |
and supply functions. In fact an inflationary process may begin with either excess demand or wage push.
The time in each case may be different. In demand pull inflation price increases may proceed wage
increases while it may be the other way round in the case of cost push inflation. So price increases may
start with either of the two forces, but the inflationary process cannot be sustained in the absence of the -
other forces, ; o 3 - ’ oo

6.4.4 THE STRUCTURAL INFLATION

The demand pull and cost push inflation are generally auributed to developed cammes where the
full employment exists. In the case of developing economies the reason for price fisc may be mastly
suctural deficiencics. According to Mydral and Streeten the underdeveloped or developing countries like

India suffer with structural imbalances due to market imperfections and stagnancy as may be caused by a

dual nature of the economy with high fragmentation. As such scarcity in some sectors may cause under
utilisation of the productive capacity of the economy and create the problem of secioral ipflation more
serious than a general price rise. The main bottlenecks in adevéloping-economy are © 7
Market imperfections ' ' '
' Capital botdeneck
Food bottleneck
" Entreprer.curial bottleneck
Infrastructural bottleneck -
Foreign exchange bottleneck
Resource gap

Hovwswno

price rise.

Due to these bottléneCks _the-'aggregate_ supply is always less than the aggregafc'demand and' causes

6.5 EFFECTS OF INFLATION

Inflation, the rising trend of general price level effects every one in the éoonon'_ly with different

| intensities. If economy is taken as a whole the inflation effects production, distribution and the balance

of payments. If different sections of the community are considcr_ed'thc inflation effccts_, Deblors and
creditors, salaried persons wage earmers, fixed income groups, equity holders, businessman and
agricultarists. : . =

6.5.1 ON 'PRODUCTION
According to Keynes, Price rise upto full employment level crcatcs_ii&_ccnﬁves to-invest and eam
profits. When the economy. reaches full employment stage, the effects are disastrous. '
a) | it creates mal adjustments in production and disruﬁts_ the working of the pribe system.
i o e . - . v - .
b) capital accumulation is hindered by uncontrolled inflation, -tht_:‘_--mumr_y's_ savings potentiality




o _Agncul;urm'

Q"::'.Humdlngandblackmarheungmkesplace
& nchanges!lwpnnemoﬁxodmnon ‘Ihercsourwsaredwertedfmmpmducuonofessennalgoods
tononesmnnals . _ : :

) _.::_'I!ms pmducuon on undemrable lmes result and it breaks down the econpomic syslaem

6.5.2 ON DISTRIBUTIBN

Tncome d:strﬂmuon due to inﬂauon may till in favour of nch Wide income dlspanues arise since

the income of all factors will not increase in the saié¢ proportion. Promsmcreasebecauseﬁxere:salag"

'_betmanseinpncesandnsemmecostofpmducuom '

6.5.3° ON GOVEﬁN‘MENT

R Govemmem gains under inflation for rising wages and proﬁts spread an iliusion of prospenty i
© within the. country. - As money incomes of the people increase government collects that in the form of
taxes or inicomes or commodities. So the revenue of the government increase during inflation. Moreover

the real burden of the public debt decrease’ when prices are rising. Though the government aiso has to
spend more on its pro_]ects and on admmlstmuon the gams are greater than the loss.

6. 5 4 ON BALANCE OF PAYMENTS

Inﬂauon adversely affects the balance of paymenis position when pnces of goodh increase rapldly
- in the couniry than in other countries, the goods cannot compete with other ooumry s goads in the foreign

- mgrkets, This tends to mcrease lmpcrts and roducc exports The rcsull is unfavourable baﬂance of -

paymenls
.5.5 BN BiFFERENT SECTIONS OF PEOPLE

' Debrors&Cm&tors Durmgmﬂatmdebtorsgmnandcredﬂomlose 'I‘hedeblorsreun-nmmesame'

amount after some pcnod by .which time the value of moriey falls: due 0 price rise. Creditors loose
- because they get some amount wnh less value of money.

: Salarledpersons Themﬂ xmmmofthe Salaﬂed people faﬂ becauseofmce fise. @ s S

increase in D A, orpayfmm e 4 time this incréase is always less proportionate to the mcmsem'

“price- level - The result is increase in money incomes but fall in real incomes.

' Wa‘ge W& :'."Thaeﬂ%ct ofmﬁamn anwagc emessdepcnd upon the strength. ofTrade umonsandtbe
speed wahwmh their wages adjust to rising prices. If the Trade unions are strong they may get equal

“increase m_nmynmewhcn comparedm price. rise, lt‘theyare weakthey incur loss due to fatl in real
mcomm :

Freed mcome grolq:s : Like pensmners rec:plcnts Qf mlemt ana rent lose becamse thcy rece:ve ﬁxed '

: paymems while the value of money continges to fall w:th rising | pnccs ;

' 'Equity Haldgrs Person who hold shares or smcks of companies which do not carry a fixed rate of

. interest; gain doring inflation, As proﬁts of companies mcreasedmdmds on»eqmm also mmeamnia
faswrmwﬂmpum : .

; Among ﬂsﬂ‘iulnmsts thmam landlords,peasam proprletorsand landless awulmral
meniwdmnmgmmﬂnygaﬁxedm S R
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Peasants and proprietors who own and cultivaie their farms gain. Prices of farm products increase

. more than the cost of production. For prices of inputs and land revenue do not arise to the some extent as_

the rise in the prices of farm products.

“The landlords'agricu-lml‘a] workers are hit hard by rising prices. Their wages 4re not raised by the
farm owners because trade union is absent among them. S

6.6 MEASURES TO CONTROL INFLATION

The measures to f;_o_nirol iflation consists of those controlling excess demand and those which
promote production to fl]l the gap in supply of goods and services this is so since price rise is due to
pulls in demand or push in the costs. To.control demand there are monetary measures, Fiscal measures
and other measures. ' ' . ' '

A. DEMAND SIDE MEASURES :

6.6.1. Monetary Measures

Aim at reducing the money supply and the consequential fall in demand. The weapons under
monetary measures arc (a) Bank Rate (b) Open Market Operations and (c) Variable Reserve Ratio. The
other measures are (d} demenstration and (e} issue of new currency.. L :

a) ‘Bank Rate : is the rate of interest charged by the Central bank on the loans taken by commercial
banks. At the time of inflation, it rises the bank rate which ultimately leads to rise in the intorest rate
charged by the commercial banks on the loan to business men. As a result, the loans already iaken will
be repaid and the new loans are restricted. Thus thé money circulation is cut down, the demand for goods

fall, prices fall. .

b) Open Market Operations : means the central bank purchasing and selling bonds. At the time of
inflation the central bank prefers {0 sell bonds, so that the excess money available with.the public goes to
central bank and as a result the money circulation, demand for ;goods and priccs of goods are lowered.

c) Variable Reserve Ratio :. 1t is the ratio that Commercial Banks have (o keep out of their deposits, in
the central bank. During the inflation the Central Bank increase the ratig that is to be kept in it. Then
the scope of giving loans by the commercial banks is restricted and money circulations falls, demard
falls, prices fall. ' - . S S

d) Demonetisation : Of currency of higher demoninations.. Such a measure is useally aw when -
there is.abundance of black money in the country. But this _mt.?asfux_es.-reﬂect the inability of the
govemnment 1o control inflation by their measures. So generally this_rs noi used frequently. - - :

¢) The gxtreme monetary measure iissue of new currencyy in place of old currency. Under this system
one new note 15 exthanged for a number of notes of the old currency. ‘The value of bank deposits is also
fixed accordingly. Such a measure is adopted when there is an'excessive issuc of notes and there hyper
inflation in the country. This measure is inequitable as it hurts the smal! depositors the most. :

6.6.2 FISCAL MEASURES

Relaté to budgetary changes from time to time with regard to the _public_rpvénuc or :pl..lblic
expenditure. The principal fiscal measures are (a) Taxes (b} Reduchonin publlc ;e!gpen_dl_mrp
(c) cuiting down ' personal’ consumption expenditure- (4) promoting savings -and {(¢) avoiding deficit
financing. _ :

a) Taxes : Personal income tax, estatc duty gift 1ax which are direct in nature reduce the disposable
income. in the public. Then the demand for goods fall and prices fail. ' :



B} Reduction in public expéndinure - Canises restrictedd flow of incomes 1o the public. At low levels of
income the demand for goods is low mdpricesfmay'conﬁ_nue.aﬂqw:levgl. R

<) Domestic personal consumption : Can be.cut down by improving heavy indirect taxes like excise,
sales taxes. - These taxes, when imposed discourage unnecessary consumption and demandfm goods.
In this connection, it is necessary that increase in this taxes should not be so high that they discourage
savings, investment and production. :

d) Promoting Saving : Savings in the public may be promoied by proper incentives for savings in
personal income (ax, corporate ax. If necessary the government may adopt the policy of forced savings
like compulsory deposits schemes ete. Tt'can also float public loans on condition of repayment after
some time. All these restrict the money supply and demand for goods and services. IR

e) Now adays in developing economics government adopt the policy of -deﬁr:_if_ﬁgfa_ncigzg o _fi'll_ the gap

- between the proposed developmental expenditure and the public revenue. The deficit financing itself may
not be inflationary, but when it is spent on long gestation projects and on building the infrastructure
facilities it leads to inflation. Therefore, it would be proper to avoid deficit financing at e time of
inflation. ' ' - :

6.6.3 OTHER MEASURES

| Cbnsiéts of direct controls on prices and rationing of scarce goods. Price controls mean a ceiling
on the price of goods - then the prices are not allowed to increase. o

6 consimption from those commaodities whose supply is-scarce and demand
ome speci cizl'réasons. But these have the scope of limited application..

B. SUPPLY SIDE MEASURES

On the supply side, ie., w0 _increase' the supply of goods to meet the demand, it consists of using g

’Taw materials for sagh, products for which there is heavy demand. The export and import duties may also
 suitably be chiinged 10 improve the supply of scare goods.in the country and o avoid exporting the raw

materials and essenitial goods for other countries so that equilibrium can be achieved betwoen the demand -

and supply within the country,

- The policy of rationalisation of industries help redtic‘;ing the coasts of production and improving the
- ’I‘hqs it is necessary for the govei'nmcm'to:‘ adopt the Monetary, fiscal and other measures on
demanq side complementary to the efforts t0 increase the production and minimising the costs of

: productloninﬁ_le__country. ' ' S ; o

6.7 IMPORTANT CONCEPTS ON THE LITERATURE OF
INFLATION o |

There are Sotne important cohécpts in the ecoﬁomic-l
They are :
9 inflationery gap

b) Phillips curve -
- 0 stagflation . _
6.7.1 .INFLATIONA_RY GAP

iterature connected with inflation.

mmmm;ponm: concept explained by Keyries ifr his pamphlet "How to pay for the wait™ i
Do T oefined theinfiationary gap as an excess of public expenditure over the available puras:

pte—inﬂ_atioﬁ or base prices. It implies that inflation eccares mainly becausé of excéss of expenditnre
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over income at the full employment level. The larger the aggregate expenditure the larger the gap and the |
more apid the inflation. The coneept of irflation any gap is nsed by Keynes just only to show the main
determinants that cause an inflationéry rise of prices. o ' '

In the following table and diagram this concept is explained : o

Rs.

1. Gross National Income at current prices 250 cr.
2. Taxes ' . &0 cr.
3. Disj)m'ablc increase 190 cr.
4. GNP at pre_,-inﬂal:ion prices - 200 er.
5. Govt. expenditure - 80 cr.
6. Output available for consumption at . :

pre-inflation prices ' 120 cr.

Inflationary gap is (3-6) - 190 cr. - 120 cr.

: ' 70 cr

If the disposable income i.e., Rs. 190-cr. is not spent and a part of it say Rs. 38 cr. (20%) is
saved - then the demand would be equal to 152 cr. - in that case the inflationery gap would be (152-120)
Rs. 32 crores. R : STl

In the following diagram: on OX axis income and on OY axis expenditure are shown,

Y E! 45" . crl+G
. C+I+G
|
u
o . {- .
&, A ~ ] . ' 5
z g
m —_ -7 ‘ T
G, — !
% I
w 1
|
I
L ox
< v <

iNCOME

Fig.- 6.3 Inflasionary Gap

YF is the full employment level of income which is arrived at be eqﬁality of agpregate ctmsumption and
aggregate investment (C+1+ G). :

459 line represent tr:;tal supply of goods at poihl E.

Due to the reasons explained, there may by cxcess demand. It may be due to more government

' expenditure etc. Then the C + 1+ G curve shifts opwards 1.€., C+ I+ G - Asaresult the new

equilibrinm point would be E'. It means though the supply of goods remain constant at YF the
expenditure would te E'Y". Then the inflationary gap is EE'. : ' .



o _. - mc‘mwof i.f!ﬂ%!-.li_f‘!_ﬂﬂfy gapls c{munuedoll thc grounds that it assumes full employment it _
applies only 10 the. goods market ignoring the factor miagkistand. that the concepl is used as flow of present .

-income and expenditure, but the prices rise apply to goads produced in the past and $0 on:- Hpﬁever,zthis-
concept has some statistical imiportance, - L g

6.7.2. PHILLIPS CURVE

., /The technique of Phillips qurve is used to. explain the refationship between the rite, of

- .unemploynient and the rate of money wages. A.W,-Phillips explained this based on.the emperical
- evidence in .U K. According to him there is invers¢ relationship between the two, i.e., when the

‘unemployment is high the rate of increase in mopey. wage rate is low, On the contrary, when

unemployment is-low the rate of increase in money wageé rate is high. The reasonsare: - .

.ﬁjx ‘when th_e_' demandforlabour is high and there arevery few unemployed the empioyer-'prefers to pay
higher wage rates. - L oL '

b) In a period of ‘.r'ising___ _b_u.é_incsé activity when unemployment falls with increasing demand for

.. labour, the employees will bid up. wages.

¢} The 'cﬁa;tge in'cost of liiihg as indicated by the rate of change of retail prices. If increase in
. demand for labour and employment is followed by proportionate increase in labour productivity the prices

-will not rise. If the rate of increase in MONCY wage ri]lc_s is higher than the growth rate of labour _

productivity, prices will rise.

. ‘ThePhillips, cirve reiates,pexcemage change in money wages on the vertical axis with percentage
- of labour force unemployed on the horizontal axis, _ - s .

v

4
z .
-
i,
:g .
8| |
B : _
o] z = e %

PERCENTASE GF LINBMPLOYMENT

Fig.- 64 Phillips Curve

PC is the phillips cufve It is convex to the origi . ns s chaned in
o F S S curve. It ; gin. It means the percentage chan e in
wages rise with decrease in the unemployment rate, ' pc ¥ S 8 money

- For exarriplé. Wheh uncmploymem rate is 3% ie ON the . nge | L

) ¥ exal 2l L $ €., percentage change in wage . ‘rate
;s 2. The growt ! raie of money wages is OM. If the rale of unemployment comes down tg 29
Sr;mu?%, the mecfgmwth qf money. wages. increase from 2% to 4%. If the-rate of uncmployment is
27 the rate of growth of money wages is zero, Thus Phillips curve explain the reverse relationship

between the rate of '_un';mpldym_em and rate of growth of money wages.

The phillips curve is also subjected to-c_ritibism'.on the grounds that it a

“Accordi : v e _ . slies to short run.
Accorc__img to Fricdman there is no trade off between inflation and unemployment.. PP ort .
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6.7.3 STAGFLATION

Stagflation is a sitnalién--in which the eeonoiny.eiperi.eﬁbés :.SW nation em gment &

. - * . . ) ' ’ ) or

with a hlgh_ rate of mﬂapon. It is otherwise called as inflationary necession. mugmg;;yigl 22:;13“5
1970 combining stagnation "Stag" plus inflation ("flation"). - S

The cause for stagflation is resiriction in the aggregate supply. When aggregate i '
there is a fall in output and employment and the priﬁ Jevel m A reduction in :lglpgl;':l%a]fer:g:;ﬁ
may be due to a restriction in labour supply. The restriction in labour supply in turn may be bya
rise in money wages on account of strong unions or by a rise in the legal minimum wage rate, or by
increased tax rates which reduce - work effort on the part of workers. When age rise, firms are forced to
reduce production or employment: Consequently there is a fall in real income and consumer expenditure,
Since the decline in consumption will be less than the fall in real income, there will be excess demand in
the commodity market which wifl push up the prices.

Another reason for fall in aggregate supply is the increase in indirect taxes by central, siate and
local governments. When indirect takes are increased they raise costs or prices arid reduce output and
employment. Moreover, when the government increases taxes, it leads to the transfer of real purchasing
power from the people to the government. Asa result aggregate demand falls and culput and employment .
adversely affected. If however, the government increases its expenditure equal to the increase in tax

revenue it would raise the price level further due to increase in additional demand.

The measyres to come out of stagflation are

To keép the minimum wages constant,

To follaw tax based income policies,

Limiting the increase in nﬁoney wages with productivity increase,

To reduce personal and bisiness iaxes because they tend to reduce tabour costs and raise demand for
labour. : .

L B S e

6.8 INFLATION IN INDIA - MEASURES TAKEN SINCE
INDEPENDENCE - S

India is a developing economy. If adopted the policy .of planning to achieve economic
development. In a mixed economy the objective is to establish socialistic pattern of society. Seven five
year plans have been completed and the eighth plan is to start. Therefore it is appropriate io discuss the
inflationary situation in India. Generally the wholesale price index and the consumer price index are used
to measure the inflation. ' : _ .

In India, inflation started in the second five year plan when long run, heavy industries stategy of
FEconomic development commenced. .

. During the First Plan_ie., 1951-52 10 55-56 there was price stability. In fact the WPI for all
commodities decreased by 17% during that period. In terms of CPI taking the base year 1949 = 1003t
dectined from 101 to 96 in 1956. S

In the second plan period i., 1955-56 to 1960-61 the WPI increase from 92.5 to 124.9.
Similarly all India working class CPl increased from 96 to 124 (CPl 1949 = 100). The annual
compound inflation rate was 53%. . : o = :

During the third plan i.e;, 61-62 to 65-66 the iﬂﬂalion-i-ate was accelerated i.e.,' the annual
componed inflation raie was 6.5. The WPI {1952-53 = 100) rose from 125.1 in 61-62 W 165.1
in -65-66 ie., 322 increase. - L _ o _

The the index aumber of prices have been revised with 2 new based year of 1961-62 in order 10
have 2 meapingful comparison later. :



_ During the three year period of annual planstlwrewas recession with 'severe mﬂanon The
compoumdannual rate was 7.8% by 1969-70 (WPI 61-62 = 100) stood at 172. : _ '
In the Fourth Five Year Plan 69-70 10 73-74 the inflation rate was 9%. The WP rose from

172 in 69-70 to 254 in 73-74 ie., 47% per cent increase.

The years 1973474 and 1974-75 witnessed 40% price rise. This severity cansed imposition of

emergency and taking up the drastic measures to control inflation. As a result the price index temporarily
declined by 6.4%. When emergency was lifted there was political change and India again experienced
severe inflation. Even the Janatha Government could not control it. During the period of two years the
WP, went up from 182.1 to0 1911, Butfrom 78-79 to 7980 the price rise was 21%. Gradually
the prices rose and the value of rupee fell down to the extent of 13 paise in recent times. S

PRICE TRENDS IN INDIA 197071 TO 1979-80

Year _. Wholesale Price . Annnal Plan Changes
S Index-all o inPercentage
commodities (Rate of Inflation).

o @ . | >
1970-71 e -
9172 082 o + 82
197273 - - Ceeams T o + 122
1973-74 1580 ' .+ 300
. 197475 : 173.9 + 100
197576 - 162.6 _ : - 64
197677 - . 182.1 : + 119
197778 : 182.7 + 03
1978-79 : 191.1 ' + 45
1979-80 2320 4 214
1980-81 : 2707 ¥ 167
1981-82 Y/ X | S+ 24
Dec.'82 287.1 o+ 24
198687 376.8 | .. .+ 36

Source_:' Government of Indecd:tmmc Surve:y 1932-83' .

6.9_CAUSES FOR INFLATION IN INDIA

factors, the significant are :
i) Over expansion of money supply
iy Expansion of bank credit
- iii) Deficit Financing
iv) Increase in Public Expenditure -
v)' Huge investment on infrastructure and long gestation projects
vi) Black Money - -

" The causes can be class:ﬁed into Monetaryand Non-Monetaﬁ factors. A-mdng the monetary
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. Among the non-monelnry I:lle nnportant are :
i) Population growth
ii)y National calamities
iii} Hoarding and Spectative activities
iv) Industrial Import Content
v) Under utilisation of production capacity
* The measures taken to control inflation in India are ;.
) Monetary Policy
ii) ‘Fiscal Policy
iiiy Direct Controls
iv) Miscellancous Measures
The Reserve Bank of Indla adopied bank rate policy, open market operations and manipulation of
reserve requirements.

In the case of fiscat policy, Government emphamsed on taxation, publlc borrowmgs and changes in
public expendimre. -

The Direct Controls consists of price controls, rationing and strengthening of public d!s!nbnuon
In respect of miscellaneous measures, the measures consist of increasing production of necessaries, '
controt of wages, checking the growth of population growth, import of essential goods efc.

Inspite of the measures taken, the effect is quite insignificant, " Because of various reaéons the
policies indicated above could not be implemented effecuvely hence the inflationary trend has become an
ml;egrai part of the development process.

- Dr.M.S.S. Somayajulu-'
Check Your Progress : '
1. Inflation means too much moncy chasing : goods.
2. The price rise in develdping economies is called : inflation.
3. Galloping inflation refers to the situation of . __ pure wise.
4. Inflationary gap is explained by ' _ {Econiomist).
5. Phillips curve establish relationship between -

612 MODEL EXAMINATION QUESTIONS

I. Answer the following queslmns in 30 lines. = -
1. Explain the causes of inflation duly stressing the Demand Pult and Cost Push Inﬂanon

2.- 'What are the factors responsmle for mﬂanon in Indla Explam thc measures taken to conuol it.

11. Answer the folloWing questions in 15 Iines.
Inflationary Gap

Phillips Curve

Monetary Policy and Inflation

Effects of Inflation

il sl




Bank Moﬁe_y_.__: .
Barter -

Capitalist Economic
System

Equilibrium Price
Fiat Money .

' Fiscal Employment. -

Full Employment

Inelastic Demand

Legal Tender Money

Liquidity Preférence

Managed Money -

Marginal Efficiency of .
- Capital

Money Wages .

National Income

Purchasing Power

"~ Real Wages |

Socialist Economic System :

Velocity of Circulation
of Money '

Wage Freeze

GLOSSARY (nis: 1)

Bank Deposits against which c'he(iues can be issued.
Exchénge of goods for goods witﬁo_ut'thc use of money.

An econormic system where private ownershlp of real capltal is
permitted. : .

Equilibrivm price is one where the quantity demanded of a commod-

ity is exactly equal to the quantity supplied..

Money which has absolute eias[icity; -

i 'fhe Govcmment spolicy either to increase or decrease taxation to

SEim julat: or check consumers, demand.
An econoinic situation where unemployment is’at a minimum and
the number of unemploycd 1S no gredter than the number of |

VdCﬂIlClL S..

Where a conmderable rise or fall in the price of a COITI!IIOdl[y has
Little effcct on the quanuty demanded. :

Currenc;f and coins issued by a central bank and Government.

The extent to which investors prefer to keep their assets hqmd
(i.e., in the form of money)

Money 13sued with less than 100% metallic reserves.

The relaiion between the prospective yield of one more unit of a
* type of capital and the cost of producing that unit.

: Wagés paid in terms of cash,

" The total money value of all goods and services produced in a

‘country during a specified period, generally one year.
- The quanity of goods and services a unit-of money c¢an buy. -
Money issued with 160% metallic reserves.

An economic system in which the entire economic acuvxty is
planncd dﬂd controlied by Govemmcnt agencies,

The averagc number of times each unit of money is used. -
durmg a period.

: . Anatiempt (o hold wages at their existing level for a period of

time,
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This block deals with the commercnal and central bankmg It explams the Indian’ expenenoe
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~ UNIT-7: CONCEPT AND ROLE OF BANKING

'_Co'nfepts'. _

7.0 . Aims and Objectives

* 7.2 - Origin of Banks. __

73 OrginofBanksinIndia -
74 Role of Banking |

1.5 : Types of Banks' S

76 . Concluslon/ -'Sﬁi'n:mary. E

. 77 SuggestedBooks
78 Model Examination Questions

- 7.0_AIMS AND OBJECTIVES

The purpose of this unit _iS'tb.cxptaihlﬁow commercial banks have come into existence and how

they came to oCcupy an’ind ble place in the modemn economies all over the world. This unit also _

_ ' Alter studying this unit, you will be able tounderstand : )
*  how banks staﬁed their business of accepting déposits and lending banks - :
: how: banks started playing 2. predominant role in the economic development of acountry

»

7.1 _INTRODUCTION

confidence of the peaple in a bank make them 1o £0 10  bank and dewasir e, S 52 e 1
e : e 0F1he Deanle s g s e [0 £0 10 a bank ar Posit their hard earned savings in it.
This confidence of the peaple in.abank is the basic prerequisite for the successful funcﬁoniﬁg'of_af: bank.

- With he deposits of the genesal public, the bag strength its business of lending money to the needy. So _-

abank d.“ls-"‘_"m Dﬂ‘ef,;pwple%moﬁ#y.éﬂd makes lot of profit in the process. ‘The secret of their
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They used (o receive and issue receipts as claims. again_SL.thé_smcks heid by goldsmiths. Thcybecam

prominent in England during the sevenieenth century. ‘Even in the ancient and medieval periods they used
to accept deposits of precious metals from: the public for safe keepifig. With the passage of time they
offered some interest on deposits o atiract moré deposits. They used 10 charge higher rates of interest by
iending these deposits to make profits. Thus'right from ancient times, banking was a business activity
and was carried on by some members of the society. ' .

~ Even during the Vedic and Epic eras, banking activity was carried on by the "Vaish” community.
In the ancient times, in addition to money changing, the bankers used to float loans for the Govemment. -

Earliest of all the banking institutions was the Bank of Venice founded in 1157. . Thus the first
banking institution came into existance in Iialy. The bank of Bercelona was established in 1401 and the.
Rank of Genoa in 1407. The Bank of Venice and the Bank of Genod could survive cnly till the end of the
18th century. In 1609 the Bank of Amsterdam and in 1690 the Bank of Hamburg were established. The
Lombards of Ttaly who migrated to England and other parts of Europe were mainty responsible for the
planning and development of modern banking. Lombard Street in London represents the locality where
the Lombards settied. During the reign of Queen Elizebeth-1, goldsmiths, merchants, private money
lenders and money exchangers came into prominence. With the seizure of large gold hoards from the
London merchants in 1640 by King Charles-I, the merchants were scared to keep their surplus funds with.
them. Their surplus funds were deposned with goldsmiths who were doing the modern commercial
banking operations. The goldsmiths’ business suffered greatly during the reign of Charles II, who
inposed several restrictions on the business of goldsmiths and ordered them to deposit their funds in the
"Exchequer”. The business of goldsmiths was finally:ruined when the king closed the 'Exchequer without -
making any repayment. The role of goldsmiths was replaced by a-large number of private bankers,
Though in 1694 the Bank of England came into existence, the growth of joint stock commercial banking
was actually started with the passage of the Banking Act of 1833 in England. Thus in the 19th century,

the seeds were shown for growth of the modemn joint stock commercial banking in different countriés.

73 ORIGIN OF BANKS IN INDIA

In India our ancient Hindu scriptures provide ample testimony to the existence of meney 1t3_nqi_ng
activities. Even during the period of the Ramayana and the Mahabharata the money lending acuvities

were carried 0... Many references to money lending operations are made in Manu's Smirithi, Dharma

Sastras and Arthsasthra. The Vaishyas of the Hindu Community were mostly responsible for undertaking
these activities. Others were called by different names like. Stesties, Kausambi, Avanti, Seths efc.
During the Mughal period in the 12h century Miultanis and Shroffs were underiaking banking activities
1o finance internal trade and commerce. Before the advent of the British traders into India during the 17th
century the indigenous bankers and money lenders acted as bankers. ‘These indigenous bankers have been
called by different names such as : Mahajans, Sethis, Sahukars, Shroffs etc. Until the fall of the Mughal
Emperors and Nawabs during the 18th century, indigmw;"bankas_'ﬂouﬁsheg' well by controlling ugc
banking activities. After the entry of foreign traders into India and the eStablishment of the East India
Company, indigenous bankers suffered greatly due to severe cumpehhon from the banks set up by the
East India Company on modem lines. The first bank came into exisience m 1688 in the province of
Madras as a Government institution.” In 1724 another bank was set up in Bombay. In ‘Madras also
another bank was started later on the same lines. Modern banking business on Western lines was mostly
developed during the beginning of the 18th century, when the employees of the East India Company
started commercial banks with the name of "Agency houses”. A large number ' British Agency Houses
came up in Calcutia and Bombay. The first bank called the Bank of Hindustan was established in 1770 in
india. . Due to the famine of 1788 and iis effects, the -bank could not function well and was closed in
1191, The Bengal Bank which was started in 1786 was also dissolved in 1791. Dug;to the mushiroom
gl'owm of banks and agency houses there were frequent hank'fai‘lurc_s. ‘Hence becani® necessary {0 codzfy
the rules and regulations fora systematic development of banking in India. Cc_msequcmly the Companies
‘Act was passed in 1833 to control their activities. Subsequem_ly, the system pf Ageacy heuses
disappeared creating a big void in banking activity. _ ' -

In India three presidency banks were staricd with the financial participation of the Govermment.

The first of its kind was the Bank of Bengal which was set up in 1806 with the contribution of capital by

the Government, The Bank of Bombay and the Bank of Madras were started 'i_‘?'“ 1840 and :1-8_{3

respectively. The Government subscribed Rs. 3 lakhs 10 each bank, -



. In 1921 thess thres Presidency banks were amalgated and the "Imperial Bank of India” came into
existence. This bank was nationalised in 1955 and was renamed as "State Bank of India". The "Oudh
Commercial Bank” which came into existence in 1881 was the first Indian Bank.- The 'Punjab National

Bank' and the People’s Bank' were established in 1894 and 1901 respectively. The "Swadeshi” movement -

- 1n 1905 gave good encouragement for floating several banks, The Bank of India i 1906, the Bank of
 Barods in 1909, the Central Bank of India in 1911, the Indian Bank in 1907 were Some of the important
banks that were stanied immediately after the Swadeshi movement. After the first-world war, several

banks were started but could not survive. The failure of one bank caused the failure of other banks witha -

capital and reserve of over Rs. 5 lakhs, By 1945 this number increased to 144. The participation of our
 country in. 1947 further affected the working of our commercial banks. At the time of our Independence

in 1947 there were 648 commercial banks working with 4,819 branch offices in India. In drder to develop

banking on sound, systematic and scientific lines a comprehensive act called Banking Regulation Act was
pamdiﬁ'l%g. _ L . _ . o

74 ROLE OF BANKING

.-~ Commercial banks play an-important role in the economic growth of a country, Théy are riot only

- the warehouses of & country's wealth but are also the reservoirs of the Country’s. resources o speed up the
process of growth. The economic history of the developed industrial world bears ample testimony to the
fact that commercial banking contributed much to their industrial revolution.

i. Banks Promote Clpiutl Formation

- A we]l m'gamsed bankmg systém helps i;i-pboljng the small savings from thc public, 'I‘hcy'

encourage the habit of thrift and saving among the public. When all the small and scattered savings of
the people which would have remained idle are combined together, they become a sizable amount which
can be utilised for productive purposes. Thus the idle resources are mobitised and funnelied into

productive charmels. Savings is esséntial for capital formation. A high rate of saving and inveéstment =

. constitutes: capital formation.. Economic growth depends upon the diversion of resources from

- consumption to investment or production which facilities higher rate of capital formation. They provide

safety andseczmty 10 the savings of the people. Thus on ‘one hand banks help the people 10 get some ,

income by way of interest on their savings and on the other hand banks help the country 1o mobilise
more resoygrees. for raising the rate of investment in the conntry, s o T

i ‘Banks. Provide Finance for -Priority. Sectors - _
Commama{bmksthvmﬂlelr investment towards the pnonty sector. In Incha, agriculture, small

scale industries, self employmant schemes and export promotion industries get more facilities from.
commenctal banks a5 they are included in the list of priority sector, . S i
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iv. Reduction of Regional and Economic Inequ'aiities

Banks promote balanced regional development by minimising regional disparities in development.
A country promotes balanced growth by proper distribution of investible funds asnong the backward and
iess developed regions of the country. By establishing a large number of branches in:-nural or semi-urban
areas, uniform development of different regions can be achieved. Not only the regional disparities but the
economic inequalities among the people also can be bridged to some extent. For examplé the Reserve
Bank of India provides credit at low rates of interest to the small traders, marginal farmers, self-employed
people, etc., under the differential rates of interest policy. The people are encouraged to improve their
economic position with the help of cheap credit provided by the commercial banks.

v, Banks Influence Interest Rates

) The interest rate in the economy affects the level of economic activity. Higher interest rates may
discourage investment and economic activity and lower interest rates may encourage higher investment

and economic activities. The organised banking system under the control of the central bank regulates
fluctuations in economic activity by manipulating the interest rates in the economy. To maintain stable
economic growth banks may raise the interest rates when there is over-investment in the economy. To
stimulate investment, interest rates may be reduced. Thus banks help to maintain equality between

savings and investment o avoid fluctuations in the economic activity and maintai# stable growth.
vi. Banks Monetise Debt

By providing discount facilities and granting loans, commerciat banks monetise debts, Banks buy
the debts of other persons. Demand deposits are created in exchange of debts. When banks discount bills
of exchange they create deposits on the debts of other persons. The drawee’s debt is monetised by the
bank when the drawer gets the bill discounted. A - ' N

vii. Banks create credit and help in business expansion

Expansion of bank credit provides funds to entreprencurs for investment under condition of
unemployment 1t will push up production in the country. But under conditions of full employment
expansion of bank credit will have the effect of inflationary pressure. On the other hand a decline in bank
credit will result in decline in production,employmcnl,s_ales and prices. From the point of view of an
underdeveloped economy the expansion of bank credit offering more financial resources 1o industries is
one of the contributory causes for rapid econom ic development. ' C

Thus commercial banks play a vital role.in the process of economic growth of a country. Banks
help in accelerating the economic activity by increasing employn}em-opponunities and t_he incomes of the
people. The huge resources nécessary for the planned qconom:c_devglopr_ncn_t of various countries are
supplemented by the financial resources of the banking sector {0 achieve the goals of economic
development.

7.5 TYPES OF BANKS

With the passage of time, several types of banks have come into existence pe{fonn}ng different
specialised functions. ‘Based upon the functions .performe_d by them, banks may be classified mt_g different

types.
i. Commercial Banks

They-arc joint stock banks which accept different kinds of deposits;fram- the public and grant short
term loans. Their main aim is to provide security of funds to the depositors and make profits for their

" ghareholders. As their deposits are mainly for short periods, they cannot lend moncy for long periods.

They mainly finance business and wade for short periods to meet their day-o-day transactions. They may -
provide finance in the form of each credits or overdrafts or loans. They also provide finance by
discounting bills of exchange. S o :



S lidustﬁal .Banks _ _
The banks are also called Investment Banks. They provide long term finance to industries ranging

over a few decades. | They finance long term projects and developmental plans. They receive long term .

deposits from the public. They may also raise funds by the issue of shares and debentures. They

specialise in and undertake industrial finance. They may purchase the new issue of shares, debentures and -

secarities of new enterprises. They may also provide underwriting facilities. Unlike commercial banks,
these industrial banks do not exist in all countries. In some countries, commercial banks under the mixed
banking system are undertaking both commercial banking and industrial banking functions, They meet
the long term capital requirements of industrial concerns. They also promote new industrial units. They
provide not only financial assistance but also technical and managerial guidance for efficient working of
industries, In the developed world, especiaily in Germany and America, these banks are assuming

iii. Agricultural Banks -

. The Commercial and Industrial Banks are not able to meet the financial requirements of agriculture.
- Agricalture requires both short term and long term finance.  Short period loans are provided by Co-

apesative banks while long term loans are provided by land mortgage banks. Farmers require short term -

finance to buy seeds, fertilisers, implements, etc. They require long term finance to make permanent
improvement on their land like digging wells or purchasing farm machinery and equipment of a
permanent nature. - They provide long term loans against the security of land. As the loans are given
mainly for development purpose, these banks are called as "Land Development Banks”. These banks may
_borrow funds from Government. They may also raise capital by issning bonds and debentures. They
have becomé prominent in India and other countries like Germany and Japan,

iv. Co-opei-ati\_re Banks

The banks are formed to supply credit to members on easy terms. The do not aim at profit in their
. operations, They attract deposits from the farmers and promote thrift by offering slightly higher rates of
interest then commescial banks, They provide credit facilities to necdy farmers and small scale industrial
units, In India we haveé State Co-operative Banks at the staie level, supplying co-operative credit through
Central Co-operative Banks at the district level. In India co-operative banks are assuming an important
role in providing agricultural finance. They protect the farmers from the clutches of the money lenders by

supplying c_h_eap credit,

v. Exchange Banks

They specialise in financing the impoﬁ and export trade of the country. They purchase bills from _.

exporters ‘and sell them to importers. Exchange banks discount these bills of exchange to promote
foreign trade. They open many branches in different countries and settle the foreign exchange transactions

between traders of different countries. They may aiso undertake the usual banking operations. They.

provide remittance facilities and trade information to their clients. In recent years, commercial banks have
also entered this ficld by opening their branches ir foreign countries.

vi. Savings Banks

_ Tbase banks cplle_cl small and scattered savings of the low and middle income group people. These
banks aim at promoting thrift among the low income people who otherwise would have spent the money
for unproductive purposes, These banks receive smalt amounts of deposits and withdrawals are restricted.

Banks offer minimum interest on these deposits.
 vil. Central Banks
The Central Bank controls the entire banking systom in the country. - It opezates the currency and

credit system in the country, It acts as an agent and adviser to the Government and works in the ‘best
interest of the nation without any profit motive in its operations. - s '
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viii. lndigenous Banks

. These form part of an unorganised money market. They lend money: for shon periods and charge
very hlgh rates of interest. They lend money to small traders, farmers, businessmen, etc., against
securities. The Indian Central Bankmg Enquiry Committee defined an indigenous banker or bank as an
individual or private firm recciving deposits and dealing in hundies or lending money They maintain
vernacular system of accounts and do not maintain any audited accounts. )

7.6 CONCLUSION /-SUMMARY

The basic prerequisite for a bark is to command the absolute confidernice of the. people. People

 should feel that their money is safe in a bank. They can get it back whenever they need it. More than )
the rate of interest, it is this confidence of the people that makes a-bank o do husiness succcssfully The -

fact that one should know: about a bank is that it deals with other peoples money.

Bank play a pivptal role in the economic development of a nation by providing capital formation
by promolmg business trade and indusiry and by reducing regional and economic. inequalitics. Oneannot
imagine the rapid: ecohamic Gu.ciopment of an underdeveloped country wllhout a dynamtc and well
coordinated bankmg system in thal country.

_ Revlsed by - Dr.Mallaiah

7.7 SUGGESTED BOOKS

1. R.S. Sayers : Modern Baoking, VI Edition, Chépters 1and 2.

2. SK.Basu : A Survey of Contemporary Banking Trends, Part-II, Chapter 11,

3. . K.P.M. Sundaram : Money, Banki_ng,Tra;le'and Finance, 13th Edition; Part-1I, Chapter L. |

7.8 MODEL EXAMINATION QUESTIONS

I Answer the following in about 30 lines.
. Describe the evolution of Commercial Banks.
2. Explain clearly the role of Commercial Banking in a modem ecenomy.
Describe the different types of banks, ' ‘

I Answer the following in about 15 lines.
1. Industriat banks and Agricultural banks,
2. Co-operative banks, Exchange banks and Indigenous banks.
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8.2 FUNCTIONS OF COMMERCIAL BANKS
Let us now study m detail the various unclio’n__S pc'rformied'by_ commercial banks, . We.can broadly
devide the functions into two categories : ) :

1, Primary or fundamental functions : These functions are generally performe'd by all
commercial banks. These include the receipts of deposits and lending of money. S

2. Subsidiary Functions @ These functions vaiy from bank to bank depehding' upon the
Government policy towards banking. . .

Primary Functions : All commercial banks perform the following functions.

8.2.1 RECEIPT OF DEPOSITS

A commercial bank acce s different kinds of deposits from the ﬁubiif:. This is the most important
function of a commercial bank. Deposits are of three types. T '

(@)  Fixed Deposits : These are deposits repayable after a certain period of time. The rate Of interest
depends upon the length of the period. The longer the period of deposit, the higher is the rate of interest
on fixed deposits. As banks are free to use these deposits during a special period, they grant attractive -
rates of interest besides providing security of funds. Fixed deposits are also known as time liabilities of
the bank. Generally, withdrawal of fixed deposit before the expiry of the specific period is not allowed.
However, banks may permit the depositors to withdraw the amount in certain cases after making a
reduction in the rate of interest payable on the deposit. Banks advance money on the security of fixed
deposits. When bank receives fixed deposits, they issue fixed deposit recéipts (FDR) to the depositors.
The amount deposited, the rate of interest allowed on the deposit, the date of maturity, withdrawal etc.,
are mentioned in the receipts. These receipts are not negotiable instruments. Hence they cannot be used
like cheques, drafts, bills, etc. The holder of a fixed deposit is not regarded as a customer of a bank as he
cannot operate the account from time to time like current account or savings bank account. '

()  Current Account Deposits . Deposits on currént account are called demand deposits. The .
depositors are free to operate the account several times. Hence nointerest is paid on this account by
the banker. As these are repayable on demand without any restrictions, these deposits are also called
demand liabilities. Cheques are generally used for withdrawing money from this account. Mostly
businessmen make use of this facility as they can avoid the risk of keeping or carrying money with them’
and issue cheques instead of cash, Generally banks charge some amount as incidental charges for meeting
the expenses of maintaining this account. '

©  Savings Deposits : Savings deposits an_é those on which banks place some restrictions on their’
withdrawal. The interest on these deposits is calculated on the minimum baiance maintained during a

. specified period of each month. Generally the interest rate is very low. Savings deposits are of two-

types. In the case of ordinary savings deposits, the minimum balance 10 be maintained is fixed at a low
jevel. For example it is fixed at Rs:100/- by our commerciat banks. The depositor does not enjoy the .
use of cheque facility. He can withdraw money fron his account by means of withdrawal forms provided
by the bank. Inthe case of special savings account the banker insists on a minimum amount of balance,
ie., Rs. 250/- to be maintained in the account. The depositor is given the facility of withdrawing money
by means of cheques. ' _ o o : o

In addition to these types of deposits, sonie commercial banks may receive ;lepbsil_s under the
name of thrift deposits, recurring deposits, Kiddy bank deposits, etc. Some fixed amount 18 deposited
at regular periodical intervals in ¢he cage of recurring deposits. The amount 18 accumulated at compoumnd

rate of interest. After the expiry of a specified period of time the accumulated principal amount along

with the interest is paid to the depositer.



8 2 2 GRANTING LOANS AND ADVANCES Lo -
Banksuselharsmplusfundsmgmmlomsandadvances mbumnenandtradcrsagamstm
.of the borrowers or against the documents of title to goods, collaterals and marketable
securities. Sometimes loans are given against the personal security of the borrower with or without
surety, dependmguponﬂlecreduwonhmessofmebmower Mostly banks lend a major portion of their
funds for short periods as they receive more deposits for short periods, Commercial banks prefer 10
finance trade and commerce which require short term funds. Moreoveruade:smdbuﬂnesspeoplemay
offer higher rates of interést on short term loans. - Generally banks lend in four ways, namely, direct
loans, over-drafts, cash credits and by discounting bills. The current account holders are given the
faclhtyofoverdraft by which they are allowed to overdraw their account upto a certain limits fixed by the

‘bank. Interest is charged only on the amount withdrawn but not on the entire amount of overdraft

facility. Thepamdofovmﬁaftfacimy is decided by mutual agreement of the customers and the banker,
Bankers do not insist on any security against overdraft facility.  Under the facility of cash credit a
customer is allowed to borrow moncy from the bank upto a certaip limit agamst the secunt)' of bonds,

- shares, pmrmssorynotesetc

D:sconnﬁng a bill of c;clmnge is yet another important method of lendmg by commercnal banks.

'Gt)ods are' sold generally ‘on basis of exchange or Hundies. These are drawn by the seller of goods.

The. Purchaser puts his signature after accepting the conditions and terms of payment in ‘due course
(usually90daysareﬁxedasme maximum period with a grace period of 3 days). In the mean time if the -
seller wants to get money he can get it discounted by his bank, The bill of exchange is a negotiable

" instrument and can be transferred from person t0 person. It is a legal document of debt and the debtor

cannot deny the debt. Not only. the bank but also the buyer and seller of goods get the benefit by using
bills of exchange. The banker gets profif by way of discount. The purchaser of goods get the goods
wnhom making any paymem. The seller gets the money by getting the bill discounted. by hls bank. -

o In the pmcesgof lendmg, commerclal banks create addmonal deposus called denved deposzts. In-
the next few pages, we shall drscuss this aspect in detail. : _

. Snbﬁdi&ry’ ﬂnﬂimﬁ

Apan from the above main funcuons banks perfmm a lﬂrge number of other funcuons _
8.2, 3 AGENCY SERViCES ' 4 '
Banks act as agents of ﬂwn customers, Banks collect and pay cheques drafts, bllls eic. On behalf

~ of their customers they pay insurance premium, subscriptions, rents, income-tax, etc., by debiting the

customers’ Accounts as per specific instructions given: They also buy and sell shares and securities on

~ behalf of the customers. They lprovlde information about different ways and means of productive and safe

investment of customer's funds. Soinetimes barkers may also act as brokers for selling or purchasing

“securities on behalf of their clients for which they get some commission. Banks transfer the funds of

their customers from'ane place to another by drafts or free mail or telegraphic transfers. In certain
complicated matters, banks not only advise the customers but also act as their trustees, executors and
attorneys. On behalf of the custOmefs banks may col]ect dividend and interest warrants and credit them to
tlmr account.

824 GENERAL UTILITY SERV[CES

Generally bmks pmvnde locker facﬁtues for the safe keeping ofwaluablgs, Jeweﬂery, documents,
efc., at a nominal charge. To ensure maximum security they provide double-key lockers. Thus banks acts
as cuslaodlan of valuables. They issue drafts, travellers' cheques, etc., for the benefit of the people to

" emable them to transfer their funds safely from piace to place. Banks prowde travellers' cheques free of

charge.. Sometirnes banks:act as a referee to the financial standing and credit worthiness of customers.

When . people take loans: from any financial institation or other parties they are required to provide
references to their bankers in which they maintain their accounts so that their credit worthiness and
financial stability can be verified by the prospective creditors. When new companies are not able to-
mobilise capital for investment, banks may provide underwriting facility by purchasing the new issue of

‘shares -and secmmes of the cumpany Banks collect mformanon relating to business, trade and general
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economic conditions in the country and publish momhly or quarﬁcrly journals which are useful and .
informative to the public. Banks may also deal in foreign exchange. They collect forelgn xchange and

- make payments in the local currency. They also finance foreign trade of a country and discount the bills
“of exchange of the exporters. Bankers also help the importers by accepting the bills drawn by foreign

exporters. Banks issue letters of credit to help the traders and businessmen to obtain credit at distant
places. Thus banks perform a large number of subsidiary services whrch are vcry uscful o the people in
general and customers in particular,

8.3 PRINCIPLES OF -BA-NKING

Share capital and customers depusns constitule a major poruon of the total capnal ofa
commercial bank. The bank has to use this capital, by properly and produétively investing it, This is
called the investment policy of commercial banks. A prudent banker invests his funds so as to maximise -
profits to sharcholders, while pr(mdmg adequate Hquidity and secunty 10 depositors at the same. time.
There are no hard and fast rules for investment of funds. As economic conditions differ from country to
country, the investment policy is not uniform in all countries. Morcover the nature of funds also may
differ from locality to locality. If long term deposits are received, funds may be invested by granting long
term loans. Hence local conditions also influence investment policy. But generally the investment
poclllcy of a commercial bank is influenced by three important pnnc:ples They are: hqmdlllh Pmﬁtahmty
and security, '

8.3.1 THE PRINCIPLE OF SECURITY

- The most important pnncnple is the safety or security of funds As the banks act as custodlans and'
trustees of depositors, théir interests must be safeguarded at any cost. The banks shoutd not choose risky
investments though they may yield more profit. "As the banks deal with others' money, they must be
very careful while granting loans and advances or else they may not be able to recover-them.  The funds of
the bank should not be locked up for a long time. Hence commercial banks tend 1o invest in short term
securities, If the banks are influenced only by large security considerations they may not advance a large
portion of their funds and may not earn much profit. On the other hand, if the commercial banks are very
greedy and lend more funds without looking into the security aspect, they may have to face several risks
of loss. If the bank lends heavily to one individual or group of individuals, it may or may not be able 10
recover the money safely uniess the enterprise is in a position to repay the loan. Hence it must iend to as
large a number of persons as possible so that loss of income by bad debis may be compensated by proper

_recoveries from safe investments. Similarly, banks should not invest all the funds in one place as there is -

& danger of natural calamities like floods, famines, eic., causing untold damage and misery to the pecple
of that area. If the people of that arca have taken a hlgh portion «of the funds of a bank, the bank's

financial position would be endangered. When the funds are diversified and invested in different p!‘mes
l1osses at one place may be compensated by gains in otha places

8.3.2 THE PRINCIPLE OF LIQUIDITY

L:qmd:ty is another unpenant guiding prmcnple ot‘ mvesiment qumdlty refers 10. the abllll)' Qf
banks 1o pay cash against deposit. A bank receives deposits from the.public in different forms.
A portion of these deposits may be withdrawn by the depositors with or. without any notice. - The banker

_ can enjoy the confidence of the public only when he pays the depositors on demand. Hence a wise banker

must keep adequate cash or liquid assets to meet this demand. ‘The liquid mt&deposn ratio is called

liquidity ratio. The banks must keep a certain percentage of their total deposits in liguid or in near

liquid form, 16 meet the claims of customers and inter-bank claims. . Liguid assets refer to those assets

that can be converted into cash easily. The Yquidity of any asset depends upon the ease with which it

can be shifted on to other banks or the Central Bank before maturity in case of need. “This is referred to
as shiftability of an asset. If the assets of a bank are mostly shiftable, they increase the llqtlld.it}’ of
the bank. The Central Bank prescribes certain rules and regulations when commercial banks want to shift
their assets to the Central Bank. Generally commercial banks tend 6 invest: their fimds in Government
securities so that as and when they are hard pressed for hqmd cash they can easily sell the Government
securities in the market. The investment of bank funds in €éasily saleable securities or debentures. will
increase the liquidity of coihmercial banks. In case of any need, the bank ¢an sell the security and
realise the money without any loss, When commercial banks maintdin a high percenmge of hqmdily,
the funds of the bnnk fire xmmobﬂmed vmhom conmbutmg any income 0 bank



833 THE PRINCIPLE OF PROFITABILITY o

* Bunks afe influsnced by the principle of profitably. The aim of investment is 1o make profit.
As the very name implies, commercial banks are mainly commercial in their banking activities.
They cannot afford 1o keep funds idle. After mobilising the deposits, banks bave to invest them in

profitable ventures with adequate security. The banks lend some portion of their funds to get constant and -

. regular renuni. Al the investments of the banker may not be profitable. A profitable investment is one

which yiglds some income to the bank. Loans and advances, inveéstment in securities, money at call and
short notice shown on the assets sids of a balance sheet represent profitable investments. Cash reserves
held by a bank and the dead stocks represent non-profitable investments, Land, Building, Furniture,
Stationary etc., represent the dead stocks. They may Tt directly yield any income. But they are essentiat

for the functioning of the banking system.
 Conflicting Nature of these Principles

Even though the rate of retum is high, loans may not bé granted unless the bank is;'s_atiSﬁ_ed with
the security. Thus safety and profitability may not go together in alt types of investment. Hence the

- banker shounid strike a balance between the two. Similarly when banks maintain high Lquidity, their
- profitability may fall. If the banker prefers to lend more, the liguidity raticx_of the bank may fali bellow .
the required level. The bank may have to face shortage of funds and may not be able to mees the demand

from customers. It may lose the confidence of the depositors and may have to face a run on the bank.
Thus it locks as though the principle of Liquidity and profitability are conflicting and contradictory,

Liquidity principle cannot be discarded on the ground of profitability. Similarly security principle

. cannot be set aside on the ground of profitability. Hence a prudent banker has 'to take wise decisions

relating to the diversion of investment into various productive channels keeping in viéw the three

important guiding principles of liquidity, security and profitability. In view of the conflicting nature of

these principles a wise banker must frame his mvestment ‘policy by striking a balance be{ween_

profitability on the ofic hand and liquidity and solvency on the other,
Factors Influencing Liquidity of Banks |
Every bank maintains cash balances and other liquid assets to meet the claims of customers, The

ratio between the liquid assets and the total deposits of bank is called liquidity ratio. This is determined

by several factors,

i. Legal Requfremen_!s e

~_ The Central bank of of the country may prescribe a certairi minimum liquidity ratio applicable
toalt wmmercmlbanks This is called statutory liquidity ratio. At present in India Commercial Banks -

- countrics. Similarly even within a country, in rural areas where the banking habis s not much developed,

hasksthay have 1o mainaina igher iguiityrao compated 10 the developed urben aras.

T‘he-su'ucmre__of the banking syster also influences liquidity. If 2 large number of branc hes are '

fnncﬁonmgundc;eachhﬂdofﬁceofabank,ench'bankma function with less cash reserves as they
._'_bonow.frmniismain-ofﬁepin_case_of-anywed.-_ ¢ :  as fley can
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iv. Nature of Money Market

If the money market is well developed in a country with a large nember of banking and other
financial institutions, the liquidity ratio may be kept at a low level. - Possibilities to borrow from others
will be more when the money market is well deveioped. Banks may borrow not only from other banks
but also from the Central Bank. o ' o o

v. Size of Deposits

If the number of deposits is large, banks may function with small cash reserves. The withdrawals
of some depositors may be made good by receipts from other customers. When there are a smal number

- of depositors each ha_ving a huge amount of deposit, banks may have to keep _mm cash reserves 1o meet

their claims.
vi. Nature of Deposits

The nature of the account also determincs the liquidity. If the bank maintains more current
accounts, the funds may be withdrawn by the depositors at any time without notice. Hence banks have to

* maintain more cash reserves. On the other hand if banks have huge funds in fixed deposit account,

liquidity may be less.
vii. Busy Periods

During a certain busy season like the harvesting period there may be more withdrawals from the
banks. Hence the liquidity ratio may be high during such periods. ' :

viii. Economic Conditions

The general economic conditions in the country also iﬁﬂ_ue'nceihe cash reserves of commercial
banks. In a period of rising pricing and inflation, business conditions may be prosperous. A small cash
reserve may be sufficient to meet the withdrawals.

ix. Nature of Advance and Investments

If the banks have invested a major portion of th'ei_j' funds in short period loans and in other

" liquid assets which can be converted inio cash easily, the liquidity ratio may be less.

8.4 BALANCE SHEET OF A COMMERCIAL BANK -

STRUCTURE OF ASSETS AND LIABILITIES

The balance sheet of a commercial bank is a statement showing its financial position on a
particular date. It consists of assets and liabilities. Generally assets are shown on the right side and
liabilities are shown on the left side of the balance sheet. Usually this statement is prepared at the end of
every financial year. There is no uniformity in presenting the balance sheet among the various couniries.
But al! balance sheets reflect their business ransactions. - Let us examine the structure of assets and
liabilities of a commercial bank. - S

8.4.1 LIABILITIES

The liabilities represent others' claims on bank. Let us discuss these claims in detail. .
Capital o ' _ ‘ _ '
. 1tis l;he paid-up capital that actually brings funds to the bank Paid-up Capital represents the
amount of capital already paid by the shareholders. Authorised capital represents the maximum amount of

capital which a company can raise by way of shares. Issued capital is that part of the guﬂlorised_cz'spital
which is jssued to the public for subscription. The subscribed capital is the actual capital subscribed by

“the public.



B#lance _ _Sileei of a Commercial Bank

. L'iab_.i]i'ti.es o L Assets o
‘1. Share Capital - - _ 1.~ Cash in hand
-~ Authorised Capital : .
Issued Capital
Subscribed Capital
Paid-up capital
2. Reserve Fund and other reserves "2 Cash with other Banks
3. Depom[sand other accounts o ~ 3. Money at'call and short notice receivable
4. Borrowings from orhefB_a’nks or Agents . 4. Investments
‘5. Billspayable =~ o 5. Advances |
6. Bills for collection being bills receivable 6. Bills reccivable being bills for collection
. as per contra . o as per conira. o
7. Other Liabilities - | A ' 7. Constitﬁen'_ls; Liabilities for acceptances,
o endorsements and other obligations per
contra. o
8. Acccplanocs Endorécmcrit_s and other 8. ' Premises less depreciation.
obligations as per conira. ' .
9.. - Profit & Loss Account ~ -9. . Furniture and fixtures less depreciation,

10. Contingent Liabilities described in the B/S ~ 10.  Other assets including silver.

11." "Non Banking asseis acquired in satisfaction
of claims. :

12.  Profit and Loss.

Reserve Fund ¢ This fund is created Ib'y transfering a portion of the accumulated profits of the bank.

In India 20% of a bank's profits must be transferred (o the réserve fund so long as it is not equal to the -

~ paid-up capital. Inthe event of any unexpected losses, the bank is permitted 1o draw upon these reserves.
These reserves belong to the shareholders. Only in the event of liguidation of the bank, the capital and
reserves will be repaid to the shareholders. Generally a bank with a high reserve fund enjoys more
confidence. It acts as an additional security to the customers. The reserve fund is invested in. the first

. class Government securities which yield regular income to the Bank.

]

: Depomts : Deposits are of various types like fixed, demand and savings "deposits which we have

disctissed eartier. Generally deposits form the Targest item on the liabilities side. Increased deposits not

only grovide more liquidity but also reflect the increased confidence of the public in the working of the
bank. ‘Both the prima'ry and secondary deposits form a major portion of the total liabilities of a bank.,

Borrowings from ‘Others : In addition to these deposits, the banks may aiso borrow funds from

-other banks or financial institutions in times of need. The commercial banks may also borrow from the
Central Bank by rediscounting its bills of exchange. All the borrowings form a part of the total
ligbitities of the bank. o - _ o -
-, . ] \'U : UG - .
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" banks.

Bills Payable : The bills payable will be shown on the liabilities side. These bills are payable -to the

- customers to facilitate remiuance of funds. Bills of exchange accepted or endorsed by the bank of on

behalf of the customers will appear on the iiabilities side as the banks have 1o make payments. They also
appear on the asscts side as the bank has o gei these payments from the customers. -

Bills fpr Collection : On behalf of customers banks collect bills, cheques, drafts, etc. After
collection, they become the liabilities of the bank. They are treated as liabilities as the-bank has to

the proceeds to the customers, ' ' R
Othent Lial}ilities : Under this item, other liabilities like grawity or pension (o the employees
unexpired discounts, insurance fund, unclaimed dividends, branch adjustments, eic., are shown separately. "

Acceptances, Endorsements and other Obligations : The banks accept or endorse the bills of
exc_hange on behalf of their customers. It means they guarantee the payment of bills at maturity. These
obligations fall on the liabilities side because banks have to make the payment of maturity. '

Profit and Loss Account : The profit carned by the bank is payable to the shzirchblders. Hence it

-18 also shown on the liabilities side.

Contingent Liabilities : Every bank makes some provision for these l_iabil.i-lieS‘in' its balarce

-sheet. These are unforeseeabie as they are not known in advance. For example, liabilities may occur

when banks have 10 meet the guarantees given on behalf of customers.

Having discussed bricfly the liabilities side of the balance sheet let us turn to assets side of the

8.4.2. ASSETS

The assets of the bank are shown in the balance sheet on the basis of their iiquidity. Following
are the various itemis that appear on the assets side. ' : : o

Cash : Cash is the most liquid form of an asset. Hence it appears first in the list of assets. A bank
has to maintain sufficient liquidity to meet the claims of customers. Cash is the first life of defence.
against depositors. Though cash is not an earning asset, to avoid any risky situation it maintains

“sufficient cash balance to meet the customers’ demands. Further, a commercial bank has to maintain a
minimum percentage of cash against the total deposits to satisfy the requirements of law. :

Cash with other Banks : Banks also keep a ceriain percentage of their total deposits with the
Central Bank and with other commercial banks for the purpose of inter-bank clearance adjusiments.
Small banks may keep their funds with bigger banks for the purpose of safety as well as clearance.
Commercial banks maintaining cash reserves with the Central Bank have more prestige in the eycs of the

C_USle Crs.

Money at Call and Short Notice : Short period loans which are repayable 1o the bank on demand
or at short notice are included under this category. These are regarded as a second like of defence against
depositors, These toans are highly liquid as they can be converted into cash in'a short period of time.
These loans are given for a maximum period of fifteen days and the bank can recall them-at short notice.

“These loans carry a nominal rate of interest.

Investments : Banks invest their funds 10 maximise their profits. The different lypes‘of_ investments
are shown separalely on the assets side of the balance sheet.. Banks mostly invest in Government

securities. The fixed interest yielding securities are called gill edged securities. As there are no risks of

loss, banks prefer investment in Government bond and securities. The investment made by banks in non-
Govemment securities is also shown separately in the balance sheet. These short term imvestments of .

banks are regarded as secondary reserves.



o S+ Banks génerally give short tor s I o <. ich yield high income,
ns and Advances : Banks generally give short term- loans and a_dvanogs which yie h inc
LL:::ns and advances, cash credits, overdrafis, elc., are the _fonps in w_!lnch bar_!ks create additional

B.ills Réceivable : Bills of exchange will appear on both sideé_bf the balanice sheet. - Banks discount
-the bitls of exchange on behalf of the customers. As these bills receive payments they are shown on the

- agsets side. As commercia) banks selt these assets casily they are regarded as liquid assets. These bills of.

exchange may be rediscounted by the Central Bank. If the bills can be shifted to the Central Bank they
become more liqu_id._ S - A o '

- Acceptances and Endorsements ;: Thesé items refer to the obligations which the ‘banker - has

accepted on behalf of the customers, They represent the totai dues of a bank's customers which it has -

accepted. They appear on both sides of the balance sheet,

Premses and. 'Fljrnigure._:'_ Land, Building, Forniture, Fixtres and other properti_és form a pan of
- the total asséts of 3 bank. These are calied “Dead Siock” and are shown at their depreciated value in the
balance sheet, Usually these assets are undervalued, ‘This undervaluation is the secreg reserves of the

f the ba

bank. In the event of failure o nk, these assets may come to the rescue of the bank 1o keep up its

public confidence and solvency,

Other Assets : The interest - accrued on investments, silver, income-1ax paid in advance, rent

recoverable, etc., are included under this item. These items are shown separately under different headings. -

Non--Banking Assets 1

In the coy 0 _ _ 3 oy
settlement of claims. Under the Banking Regulation Act of 1949 banks must dispose of such assets

 within a period of seven years from the date of their acquisition,

8.5 PROCESS OF CREATION OF CREDIT BY

COMMERCIAL BANKS

.

<« The term "Credit” is derived from the. Latin word 'C:edo_'. which simply lﬁeans B_é_lief-or trusl In

. the modemn commercial Wworld, credit refers to the faith o confidence of the creditor in the capacity of the
debtor to fulﬁl-h:s, promise 10 pay some amount in 5 certain period of time. R

8.5.1 PRIMARY AND SECONDARY DEPOSITS

Ore of the mogt imporiant functions of g commercial bank is 1o create credit. Commercial banks

credle credit on the basis of their deposits and loans. ‘These deposits mainly depend tipon. the banking

primary deposits, they are _cail_!éd-deriyed_ deposits, o

commercial banks 10 create some additional deposits.” As these additionat deposits are created from the
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352 PROCESS OF CREDIT CREATION

~ Let us study now the process of credit creation, the diffi e ,
Jimitations faced by the bankers in this dircction. ’ ifferent methods I_:\_d(_)pted lhgrcfo; and the-

“A. Granting Loans

Loans create deposits”. When a bank grams a loan o its customer it does not generally pay each

as the borrower may not require it immediately. Itcredits the individual's account with the amount of the.

foan. Thus without receiving any cash of cheque or draft or an other credit 1 i

customer, the banker creates an additional deposit simpie by grantingya loan to tl?:c:;;i:)rmugeﬂ;‘hfé?aln:z
supplies a pass book and a cheque book. The banker allows him 0 withdraw the dépr:)sit-from his
:_a.cpoqm as and when the customer lkes. Thus by granting loans banks create additional deposits Hence
it is rightly said that "deposits are the children of loans™. ' o ‘

B. Discounting Bills of Exchange

Dc’riv_e_d deposits are c;eatcd when 2 bank discounts a bill of exchange. The bank does not pay
cash. It credits the account ~+ the customer with the amount equal 1o the value of the discounted bill.

creates a deposit without receiving any cash.

- Thus the bank’s deposits increase equal 1o the value of the discounted bill. In this case also the bank

C. Purchasing Securities

_ W'hen a bankcr ‘purchases ‘Gavernment bonds and securities from 2 customér it will credit the
customer's acCounts with the value of the security. 1n this instance also, the -banker crcates a deposit

without receiving cash.

kIt is plear_fmm ;he above _descrip’lion that the commercial banks creaie additional or derived
deposits which will add 10 the total supply of money or the purchasing power of the community.

8.5.3 MULTIPLE EXPANSION OF CREDIT OR EXTENT OF CREDIT |

CREATION - PERE R T
“The bank receives deposits from the public. The banker pa;ys interest on these d_éposit_s. He
cannot afford to keep the. deposits idle. Thereforg he lends them 1o the needy people and jnstitutions at
higher rates of interest to make some profit. But how ruch can be he lend is an important aspect of

credit creation. Generally the bankers know by cxperience that a part of the deposits can be lent as all

customers do not withdraw all (heir deposits at the same time. Some people may withdraw money from

the bank, while others fnay deposil new money. The new deposits and withdrawals of every day may tend
to be equal in such a way that the money held by a bank may not change substantially over “a short
period. : e '

annol lend more than their deposits. But in reality banks can
lend much more than what they receive as deposits. According to R.S. Sayers, an authority on modermn
banking, banks are not only surveyors of ‘money but also manufacturers of money. . Let us iry 1o
understand the significance of this statement. 10 all the countries where the banking habit 18 developed,

ple feel it securc 10 keep their money with the banks. They prefer 10 makc payments by cheqiles as
they find it ic ' »f of payment. Everyday the -

more convenient and methodical Moreover a cheque 15 @ preo
‘banker recoives cash and pays cash dcross the counter. The roceipts__may_balance the payments in day-10-
day ransactions. The 1oial deposits of the bank may not decrease. The hanker knows-by experience that
he need not keep the cntire money that he coceived. All customers do not withdraw cash from thebank.
Some Customers may draw chegues in favour of their creditors. Those crediors may deposit these cheques
with the same bank of with somc other bank, They may not withdraw cash. Even if they withdraw cash
from onie bank they may deposit the samc with another bank. Thus people in ge}neral may not wish to
keep a large part of their money with them as it involves risk. When people receive cheques from their
debtors they may deposit the cheques into their account. The banker simply debts one account and credits
another account when debtor and creditor maintain their accounts in the same bank. Even if they have
accounts in two different banks through the clearing house the claims can be realised by debiting the

account of the debtor's bank and crediting the account of creditor’s bank. “Thus money may not actually

It is generally peligved that banks ¢



flow. out of the. bank, but transactions may take place by book adjustments. Hence the banker maintains

only a fraction of his total deposits in the form of cash (0. meet the claims if customers and inter-bank

claims: The remaining balance is used for the purpose of credit creation. He need not restrict the total

* volume of credit upto the amount of this balance. He can lend much more than that. Let us study a

- concrete example Lo understand the extent 10 ‘Wwhich the commercial banks can creaie credit. Let us assume
" that a customer deposits an amount of Rs. 400 in his account in bank A. All this amount of Rs, 400
cannol be lent to other persons. A part f it must be kept with the bank as the depositor may withdraw
some amount. The amount of money kept by a banker against the deposit is catled the liquidity ratio
of the bank. For example, let us assume that the bank maintains 20% as the liquidity ratio. Then the
bank has to prepare its balance shect in the following manner as far as this transaction is concemed.

Balance Sheet of Bhn_k__ ‘At

_ Liabilities  Rs. . Assets Rs.
- Deposits ' 400 - Cash = 400
400 B | 400

" Out of this Rs. 400, the bank has 10 keep 20% as cash under the li_qﬁidity ratio. The remaining
balance may be used for the purposc of granting a loan.  That is Rs. 80 (20%). is kept with the bank as

cash- and the remaining balance of Rs. 320 may be given as loan Lo a person named X', Then the
balance sheet of bank 'A’ will be written as follows : ' :

Balance Sheet of Bank ‘A’

Liabilities . Rs. - Assets Rs.
Deposits - o oa00 Cash 80
o Loan to Mr, ‘X' 320

400 400

- Bank "A’ inay‘grant i foan 0 "X’ and credit his account with the amount of his loan. "X’ may issue
a cheque to one of his creditors Y™ who may be having his account in bank 'B, Afier obtaining the
cheque from X', 'Y’ may not withdraw cash from bank 'A’. he may deposit (he chegue with the bank
'B' in which he operates his account. Bank 'B' rcalises the amount from bank 'A’. Cash is kept with
_the banks. Only book adjustments are made by debting the bank A’ account and crediting bank. 'Bf
account through the ¢léaring house. Thus money is with banks and not withdrawn by individuals. Then
this transaction is entered in the balance sheet of bank 'B' which is as follows : S

" Balance Sheet of Bank 'B’

Liabiliies - Rs. -~ Assets - Rs.

Deposit =~ .0 .. . 320  Cash 330 .
o0 a0

) Out of this amount of Rs. 320/~ the banker 'B’ may retain 20% or Rs. 64 as cash o maintain
liquidity and the remaining balance of Rs. 256 may be used for granting a loan or discounting 2 bill of
exchange or purchasing a security from another individual "Z'. If the amount of Rs. 256 is used for
- discounting a bill of exchange this transaction is entered in the balance sheet of bank B’ in the

following manner. s ' o _

" Balance Sheet of Bank ‘B’

Liabilities  Rs. . Assels - ‘Rs. |

Deposit 320 ~ Cash . 64
o : ' Bills d_iscnumed 256
320 a0
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~ The credilors or drawers of the bill mayissue @ cheque to their creditors who may dcposit.'lhe
cheque with bank 'C". Then this transaction can be entered in the balance sheet of bank "C'-as follows *

Balance Sheet of Bank 'C'

Liabilities - Rs, : ~ Assels " Rs. -
Deposit 256 Cash 5120
_ : S Loan 204.80

256 ' - ' 256.00

Thus the process gets repeated in the banking system by creating new loans and new depdsits

till the original deposit of Rs. 400 is completely used. When we take the total amounts of deposits

created by all the banks with the original deposit of Rs. 400, it will be equal to Rs. 2,000 including the
original deposit. It means the banking system could create or manufacture additional deposits or derived
deposits of Rs. 1,600 with a primary deposit of Rs, 400, '

In the same way, eventhough Rs. 1,600 crores are gfant’ed as loans against Rs. 400 crores of
original deposits, people do not withdraw all the amounts in the form of cash. Only 1/5th or 20% is

“withdrawn in the form of cash and the rest of the transactions are settled mostly by cheque, drafts, etc. .

Hence the cash balance of the commercial banks acis as the foundation or basis for the creation of the
entire superstructure of credit. Qul of Rs. 400 crores of deposits people may withdraw 20% of deposits of
Rs. 80 crores which the banks maintain to meet the claims of these people having Rs. 400 crores as
deposits. ‘It means the remaining Rs. 320 crores will remain with the banks as idle cash balances.
In order to convert these idle balances, into active balances, the banking system as a whole will lend to

- the extent of Rs. 1,600 crores. These loans arc granted on paper, by book adjustment, as we have

scen carlicr. Actual cash is not paid (o the individuals. They may require cash only 10 the extent of 20%
of the total loans of Rs. 1,600 crores granied which is cqual o Rs. 320 crores. Thus these idle balance of
Rs. 320 crores lying idle with the banks will become active when Rs. 1,600 crores of rupees deposits
will answer the claims of derived deposit holders 10 the wne of Rs. 1,600 crores as they require only
about 20% or 1/5th of the totat derived deposits. Rs. 80 crores of cash héld by banks will answer the

claims of prim~ry deposit holders o the wune of Rs, 400 crores. Thus banks may pay interest on some

part of the total primary deposits but they collect a higher rate of interest on some part of the total -

. primary deposits of Rs. 400 crores which are in the form of fixed and savings deposits but they collect a

higher raie of interest on their loans and advances (o the tune of Rs. 1,600 crores. The difference in the
rates of interest is the main source of profit to the banker. If the liquidity ratio is less, the bankers can
creale more credit and get more profits. With the same amount of Rs. 400 crores of primary deposits,
banks can create Rs. 4,000 crores total deposits if the liquidity ratio is reduced from 20% to 10%.
Thus by lowering the liquidity ratio, banks may creale more quantity of credit. hence it can be righty
stated that one rupee deposit create 4 rupees credit or Rs. 400/- deposit creates Rs. 1,600 additional
deposits with 20% liquidity ratio. It is evident from the above that banks can lend much more than wh_a‘t_
they receive as deposits by this mechanism of credit creation. Similarly if we assume the total deposits
as Ps. 400 crores the banking system retains Rs. 80 crores as cash when the liquidity ratio is 20% and the
remaining balance of Rs. 320 crores are used for creating additional deposits of Rs. 1,600 crores in the -
deposit credit ratio of 1:4. Including the original deposil the total deposits would grow from Rs. 400
crores to Rs. 2,000 crores. Hence R.S. Sayers rightly lermed the commercial banks as the manufacturers
of credit. The process is known as multiple expansion of deposits or creation of credit.

854 DEPOSIT MULTIPLIER

. The amount of credit created by the hanking system as a whole depends upon the__liquidily '_l:atio or
percentage of cash to be kept by the banks against their deposits. This percentage will determine the
Deposit Multiplier. With the foliowing formula the deposit multiplier can be calculated.

K=1
‘l'

in which K = deposit multiplier, r = percentage of cash reserves (o deposits. If the percentage
cash reserve ratio is 20% then lhe deposit multiplicr will be.20{100 or ﬁ 0!? 5 times. If itis 25%




deposit mulnpl.:er WI.]l be equal %5100 3 5 o 4 umcs._-if.l.hc p_crccma;e cash res.cr:\fc 1s lowered

1

to 10% :the deposu.fnulnphens_ 10/100 or 170 710 or IQ times. Thu_s_u is evident t_hat Lhe lower the

rate.of cash reserve, the higher will be the deposit multipfier. By multiplying the additional deposits with
the deposit multiplier one will be able (o calculate the amount of additional or derived deposits that would

be created by the entife banking system asa whole with a given amount of increased deposits. Just as.

there is multiple expansion of credit there would be muhiple contraction of credit when cash is withdrawn
from the banks. Hence Crowther rightly said : "the bank's cash is the levy with which the whole
gigantic system is manipuiated” S : : S

8.6 LIMITATIONS ON CREDIT CREATION

Though the deposit multiplier indicates the maximum. extent of credit that can be created by the
banking. system as a whole, banks face cerlain limitations to credit expansion. Credit creation depends
upon the cash to be hield by-the commercial banks. The percentage of cash reserves of commercial banks
. is determined by the central bank.. For example, in India the Reserve Bank of India determines the

- Statutory Liguidity Ratio-and Net Liquidity Ratio (NLR) of the.commercial banks. If the reserve ratio is
increased by the Central Bank, the capacity of commercial banks 10 create credit will decrease. '

The banking habits of the people will also affect the otal velume of credit. If people develop
banking habits and deposits more moncy with the banks and carry on their day to day transaction with
cheques, drafts and other credit instruments, banks would be in a position to create more credit. But if
people do not have much faith in the banking sysiem and prefer to keep cash with them and withdraw

their deposits from the banks, the volume of credit would be reduced. The commercial banks are also

required to keep a certain prescribed percentage of ttal deposits with the central bank under the case
reserve ratio. For example, the Reserve Barik of india can increase this ratio from the minimum of 3% 10
15% on which the Central Bank ‘does not pay any inierest to the commercial banks. By increasing this
ratio, the credit creating capacity of the commercial banks can be reduced. '

"' The power of the 'commercial_bank‘s- to create credit depends upon the availability of good
securities and bills of exchange in the market. If £00d securities are not available or if genuine bills of

‘exchange are not presenied, banks may not be able to expand crediL. If the economic conditions are good

and prospeérous, the business people and iraders come forward to make more investment with a view to
making more profits. In such prosperous boom periods, banks may held more. ‘But during periods of
. depression when the economic activity is at a low level, banks may not come forward to expand credit.

It .the'_mdnetary policy of the Central Bank is anti-inflationary, the commercial _Banks' credit

creating capacity will decrease. 'Quantitative and qualitative credit control weapons are ased by the Central’

Bank 1o control the total volume of credit'in the economy. L
Criticism

Edwin Cannan, an economist, and Walter Leaf, a practical banker, are of the opinion thiat banks do
not have much power 16 create.credit as people withdraw cash from the banks. They may not keep their
cash with the bank for a long time. Dr. Cannan compares the bank with that of a cloak room in which
. 100 umbrellas are deposited every day when the members visit 2 night club. The incharge of the cloak
‘Toom knows by experiesice that not more. than 20 umbrelias are demanded during clab hours. Hence he
can give 80 umbrellas to the needy persons and collect some rent during the night and get some income.

By any stretch of imagination can we say that the cloak room incharge created 80 umbretlas? Certainly
. hot. Just as he cannot rent out more than 80 umbrellas, banks-alse cannot lend more than what they

-Feceive as deposits. This atgoment may be true only when it is applied o a single bank. 'But in respect
of the entire banking system banks can create much more credit than the deposits they receive,
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37 SIGNIFICANCE OF BANK CREDIT

Bank credit refers o the loans and advances granted by the banks. It.is an importani source of
investment to exploit the available resources in-a country. When credit is productively invested, the total
employment and incomes of the pcople will also increase. During periods of depression more credit is
created 1o stimulate the economic activity so that the economy may move into the phase of recovery and
prosperity. Thus the total produgtion and consumption of goods and services in a counlry can increase
with the additional investment made available by bank credil, industrialists, traders and businessmen
generally rely on bank credit, (o promole and expand their enterprises. As credil increases consumption of
goods and services, there will be encouragement for the development of large scale enterprises in a modem
capitalists economy. Credit plays 2 pivotal role in the corporate form of business organisation which
issues shares, bonds, securilies, etc. Insu tutions like commeyrcial banks, insurance companies and other
financial institutions deal with these issues in crealing credit. Credit cnablc the state to meet its
expenditure over and above its revenue. Above all, credil is very imporiant in an economy as it provides
a convenient and economical medium of cxchange in addition 10 other types of money. As changes in
the quantity of credit lead to changes in the total money supply, it renders the monelary system of the

~ country elastic. While explaining the importance of capital, J.S. Mill writes ". . . .. though, credit is

but a transfer of capital from hand to hand itis generally and naturally a transfer to hands more competent
1o employ the capital more effectively in production”. Credit has assumed such an important role that it
is very difficult for us 1o imagine the f unctioning of a modern economy without credit.

3.8 CONCLUSION / SUMMARY

Accepting deposits, graniing [oans and discounting bilis are the main functions of a commercial
banks. In addition to these functions, banks also perform some agency services like coliecting pay

- cheques, drafts and bills on"behall of their customers. They also perform some general utility services

like providing locker facilities for safe keeping of valuables, jewellery and documen:s at a nominal charge.

Liquidity, profitability and securily are the-three main principles of banking. Though these
principles sometimes clash with each other, an gxperienced banker know how 1o bring about a

harmonious balance particularly beiween liguidity and profitability. A banker must give 10p priority 1o
the principle of sccurily because i is this principle which kecps the confidence of the pcople in a bank
intact. If this confidance of the peeple about the safcly of their money in a bank is shaken or gets
disturbed, no bank can survive. : -

Ranks are in a posilioﬁ 1o granl mor¢ loans than the deposits they have al their command. This
capacity of the commercial panks is known as process of credit creation. This theory of credit creauon

. by commercial banks is based on (k¢ assumption inthat the {oan granted by one bank leads to an increase

in the deposits of another bank. This assumption is realistic in the modern economies because there are a
very good number of banks and thesc banks are in a position 0 inffuence one another. If this assumption

is only imaginary the theory of credit creation by commercial banks goes to pieces.
The credit crealed by commercial banks helps 1o bring a rapid economic development of a counry

by providing finances to agriculture, industry, eic.” But 100 much credit c}rcation generates inflationary
pressures in the economy. Hence credit ¢reation should always under effective control by centrally bank.

Revised by - Dr. Mallaiah
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810 MODEL EXAMINATION QUESTIONS

I

I

Answer the following in about 30 lines.
1. Distinguish between Primary and Secondary deposits. How do banks creale secondary deposits?

2. What arc the main {unctions of commercial banks? .

* 3. "Loans create deposits” Discuss.

4. Explain thc main banking principles: _
5. Why a balance sheet of a bank always batances?

Answer the following in about 15  lines,

1. Explain ho'w a banker strikes a balance between liquidity and profiability.
2. What arc the main assets and lizbilities of & cominercial banks?

3. What arc the limitations on credit creation?

4. What are the advantages oberedit E:rca[ion’?
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UNIT -- 9 : - INDIAN BANKING SYSTEM

Conients

9.0  Aims and objectives

9.1 Introduction

9.2  Money Market

9.3  Composition of Money Market

' 94 . The Bill Market

9.5 Features of Indian Money Market
9.6 R.B.I and Indian Money Market
97 Indigenous Bankers

© 9.8 Defects of the Indigenc... Bankers

9.9 . Indigenous Banks and R.B.L
9.10 Indian Commercial Banks

"9.11 Growth of Baﬁking in India

9.12 - Nationalisation of Commercial Banks

'9.13  Progress of Commercial Banks after Nationalisation-

9.14 Summary/Conclusion
9.15 Suggested Books _
9.16 Model Examination Questions

9.0 AIMS AND OBJECTIVES

The purpose of this unit is to explain the nature and growth of Indian Banking System and the
different constituents of Indian money market and recent trends in Indian banking system.

After studying this unit you will be able to understand :

*  Nature of Indian Money Market and its defects :

* Indigenous bankers. and their importance in Indian money market and the defect of Indigenous
bankers. . ' ' ' ,

* Nature and growth of Indian Commercial Barks.

* Circumstances which led to the nationalisation of Indian Commercial banks and_thé progress made
by commercial banks after nationalisation, ' ‘

9.1 INTRODUCTION

- Bank is a plan where transactions in money take place. So all the banks put iogether niay be

called money market. Before analysing the Indian banking system, we have 0 'unders_tand the basic
features of Indian Money Market. ' - . E

Indian money is characterised by its dychotomy -+ that is, on one side we have 4 highly organised:
- and modern banking system and on the ottier we fidve a crude and an unorganised sector in the form of

indigenous bankers. The organised. sector comprises of ail the commercial banks. All the big
commercial banks were nationalised in 1969. After nationalisation there were far reaching changes in the
growth, composition and policies of Indian commercial banks. _ o -



92 _MONEY MARKET -

" The term money market refers 1o a market in which short term funds are borrowed and lent. The
money market does not deal irt:cagh or money, but in trade bills, promissory notes and government paper
which are drawn for a short period. In'other words, the money market is a place where short term funds
are bought and sold. According to Madden and Nadder " Money market is a mechanism through which a

short termi funds are loaned and borrowed and through- which a large part of financial transactions of a

particular country are cleared”. A more satisfactory and convincing definition of money market is offered -

by Prof. Crowther. He says that "the money market is the collection name given to various firms and
- institutions that deal in the various grades of near-money”. Short term bills are known as 'near-money".
Thus it is clear from the above definitions that money market is a reservoir “of short term funds are

-component parts of the New York Money Market are the Federal Reserve System, the United States
Treasury, the banks, the foreign banks, stock and commodity exchanges, insurance companies, discount
houses elc. e o e -

At this stage it is desirable to know the distinction between the money ‘market and the capital
market. While the money market for short term funds, the capital market refers 1o 2 market for long term
.. funds. Sometimes, the same instieation discharges both ‘the functions. However there are some

ecialised institutions dealing only in long term finances and others deaing only in short-term funds.

93 COMPOSITION OF THE MONEY MARKET

of Whichdnalsin different types of short-term credit: "The following are some of the important

|  MONEY ?MRKET'
CALL MONEY *  ACCEPTANCE . ppL

' MARKET - MARKET = MARKET.

i. The Call Money Market

- The call money market is market is composed of commercial banks and stock éxchange brokers

and dealers. ‘'While the commercial banks act as lenders, the stock exchange brokers and dealers act as.

barrowers.
i Acceptance Mgrl;et .

The money market is heterogeneous in character, It is composed of several sub-markets each one
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It should be noted that a Banker's Acceptance is different from a cheque. The former is payable at a

future date whereas the latter is payable on demand. The banker's acc2ptances are mainly used for -
financing the movement of goods in international trade. ‘They are also used for domestic shipment and -
storage of goods. The bankers’ acceptance can be easily sold and discounted in the acceptance market. In
the the London money market, there are specialised firms dealing in banker's acceptance. They are

9.4 THE BILL MARKET

. The Bill Market is also an important segment of the money market. The 'Bill Market' or. the
discount market' refers to the market in which shert dated bills are brought and sold. This market often
deals in such short dated papers as bills of exchange and treasury bills. These bills of exchange are
discounted by the commercial banks to lend money to the customers and re-discounted by the central bank
to grant financial accomodation to the commercial banks in the country. The bills are normally of 91
days duration, All the discounting and re-discounting is undertaken in this market. '

The money market is gerrally composed of the following institutions :

1. The Commercial Banks

2 The accéptance houses and bill brokers
3. Non-bank financial institutions and

4. The Central Bank.

The commercial banks are the prominent group of operatofs in the money market. They provide
short-term funds for business and industriai concerns. These banks also offer call money loans to bifl,

brokers and dealers in the Stock Exchange Market. They also provide short term funds by discounting
bills of exchange or any other eligible cobmmercial paper. '

- The acceptance houses and the bill brokers are the main institutions dealing in the bill market.
These houses specialise in acceptance and guaranteeing of trade bills. In the London money market the
acceptance houses perform a very useful role as ‘merchant bankers’. The bill brokers also participate in
buying and selling the bills drawn on acceptance houses.

Non-banking financial institutions like insurance companies and busihess corporations also take
part in the transactions of the money market with their short-term investible funds.

The Central Bank of a nation occupies a pivotal position in the money market and it is regarded as
the guardian of the money market. It controls and guides the institutions working in the money market.
Therefore, the performance of the Central Bank in a country ian\zlﬁmately dependent upon the character and
composition of the money market. : .

55 THE INDIAN MONEY MARKET

The Indian money market is not a single homogeneous entity. It is broadly divided into organised '
and unorganised sectors with divergence in.the structure of interest rates. The organised sector 18
comprised of the Reserve Bank of India, the State Bank of India group, the Public Sector commercial

- panks, the Exchange Banks and the Central and State Industrial Corporations and the State Co-operative

Banks.

The unorganised sector is comprised of the indigineous bankers, money lenders, ¢tc. The Reserve

- Bank of India (RBI) has a close link with the money market, it occupies a pivotal position in the money .
* market and controls the flow of currency and credit in this market. B

- The operation of the Indian Money Market may be clivided into three par:t_s namely 1) The Call- -
Money Market, 2) The Collateral Loan Market and 3) The Bill Market.



i, The Call Monej-Market o e
' In India the call mariey market refers to the lending anid borrowing of meney for a very short period:
by the Indian commercial banks from each other. Borrowing in the call money market does not require

-~ any collateral securitiés, The operations of the Indian call money market are mainly confined to citiés

~ like Bombay and Calcutta, ‘and to some exient, to Madras. The total funds borrowed and lent vary from

5 day to day and do not exceed Rs. 70 crores. The main operators of the call money market in India are the
Indian commercial banks and some of the exchange banks. The S.B.1. does not participate in.operation

of the call money market. Exchange banks like the Grindlays Bank and the First National City Bs.mk of
New York are the major participants of the call money market. The call money market in India has

. remained underdeveloped. There are vide variations in the rates of meresi-charged in Bombay and Calcutta -

B markets. The Indian call money market experiences two:seasons. 1. Slack season (May-October) and 2.
The busy season (Nov, - April). . : ' . S
" ji. The .Collatérai5 Lean Market _ _
Another important constituent of the Indian money market is the Collateral Money Market.
In this market loans are offered- in threc forms : (i) Loans (ii) Overdrafts and (iii) Cash Credi,
The Joans ate given against collateral securities such as government bonds, shares of first class companies

and agricuttural and raanufaciured commodities which are easily marketable and do not vary much in price.
A major part of the scheduled commercial banks consists of these collateraf loans. -

ifi. The Bill Market

In India, the Bili_Mari-;e_t was established in 1952, The Indian commercial banks and the foréign

 banks discount the bills of exchange and other eligible commercial paper of the approved parties. All the
bills- internal and foreign and short dated Goverament securities of 90 days duration are dealt with by the

bill market,

There are very few bill markets in India, Even though the R.B.L has announced special facilities
to encourage bill markets not much. progress has been achieved in this respect. Since the major internal

trade of the country corisists mainly of agricultural goods, there i3 a paucity of internal bills. Therefore, .

the bill market in India 'mainly_ exists for foreign traded goods and short dated Government securities.
Efforts are beings constantly ‘made by the monetary atthorities to develop a good bill market in our
country. : - =

9.5 FEATURES OF INDIAN MONEY MARKET _

‘i, Lack of Integration
One of the most important defects of the Indian Money. market is its division into’ different
- segments disconriected with cach other. In the past, the relations between various members of the money-
market were not cordial. But with the setting up of the R.B.L in 1935, and with the passing of Banking
Regulation Act in 1949, conditions have been greatly improvéd. The R.B.1. treats all the compoidients of
the: money market equally as regards licencing; opening of branches, share capital, types of loans and
advances to be given, etc. The R.B.L is fully effective in the organised ‘sector of the money-market.
Both the commercial and co-operative banks have.to rely more and more on the re-disconnting and
borrowing facilities provided by the Reserve Bank of India.. .. . = B

i, Existence of Indigenous Bankers

- The preseénce of in‘dig_e'n_o‘us bahkers‘ isan i:r_nportém weakness of the'Indian money rharket. The .

Bank. However; most of the indigenous bankers are being covered under the organised money market

through geating. rediscouriting facilities 'fr'on_-; the latter,

i Di_ﬂ‘ere'm;es _ in __Mone.y- Rates of Interest

Another major short coming in the Indian ‘money market is with regard 10 differentiai rates of

interest. The basic reason for the existence ol divergent raies of interest was the immobility of funds
from one section of the money market 1o the other. But this defect has been more or less removed now.,
At present different money rates of interest promptly adjust themselves to changes’in the bank rates. -
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‘iv.  Differences in 'lnt_erest--'Rates in Different Centres.

Djspan'ty in money rates of interest in differem—_ regions ‘including Bombay and Calcutta was
another important drawback of the Indian money market. Differential interest rates in different centres led
to fluctuations in the prices of sécurities. Inspite of the existence of R.B.I. these differences corntinued to

. persist even today. However, the Reserve Bank has rationalised and changed the system of remittance of

fﬂl:ends bcz;vyecn different parts of the country and thereby paved the way for equalising money rates alt over
country. : : o .

v. Seasonai Stringencies of the Money Market

The Indian money market experiences seasonal monetary strigencies during the crop or busy season
(Nov-June). There is a greater demand for- funds in the money market and as a result the market '
experiences paucity of funds. On the other band, in the slack season (July-October) funds lie idle. This
leads to wide variations in money rates and the rates vary from 1% in the slack season o 15% in the busy
season. . _ .

Vi \Abs.e_ncedof Well Developed Bill. Market

The Indian money market does not have a well develeped bill market in which short term bills
could be bought and sold. A well organised bill market is essential for the smooth working of the credit
system. It is also necessary to link up the various crexit agencies 10 the central bank of the country. One
of the most important reasons for the absence of the bill market has been the practice of financing foreign
trade by foreign exchange banks to discount bills of exchange in the London Bill Market or hold them till
maturity. The R.B.1. introduced in 1952 a Bill Market Scheme which was not really a market for bilis
but 2 system to enable commercial banks to borrow from R.B.I. But in 1970 the R.B.1. introduced a
paper bill market which is known as the New Bill Market, in which short term trade bills are bought and
sold. To establish a well developed money market*in India there is 'a need to integrate the various

* components of the money market through a suitable monetary policy. The R.B.I. should devéiop the bill

market and open Discount Houses. _ .

9.6 RB.L AND THE INDIAN MONEY MARKET

The earlier discussion has revealed the role played by the R.B.L in removing some of the defects of .
the Indian money market. It has been able to remove the differences between different sections of the
Indian money market. The distinction between the Indian and foreign joint stock banks has been wiped
out. The variations in the rates of interest which existed in different places and at different times have
been mitigated. A considerable reduction has been ‘brought about in monetary stringencies through open
market operations and bill market schemes. . .

However, many loopholes have remained unplugged. The absence of the bill market limits the

ability of the Reserve Bank to withdraw surplus from the money market by discounting of bills. 'Ihe
inadequate development of the money market posses problems for some banks because they do not keep. .

' fixed ratios between their cash reserves and deposits.. The indigenous bankers still occupy an important .

place in the money market and they are yet to be inegrated wiih_ the rest of the money markel. .

5.7 INDIGENOUS BANKERS

The indigenous banking system dates back to the very ancient times. The indigenous bankers’
occupy a very importan place in the Indian financial system. They have peen variously called as shroffs,
sahukars, mahajans, chettiars, kothiwals, sarafs, efc. They vary in their size from peity money lenders to
substantial shroffs, whose business sometimes exceeds that of some of the schcduled‘ banks. The
indigenous bankers provide finances to the internal trade of the country by means of Hundis. They may
be grouped into three categories Viz. (1) Those who do banking. business oln_!y (2) those who cartry on
trade and banking business and (3) those who are principle traders but utiliss their surplus funds in .
banking business also. A large section of indigenous bankers belongs to the s_ec_ond category. :



The Indiah_Cenﬁ'al Banking'Enquiry Committee has defined an indigenous banker or bank as
“an individual or private firm receiving deposits and dealing in Hundis or lent}in’g_money". According to
this committee the indigenous banker was different from a money lender in as much as the primary

function of money lender was to lend money and not to under-take any banking business. ‘The committee

is of the opinion that the acceptance of deposits is a necessary condition for caliing any one an indigenous
-banker. ‘Buf-in practice, many indigenous bankers do not accept deposits. Hence, this-condition cannot
'b{ecmsidefodasanessential.;lmquistefor'cal-lingapersonanindigenousbanker. AT

The indigenous banking is mostly confined to certain castes such as Vaishyds who include Jains,

Marwaris and Chettiars. The Vaishyas and Jains are spread atl over the country. The Marwaris operate
in Rajasthan, Bombay and Calcutta. The operation of Chettiars is mostly confined to Madras, Many of
these indigenous bankers have offices and branches in several parts of the country and in several rade
centres like Bombay, Calcutta and Madras., The branches are managed by their agents, known as Munims

or Gumastas who.are kriown for their honesty, industry and efficiency. They submit periodical returns.

and reports o the head office and get instructions from them from time to time. .

‘The indigenous bafikers generallyact in&ependeﬁtly of each other. But some of them are organised

as guilds of ancient otigin. The guildS discuss matiers of common interest and settlé disputes among
their members and function as insolvency courts. In recent times indigenous bankers have formed into
associations such as Shroffs Association in Bombay, the Marwari Chamber of Commerce, the ‘Bankers'
Association in_Delhi etc. These Associations " have beéen functioning usually in bringing together
indigenouis bankers in different parts of the country, However, a bulk of them are still Ieft unorganised.

There:s no proper co-operation between various classes of indigeﬂous bankers and they are united -

-only by strong communal féetings.

The indigenous bankers do not have a formal and systematic banking education. -The'y receive

practical training in their own style and form and acquire experience in due course. Their establishments
are small and econofical and their accounts are simple and accurate. They do not maintain separate
“accounts for banking and trade. Since they know the family background of the borrowers, they do not
insist any security and also have an idea of their credit-worthiness. Their methods of business are
extremely simple, acceptable and are readily available to rural people. : o

These bankers operate their bénking business with their own money. But they also Teceive

déposits from the public and pay interest. The rate of interest, depends upon factors like the principal

~ amount, the duration of deposit, the market conditions and personal relations. .

_The volume ofdepoms received by indigenous bankers have been declining in recent years due to

an increase in coffipetition from the Co-operative Banks and Joint-Stock Banks. Generally the indigenous

-bankers do not permit withdrawals by cheque buit in cash only. "They obtain resources by borrowing from
others. In cities they get accommodation from the State Bank and Joint-Stock Banks on demand of

.promissory notes, drawn by approved bankers or discounting Hundies endorsed by them. They generally

deal with agriculturists and small traders:- However they do.not establish direct contact with agriculturists.

- They finance the agriculturists through local money lenders and traders, with whom the indigenous-

. bankers maintain contacts,

Methods -6f° Lending

) Althbqgh their methods of doing business are outdatc_d, indigenous bankers occupy -a ';very

important place among the various financial agencies which extend financial assistance to trade and

- mdusot}'y e of the usual methods. of ending money is on written demfand promissory notes. In the
"

loans they insist on surities. The secured method of lending is to demand a receipt signed by

the borrower acknowledging the loan and stating the rate of interest. Another method of Iending is:

against bonds written out on stamped legal forms which state all the conditions of loan including rate of

interest. The fourth method of lending is through getting the signaturg of the barrower on the affixed:

-stamps in the books Of the banker. The conditions of lending are settied orally..: The fifth method of
lending moncy is by the mortgage of land, house or any other property. - Finally the indigenous bankers e

 also finance their customer by borfowing and discounting Hundis. ., 5.+
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The Hundis are called the indigenous bills 6f exchangé The: f . ani

[ ec ! . y arc of two types -- Darshani and
Muddati. They are similar 1o Demand and USANCE bills of exchange.. Darshani Hundis are used for
remittance of funds from one place to another whereas the Muddati Hundis are employed for financing

-trade or for mutual accommaodation. : . :

Relation between Indigenous Bankers and Joeint-Stock Banks h

" The indigenous bankers dcpehd principally on their own funds. They have very little contact with

 the organised sector of the money market. However, when they are hard pressed for money during busy

seasons they re-discount Hundis with the Joint-Stock Banks. They also borrow from the Joint-Stock
Banks and the Stite Banks against the demand promissory notes and signed by one or two bankers and one
merchant, However, the Joint-Stock Banks-and the State Bank lend money upto a certain limit and only
to those indigenous bankers who are on their approved lists.

The indigenous bankers are made to act as a link between the Joint Stock Banks and the traders.
They advance money 10 the merchants and draw Hundis on them. These Hundis are easily rediscounted by
the Joint Stock Banks because they bear the signature of the indigenous banker. Sucﬁ endorsement is

" necessary before the Hundis can be rediscounted by the Stafe Banks because the State Bank of India Act

stiputates that no Hundi can be discounted unless it is endorsed by two independent persons.

98 DEFECTS OF THE INDIGENOUS BANKERS

The indigcnous bankers are not properly organised: They are conservative and jealous of each

" other. There is no co-ordination between them. They lack initiative and adopt antiquated methods of

business: They do not undertake the business of large scale deposits which is the fundamental feature of
organised banking. As a result, they are not able to mobilise the small savings of the rural people. By
and large, they deal in Hundis and finance them. with cash. They charge a very high rate of interest.

It was observed by some experts that the rate of interest charged by the indigenous bankers ranged from

25% to 100%.

There are some defects in their method of operation. They combine banking business with private
trading activitics and rarely keep separate accounts for these two types of activities. Neither do they

publish their accounts nor subject them to andit,

They conduct their operations as independent units and are unwilling to come under the control of

the Reserve Bank of India. They are parily responsible for blocking the development of the fully

organised money market in India _ -

Only a small portion of the loan extended by the indigenous banker is for the purpose of effecting
improvements on land. The bulk of the loan is for payment of interest or for the liquidation of old debs.
So, their system of lending activity is considered detrimental to the borrowers. The indigeneous bankers
do not care for repayment of the principal amount as long as they recover the interest regularly, This

enables them to have a perpetual hold on the borrowers.

Inspite of the above defects it must be admitted that the indigenous bankers play a very important
role in the money market of the country. The Shroff Committee eslimated_lhat about 75% to 90% of the

total internal trade is being financed by indigenous bankers.

Some people feel that much of the criticism levelled against the indigenous panlgers cannot be
adequately substanitiated. They are of opinion that the indigenous bankers have-dlsungmshed__l;he loan
into short term and long term. They do not tend money for long term purposes except on security of the

pro ) . - . . . .
Tt is.to be noted that agriculture, trade, commerce, crafts and cottage industries owe their existence, -

| 'and continnance 1o the credit supplied by indigenous bankers. Inspite of the operation of a large number

of Joint-Stock Banks, indigenous bankers have remained (o play a significant role in providing finance 0
- agriculture, trade and smail scale industrics. - o '

However, indigenous bankers are not governed by rigid rules and regulasions. -The traders can
secure toans more easily frora indigenous banks than they can from Joint-Stock Banks. - :
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9.9 INDIGENOUS BANKS AND THE RESERVE BANK OF
INDIA : |

~ Though indigenous banks have been. playing a prominent role in the country from time
immemorial, they have remained outside the control of the organised banking system. The Central

Banking Enquiry Commitiee 1931 emiphasised the necessity of unifying: the two sectors of the Indian -

Money Market, It recommended that the indigenous bankers should be brought into direct relation with
Reserve Bank of India. The Commiittee also felt that indigenous bankers should be encouraged 10 provide
* the banking facility o arcas where there is no bank at present and to serve the population whose
- requirements are not generally catered o by the Joint-Stock Banks or Co-operative Banks. Since the
inception of the Reserve Bank of India in 19335, efforts have been made repeatedly to bring indigenous
bankers under its control. In 1937 the Reserve Bank prepared a draft scheme for the direct linking of
indigenous bankers. The salient features of the scheme are as follows - o o

1) -The indigenous bankers should confine t,hcmselvesg: the banking business properly. They should
give up their trading and commission business withit a reasonable time. :

2) They should maintain proper books of acceunt in a recognised manner and should get the books of
- . account andited by qualified auditors, :

3)- They should switch over to the western type of accounting and banking,
4) . The should submit periodical reports of their accounts and activities to the Reserve Bank of India,
~ 5) They should develop the deposit side of their banking acti vity,

6) They shoud have a minimum working capital.

'7) The ambiguous system of Hundis shiould be given up. I t must become negoiiable instrumens.

8) The indigenous bankers should play the role of a discount house as in London,

9 They should subject themselves to supcrvision and control by the Reserve Bank. The Reserve
Bank of India should have the right to regulate the business of the indigenous bankers on banking
lines. In return, the Reserve Bank of India should be obliged 1o offer or extend to the indigenous
banker, facilities available to scheduled banks, S '

The indigenous banker refused to accept the above conditions,’ They were unwilling to separate the

ban__king business from other business activitics, They also disagreed with the business from other

9.10 INDIAN COMMERCIAL BANKS

. Indian banking today has made a parallel advance with national aspirations, A system which was
- mainly colomal In nature till independence and confined credit activity to commerce and export houses,
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1. Classification of Commercial Banks

Thc Qommercial Banks at present can be claésificd as (i) Scheduled Banks (ii) Non-Scheduled
Banks (iif) Licenced and Unlicenced Banks (iv) Foreign Banks (v) Merchant Banks and Banks of Deposits.

i} SCHEDULED BANKS

According to Section 42 (B), a scheduled bank is one which has been included in the second
schedule_of the Reserve Bank of India Act, 1934. To be eligible for such inclusion, the aspirant
commercial bank has to be financially and economically sound, and satisfy the following conditions.

a) Capital and Reserves :

It should have a paid up capital and reserves of an aggregate value of not less than Rs.5 lakhs. -
The expression “value" means the real or exchangeable value and not the nominal value which may be
shown in the books of the bank concerned. In common parlance, it is called 'networth’ - realisable,
tangible and intangible assets minus outside liabilities. The Act further provides that in case there is
difference of opinion between the officials of the Reserve Bank of India and those of the bank concerned in
assessment of the values of various assets and liabilities, it is the Reserve Bank's valuation that will
prevail. S '

b) Operaiions not detrimental to depositors
The banks' affairs arc not being conducted or not likely to be conducted in a manner detrimental to
the interests of its present or future depositors. A bank will be said to be working against the interests of

the depositors when the management is acung dishonestly or doing anything which is not in consonance
with sound banking principles or practices.

¢) A company or other notified institution. : '

The bank must be a company as defined in Sec.3 of the Companies Act 1956 or an institution
notified by the central government in this behalf or corporation or company incorporated under any law in
force in any place outside India. Thus the Banking Regulations Act prevents any sole trader or
partnership firm carrying on banking business. Whether the above conditions are fulfilled or not shall be
ascertained after an inspection of the bank's books and accounts. Only when these conditions are fulfilled,
the R.B.1. may dircct the inclusion of the bank in the second schedule. A bank which had been scheduled,
but later fails to comply with any of the conditions described above or goes into tiquidation will have 1
cease to carry on banking business. '

ii) SCHEDULED CO-OPERATIVE BANKS

For the first time in 1965 the Provisions of the Banking Companies Act were extended to certain
co-opérative societies also. Accordingly all those State Co-operative Banks, Central Co-operative Banks,
and Primary Non-Agricultural Credit Societies which have a paid up capital and reserve of not less than
one lakh rupees have been brought within the regulatory provisions of the R.B.I. Consequently name of
the Banking Companies Act was changed into Banking Regulation Act. .

(i) Status eof Scheduled Banks

Scheduled banks in India are just like the member banks of the Federal Reserve System of the
United States of America. The Scheduled banks in India comprise 14 nationalised banks the State Bank
of India and its seven associates, all the foreign banks and the State Co-operative Banks and the 74 other
Indian banks. These are eligible for certain facilities and are subject to certain obligations. The privileges
to which they arc entitled are as follows : :

a) Remittance facilities by bank draft, mail or telegraphic transfers through offices of the Regervc
Bank of India and its agencies free of charge and/or at concessional rates of 1/64% ot 1/32% with a

minimum of Rs.1/-,

b) Advances under various sub-sections of Section 17, and an emergency advance under Section 18 of
the Reserve Bank of India Act. This facility is allowed on a purely temporary basis because the
masximum period for which it could be availed in 90 days. These almost taken for general banking
pwpose. Section 18 provides for facilities to meet abnormal requirements of scheduled banks. This
would be when the Reserve Bank feels that a situation has arisen where a scheduled bank, due to a lack of



such advances would cause a serious dislocation of trade, commerce and industry. These advances may.bc
granted against such varied securities as mortgage, sub-mortgage of immovable properties, h){pqlhecatlon
of goods, pledge and sub-pledge, of shares of joint stock companies ctc. Apart from these privileges, “he
scheduled banks bear the following obligations. o

(i) They have to hlaintain an average daily balance with the Reserve Bank, the amount of which

shall pet be léss than 5% of the demand and time liabilities. (ii) They are required to submit periodi_cal_
returns under Section 42(2) of Reserve Bank Act and Sections 10, 18, 20, 23 to ‘ 27 etc., of Banking

Regulations Act. '
(i) Status of Non-Scheduled Banks

The Non-Scheduled banks are those which have not been included in the second Schedule of the
Reserve Bank of India Act. The reasons might be that their Daid up capital and reserves do not aggregate

" Rs.5 lakhs, or the affairs are being conducted in a manner which is prejudicial to the interests of the
depositors. Generally, the non-scheduled banks are small sized institutions which restrict the activities to

local areas, '

These banks are not eligible for all the privileges of scheduled banks. Yet there is no.exemption

~ for them so far as the maintenance of their daily cash reserve is concerned. They are permitied to keep the
cash balances with them, but some of them voluntarily maintain the balances with the Reserve Bank of

India. These banks are also eligible for concessional remittance facilities provided they have been included -
in the "approved list” under the scheme of Resetve Bank of India. For such an inclusion, the non-

scheduled bank must be a company registered under the Companies Act and it must be transacting
banking business in India. A non-Schedule bank is not entitled to the credit facility of the Reserve Bank,

(iii) 'Licenced and Unlicenced Banks

The commercial banks in the country are also divided on the basis of licences o carry on the
- banking business. The provisions for licencin g are contained in Section 22 of the Banking Regulations
Act. The provisions are designed (o ensure the continuance and growth of only such banking companies
as are run on sound lines. Those banks whose functioning is unsound should be weeded out and an
indiscriminate floating of new banking companies should be discouraged. However, the provision for
icensing has been used by the Reserve Bank as a method for improving the working of individual banks
rather than as a mere restrictive measures. The conditions which a banking company has to fulil! before
becoming eligible to carry on banking business are sct out in sub-section (3) of Sec.22 of the Act. These
conditions are as follows :-

- @) Capacity to pay the depositors

b} No discrimination abroad

It a l?ankin‘g company is incorporated outside India, the Government or law of that country should
not discriminate in any way against such companies. Further, suchr a foreign banking company must
comply with all the provisions of the Act in India. If a company, at any time, fails 10 comply with any
of the above provisions, the company ceases to carry on banking business in India and the Reserve Bank
may cancel the licence granted to such a banking company. ' '

(iv) Foreign Banks

The Commercial banks are further divided into Im_lian and Foreign banks, depending on whether

they have_ been incorporate under the Companies Act in India or outside. The banks having their . -
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tv) Merchant Banks or Banks of Deposits

The business of merchant bank is to render advisory services to entrepreneurs in setting up new

- industrial ventures, acting as issue houses, organising and extending finance etc. It does not open an

account for any member of the public and does not ordinarily issue cheque books to its customers. In
U.K. and other western couniries merchant banks have been operating for the last 100 years. In India
separate merchant banks do not exist. However, foreign banks have been handling this business through -
a separate division for quite some time. The lead was taken by the National and Grindlays Bank. Later
other foreign and Indian banks have set up their merchant banking division. -

9.11 GROWTH OF BANKING IN INDIA

Banks constitute an important segment of the financial infrastructure in any country. The
economic history of many countries reveals that economic development and the growth of financial
infrastructure go hand in hand. Without the growth of the financial infrastructure, there can be no
development. In a majority of the countries including India, indusrialisation and the development of
banking have been almost siri Ytaneous. But one peculiar feature of the development of banking in India
was that it was started by business houses and was closely associated with such houses. For example,
the Central Bank of India was associated with the house of Taias, United Commercial Bank with the
house of Birlas, the Indian Bank with the Rajahs of Chettinad, Punjab National Bank with jains, etc.
One of the reasons that prompted nationalisation was to break up such associations. The banks in India
merely acted as depositors of community savings and iet such savings to necdy investors who were
acceptable to them according the certain criteria. They were mainly guided by the objectives of profit
maximisation. These business houses have established their banks in developed regions and developed

‘sectors. They did precious litile to take the banking system to areas in the interior. Further, they did -

tittle to develop banking along new lines of investment and production.

When India took to economic planning immediately after independence, attention had to be paid o
the financial system. Without this the pattern of savings and investment could not be made to maximize
the growth rate of the national income and bring about an equitable distribution of such income. The
planners made a systematic study of their functioning which revealed the following features:
(1) Although banking had been functioning in this.country for over a century, its area of operation was
confined to port towns and urban centres. Rural and interior areas of the country were practically
neglected. Such a state of affairs facilitated the undesirable flow of funds from rural to urban areas’
and from undeveloped states to comparatively developed states. (2) The banks financed mostly, the

wholesale trader and large and medium scale industry. They had neglected the most important sectors of

_ the Indian economy namely agricultre, small scale industries and retail trade which contribute over

three-fifths of the national income. (3) The bank credit was mostly security-oriented and there was no

- watch over large borrowal accounts. Banks did not pay attention to the real purpose of the borowers

or actoal end-use of the money. Consequently banks did not promote growth with stability and
social justice. The small farmers, retail traders, small industrialists etc., who could not offer adequate
security were neglected by the banking sector. (4) Banks were mostly in the hands of big 1.ndustnal
houses and a substantial part of the credit was given to units under this control and on preferential terms.
This resulted in the concentration of economic power. (5) There were regional disparities in the
distribution of bank credit. (6) There was no mechanism in commercial banks 1o ensure a close w:atch
over the large borrowal accounts. Bank credit was misusgd for hoarding and speculation. Sometimes

 there was diversion of credit. As regards the sources of mobilisation, an illustrationwill give some idea

about the tardy progress made'by the Indian banks. ‘The RBI, as leader of the corqmerc_ial banks tried
from time to time to impose some discipline through credit controls, inspection licencing policy efc.
Steps were also taken (o open branches in unbanked centres, diversion of credit from trade to industry,
provision of finance to small industries, preferential terms for exports credit and several other methods
in order o overcome some of the deficiencies discissed above. These measures did not yield the desired
resulis because of the coaflict between social benefit and private profiis. As a result, the Govemment
introduced a scheme of "Social Control of Banking” in 1967. 1t was later given a legal frame work under
the Banking Laws Amendment Act 1968. o



Social Control of Banks

Sociat Control denotes a level of regulation either through policy measures or through legisiature .
enactments for the achievement of certain desired ends. Social control mainly aimed at reducing the

influence of property interest professionalisng the management of the banks eic.

. The salient features of the scheme are 1) the setting up of a National Credit Council to bring
about a re-oreintation in the lending policies of the banks. (2) the appointment of non-industrialists,
as full time chairmen of banks, having deposits of Rs.25 crores or more, with the previous approval 'gf
the Reserve Bank. (3) to prohibit all advances and guarantees by bankers to directo_rl and consumers in
which they are interested. (4) setting up of a training institute at highest l'cvcl to improve techm'ca-l
expertise of banks' executives and instilling a sense of independence and integrity into the banking
profession. ' : :

1. The Banking Commission

The Government of India appointed the Banking Commission in February 1969 under the
chairmanship of Sri.R.G. Saraya. The terms of reference were related to the improvement of the structure
of commercial banks, their geographical and commercial coverage, improvement and modernisation of
operation methods, management policies, cost and capital structure, requirement of personnel and revigw
of existing legislations. The recommendations on which the government took a final decision are
summerised below ;: ; ' :

i)  Bank's operating method and procedures : The two recommendations which were not acccpted by

the Govemnment of Tndia relaté to the establishment of a common inspection agency for all banks and for
'ithe banking system. But all the recommendations pertaining to operational methods and procedures were

e

Vii) ' Specialised Institutions : The government did not accept the recomimendation for the
establishment of a separate merchant banking institution. The recommendation for the setting up of a
‘specialised instimtion for consumer credit was also not accepted by the government, The government
accepted the findings of the Commigsion that there was no need for a specialised savings bank or a
specialiséd discount house. T

Based on the recommendations of tie Commission the Government accepted certain reforms.

For example, the Commissioner recommended that legal provision should be made 1o protect all:
individuals who maintained accounts with banks in current, savings or fixed deposits and also for the safe-
.custady of articles/lockers. Suitable amendments have been made to the Banking Regulations Act to

give effect ty the above recommendations.
2. The Emergence of Public Sector Banking o

The concept of the s1aie seclor in banking is nol'new {0 India. A number of such banks were

started in the Princely states of Mysore, Travancore, Saurastra etc. But a real beginning was made.

with the enactment of the $.B.1. Act 1955, which recommended that the business and stalf of the imperial
bank be transferecd 10 the State Bank of India. When the Act came into force in July 1955, roughly one-
third of the total banking deposits and one-third of the tolal bank officers were with the $.B.1. and
its subsidiaries. With the nationalisation of the 14 major banks, roughly 85% of the. Indian banking in
~terms of deposits and bank officers came under the state sector. Another 6 banks namely the Andhra
Bank, the Corporation Bank, the Vijaya Bank, the New Bank of India, the Oriental Bank of Commercé,
and the Punjab and Sind Bank were nationalised subsequently on April 15, 1980. There are now 20
public sector banks besides the State Bank of India and its subsidiaries covering nearly 90% of the total
banking business in-India. In 1969.the basis for the nationalisation of banks was that the banks should

have more than Rs.50 crores of deposfibk.,-" In 1980 banks having more than Rs.200 crores of deposits were

selected for_ nationalisation, :'.I‘he main dg{nsidcralion for nationalisation of banks in the second phase was
to speed up the implementation of 207point programme by raising the share of the priority secior.
advances in the total banking credit and ensuring effective control over the implementation of the credit

policy in the Banking system. -
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2. The Lead Bank Scheme -- An Area Approach

Sugggestion for the development of credit and banking in the country on the. basis of the area
development approach were first made by the Gadgil Study Group of the National Credit Council.
The main idea behind this was that depending on their field of operation and location, each commercial
bank slhould be assigned a particular area where it could act as a pace-setter in providing credit and banking '
facilities. The group suggested that the unit of area to be adopted for this purpose would be a district.
All the districts in the country excepting in metropolitan areas and a coupie of Union Territories have
been alloted for the development of the public sector and private sector banks. A lead bank has to assess
the resources and potential for expansion of branches and diversification of credit facilities in the district
alloted to it. It acts as a consortium [eader, to invoke the co-operation of other banks. It has to keep in
close touch and maintain a liaison with other development agencies particularly the State Government so
that bankable schemes may be evolved and taken up for financing by commercial banks for the economic
development of the particular district. :

3. Deposit Insurance & Credit Guarantee Corporation

The Deposit Insurance Scheme was started with a view to give a measurc of protection to
depositors, particularly the smail depositors, from the risk of loss of their saving arising from bank
failures. Such a measure is intended to infuse confidence in the minds of people and facilitates the
promotion of the banking habit and the banking system. For this purpose the Deposit Insurance
Corporation was scL up by an Act of the Parliament in 1962. In the wake of social control measures
wmitiated in 1968 folTowed by the nationalisation of banks, the banks were expected to ensure an increased
flow of credit to small borrowers, who found it difficult to have access (o institutional credit:
The Deposit Insurance Scheme ensures automatic coverage of deposits of all commercial banks in India.
A similar coverage is also extended to deposits of co-operative banks in certain states. The coverage was
initially provided for Rs.1,500 per depositor per bank, and has since been raised gradually to Rs.30,000.
Under this scheme 75% of the total depositors and 99% of the accounts have been covered so far..

With a vicw to giving an impetus 1o the commercial banks for the extension of liberal loans given
to borrowers was considered necessary. For this purpose, the Credit Guarantee Corporation of India was
get up on 14th January 1971. It is an agency to provide a simple but widc ranging system of guarantee
for loans granted by credit institutions to small and needy borrowers, '

9.12 NATIONALISATION OF BANKS

Opinion was crystatlised in favour of nationalisation as far as Central Banks are concerned. But
there are diversc opinions in case of nationalisation of commercial banks. The supporters of
nationalisation of commercial banks state that nationalised commetrcial banks function more effectively

than those under private management. But the critics of nationalisation stat¢ that the evils that are

associated with Government departments also percolate into commercial banks. These cvils are generally
described as red-tapism and rigidity. : :

" On the other hand it is argued that the highest degree of cooperation and coordination between

| the central bank and commercial banks can be possible only when both of them are brought under

Government conirol, Those who are against nationalisation on'the other hand state that nationalisation
of commercial banks should be the last but not the first step for this pumose.

The suporters of nationalisation of commercial banks put forth their argument that legal ender
money and bank money should be under the control of the statc, They further argue that all ficlds of
production including commercial banks should be brought under the state control where socialism 1s
accepted as a desirable form of economic organisation of a country. .

1. Social Control Over Banks in India

There has been a demand for a long time from the leftist sections for nationalisation of
commercial banks in India. It is pointed out that Indian commercial banks neglected agriculture, small
industry, exports and the interesis of weaker sections of the society. They provided finance maml_y to
business, commerce and that too, to rich peopie. Over the three Tive Year Plans, the bank credit to



ind) i ] . duri irst Five Year P ) i ird Five Year Plan.
ndustry increased from 14% during the First Five Year Plan to 79.2% during the Third )

kgdcﬁml sector accounted for only 2.1% of the total bank credit in March 1967 as against 64.3%
in the case of industry and 19.4% in the case of commerce, Thus it is clear that commercial banks were

unable to finance agriculture and small industry, The Fourth Five Year Plan was agricultural ofiented =

and the agricultural sector required huge national resources. In this connecti_on, ttlne cooperative ba-nlgs
which were entrusted with the task of providing agricultural {inance fall_ecl_ in @s_chargmg_ th_elr
responsibilities. Against this background, Government was thinking of nationalising the Indian.
commercial banks. : :

“Mr.Morarji Desai the then Deputy Ptime Minister, made a statement in Lok Sabha on December

- 14, 1967 imposing social control over banks. The objective _p_f social control was to. prevent

monopolistic trend, concentration of cconomic power, misdirection’ of resources and to make banking

SysStem.Serve our socio-economic objectives. Thus the basic goal in mposing social control was (o
achieve the social ends that nationalisation sccure without taking over the banks into public ownership,

Consequeritly National Credit Council was set-up on 22.13.1967 to assess periodically the
available resources of credit and to ensure its equitable and purposcful distribution among the several
sectors by keeping national economic development in view. This Council assessed the demand for bank
credit, determined priority for the grant of loans, co-ordinated lending and investment policies of

. commercial and co-operative banks. : . -

Another step in this direcﬁou was the enactment of the Bankin g Laws (Amendment) Act of 1968,

This Act provides for reconstitution of Board of Dircectors with majority of the directors from among non-
industrialists and persons from agriculture, cooperalives, economists, acconntants, lawyers etc.

2. .N-atiunﬁlisation of Commercial Banks in India

The working of social control during the short period did not contribute o the attainment of
its goals. The lending policies did not show any phenomenal change. The crisis of planning was

An ordinance was promulgated on the night of July 19, natienalising 14 leading scheduied banks each
having deposits Rs.50 crores and morc, Consequently (he Banking Companics {Acquisition and
Transfer of Undertakings) Act of 1970 was passed. The 14 nationalised Banks are Alahabad Bank,
Bank of Baroda, Bank of India, Bank of Maharashira, Canara Bank, Central Bank of India, Dena Bank,
Indian Bank, Indian Overseas Bank, Punjab Nationai Bank, Syndicate Bank, United Bank of India,
United Commercial Bank and Union Bank of India. ' '

. Nationalisation was considercd necessary for the achievement of the objectives of social control:
) Remo‘_r_z!l of control by a fg:w, ii)Provision of adequate credit (or agriculture, small industry and
exports, i} giving of professional bent to bank Management, 1v) Encouragement of new classes of
enir i

epreneur and v) provision for adequate training as well as reasonable terms of service for bank staff etc.

Later the Government nattonalised six more Commercial Banks on 15th April, 1980 viz.,
1) And'hra Bank (2) Corporation Bank (3) New Bank of India (4) Oriental Bank of Commerce
(_S)IPunjab and Sind Bank (6) Vijaya Bank.

9.13 PROGRESS OF COMMERCIAL BANKS AFTER
NATIONALISATION

) varying r
branch offices in unba_nked and remote rural areas on a massive scale mieeting the credit requirements of
export sector, _agn_cultural sector, cottage and rural industries, self-employed Persons, artisans, weaker
sections of the society, small traders and other persons of smail means, : c

esponsibilities on the shoulders of commercial banks such as expansion of -

e

e e
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i. Branch Expansion ) : : :

Branch expansion programme of Commercial Banks is very siguificant for fulfilling the socio-
economic goals particularly balanced development of various parts of the country. Impressive progress of
commercial banks in increasing their branch network and diversifying their activities has brought about a
wider, special and functional spread of banking facilities in the country. After nationalisation the
traditional concentration of Banks in and around urban cenires has tumed in favour of a wide dispersat of
branches in semi-urban, rural, backward and unbanked areas. : : :

Nationaliscd Banks 1aunched a massive branch expansion programme for which there is no parallel
.in banking in any country. Growth of branch offices is shown in the following table, '

Table -1 : Branch expansion of nationalised banks

M T T Tane 1983 ”
Number of % to - | Number of % .to
bank branches total bank branches fotal
Rural 1832 w2 - 22,618 5338
Semi-urban 332 402 9,036 215
Urban 1447 176 5575 133
 Metropolitan 1661 201 a4 114
TOTAL 3262 100.0 - 42016 100.0

During the 14 years of nationalisation (upto June, 1983) banks opened a record pumber of 33,754
branches of which 21,117 were in rural areas. The national average per bank office which was 65,000
at the end of June, 1969 declined to 17,500 by June 1982. However, a lot of effort is still to be made in
this direction t opening more and more number of branches in rural and unbanked areas. : .

ii. Deposit Mobilisation _

Another area of progress of banks is acceleration of deposit mobilisation. ~Alongside the
geographical expansion functional diversification took place. Consequent upon the miassive cfforts taken
by banks, deposits increased from Rs.4,646 crores {in Junc 1969) to Rs.53,566 crores (in June, 1983).
Deposit mobilisation efforts by banks still fall short of the needs of the present economic environment. .
There is vast scope for mobilising deposits from different scctions of the economy, particularly in the
rural areas. Most of the deposit mobilisation schemcs arc now tailored to the convenicnce and preference
of urban depositor neglecting the the potential rural depositor. The banks have to tailor the scheme t¢
match convenience, preferences and the needs of the rural depositor to be able o exploit the untapped raral
savings. Besides this, in a vast country like ours, requirements and preferences of various groups of
people in different areas andergo periodic changes. The Banks have (o change their schemes in the light

- of every emerging situation.

The success of any deposit mobilisation scheme would very much depend upon the personalised
services of the staff of rural branches. Integration with the rural community, participation in local
activities and development of personal relations by the Bank staff will enable the Bank 1o top the rural
savings. But the present Bank staff with an urban cult and little knowledge about rural areas is unable o
deal with the customer properly. The Banks should give preference to rural orientation in their recruitment
policies.

iii Agricultural Finance - _ '
Commercial banks entered upon undertaking agricultural finance in the year 1967-68 almost from
~scratch. But emphasis was laid on agricultural finance only after nationalisation of commercial banks
in the country. Several measurcs were taken to bridge the credit lacuna in agricultural sector viz.,



. Lead Bank Scheme, \pprodch Migrest Raw Schiéme, Village' Adoptisn Scheme
 financing through ' Co-opeératives, Small Farmicry Developmenit Agenty, Marginal Farmers and
Agricultural Labourers' ‘Agency, Organisation of Farmers' Service Societies, setting up of Agricutyral -
Finance Corporation, sponsoring regional rural banks ete. As aresull loans granted by commercial
banks:to agricultural sector increased from Rs.162.33 crores (by the end of June, 1969) to Rs.5,269 crores
(by the-end of March, 1983). Increased bank advances to priority sectors are as follows : R
o o N Table - 2 : Bank Advances to Priority Seciors® (Rs. in Crores) -

\Juné . June . March

1969 1981 - 1083
L Agidess e s sa
2 _s:a?jl-SCale_In&usgﬁes_ TSt 3s15 4480
| 3 :_'Iioéd&.ﬁléter'.Trans;ﬁorLOpemtors R 5580 —
‘_4., Retail Traqe'aﬁd"smalr Business' - 1'9"_ ) ?_52'_ - -
5 meess:onai and Self Employed " o 2 -
6anauon R T 16—

But habitual defaulters had been financed 1o reach the credit targets. The Commiercial banks arc
tempted 10 take the sasy course of lending to well-to-do-farmers instead of caterings 10 (he needs of the
-marginal and smail {armers and thus adversely affected the object of nationalisation. It is not enough just
tQ spread the branches (o rural areas. What is needed is a change in the attitude of the Banks towards the " .
agriculturisis and a total involvement of the banks in the agricultural economy with a determination to
help in overcoming the agricultural problems. o N : o

- . What is"'si_gqi_\if_ica_lm__h_ere_is_;q: improve the quality .of service and bring the agriculturists-into the
fold and then o guide’ small and marginal farmers in.the uiilisation of credit. Besides the above - -
impediments in agricultural finance, the staif of commercial bank braaches in rural areas are not keen on' -

doing the field work. Even agricuhural graduates prefer to Be posied in citics and urban contres, -

" iv. Small Scale Industry

.. Small Scale Industries play a.__p'i'.\;'b'ta'l"'rolc_ I our cconomy as they contribute to balanced
- development of different regions. Commercial banks have been financing small scale industries basing
. on the gaidelizies of the Reserve Bank of India which stiputate three categorics of small scale UiHLS viz.,

(a) artisans and village cottage mdustrics (b) small industrics in the liny sectorand (c) large size smatl .

scale units. Commercial banks’ financial assistance to smali scale industries increased from Rs. 251,10
crores (June 1969)-to Rs. 4,480 crores {March, 1983). . ' o '

_ There arg somge prbblpms in increasing the financial assistance o smah industries such as absence
of accepted accounting procedure, incompleic feasibility reportsen” Most of these problems can't be -




the industrialists in setting up’ of the units, in securing raw ‘materials and in finding out -lharkctiﬁg :
facilitics in addition to providing required finance int right time on favourable terms and conditions.

. The chronic problem associated with financing of small industrial uﬁits is that of .t_h'r;.:ir growing

-sickness. ‘Consequently the banker is facing the problems like mounting overducs and poor recoverics.
. The efforts adopted by bankers in this direction did not prove effective. It is essential that bankers evolve

a system of monitoring the accounts lo check sickness at incipient stage and for taking prompt action.
The b_a{lkers may also adopt the measures like revamping of management of the units, offering
concessions such as lowering of intcrest rate and reduction in margin, re-scheduling of repaymeat of loans
and the like. : : : ' o I

“v. Se-Employment

Banks have also been helping self-employed persons as part of their priority sector lending.
Bank advances 10 self-employed persons increased from Rs. 2 creres (June 1969) 1o Rs, 220 crores
(June, 1981). To help the self employed or an entrepreneur, the bankers have to spend a little more time "
ontside their offices rying (o acquaint themselves with the small entrepreneurs and. assessing their

 financial needs. This movement should gather momentum and reach out (o the entrepreneurs in all walks
of life and take care of their varicly of financiai and non-financial necds including management of the

project. But the young unemployed sceking help under this scheme and entreprencurs have been facing a
variety of problems duc 10 commercial and unsympathetic attitude of bankers. Bankers in order to help

the disappointed young unemploycd have io give up their time consuming procedural formalities,

liberalise the terms and conditions in addition to solving their problems sympathetically with realistic and
practical approach. Bankers should also provide right quantum of fin_ancc in right time besides helping

“with non-financial services like specialist advice, nursing the projects, ele.. :

vi. Assistance to Area Priority Sectors ' g ST e

. a) Transport Operators.

Under the scheme, a loan may be given to an in lividual or an association (not more than six

'individuals) owning and normally operating by himsell or themselves, a wansport vehicle hired for

carrying goods or passengers. The definition of transport vehicle also includes Rickshaws , Carts, Boats, . -

- Steamers and Launches. The loan may be granted upto Rs. 1 lakh for meeting experisés relating 10

repairs, taxes, overhaul of the vehicle. Bank advances to road and waler transport operators increased from

"Rs. 5.5 crores in June 1969 to Rs..820 erores in June, 1981

b) Retail Trade and Small Business _ . :
Individuals, firms or co-operalive socicties engaged mainly in trading acitivites other than in

fertilizers and with annual turnover not exceeding Rupees one lakh are eligible for loans under this

scheme. . Loans granted by banks under this scheme increased from Rs. 19 crores (June; 1969) to Rs. 752

_ crores (Junc, 1981).

'¢) Assistance to Education

Banks have also been reﬂdel_'ing their financial assistance for the spreading of education on priority

" basis. Banks' financial assistance to education boosted up from Rs. 0.8 crore to Rs.. 12.6 crores during .

June, 1969 to Junc, 1981.

The Commercial banks have to strive further with all sincerity to achieve the objcctivcs' for which
they have been nationalised. : : o : :

9.14 SUMMARY / CONCLUSION

Indian money.market shows many features of an undeveloped money market. There is a vast
unorganised sector in form of indigenous banks. Reserve Bank of India introduced many reforms in the

- field of undigenous banks to bring them into manistream of modern banking system. - Reserve Bank of
India had also introduced schemes like Lead Banks to tap the rural deposits and to provide financial

assistance to rural sector..




agriculture; rural artisans, and mari
commerclal banks were nationalised.

: 'R't:vélhuonﬁry 'changes were fll'Sl Indlan bankmg system after 14 major commerc:al banks were
nationalised in 1969.: Bank branches are now being opened in many rural areas. Small Scale Industries,
4 other weaker sections of tﬁe soclcty are prowded cred:t facllmes after 3
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9. 16 MODEL EXAMINATION QUESTIONS

A

Answer ‘the Iollowmg in 30 linés.

them up.with orgamsed sector of meney market,

. What are the main features of Indian money market.
. Why did Government of India natiopalise resord 10 nationalisation of leadmg banks in 1969‘? Whal

arcchanges lhat were bmughl in the bankmg system afl ler the nauonahsauon

Answer the i‘ollowmg in 15 lines. _
.. What are the main constituenty of money market. "
- Critically examine the lead Bank Scheme in India. -
. Explain the problems faced by commercnal banks in fmancmg the small scale mdusmes

. Examine the role of indigenous bankers in Indnan money market and _suggcsi measures to link
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10.0 AIMS AND OBJECTIVES

Bank The unil explains the necessity of a Central Bank and principles, 'fuﬁctions and role of the Ccnﬁ_‘al

After reading the unit, you will be able to

discuss the principles of Central Bank,
analyse the functions of the Central Bank, o

describe the role of Central Banks in developed and developing money markets and
distingujsh between central banking and commercial banking.

* % # @

10.1 INTRODUCTION

_ The Central Bank of any country, as the very name implies; occupies the central position to the
entire banking system of the country. Almost every country in the world has its central bank as the apex
banking institution controlling the activities of the money markct. Ceniral banking in its modem sense
is only of recent origin, although some central banks were established in-the 17th and 18th centuries.
The oldest central bank is Riks Bank of Sweden which was established in 1656. The central bank of
England is the Bank of England established in 1694 by an Act of parliament. England is considered to be

~ the home of central banking as the Bank of England was the first to perform the fundamental functions of
a modern central bank. Many ccuntries in Europe, Asia and Africa established their central banks
‘during 19th century. The'Bank of France was set up in 1800, the Bank of Netherland's in 1814, the
National Bank of Denmark in 1818, the National Bank of Belgium in 1850, the Bank of Spain in 1856,
the State Bank of Russia ir 1860, the Reichs Bank in Germany in 1875, the Bank of Japan in 1882 and

* the Bank of Italy iri 1893. By the end of the 19th century, almost all countries in Europe had established
their central banks to control their monetary systems. Java, Persia, Servia, Turkey, Portugal, Rumania,

Bulgaria, Egypt, Algeria also éstablished their central banks in the 19th century. In the US.A. the

central bank is represented by the Federal Reserve system which was established in 1913, In India, the .

Reserve Bank of India came into existence in 1935 as the.central bank of our country. The Bank of

Canada was established as late as 1934. During the post-World War 1 period the spirit of nationalism .

~ gave much encouragement for the development of central banking in the world. The International Finance
" - Conference held at Brussels in 1920 encouraged all countries without a central bank, to.establish such
‘banks in their countries in the inlerest of world co-operation’ and stability of mor nd banking

~systems. The establishment of th¢ Intermational Monetary Fuod (LME.) in 1944 save &
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the growth of ceatral banks in the new Afro-Asia and Latin American countries. Today there is hardly

any independent country without a cenitral bank, ‘These banks were originally started as private joint stock
banks, providing’ finance o the government; The changes in economic, political and social conditions
have enhisaced the’ status of central banks as the arch pillars of their country's monetary and fiscal - -

£

* 10.2_DEFINITION OF CENTRAL BANK

_ Let us dequaint ourselves with some of the definitions of central bank to ynderstand it varied

. functions. In the statute of the Bank of International Settlements, a central bank is defined as “the bank
in-any conntry to which has been entrusted the duty of regulating the volume of currency and credit in that
country”.” According to Kisch and Elkin, "a central bank is that. bank ‘the essential duty of which js

- maintenance of stability of the monetary standard which involves the control of the monetary circulation”, -

"‘According to M.H. Dekock a centraf bank is a bank which constitutes the apex of the monetary and

B banking structure of its.country and which performs several functions in the national economic interest. - ~
* ‘According ‘to. Kent; it is sn institation’ which is ‘charged with the responsibility of managing the ©

expansion and contraction of the volume of the rioney in the interest of generat public weifare, RS.
. Sayers, pointed out that the business of a central bank as distinguished from a commercial bank is to

control the commercial banks in sich a way as to premote the general monetary policy of the state. o '

-+ From the various definitions, we can-conclude that the central bank is the highest banking institution in
- any country entrugted withrthe - tagk'of controlling and regulating the monetary and banking system in
‘the country fo'serve the best interests of the nation. o o o

103 PRINCIPLES OF CENTRAL BANKING

R bank: i guided- by the-spirit of national welfare. Public welfare is its primary -
Lconsideration asd profit motive is secondary. It does not mean that it should suffer losses while working
-+ . itv the national interest. Unlike commercial banks, the central banks do not isvite deposits from the
- ‘public. Another important principle of the central bank is that it should help in the process of economic =
development of the couniry by maintaining financial and monetary stability in the country. The central = -
bank should be free from all political influences so that it can pursue a suitable policy conducive to”
.+ economic. development, Though there ‘can be good co-operation and harmony between the cenitral bank
-+ and Government in their functioning, the.central bank should not be influenced by the ideologies of the -
political parties.in power. . . e : o

104 FUNCTIONS OF CENTRAL BANKS

Ceatral Banks in alt countries perform:the following funciions inspite of differences in social,

political and economic systems. These functions are-desjc'_:'rihed ag traditional functions of the central bask. .. .

1041 MONOPOLY OF NOTE ISSVE .

country iéz_’-anthqr_ispd-tg issue notes.. The central banks were originally called banks of issué uniil the -
beggnnmg of _u_lje_ twenticth centiry. In a few countries even now 'Cenu*al-banks do not enjoy monopoly

- In every conntry the central bank enjoys the iilonOpOIy_ of note_issue. No 6&1@:‘ bank in the

comtnercial banks whith have direct eCt CORlract with different sectiois of people. The commercial banks can
assess the requirements of finance'in the various activities of country. On the basis of this information,

- thé central bank can bring about required changes in the quantity of currency in the country. The required . .

... elasticity is provided by the central bank by regulating the supply of money, Difféerent systems of note
.+ Issue have boen adopted by the contral banks based upc o O ol

based npon the principles of elasticity and security, ..~ . ..




10.4.2 BANKER, AGENT AND ADVISER TO THE GOVERNMENT
Another important function of a central bank is to act as the banker, agent and adviser to

~ Government. In all the countries of the world the central bank functions as the banker and fiscal agent to
the Government of the country. Just as the commercial banks perform several services to its customers,
the central bank performs several services (o the Government. As the fiscal agent of the Government it
collects the cheques and drafis on behalf of the Government and credits them to Government account, Not
only does it maintain Government accounts; it also transfers funds from place to place and from one
account to another account. The central bank maintains the income and expenditure accounts of the
Government for the entire country free of change. It does not pay interest on the deposits of the .
Government. On the other hand, Government may pay some amount towards the cost. of performing . -
these services or may keep minimum cash balances with the central bank. Due to the close relationship
between the public finance and monetary affairs, the central bank acts as banker to the Government.

.. The central bank performs enormous services to the Government as its agent, as a commercial
bank does to its costomers. Cut in performing these services, unlike comniercial banks, the central bank
is mainty guided by the nation's welfare motive ant not by a profit motive. 'As a banker of the
Government it manages public debt and Government accounts, When people pay taxes the supply of
money in circulation decreases. When people pay taxes the supply of money in circulation decreases.
When Government it manages public debt and Government accounts. When Government sperids money -
on civil defence and development projects in the country the supply of money expands, The centrat bank
as agent and adviser of the Government will take suitable monetary steps o regulate the supply of money.
© to stabilise the price level. On all matters relating to money and finance, the expert advice of the central
bank is sought by the Government. to formulate monetary and. fiscal policies. It plays an important role
in advising the Governmeiit in the preparation of the budget. It floats the loans and receipts subscriptions
‘on behalf of the Government. Issue and redemption of Treasury bills, bonds, securities etc., are .
undertaken by the central bank, Due t¢ the increasing importance of deficit financing in the planned
economic development of underdeveloped countries the central banks and Government have to maintain -
perfect co-operation and co-ordination in all monetary and fiscal matters - to maintain growth with
. social justice. R S ) '

10.4.3 BANKER'S BANK

In all th: countries the central banks act as the banker of all other banks.” All other banks are -
required 10 keep a certain percentage of their deposits as cash reserve with the central bank, either by law
or by custom, In England, the Bank of England enjoys this privilege as " a matter of traditions”,
In U.S.A. and India, banks are required to Keep a certain percentage of their total deposit liabilities
" statutorily, In U.S.A, banks maintain 3 (o 13 percent of their total deposits while in India banks keep
3 10 15 percent of their total deposits as cash reserve with the central bank as required by law.- Thus the
cash reserves are centralised in the central bank which is a source of great strength, power and prestige 0
the banking system of the country. When all the reserves of the commercial banks are pooled together
" in the central bank, they can be used for meeling any financial crisis._.These reserves provide more
tiquidity and stability to the banking system. These reserves are used by the central bank to clear inter-
bank claims through the clearing house. During a slack scason , tommercial banks may opt to keep more
reserves with the central bank while in a busy season they may withdraw ‘their surplus cash reserves to
meet the claiins of the customers. These reserves are very helpful in settling payment between one bank:
and another bank as this is done by the ceniral bank by crediting the account of one bank and debiting the
account of the other. Thus the central bank acts as a custodian of the cash reserves of all other bank_s, '
" safeguarding and protecting the interests of the nation in general and customers in particular. The central

bank can divert these reserves to places where there is greater need. The benefits of the centralised. cash
reserves can be realised by the banking system by more co-gperation and understanding between the
central bank and other banks in the country.” L S
- Commercial banks get various benefits from the central bank. The central bank gives financial
help to commercial banks in times of need. They also get rediscounting facility from the central bank,
'As the leader of the entire money market, the central bank formulates the policy for the effective and
_efficient working of all the banks in the country.” Hence the commercial banks look upto the centrat bank
for guidance and direction in the event of any monetary and financial problems. " - -
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| .I/._ | Fw'ther. the oentml baak acts aIso asa cleang house Thls system enables the oemral bank to . '
kiiow the. hqmduy position of each bank. Tt also enables the central bank to lakc comective measures

relatmg to the conlrol of ﬂ}e total volume of crcdlt created by oomme:cml banks.

f 1044 ""CUSTODIAN OF NATION S RESERVES

: Gold and foreign exchange reserves are maintained by the central banks in all counlnes “The
- cemrsl bank is required by law. to maintain a minimum reserve against its note issue. The reserves are .
" ‘maintained by all central banks 10 meet deficits in balance of payments and maintain the exiernal valic
. of its currency. The forcign exchange reservés are maintained to avoid fluctuations in exchange rate.
- For this purposé it has to sell or buy foreign currencies in the exchange market. It is the responsibility
" of the central bank to maintain stable exchange rates, Foreign exchange reserves help the central banks
“to maintain stable external values of the currency. As the bank of issue, the central bank also take the
responsibility 6f maintaining stable internal value of the currency. For this purpose. under the gold
standard system, the central banks used to maintain cent percent gold reserves agamsl the total currency.
Aftér, the abolition of the gold. standard sysiem, many central banks maintain both gold and foreign

exchange as a reserve against the note issue. The cenral bank holds some cash reserves of commercial |

banks statatorily. For meeting these reserve liabilities of the commercial banks, central bartks maintain
a reserve. A ceniral bank is required (o maintain certain’ minimum reserve against its currency.
For example in India, at preSem the Reserve Bank is required 10 maintain a Rs.200 crores worth of
reserves consisting of a minimum of Rs.115 crores and gold and Rs.85 crores worth of furelgn :
securities against its note issue and deposit liabilities.. This amount of reserves is immobitised in the

central bank and cannot be used for. meeting any international transaction. Only the additional foreign - |

. exchange reserves can be used to avoid fluctuations in exchange rates. Thus the central bank aims at
stabilising the extérnal value of the currency, besides prov;dmg safety to note issue and protocung the -
interests of the depomm by being the custodian of the nation's reserves.

'10.4.5’ CONTROLLER OF CREDIT

i oL Inportarit ftmctmn of a cenifral bank in the context of the present.
day.ecomnk’lmrcss in mest of the wor}d Wide fluctuations in the value of money are caused mainly

~ due to unwarranted expansion in the supply of money and crédit in the economy. The commercial banks . .

~ create credit whereas the central bank controls credit in the economy. The ¢entral bank influences
-economic-activity in the country by discouraging expansion of unproducuve and undesirable credif. With
the help of the varions techniques of credit conirol, the central bank controls the expansion and - -
contraction of credit to stabilise the price level. Wc shall smdy these methods of credit control al great

© length in the following lesson. - . _ "
Check Your Progress -1

' 1. What is CleanngHouse-?' .
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19, 5 ROLE OF THE CENTRAL BANK IN DEVELOPED
DEVELOPING MONEY MARKETS &

(Asa leadet of the money. market, ll\c central bank occupies an im |
portant position in the smoo[h
tioning of the entire economy. The Centrat Bark is the note iss thori
also conlmlsﬂxe ﬂow of cmrency and credit in the economy. issuing authiority. At the same time it




In a developed money -maxzket the various sub-markets quicﬁy respond to ceniral bank policieé. '
The organised money market is highly.sensitives as any action taken in one sector quickly percolaies to

T

other sectors. Hence theé central bank formulates the monetary policy ksecpmg in view the prevailing - I'

- economic conditions in the money market from time 1o time. As the various segments of the money

market quickly respond, the central bank can take timely action through its monetary policy. As the
© -various sub-markets are highly integrated and co-ordinated the central bank exercised direct control over the
entire monetary system and enforces its policies ot all the various segments for their faithful
implementation. These segments.are not only competitive’ but also complementary. Hence the: ceniral
bank need not operate in all segments of a developed mongy market. It can operate only in the most
sensitive sub-markets. As the working of one sub-market is influenced by the other sub-markets actions
of the central bank in one markef are easily reflected in all other sub-markets. For example, arise in
interest rates in one sub-market may bring about a corresponding rise in interest rates in all sub-markets. -

Thus in a developed money market the central bank influences one segment in the money market, Its

_impact may be felt in other sub-markets immediztely. The central bank can curb the inflationary trend in

the economy by:means of open market operations. The surphis cash reserves of commercial banks are -

‘§Iph_oned off when the central bank sells securities to commercial banks during inflationary siteations in
the.economy. To counteract deflationary situations the central bank purchases securities to increase the

cash balances of the commercial-banks. In this way the central bank influences the total volume of credit

and level of business activity in the country,

The ceniral bank serves the business and industrial sector by meeting their working capital
_requirements with the help of the. bill market, which is one of thie most important components of a

developed money market. It provides rediscounting facilities to the commercial banks, At the same time '

the central bank is in a position to issue fresh currency. This curréncy-is withdrawn when the bills are
' repaid. In a developed money market the central bank operates the quantitative and qualitative credit
controls effectively and efficiently to regulate the volume and quality of credit. By its direct control over
the available funds in the money market the central bank influences the market rates of interest, Duc'to a
- rise in the bank rate the central bank attracts huge short term funds from other countries and allow its
* exchange rate to move in favour of its country. If the central bank decreases its bank rate, funds may flow
out of the country secking a higher return. Consequently, the exchange rat¢ may turn unfavourable 1o its
country. In a developed money market, changes in the bank rate are reflected through changes in other
* interest rates p.evailing in the market, As the commercial banks are dependent on the. central bank,

: changes in bank rate influence the market rates in the country. But constant movement of funds from one. -
. couniry to another may disturb the smooth functioning of the money market and may jeopardize the -
effective control of the central bank over the money market, Hence it is said that more organised a2 money

market, the greater is'the smoothness with which the central bank can exercise control over the banking
" 10.5.2 ROLE OF THE CENTRAL BANK IN AN 'UNDER-DEVELOPED"
© MONEY MARKET | o T
' The central banks have to-play a xhore important role in the under-developed money markets of
developing countries than in the organised markets of Geveloped countries in which the banking system as
a whole is well developed and integrated. Inless developed countries where people do not have sufficient

. faith in the banking system, they may not deposit their surplus money with the banks as the banking
habit is not well developed. Hence the money market is not well organised and the central bank plays a

more positive and dynamic role in the development of -an efficient monetary sysiem. -In the. -

" underdeveloped money markets the central bank is mamly concerned with the control of total volume of

credit. Further, the central bank has to shoulder additional responsibilities to bring about growth with _ '

social justice. For this purpose, it has to perform several pro.moljonal and _developme_ntal _ftmctmns
through various types of sub-markets. Besides providing credit t0 the a_gncultura! sector th:(_)ug_h the
commercial or co-operative sector it has to meet the short term credit requirements of trade and industry.
Hence it has to develop the bill market, acceptance market,etc., to provide short term working capital to
meet the. credit needs of the business sector. - R o
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. In an undor-developed money market the Central bank has to play “a significant fole'in the
~ development of money and capital markets.  Commercial banks which provide the most important link

-among all the various segments of the money markef must be developed to provide more banking

facitities 10 the people and dealers in various sub-markets. ‘According to R.S.Sayers, iit‘an under-

developed money market in vicw of inadequate development of a well kit banking system the central
bink must be allowed to take up the ordinary banking facilities to the community besides the vsual
traditional functions. The central bank must extent all facilities to all regions of the country by _

formulating liberal policies. As the under-developed money market suffers from dearth of capital the

central bank with its note issuing power should supplement the commercial banking facilities and provide
a viable link for a more integrated banking structure. It does not mean that the central bank should
- compete with commercial barks. But it should undertake commercial banking functions on a limited -

~ scale so that it can easily assess the (otal requirements of credit by different sub-markeis and bring about

- co-ordination among afl the segments of the money market. To fill up the gaps in the credit structure,

the central bank can éntourage the establishment of new banks or provide subsidy to the newly
established commercial banks. ‘The cenwral bank may: also provide liberal rediscounting facilities to
provide more liquidity to the commercial banks.. For the efficient working of the monetary sy:tem, the

central bank may establish staff training colleges to provide needed technical knowledge 1o the persons

- employed in the different sub-markets. The central bank has to develop the bill market which is good

- source of short tefm funds. By controiling the bill market the central bank may be able o bring the

- unorganised sections of the money market like money lenders and indigenous barikers under its effective

supervision and control. Inspite of all the difficulties in underdeveloped money markets the central banks
are making rapid sirides to achieve a well integrated banking structure. Nationalisation of central bank
facilities proper control and direction of currency-and credit policies in an underdeveloped market. The
various segments of the money matket will be well kit to function as a strong and sound monetary
systetn, . o : ' : .

'10.6 RELATIONSHIP BETWEEN CENTRAL BANKING AND'

COMMERCIAL BANKING

1061 SIMILARITIES .~ - - -

i. . Both Deal in Money : 'I‘he central bank as weil as _me_bommercial: banks are monetary

institutions dealing in money, The money created by the central bank is legal tender but the money

created by commercial banks is called credit money or barik money. _

i, * Both Create Credit : By rediscounting the bills of commercial banks credit may be created by

~ central banks whereas commercial banks create credit on the basis of primary deposits.

iii. . Both do not lend against Immovable Property : Both institutions do not lend against immovable

propezties, lest their liquid funds may be reduced. Hence, they are not in favour of long term loans, They

lgnd mostly for short periods to maintain high liguidity, -

10.6.2 Dlssrm-LARntﬁz_s

‘Though there are certain similarities; the céntral bank is an institution which i entirely different

from commercial banks as could be' observed from the following:

i. Ownership: The ceatral bank is generally owned by the State while the commerczal bamks may

‘be owned by private individuals as sharcholders,

ii,
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iv._ Relationship with Government : Usually the central bank and the Ciovernment will have a close
relationship as the top officials of the central bank are nominated by the Government.. As the commercial

“banks are privately owned institutions, Government generally does not interfere in the working of the
commercial banks. As ‘a matter of fact there is no direct relationship between the Government and the -

commercial banks,

v. Foreign Exchange Transactions : The central bank maintams the fb:eign cxchahge'»r.eserVes of -

the country. One of its functions is to maintain stable exchange rates.. The commercial banks may also

deal in foreign exchange, but do not act as custodians of foreign exchange reserves. They have nothing to
do with the maintenance of foreign ¢xchange rates/ S ' ' .

vi. Their Position in the Money Market : 'The ceniral bank is the apex monetary institution in any -
country. All the commercial banks in a country are controlled by the central bank. The central bank acts

" as the bankers' bank by controlling some portion of the funds of commercial banks. ‘It is their guardian

and lender of last resort. It will only help the commercial banks rather than compete with them.

Though there are similarities and difference between the functioning of central banks and the
commercial banks, the success of a central bank depends mostly on the whole hearted support-and co-
operation of the commercial banks. Hence the commercial bank's activities are conitrolled and regulated

_ by the central bank to achieve co-ordination and avoid any competition in the healthy and smooth

working of the monetary system in the country. -

107 SUMMARY / CONCLUSION.

Central baik is the apex banking institution controlling the activities of the money market in a
country. The main principles of the central bank include national welfare, maintaining financial and

monetary stability, etc. The major functions are monopoly on note issue, banker and advisor to the

Govemment, banker to the banks, custodian of nation’s reserves and controller of credit.

The central banks have to. play important role in developed money markets. Their role in

. underdeveloped money markets should be positive and dynamic in the development of an efficient

monetary system. They have a few similarities with commercial banks like dealing in money and
creating credit. But in many aspects Tike noté issue, profit motive, foreign exchange transactions, eic, the
central banks have major differences with commercial banks.
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109 MODEL EXAMINATION QUESTION

1.  Amswer the following questions in about 30 lines each.
1. What are the functions of a Central Bank?
5 Give an accourt of the growth of Central Bank,
3. Compare Commercial Banking with Central Banking.

II. Answer the following questions in .about 15 lines each. o
|, How does the Central Bank cortrol the Commercial Bariks in serving as a Bankers' Back?
2. What is Central Bank? What are its principles. . .
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w55 - Hight to issue eurrency notes and the authority to adopt credit policy suitablé for the country.

“UNIT-11 : RESERVE BANK OF INDIA -
""" FUNCTIONS AND WORKING
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'11.0 AIMS AND OBJECTIVES

o The purpose of thlsumt lstoanalyse the Cimumétance that led to the establishment of the Reserve
Bank of India and to examine its various functions. : -
" After reading the unit you will be able to -
*'  discuss the necessity of the Reserve Bank of India and,
S explain the functions of the Reserve Bank of India.

11.1_INTRODUCTION - NEED FOR ESTABLISHING R.B.L

.- A major landmark in the evolution of central banking in India was the amalgamation of the three
presidency Banks of Bombay, Bengal and Madras to form the Imperial Bank of India in 1921. Though it
performed two important central banking functions, it was the banker to the Government and (o some
extent, the bankers' bank, it was not a central bank. 'The other central banking functions were performed
by the Government only. As a result of this unsatisfactory atrangement, demands were made for a full
fledged Central Barik. R .

: Thc&?hje(:t of cstablishing the Reserve Bank was to regulated the issue of Bank notes and keeping
of reserve with a view to securing monetary stabili in British India and generally 1o operate the currency
- and credit.system of the country to its advamtage. The financial system of India before the establishment
of the Reserve Bank, had been utterly inadequate mainly because of the dual control of currency by the

- Government and of credit by the Imperial Bank. ‘'The separation of these two functions was found to be
. defective from the point of view of the economic developmerit of the country. The Hilton Young
-‘Commission poimted out " the inherent weakness of a system in which the control of currency and credit -

.is i the hands of two distinct authorities whose policies may be widely divergent-and in which ¢urréncy.

* and'credit is in the hands of two distinct authorities whose poticies may be widely divergent and in which

currency gind banking services are controlled and managed separately from one another™. Under these
circumstances, the need was felt for the establishment 6f a Central Bank performing both these fenctions.
Central Bank was also found necessary to achieve monetary stability-internal and external as it has the
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State Governments. It advises them regarding the amount and time of floating such loans. The Reserve |
Bank also sells Treasury bills whenever deemed necessary on behalf of the Central Government by tender

at the weekly auctions. To provide short-ierm investment facilities to the State Governments, semj-
governiment bodies and foreign central banks, the Reserve Bank also issues adhoc Treasury bills. Al

these bills have a currency of 91 days. It also makes ways and means advances to the centrai and state
govermnments.repayable within 3 months from the date of making such advances. The centril governmgnt
often seeks Bank's advice on matteis relating to the floatation of new loans, investment of funds,

agricultural credit, co-operation, industrial credit, financial aspects of planning and development.€ic..

There is naturally a close liasion between the Governor of the Reserve Bank and the Firiance Ministry of

the Central Government. The Reserve Bank acts as a government banker and all -accounts are. being

adjusted in it. _
11.2.3 CONTROL OF CREDIT

Since economic expansion in our country is sought to be achieved without jeopardising price
stability and exchange equilibrium!_Proper control is to be exercised on bank credit which is mainly
responsible for inflationary pressures, The Reserve. Bank, therefore, is vested with the gsual powers
available to central banks to control credit. These include bank rate, open market operations and variable .

reserve reguirements and also some selective credit controls. The recent monetary policy of Reserve Bank

~ shows that it has taken a serious view of the rising price levels and the key note of the policy has been to

éxercise. both a general and selective restraint on credit. We may discuss here the various instruments -

used by Reserve Bank of India to control credit only in brief as they are dealt with in detail under the °
monetary policy of Reserve Bank of India. - o

i. Bank Rate

The Bank Rate is the rate at which the Reserve Bank of India rediscounts certain specified bills.
By manipulating the bank rate, the Reserve Bank can regulate the bank credit and control inflation. The
manipulation of bank rate allows the Reserve Bank to regulate the aggregate bank credit by affecting the

" cost of borrowings as well as the total supply of credit. The bank rate has been changed by Reserve Bank
several times to regulate the credit granted by commercial banks. ‘It increased from 3% in November 1935

to 10% in July 1981 and further to 11% in July 1991.

It is understandable that since the inceptioh of the Reserve Bank of India, the bank rate has been .

adually increased to curb the inflationary pressures created by the expansion of credil by commercial
‘banks. One point to be noted is that the Bank rate has not been very successful. This may be due to the

. disorganised nature of money market, . o

ii. Open Market Operations

Open market operations consist of selling and buying of eligible securities by the Reserve Bank in

the open market to affect a change in the volume Of money in circulation. Priot to Second World War,
the extent of Bank's open market operations was negligible. In the post war period the Bank purchased
securities with a view to providing funds to the banking system and. expediting credit. The Bank's

. purchases were particularly heavy during 1948-49 and 1950-51. The sales of the securities were

particularly heavy from 1964-65 1968-69. Broadly speaking the Reserve Bank has not used its opén
market operations as a means 'of credit control, primary in order to facilitate Gove_mment_borrowings.

iii. . Variation of the Reserve Ratios of Commercial Banks .

" The Bank rate policy and the opeh market operations have only limited used in India because of the

peculiarities in the institutional and structural frame work of -our banking system. By changing the’

minimum cash reserves required to be maintained by the scheduled banks with the Reserve Bank, it is
possible to control credit in an effective manner. As per the amendment of the Reserve Bank of India Act

" in 1962, scheduled banks.were required to keep with the Reserve Bank 3 percent of the total Demand and

Time Liabilities. This rate could be raised by the Reserve Bank upto 15 percent. This instrument was
used for the first time in 1960, The cash reserve ratio was raised from 3 to 5 percent with effect from
June 13, 1973 and after undergoing some fluctuations, it was fixed at 7 percent with effect trom 11th

June, 1982. However, from 1983 it was continuously raised. In one ycar i.¢., 1988, it was increased two

times. Over.the past 3 years it remain unchanged at 11%.




iv. Selective Credit Controls _ | | _
. By-and large, selecfive credit comrols are employed for_-_lhc; parpose of coritrolling inﬂatibngry
tendencies which appear owing 1o an increase in the total money in circulation through an over expansion
of the bank credit. In India, these measures are intended 10 prevent the anti-social use of credit, which is
associated with the speculative hoarding of stocks of strategic commodities like foodgrains etc. - ?hc
. selective credit controls used by Reserve Bank include prescribing minimum margins for lending against -
- specific securitiés; stipulating discriminatory rates of interest on certain types of advances and fixing
ceiling limits on the amount of credit for certain purposes. o : - _

.Apan from the gbove methods of credit control, the Reserve Bank has also made use of mOr:':il
suasion for controlling credit. Moral suasion implies persuasion of commercial banks to follow certain

lines of policies, impressing upon them the need to do so. Either by holding meetings or by circular -

letters, the Governor of Reserve Bank persuades the banks to follow a particular line of action. "There is

= ‘no element of compulsion in this persuasion and hence the-success of this policy largely dcpeljds on the

willing co-operation extended by the commercial banks.
11.2.4 BANKER'S BANK AND LENDER OF LAST RESORT

The Banks may be scheduled banks or non-scheduled banks. A scheduled bank is one which is

" inclyded in the second schedule to the Reserve Bank of India Act. Every scheduled bank is required to
keep with the Reserve Bank a cash balance of not less than three percent of its total Demand and Time
Liabilities. The Rescrve Bank has the power to increase the cash reserves upio 15 percent of the Demand
and Time Liabilities. These balances are kept with the Reserve Bank, not with a view to ensure the
safety of the funds of the depositors, but to enable the Resérve Bank to exercise control over the credit

. they may be created by the commercial banks. It is, however, 0 be admitted. that this purpose has not
been fully achieved due to the fact that the statutory cash reserves are too small compared to the total
resources of the banks. ' ' '

Every scheduled bank is fuqhef required to submit, to the Reserve Ban‘_k. every Friday, a return
containing such details as : i) the amount of its Demand and Time Liabilities and its borrowings from

banks in India; ii) the total amount of legal ténder notes and coins held by it in India; iii) the balance held

by it at the Reserve Bank; iv) the balances held by it at other banks in current accounts and the money at

call and short notice; v) the investments in Central and State Government securities including treasury

deposit receipts; vi) the amount of advances in India; and vii) the bills purchased and discounted in India.
. The Reserve Bank has the power to give any direction to commercial banks and the latier are required to
_comply with such directions,. - : ' '

A scheduled bank can obtain financial assistance from the Reserve Bank either in the form of
redisconnting of eligible bills or in the form of loans and advances against eligible securities. The type

-~ bills that are accepted for rediscount and the types of securities accepted for the purpose of grariting loans
are specified in the Act. Commercial banks cannot obtain financial accommodation from the Reserve

Bank as a matter of routine. Apart from the nature of the security, the Reserve Bank considers a number

of other factors before extending financial help.

1125 CUSTODIAN OF FOREIGN EXCHANGE RESERVES

The Reserve Bank of India has the responsibility to maintain the official rate of exchange. After ~

India became a member of the International Monetary Fund, the Reserve Bank of India assumed the
responsibility-of maintaining fixed exchange rates with all other member-countries of the IMF. The
Reserve Bank of India buys and sells foreigh exchange from authorised persons at rates of exchange fixed
by the Government. Besides maintaining the rate of exchange of the rupee, the RBI holds India's reserves
- of intermational currencies.. Finally, the Reserve Bank administers the exchange controls of the country.

11.2.6 _ASSISTANCE TO AGRiCULTURAL AND INDUSTRIAL
- . SECTORS ' ' .

In this oonnecti'on. mention may also be made of the role played by the Reserve Bank of India, in

: ) ﬁ.nancinglthe agricultural and industrial sectors in India. The backwardness of agriculture in India is due 13 '




to lack of adequale credit facﬂmos to Ihe agncultunst, lt is nghtly said that the agriculturist is bort in” _
debt, lives in debt and dies in debt. The task of financing agriculture has received the particular atieniion
of the Reserve Bank right from its inception. The Bank has recognised the need for cxpanding and co-
ordinating the credit facilities to the agricultural sector. Under the Reserve Bank of India Act, the Reserve
.Bank is charged with the responsibility of making its FESOUICES available to agriculture within certain
limits. In order to look afier this function, the Bank maintains an Agricultural Credit Depariment. With
the setting up of the National Bank for Agriculinral and Rural Development (NABARD) on July 12,
1982 the major functions of the Agricultura) Credit Department of the Reserve Bank were taken over by
the former, The Reserve Bank has also been alive to the need for industrial development in the economic
growth of the country. The Reserve Bank and the Central Gavernment have estabha.hed afew msntutaons
for the supply of long-term finance to mdusmcs

1127 DEVELOPMENTAL AND PROMOTIONAL FUNCTIONS

Now the Rescrve Bank performs many developmental and promotional functions, which were . |
earlier considered cutside the purview of the cenwral banks. Now, Reserve Bank attempis to mobilise
savings through banks and other financial institutions for productive purposes. It is trving io reduce
the dependence of the people on ihdigenous bankers and money lenders, The Reserve Bank with the
objective of providing security to depositors took initiative to establish the Deposit Insurance

_Corporation of India in- 1962. In order to mobilise savmgs it played an acnve role in. the cslabl:shmcnt
of the Unit Trost of India (UTI) in 1964. .

11.3 SUMMARY / CONCLUSIONS

It is clear from the above that apart from the traditional central banking functions, the RBI also
performs certain non-monetary functions like the promotion of sound banking in India, While the
monetary functions like control of credit, issue of notes ¢tc., are significant as they regulate the volume
-of money and credit in the country, the non-monetary functlons are equally important in the context of

India's economic backwardness. -
Rev;sed by - K. Sateesh Reddy

1.4 SUGGESTED BOOKS

1. SurajB.Gupta : =~ Monetary Economics -- Institutions, Theory and Policy (Chs. 4 & 19)
2. Reserve Bank Functions and Working of the Reserve Bank of India, 1983
© of India. |
3 Bhamerand The Reserve Bank of India and its Functions
- Sheo Kessan : : .

11.5 MODEL EXAMIN_ATI{ON QUESTIONS

L. Answer the following in about 30 Imes
1. What are the various functions performed by Reserve Bank of India? .
2. Examine the role of the RBi as banker to the banks and to the Government.- -

3. What are the various methods of credit control adopled by the RBI?

[I. Answer the following in aboul 15 lines.

1. | What is the system of Note-Issue followed by Reserve Bank of In(ha" :
2. Givea bnef account of the circumstances that led to the formation of ihe Reserve Bank of Ind:a.'
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12.11 Suggesied Books

12.12 Model Examination Questions

120 AIMS AND OBJECTIVES

The purpose of this unit is to explain the objectives and instraments of monetary policy in general
and explain credit controls followed in India in particular. o .

) After reading the unit, you will be able to

- analysethe necessity of controlling the credit,
explain the meaning and objectives of monetary policy,

 discuss the monetary policy followed by RRBIL,

describe the instriments of monefary policy,

critically examine the quantitative methods of credit control,
discuss the different methods of selective credit control, and
distinguish between general and selective credit controls. - -

* ¥ %X X ¥ % %

12.1 NEED FOR CREDIT CONTROL
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12.1.1 INFLATION

If the total volume of credit is not kept within safe limits excess credit may create inflation in the
economy. All the credit created by commercial banks may not be used productively. A portion of credit
may be spent extravagantly and unproductively without resulting in increased production of goods and
services of equal value. Consequently; prices may tend to rise créating inflationary sitation. On the
other hand if the total volume of credit is inadequate to meet the requirements of trade and business there

~ may be a decline in the economic activity and prices may tend (o fail. Hence the monetary aythority

should make efforts to bring about equilibrium between the total supply and demand for credit, so that
inflation can be avoided.

12.12 SPECULATIVE ACTIVITIES

o Credit may create unhealthy growth of business and industry. It may encourage more speculative
activity which may discourage productive activitics. Hdarding and black marketing activities may
increase if credit is not restficted to productive uses. : :

12.1.3 DIFFERENCE BETWEEN THE POOR AND RICH

Credit makes the rich richer and the poor poorer. Credit creates two classes of people in the
society -- creditors and debtors. The debtors may be forced to. borrow at high rates of interest.

Rising prices and higher interest raies may accentuate this phenomena unless the volume of credit is
regulated according to the needs of the economy.

12.1.4 TRADE CYCLES

~ The economic debacle of 1920-21 was caused due to unsound credit conditions. Uncontrolled
expansion of credit against security was one of the causes of great depression that occured between
1929 and 1933. Thus history is full if instances to show that unconirolled expansion of credit can harm
the interest of society. :

It is evident from the above discussions that nncontrolled expansion of credit may make or mar
the economic progress of a country. Hence to maintain a stable economy, the volume of credit created in
the economy must be controlled. In all couniries, the central banks are entrusted with the task of
regulating total volume of credit for the smooth functioning of the economy. -

12.2 MEANING AND OBJECTIVE OF MONETARY POLICY

The policy followed by a central bank to control credit is known as monetary policy and it forms
part of the economic policy of a country. It may be defined as "the management of the expansion and
contraction of the volume of money in circulation for the explicit purpose of ataining a specific pbjecﬁvc
such as full employment”. The wraditional obiective of monetary policy were regarded as the maintenance
of price and exchange stability -- objectives symbolized by the institutional arrangement of goid standard.

- However, depending upon the economic conditions prevailing in the country, the objectives of monetary

policy have undergone change. In the contéxt of the developing cou:}trie's,’ the objectives of monetary
policy have cbviously to be fitted into the broader and more compelling needs of furthering economic

As such , a large number objectives have been pursued among which the important ones are the
following -~ T :
3 Maintenance of stable exchange rates

b) Maintenance of price level and control of trade cycles

¢) Neutral money

@ Maintenance of full employment

¢ Maintenance of balance of payments equilibrium

f) Assisting economic development '

Let us discuss these objectives in some detail..



.12.2.1 MAINTENANCE -OF STABLE EXCHANGE RATES

This is the traditional 'objeétive of monetary policy when gold standard was followed. 'Ihc reasons
for pursuing this objective of achicving the stability of éxchange rates are ! ' _

' i) a stable _exché.i‘l,gc rate was considered as an essential condition for the promotion of smooth
ii) fluctuations in exchange rates might lead to lack of confidence in a particular currency; and
* iii) - changes in foreign exchange rate might lead to certain unpleasant effects like speculation in the
' foreign exchange market. _ | o | .
However, stabilisation of foreign exchange rates as an objective of monetary policy has been
criticised as it aims at achieving through sacrificing price stability which is more important than
~ exchange stability. ' Lo :
12.2.2 MAINTENANCE OF PRICE LEVEL AND CONTROL OF TRADE
- CYCLES ' . '

As long as gold standard existed, maintenance of a stabie exchange rate remained the objective of
monetary policy. However, after the suspension of gold standard, atiention has been paid to the objective
of stabilising the price level and trade cycles. It has been noticed that fluctuations in the price level are
always accompanied by fluctuations in the level of business activity.

Price instability and the fluctations in business éct.ivit)r are disadvantageous. Certain problems of

preduction and distribution would arise as a result of price instability. A rise in the price Ievel, though it
provides a stimulus to production, may develop into ‘run-away’' inflation which destroys economic
prosperity. It also leads to redistribution of wealth in favour of the rich, inflicting suffering on the poor.

"A fall in the price level on the other hand, would  lead to business failures, unemployment and

curtailment of production. Both are evils to Ye shunned and only stability in prices would assure stable

prosperity with a neutral effect on distribution. g

This objective is, however, criticised on the grounds that (i) the concept of 2 stable price lével is |

itself vague, as, in a dynamic world it is difficult to determine a satisfactory price level; (ii) it removes

the inceative of increasing prices to industrialists and ‘businessmen, with the result that production _

stagnates and (iii) it does not guarantee stability of business conditions.
12.2.3 NEUTRAL MONEY

B 'I‘he concept of neui:ra;l money as an objective of monetarjr policy aims at eliminating the
dlsturbmg-cffe_cts_of changes in the quantity of money on prices. Accordingly, money should remain
neutral or a passive _factor with a function of facilitating exchange only. Neutral meney. policy is
followed as an objective of monetary policy on the assumption that changes in the supply of money are
mble for the disturbances in the operations of the monetary system. Keeping the effect of changes
m-thc_ supply of money neutral, whatever changes takes place in the price level, they can be weated as

. resulting from the change:s in the productive power of the economy. The changes in the productive power
g consequent c_:hanﬂ'ges in lthe o;m of gglods would exert an influence on the price level in such a way

an increase in the supply  would lead to a fall in the price level and a decrease in

ofgoodswouldrisei_nthcprioclevel. P .a : mtlwsgmly
. This objective of neutral money is criticised as (i) it is based upon the quaniity ﬂl' ry of mon

_ Wl:llc-h has many limitations of its own; (ii) it does not assure stable prices and (iii) duringt:g];'eésion tgg
laissez fq;re principle (or.the principle of neutral effect) of neutral money cannot hold good, -

1224 MAINTENANCE OF FULL EMPLOYMENT

., This objective of t_‘u!l .employmem aims at 'in_r.':reasing the number of jobs to the maximum in
conssience with the existing employment opportunitics. This is to be achieved by increasing effective

demand to the limit beyond which it would cause infiation. Full employment would seek to optimise the
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current utilisation of the capacity. In carrying ouit this objective, the m iti ;
correct the deficiency of demand and prevent eEXOess over mjic available sg;fltfy authorides are expectcd 1

The actual increase in the volume of employment depends upon the size of the multiplicr, that is
the number of times income increases in relation to given increase in investment expenditure. "That is |
why, monetary policy of increasing money supply does not always succeed in the objective of increasing

-income, output and employment.

12.2.5 MAINTENA_NCE OF BALANCE OF PAYMENTS EQUILIBRIUM

Ano;hgr. important (_ijt_active_ of monetary policy is to secure balance in a countrj"s external
payments position. For achieving this objective, bank rate is used as a weapon. When a country is faced

~ with an adverse balance of payments position, short-term interest rates in the country are increased

through an increase in bank rate. As a resuli, the outflow of gold or depletion of forgign exchange
reserves is arrested on the one hand, and a net inflow is attracted on the other. Further, it would increase
saving, decrease spending, and result in a general fall in prices. The fall in prices would increase exports, -
decrease imports and would favourably affect the balance of payments position in the country. However,
the success of the bank rate depends upon the extent 10 which it can attract short-term funs into the
country, and sustain the confidence of investors abroad in the currency of the country concemed.

12.2.6 ASSISTING ECONOMIC DEVELOPMENT

This objective is more relevant in developing countrics as they are poised for achieving accelerated
economic development through full utilisation of the available material and human resources. Since
capital scarcity is the major stumbling block in the eCOROMIC Progress of developing countries, the aim
of monetary policy should be to promote savings and to create conditions favourable for the flow of
foreign capital. The monetary policy while enabling the State to undertake investment on a large scale,
also ensures the prevention of the excessive price rise resulting therefrom. ‘Then it hecomes possible to
promote development with stability. The monetary policy also controls the flow of money supply 1o

undesirable sectors in accordance with the planned programmes of economic development.

12.3 MONETARY POLICY OF RESERVE BANK OF INDIA

The Reserve Bank of India started with a cheap money policy and had fixed a low bank rate of
3 percent which was raised t0 3.5 percent November, 1951. With the inauguration of planning,
appropriate adjustments in the monetary policy 1o suit the pace and pattem of planned development were
considered necessary. The monetary policy followed by the Reserve Bank of India since 1951 may
broadly be termed as one of controlled expansion ie., 3 policy of adequatc ﬁnam;ing of economic
growth and at the same time ensuring reasonable price stability”. Since the Indian economy has
witnessed considerable inflation; particularly since 1972, the suitable monetary policy would be oné of
credit restraint ‘without jeopardising the progress of productive sectors of the economy.

A wide range of powers have been conferred vpon Reserve Bank of India to control the credit
created by commercial banks. Apart from exercising the statutory powers, the Banl;c also-adopts informal
meihiods of moral persuasion 10 impress upon the banks the need to conirol the credit.

With the expansion in money supply, as a result of deficit bud_geting policy of the Government,
bank deposits have grown in magnitude and consequently their credit creating capacity has increased
considerably. The developmental financing in each successive Five Year_Plan is increasing to create an
inflationary impart. Under these circumstances, the Reserve Bank of Indlg_has felt that it is essential ©
employ more and more measures to control credit and thereby-to curb inflation. ‘

5.4 METHODS OF CREDIT CONTROL

The methods of credit control employed by central banks may be c_lassiﬁed into (i) Quantitative
methods and (i) Qualitative methods or selective methods. The quantitative methods of credgt-c_ontrol
include bank-rate policy, open market operations and variation of cash reserves. The qualitative of



selective methods of credit control include the various directives issued by central bank restricting the

grani of credit to certain specified sectors of the economy.

_ The distinction between quantitative and qualitative mcthods of credit control is that, while the
former influence the overall volume of the bank credit, the latter influence the flow of credit to only
specified sectors of the economy. : : :

12.4.1 QUANTITATIVE OR GENERAL CREDIT ._CONTRO'L

. “The aim of the quantitative credit control is to regulate the total volume of credit created by the
commercial banks. These are used mainly for expansion or contraction of the total quantity of credit in
the economy. ' .

The commercial banks depend upon their reserves to expand or contract the volume of their credit.
The instruments of quantitative credit control effect the cash reserves and thereby loanable funds of the
. commercial banks. Hence these are indirect controls which bring about changes in the volume of excess
reserves of commercial banks so that the capacity of the commercial banks to create credit carn be aliered.
These methods deal with the volume and cost of bank credit in general, without reference Lo any
particular field of economic activity. Quantitative methods include bank rate policy, open market
‘operatons and the variation of the cash reserves. o - iy o

124.2 QUALITATIVE OR SELECTIVE 'CREDIT CONTROL
Qualitative Credit Control refers to all those measures taken by the Central Bank to direct the flow
of credit in certain selected desirable channels and prevent its flow into undesirable spheres. These
. Measures distinguish between productive and unproductive credit. They restrict the credit to productive
purposes discouraging the flow of credit into unwanted sectors.’ These measures affect the demiand for and
supply of bank credit. Hence both borrowers and lenders are affected. Unlike general credit controls,
qualitative credit controls are discriminatory int nature and attempt to draw a distinction between essential
and non-essential uses to which credit is used. These measures do not affect indiscriminately all the
sections of the economy. Priority sectors are given importance in the allocation of available credit in the
economy. These measures have become more prominent during and after the Second World War,
* Check your progress -- I
1. What is the necessity of a central bank to control the credit’
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3. Tist the major objectives of monetary policy.

............................._-........-...-.... ......................................
.-........-........-........-...-..-.-...-..‘....-...-...-..-...-...-..._- ..............
.....................................................................................

-...-.-..-...-............-...-...-....-...--..-..-...-...-...-.-..- -----------------

......................................................................................

.....................................................................

......................................................................................

......................................................................................

......................................................................................

S D e R S

........................................................................................

125 QUANTITATIVE CREDIT CONTROL

Quantitative credit control refers to all those measmes taken by the ceniral bank 10 reguiate the
total quantity of credit created by the commercial banks. The purpose of these measures is to expand or
contract the total volume of credit in the country. There are three major quantitative methods, viz., Bank
Rate Policy, Open Market Operations and the Variation of Cash Reserves. Let us deal with them
detail. .

12.5.1 BANK RATE OR REDISCOUNT RATE

Bank rate is the rate at which the central bank rediscounts the biils of exchange or grant loans
against approved securities 10 commercial banks. Reserve Bank of India Act defines bank rate as
»the standard rate at which it is prepared to buy or rediscount bills of exchange or other commercial
paper eligible for purchase under this act”. In the olden days the rate of interest of the Bank of England
was referred to as bank rate. In some countries it is called discount rate or rediscount rate. The terms and
conditions relating to the grant of Joans of discount of bills by the central bank constitutes bank rate
policy. When the surplus cash balances of a commercial bank are completely lent or used and the cash



balances have fallen to the minimum legal réquirements or tend to fall befow this minimum limit, the

" commercial bank may borrow or discount its bills from the central bank. The interest rate at which the
central bank grants loans er rediscounts the bills of comsercial banks is called the bank rate.- These bills
which are presented by commercial banks 10 the central bank are already discounted by commercial banks,
- when customers have presented them. As these discounted bills are rediscounted by the ceatral bank the
rate at which they are rediscounted is called rediscount rate. '

Let us now discuss. the working of bank rate in the economy. For understanding this aspect,
we must be very clear about the distinction and relationship between market rates and bank rate.
Market rates include the deposit rates and lending rates of commercial banks along with thelinter-bank ,
call rates.Changes in bank rate are followed by corresponding changes in market rates. Fall in bank rate
is accompanied by a fall in market rates. Let us suppose that there are inflationary con:ldluons in the
economy due to excess quantity of credit in the economy. In order to conirol the price rise, the cenu_'al
bank may raise the bank rate. The market rates will also be raised. The higher deposit rate of commercial
banks may attract more deposits of money from the public. Higher lending rates may discourage fresh
borrowing as borrowing becomes more costly. Those who have already taken loans from the bank may
prefer to liquidate their stocks in order to repay their loans. Credit is tightened. Consequently the volume
of credit may decrease. There may be a fall in business activity, incomes, and demand for goods,
bringing down the price level. In a period of deflation, a reduction in bank rate may create the opposite
effect to stabilise the price level. Thus the central bank influences the level of economic activity and
price level by manipulating the bank rate in accordance with the requirements of the economy.
Hawtrey and J.M.Keynes have expressed different view in this regard. Let us study these two approaches.

-Theories of Bank Rate

Hawtrey's Approach:~  In his two books, 'Art of Central Banking' and ' A Century of Bank
Rate' Hawtrey explains the way in which the bank rate influences the economic activity by bringing
about changes in employment, investment, incomes and prices. Hawtrey emphasises the influence of
bank rate on short term rate of interest and the demand of dealers for holding stocks of goods. According
to him rise in the bank rate followed by a rise in the market rates will increase the cost of holding the
stock of goods as these stocks are financed by short term loans. Hence businessmen prefer to sell away
the stocks of goods to pay off their standing loans from banks. Businessmen may tend to sell their
stocks rather than to purchase them. As a result, producers may have to curtail their production due to a
fall in demand. Investment, etmployment and incomes may fall along with the demand for goods. Fall in
demand for consomer goods accompanied by a comresponding fall in demand for capital goods may create
deflationary conditions ir the economy. Thus contrary situation of inflation created when the bank rate
is lowered. Thus according to Hawtrey, changes in bank rate operate in the economy through changes in
the short term rates of interest. Hawtrey assumed that the amount of interest changes form an important
factor in holding the stocks of goods by businessmen, He also assumed that the businessmen are very
* sensitive to changes in short term rates of interest. In reality this may not be true. Interest charges may
form minute part of the total cost of holding stocks of goods. Moreover businessmen and producers are
guided mostly by prospective demand for their goods rather than charges in short term rates of interest. -

Keynes Approach : n his book 'Treatise on Money' Keynes emphasises the influence of bank
rate changes on the long term rates of interest. According o him changes in production, employment and
prices are brought about thorough changes in long term rates of interest which will affect the demand of
businessmen for fixed capital goods. He holds the view that the demand for capital goods like machinery
depends upon the long term rates of interest. If the rate of profit is constant, a rise in long term rates of
interest may reduce the profits and discourage long term investment. Decrease in investment may reduce
the volume of credit, production, employment, incomes, demand for goods, etc., creating a deflationary
situation. A contrary situation may be created with a fall in bank rate and a corresponding fall in long
term rates of interest. Thus, according to Keynes a higher bank rate may increase the long term rates of
interest and decrease the level of economic activity. A fall in bank rate may bring down the long term
rates of interest and increase the level of economic activity. Keynes assumed that the demand for capital
goods is elastic and changes in interest changes will effect the volume of business and trade. In reality it
1s not true. The demand for capital goods like machinery depends upon the prospective demand for
consumer goods rather than changes in long term rates of interest. Moreover businessmen are guided by
several technical factors while expanding or contracting the volume of production rather than the changes
interest charges as they forim a-small proportion in the total cost. ) ' .
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Both Hawtrey and Keynes have explained the two different aspects of the same problem, When
bank rate changes, both short term and long term interest rates may change and ultimately the level of
economic activity may be influenced.

Assumptions of Bank Rate Policy

. led'I‘he bank rate policy becomes more successful and effective when the following assumptions are

i. It is assumed that there is a close relationship between bank rate an_d market rates in the
economy. It means that any change in bank rate is accompanied by corresponding changes in the market
rates in the same direction. . . o ' '

ii It is further assumed that the money market is highly developed so that the volume of credit -
created by commercial banks can be controlled by brining about immediate changes in market rates as and
when the bank rate is changed. . ' o '

' iii. Itis alsp assumed that banks have sufficient eligible bills and securities and have no brejudice
to discount their bills' with the central bank. The existence of a well-developed short term funds market
helps the working of banking rate effectively. '

iv. It is assumed that the economy is highly flexible with an elastic economic structure. It
means that the level of economic activity can be easily adiusted to the changes in the volume of credit
caused due to changes in bank rate. Unless the businessmen and traders respond to changes in the market
rates of inierest the desired results may not be achieved. :

v. Itisalso assumed that commercial banks do not possess any surpins cash reserves with them,
so0 they act in accordance with the needs of the desired situation.

Limitations of Bank Rate Policy

i. Banx rate policy may be successful in a developed economy where. the majority of the above
assumptions can be fulfilled. But-in underdeveloped economies, the banking systems may not succeed
as there may not be a close relationship between changes in the bank rate and market rates. The
economy may be highly rigidbut not flexible so as toallow frequent changes in wages, price and incomes
of the people. Changes in the barK rate may not be uniform throughout the money market to bring
about desired changes in prices and incomes. Moreover changes in the rate of interest may not have much
bearing on entrepreneurial activity as they are guided mostly by profits. There is no direct relationship

. between interest rates and the volume of investment as assumed by the bank rate policy. The degree of

development of the economy influences the volume of investible funds to be raised rather than the rates of.
interest in the economy. ' .

ii. In nnder-developed countries commercial banks do not possess many eligible bills of exchange
to get them rediscounted by the central bank. Moreover in recent times commercial banks have acquired

large liquid funds to make their financial position very strong and sound. They may not find it necessary

to approach the central bank, for any financial assistance irrespective of changes in the bapk rate.

iii. The bank rate policy may not be very effective during periods of depression. The Bank rate is
reduced to allow the market rates to fall so that investment may increase at lower rates of interest. But
this may not happen as entreprencurs and busin¢ssmen are not induced to invest moxe due to declining rate .
of profits and prices. :

iv. Banks may not have complete control over the entire. volpme of investment as there are several

. other non-banrking financial intermediaries. Any increase in the interest charges of bank may not have

much impact on the iotal volume of bank credit if the interest rates are stili higher in the non-banking,
Secton. _ : _
| v. A rise in the bank rate may harm the interests of productive investment as the policy does not

make any distinction between productive and unproductive credit. As bank credit becomes costlier, even
productive credit may be discouraged. - o .



=7 vi. ‘Duifing a'period of inflation the centrat baft!inay vaise the bank rate as aiv-antiinflationary
measure. - Along with the bank rate, the market ratei may also be increased. Rise in'interost rates myy -

©attract shiort term foreigri funds into-the country. - Ag:fcfads to expansion of the wppiynfnmm :
circulation, prices may begin o rise. Thus the working:of the bank rate-policy may be distabed doe 10

the nflow ofshor tem foeign funds. R e T e
-~ ' Inthe:advaticed countries the money markets:are highly organised and théir economies are o
" independant. The short term funds do not flow in and-dut due to changes in the bank rate. - Hence TR
‘withini the country, the total supply of money in circulation-could be chianged by bringing about changes ’ R
in the bank rate. There are no external influences on the economic activity of these independent = .~
economies in the advanced countries. Hence the bartk:rate policy is more effectively usad in the advanaced RN

© Bamk Rate'Polivy in India . - oo

~ Scheduled banks had rarely approached the Reserve Bank for their credit needs till 1952 dus to their
traditional reluctance to approach the central bank of accommodation, and also due to the easy money.
conditions that ‘prevailed through out that period. Since 1952, however; banks have started - R
- approaching the Reserve Bank for additional funds, perhaps to mees the increased demand for bank credit -

~+  For the first time, the bank rate was raised from 2'10-3.5% in November 1951, in order-to bring o
under control the inflationary situation created as-a result of the Korean War. Since the-commencement
of the Second Five Year Plan, the Reserve Bank has used this weapon time and again. Bank rate was:
raised five times from 3 to 3.5% in November, 1951; from 3.5% to 4% in May 1957; from 4% to 4.5%
in January, 1963; from 4.5% to 5% in September, 1964; and from 5% to 6% in February, 1965.. Bank
rate was decréised for the first time from 6% to 5% in March, 1968 (o arrest the recession trends in the
- economy. Again in January, 1971 it was raised from 5% w6%.. . . - . . . . - R

- According to the Reserve Bank, the rise in prices is caused by production losses ¢particularly in
the agricultural sector) and continued heavy budgetary deficits,. With the increase in the liquidity of
‘banks, the. terms of Jending bave: been relaxed and the-borrowers:have been encouraged to resort to -
- excessive use of bank credis particularly for building. up inventories. . Expansion of credit is mainly
. the result of the faster rise in prices-particularly of raw materials and a substantial increase particularly *
of raw materials and a-substantial increase in the production of some indusiries (such:as sugar). Under
these circumstances, the monetary measure taken by the Reserve Bank of India alone are not sufficient to
produce any significant impact on the economy upicss they are accomipanies by the necessary fisoal _
Tneasures also. Realising the need for fiscal measures, the Reserve:Barnk of India urged the Government to
exercise greaier conirol over public expenditure. It is 1o be noted that a rise in the bank rate would lift up
the:eatire structure of interest:rates prevailing in the organised markets. The idea behind shis is to reduce -
the demand for liquid resources. which are reported to-be: generating pressures in the form of inventory
- building in the economy in the context of all-round shortages.; When the prices are rising much faster
-+ than the rise in“the interest rates, the' cost of holding inventories is not burdensome for businessmen, -
. Thercfore, an increase in-the bark rate introduced by the Reserve Bank of India i, control the. general price -
level is unlikely to achieve much success in that direction. -~~~ ... . o0 T

- . In respect of production fosses, ]jartiq:nlatly in the agricultural sector, and sapply constrdints, the :
nmmtalmnbyﬁnResuveBapkoqudnhavebeenmlsuceessful B T

L inaldlivihe wake of the package of measures introduced by the Central Government to contain inflation,
e Roserve Bank: riscd the bank tass from 7% 1o:9% on 23rd July 1974, and from 9% to 10% in - Juky -
1981. Simultaneously, the minimum Iending rate on advances of scheduled banks was also raised from
11% to 12.5% except in the case of specially exempted categories. While the net liquidity ratio remains
- at 40%; the. maxitium rate chargeable on borrowings from the Reserve Bank was raised from.15 10 18%
o ,lhusmakhag:hoﬁawiﬂgs&om:dmiBank costly... . -0 . T

| 1252 OPEN MARKET OPERATIONS

- il

. Open Market Operations refer (o the sale and purchase of Government and other approved seourities
byﬁwmm and commercial bank Onits:own initiaﬁve:-_imthe money ruarkel. . -Along: with the -




central bank and commercial banks the other institutions like Financial Intermediaries, Public
Corporations, Public Agencies, Insurance Companies, Investment Trusts, Development Banks, Industrial -
Finance Corporations efc., will participate in these operations (o control the supply of-total bank credit in
the economy. The credit creating capacity of commercial banks can be increased or decreased .. 'thr'oﬁg'h
these operations by influencing the cash balances of the commercial banks. The central bank may sell or
purchase Government securities or other public securities or banker's acceptances. Usually the central -
_ bank does not deal in privatc securities. These operations are undertaken by the central bank- to maintain,
a stable price level and economic activity. These operations have a direct-and immedtiate effect on the
volume of money and credit. This method of credit control assumes the existence of a good market for
 securities as securities are considered the more important and decisive past of the whole money market. Jt
is also assumed that the commercial banks maintain minimum cash reserves so that sale or purchase.of
securitics can bring about desired charges in their cash balances and their capacity to create credit. )

Let us study the process through which these operations are carried out. -In times of inﬂh{i_@;ﬂw

guantity of currency and credit circulating in the economy may be more. The central bank may consider

this situation as harmful. To maintain a stable price level the central bank sells the securities to the’
commercial banks and the pablic. When banks and private individuals purchase these securities they
make the payments. People may withdraw their deposits from commercial banks to make payments (0
the central bank. Money moves into the vaults of the central bank, :As the deposits of the commercial
banks ére reduced, their credit-creating capacity is also reduced. A reduction in the quantity.of money. and
credit in the economy may bring down the average price level. Thus by selling securities, the central
bank exercises coritrol on inflation. Duririg periods of deflation the central bark buys the securities in the
market to increase the cash reserves of commercial banks for expansion of credit in the economy.

Limitations _
i, Open market operations miay ot be very successful and ffective if the peoplé and banks do not
have habit of of purchasing and selling the Govemment securities in the money market. - S ’

ii. The commercial banks may not expand or contract their credit in accordance with the changes in
their cash reserves.  Under unfavourable economic and political conditions ¢ven business. people and
traders may not come forward to make use of credit for investments. Hence the increased cash reserves of
the commercial banks may not increase the volume.of bank crediy. .- LT o
- iii. The commercial banks may sell the securities to offset the reduction of cash reserves due to open

market operations. Then their cash reserve position may not be altered significantly, Sometimes the

commercial banks may get their bills rediscounted by the. ceniral bank t0.maintain their credit-creating
capacity. In such a case the central bank's open market operations may not be very effective.

" iv. ‘When the central bank sells the securities and if the commercial banks and public do not purchase

the securities it i$ very difficult for the central bank 1o reduce the cash reserves and credit creating capacity = '

of the commercial banks. -~ - .

v. If the commercial banks possess large cash balances even afier purchasing the secmues from the
central bank it may still have sufficient reserve to-expand credit._ T e

vi. Unless there is a close connection. between changes in the ‘quantity of money and credit_in
cireulation, open market operations may not be successful in maintaining a stable price lt_avel. In practice
we find no such relation between the two. Irrespective of any change in the quantity of money I
circulation, commercial banks may contract or expand the volume of credit in accordance with'the needs of
business and trade. Unless the velocity of circulation of money remains constant; open market Operations
‘may not be effective. o ST -

Inspite of these limitations open market operations are considered to be mo;e_ef_f_eg;tive than the
‘bank rate policy as they have a direct and immediate effect.on the quantity of money credit-interest, rates,
and prices of securities in the economy. ' ' : S S
‘Open Market Operations in India

- As a-maticr of fact, -open-fnarket-opergtipns in India have never taken the role of full-fledged
instrument of credit policy. Credit is sought to be restricted, more through other monetary measures




| inclufing selective crafit controls; “The objective "G o | market operations has remaiged largely
i) to assist the Government in its borrowing operations; ii) o maintain ‘orderly conditions ifl the
securities market; and iii) to assist commercial banks 16 overcome seasonal siringency instead of

influencing the availability and cost of credit. However, the. Bank's open market opecations have besn in ~ ©

line with the monetary policy.

- gﬁ{rs& r carrying on the financing activities and. during busy seasons. . These operations led to an
. inflationary situation particnlarly after the Korean War. An unduly large credit expansion was observed in
the 1950-51 busy season. Therefore, in November, 1951-apart from raising the bank rate, the Reserve
‘Bank announced a change i the open market policy. It spid that it would not buy Government securities
to meet the seasonal requirements of scheduled banks. But, it would be prepared o make loans and
. advances at the bank rite against such securities. Since 1951, the Bank's operations irivolved the purchase
~ of one security against the sale.of another as distinguished from outright purchase or sale: Whatever
support was given was fiore or less.of a discriminating nature and of a temporary duration. This policy

3 the Reserve Bank used the open market operations 1o provide the bariks with additional cash

resulted in a considerable diminution in the scale of the Bank's open market operation as compared to that

of the previous years. Since.the middle of 1957, however, the_emphasis has been shifted to sale of

securities. . This became most. pronounced from 1964-65 to 1968-69, during which period the net sales.
* were of the order of Rs.320.crores. _Since then, however, the purchases of securities have: exceeded the
sales. To-sum up; the open market policy of the Reserve Bank has been fairly successful since 1951 in

k ,'supgorﬁng'ﬂlegeneral'mon_emy_policy. L o
1253 VARIABLE CASH RESERVE RATIO

mercial banks are compelied (o maintain this_ minimum reserve either by law ar

by custom. In Eng|

Reserve Bank of India as a matter of law. Thiis fatio can be changed by the central bank depending upon_
the economic situation in the country, In India the minimum reserve fatio can be increased - from 3%
' total depos ¢ commercial banks. ‘By. increasing the cash reserve ratio, the cash

-enable the commercial banks 10 expand credst,

As the Central Bank is the custodian of the interests of the depositing public, it insists on.

- commercial banks to maintair minimum cash reserves o that their liquidity and solvency are not affected,

- Changes in the reserve requirements affect the amount of reserves that commercial banks must hold as

 déposits with the Central Bank, and consequently the amounts available for granting credit.

A

Limitations _

_i. 'When the réserve -féfid"is increased and if the commercial banks prefer o work with less cash

Bf Open market operations has rémained largely

-range of open market operations was low before the Second World War, in the post-

f cash deposits which commercial baniks maiftain with the contral bark is called

_ 4t commercial banks maintain about.3% of their total deposit with the Bank- -
of England as a matter of custom. , In India the commercial banks maintain 3% of their fotal deposits with:

etly reduced. . Hence: their credit creating capacity is curtailed.
- In a period of deflation the central bank reduces this ratio.to.

balances without contracting their volume of credit this method may not be effective, Moreover if.the -

. commercial

may find it difficult to manage with reduced cash balances whenever the reserve ratio is increased,

iii. When the reserve ratio is increased by the central banks, the commercial banks, m;y';-saen their
securities in the markel. When these securities are sold on-a large scale, their prices may fall and the rates .

- of interest may rise. .

iv. - Phis method creates much scope for unceriainty as the contral bank can suddenly change the reserve.

ratio. ‘To meet unexpected changes in the resarve ratio, the commercial banks my have to keep idle cash

batances with them. - Thus a portion of the resources of the banks will remain. wudlics Asthe

mercial banks posses a large cash balance, a small increase in the reserve'ratio may not reduce their.
credit-creating capacity s_nbs_l_angally. During periods of depression even though. the central bank reduces -
. . .the cash reserve ratio, commercial banks may not be able to expand credit if there is no demand for bank

this reserve ratio is uniformly applied in the case of all commercial banks, the small banks
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ommercial banks do not get any inierest on the reserve kept with the central S
ag_lféatﬁnamialbmdcnonﬂlec@mmihlbanks.' ept S Pt %mlsm§M1w_

Variable Cash Reserve Ratio in India

_ The Reserve Bank exercised the power to raise the statutory reserve requirement in (wo stages
during the year 1973. One from 3 per cent to 5 per cent of Demand and Time Liabilities iy June, 1973,
and the other from 5 per cent to 7 per cent in September, 1073, ‘These steps were warrantcd as a credit
squeeze device in view of the continuing imbalance in the economy between aggregate supply and
aggregate demand and the rapid increasc in the liquidity of banks which led to the excessive use of bank -
credit by the borrowers. An estimate was made that, for one-percent point increase in the statntory cash
reserve deposit, an amount of over Rs.100 crores was impounded with the Reserve Bank and was not
available for credit creation. Thus, with the four percentage point rise in the reserve deposit in 1973,
Rs.430 crores were sterilised for purposes of granting credit.’ " S )

The Reserve Bank reduced the statutory reserve ratio during 1974 from 7 per cent to 5 per cent _
(with effect from 28th June) and from 5 percent to 4.5 percent (with effect from 14th December) and
from 4.5% to 4% (with effect from 28th December). The reduction of reserve ratio was necessary
10 enable the banks to meet the essential needs during the busy season, keeping in view the trends in
deposit growth and the estimate overall needs of credit. Again during 1976, the statutory reserve was -
raised 10 5 percent (with effect from 4th September) and further to 6 percent (with effect from
13th November) in order io control the rising prices and to regulate the expansion of credit by commercial
banks. It was raised in stages to 7.75 percent in 1981 and again reduced in stages to 7 percent (with effect
from 11th June, 1982). ' S LT ' '

Though the Resérve Bank's power to impose additional cash reserve was first exercised during
1960, effective use of this power was only made in 1977, when the banks were directed to make-an
additionaf statutory reserve equal to 10 percent of the incremental deposil of each baiik after 14th January.
Subsequently, banks were required to deposit with the Reserve Bank in rupees. Fifty per cent of the net
aggregate amount received by them after 1st June, 1978 was under the Non-Resident (External) Rupee
Accounts and Foreign Currency (Non-Resident) Accounts Scheme, This stipulation was made to
neutralise the impact on money supply by the inﬂ?w of resouices from abroad. It was withdrawn in
June, 1979, The rates of interest paid on such deposits has been raised to 6:5 percent with effect from 1st” -
June, 1978. ' ' : : co : ST

In addition to the statufory reserve requirement, the Reserve Bank may require the commercial
‘banks to maintain liguid assets of an amount equal to and not less than 25 per cent of their Demand
and Time Liabilities. - This measure is intended 1o'réstrict the banks' capacity to grant credit on the one

hand, and to improve their liguidity position on the other. ‘As a credit control device, this. minirmum
liquidity ratio was increased in successive stages from 25 per cent in 1970 to 30 per cent in November,
1972 and to 32 per cent with effect from 3th December, 1973. Again, it was raiscd to 33 per cent later
on, and further increased to 34 per cent with effect from 1st December, 1978. As a result of the increase
in the liquidity ratio, the banks’ potential for credit expansion is greatly restricted. : : '
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12.6_QUALITATIVE CREDIT CONTROL N

12.6.t  MORAL} UASION

~ * "Suasion means persuasion. The central bark persuades the commercial banks to adopt the general
‘monetary policy under this measure. In a period of inflation, the central bank may persuade the
- commercial banks to restrict their credit for essential and productive purpose. It may use its ‘moral
influence and persuade the commercial banks not to apply for further accommeodation. It may request the -
- commercial banks not to extend credit for speculative purposes.. Though. this method has no-threat or
legal sanction behind it; it may: have a Testraining influence.: The Bank of England, the Reserve Bank of
India along with a large number of other central banks. have vsed this method with a high degree of
success. - The ‘sugcess or otherwise of this measure mainly-depends upon the degree of co-operation
between the central bank and the banking system. The prestige. position-and authority of the central bank -

- will determine the degres of seccess of this measure to a great exient,
- 12.6.2 DIRECT '-'ACTION-:_ | T S | |
o When the commercﬁlbank!l& I‘I;Dt.__agi;jn 'Qonfor;mity_'w'ii'h-ihe. declar od poiic_:y' of meccm
direct action may be taken on the commercial banks by the central banks. - Direct action may be ihank.n e

farm of refusal 10 provide financial accommodation 1o the erring banks. The central bank may also refuse
to.provide rediscounting facil ¥ dt-bank rate to those ‘bariks who do not follow the prescribed rules.. Jt

may charge peral rate of Intérest.” If a commercial bank fails to maintain the required cash reserves or -

liguidity, the central bank may refuse to extend financial hélp to the defaulting batk. Direct action carries
some amount of coercion or force. Heiice it mdy produce adverse psychological relations, It tends 1o

vitiate the cordial an peaceful a;ﬁl:osphere_'in the banking system if it is used on a large number of banks, - |

12.6.3° RATIONING OF CREDIT

. Credit rationing is'a meifiod by which e central barik will fix naxitum limits on Ioans and

' advatices.” Crédit rationing may take differeat forms. A ceiling limit may bé fixed on the total amount -
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of credit by way of rediscounting facility to any individual bank. The central bank may also fix
maximum limits on specific type of credit to a particular sector or total amount of credit 10 a sector,
The central bank may also fix the maximum limits on its financial accommodation to each and every
bank affiliated to it. If the maximum limit is fixed on the total anwounit of credit to the entire economy it

_ is a quantitative measure if it is for a specific purpose or sector it is a qualitative measure. The guestion
of rationing credit, arises only when the demand for financial accommodation by commercial banks
exceeds its supply. If the commercial banks have surplus cash balances there is no ne¢d for rationing as '
banks may not require any financial help. But when the banks are in real trouble and require assistance
even beyond a certain limit the central bank as lender of lastresort may -have (o comply withi the genuine.
requests of commercial banks especially in a period of financial crisis. ' o :

11264 MARGIN REQUIREMENTS

_ The difference between the loan value and the market value of securities offered by borrowers is
known as 'margin’.” Commercial banks do not give loan to the full value of the security pledged by
borrowers; loan is given only upio a certain percentage of value of the security pledge. This percentage of
10an is determined by the margin. For example if the margin isprescribed as 40%, loan can be sanctioned
only upto 60% of the value of the security. During periods of inflation, the central bank may enhance the
margin to discourage credit for speculative activity. The method helps in diverting credit from speculative
activities to areas of productive investment. In order to control black marketing and hoarding activities in
essential commodities like food-grains, il seeds sugar, etc. Reserve Bank of India has been adopting this
* method, frequenily, in our country. ' ' ' _

12.6.6 REGULATION OF CONSUMER CREDIT

Most of the durable consumer goods like Television, Refrigerators, Motor Vehicles, elc., are
purchased on instalment credit system in Western countries. A certain proportion of the value of the-

durable consumer goods is paid by the consumer and the remaining balance is financed by banks which
can be repaid by the consumer some instalments, Whenever theé durable consumer goods are in scarcity,
banks tighten the rules of the-credit. Whenever the goods are available in plenty, banks liberalise their

- credit instalment schemes. Thus the volume of consumer credit for the purchase of dufable consumer
goods can be controlled by the commercial banks to avoid fluctiations inl economic activity and maintain «
stable prices. This method was adopted in 1941 by the Federal Reserve system of USA and is sow
foliowed by many developed and underdeveloped countries. o S

12.6.6 PUBLICITY

Publicity relating to the working of the banking system tries to eliminate unhealthy trends.
Through publicity, banks may come o know what they should do and what they should not do in their
panking process.. Weekly statements and monthly reviews of credit and functioning of thie banking
system. provides a good source of information to bring about uniformity in credit policies of the
commercial. banks. This method is widely used successfully in developed countrics. Cut in
underdeveloped countries due to widespread illiteracy people may not properly understand or appreciate the
spirit with which the Central Bank may publish the information. - . _

2.7 LIMITATIONS OF SELECTIVE CREDIT CONTROL _

i Selective credit control technigues inflyence the credit created by commercial banks. But a large - -
number of non-banking finaacial institutions, moncy lenders, indigenious bankers, etc.,_cgeatmg_simable _
- portion of the total credit in the economy, under the purview-of the central bank policies. Hence the
desired goals of monetary policy may not be achieved through these measures. : :

ii. Selective credit controls aim at discourage unproductive credit. But the i:on_m_lei‘cial banks may not
‘be able to ensure that the loans granted by them are used. for: productive purpeses by the borrowers.
Moreover it is a problem for the banks (o distinguish between productive and unproductive credit.

The profit motive of commercial banks may encourage them to grant unprodictive loans which may be
shown as productive through manipulation of accounts. The central bank may not be able to-scrutinize
snch cases 1o take direct action. : . _ : o .
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il Undet shis pﬂheyﬂiereammmmcm -ﬁiaan eredlt. Himeemargm requn'ememsmaybeset'-'_”
aside barmwers by secunng clean loans. ‘ :

v, If the rise in priccs ot‘ goods is mamly due (0. thelr scaxcuy in the market these measures may not L
be of much use © comzol thc pnce rise,

v, These controls may come to operanons when commerctai banks creal.e excess crecht Hence these '
. measmes may be taken afr.er sufﬁc1ent damage has already been done to the eoonomy g

Vi Under the unit bankmg system these measures may not be as effectwe as: they are undcr the branch -
: bankmg syslem : :

The selectiva. uedit controls can be- used successfu}ly only when there i s no mterference from the.
: Govermnent on political consideration, Many a time, we ﬁnd lhe pohcnes of the Centrai Bank are made .
s:fbmmentao zhe pohctes of the Govemment -

IS

.._.12 8 QUALITATIVE METHODS OF CREDIT CONTROL IN
o INDIA.

R

:'-.t

Apan from ﬁ're quantltanve methods of credlt control the Reserve Bank has becn 0peratmg'_-_ U
 selective credit cont.rols in respect of certain commodities, which have been 'sensitive’ or in-shiort sapply. -
_These controls are enforced with a view 1o discourage the use of bank finance for hoatding 6f such )
commodities 50asto check a rise in their prices.. . Since the maugurauon of the Second Five-Year Plan,
the price. teendshave become some-what disquieting, - The risc in prices has been attributed to g pumber of
_factors. such-as the shert fali in preduction and supphes the increase in demand due to changes in
- consmmption pattérns, larger money supply, and . the hoarding of stocks by agriculturists .and R
¢ intermediaries. The money supply.with the public and bank credit. have been exhibiting an upward-trend S
smce 1966. - In view of the rapidly worsening situation on the price from the Reserve Bank commenced - -
using the selecuve measures of credit.control. . The Planning Commission has rlghlly ebserved that
' omy.can hardly. be confined Lo the- regulation-of the over-allsupply of
' segulation of the flow of bank credit: It would-have to take a direct and
aactwe tole ﬁxsasc, in creaang or helping to create the machinery needed for financing developmental .

acuvmes all over the <couniry and seeondly in ensurmg thal the fmance avaﬂable ﬂows mt.o dlrecuons
L 1nten T . ) . o

| . The Reservc Bank's dxrecuves may re]a:e to any/or all of Lhe followmg
a _l.ﬁe pmposes for thCh advaaces may or may’ not bc made

d. - the maaﬂmum amount upto: wl‘nch guaramees may be gwen by the bankmg company on behalf of
any one comgmny, ﬁrm eic.;and -

e. the rate of mterest and other l;erms an

d condmons- on which advances -'.and-_other. ﬁnan'ciat_“
accommodauon may be gwen o i S . :

e ) ,-are 'exe:rcised'm respect of certain menual eommodmes.
.- vahaspati, cotton yarn, sugar and 6il seeds. 'The framework of selective credit conlrols ©
_prescntnng minimem margins: for lending against specific securities; (b) stipulating -

natory rates of inferest on certain 1ypes of advances; and ©) ﬁxmg ceili hmlts on meamoum of ‘
_erednforcertam;myoses Alllbesctechmquesareadbpwdmlnd : ng :

'I‘he selective control measures wereé used for the ﬁrst urne. on l‘hh November, 1956’when the
-Bank_ issued a dlre;:r_lve o the scheduled banks to raise the ¢
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against equity shares. Limnits were also fixed oa'the maximuim amounts which couldbe advanced by
banks to any single borrower. In November 1965, the Reserve Bank introduged the Credit-Authorisation

- Scheme under which banks are required-to obtain the authorisation of the Reserve Bank before granting an
-advance of an amount of Rs:1 crore or more (o any singic party. - S -
Since January, 1970, the nationalised banks are required to obtain the Reserve Bank's prior

i. buying shares or debentures of a joint stock company; or for underwriting their issue, where
- the investment exceeds Rs:1 lakh; ' ) o . : : .
ii. Lowering rates of interest or margins in case of loans in excess of 10 lakhs

iii. granting deferred payment guarantees; and _ ' .
iv. granting accommodation in any form to any single party in excess of Rs.25 lakhs.

Il

A characteristic feature of the operation of sclective credit control measures if their flexibility.
Such controls have often been amended, medified or withdrawn according to the changing requirements
of demand for, and supply of, the essential commodities and the trends in economic situation. The
technique of selective control-has been sought to be perfected and refined as it passed through several
phases of its evolution. Originally the directives related to the fixation and. alteration of margin
-requirements. In June, 1957, however, an important stage in.the evoluiion- of selective control was
reached when, regulation of the aggregate level of advances came t0 be used. -

Selective credit control directives have the effect of keeping the level of advances against the
commodity concerned within limits or permitting a rational or marginal increase therein. The advances of
central banks against commodities covered by selective credit controls declined as a proportion of total
bank credit from about 11 per cent in 1970, to-about 6 to 7 pér cent in 1973. During 1971 the selective '
credit controls were mainly operated in a manner which would have a deflationary impact on the
economy. The same policy has been continued during 1972 also. During 1972-73, the credit policy of
the bank again aimed at restricting the undue expansion of credit so as to contain the inflationary
pressures in the economy. The minimum lending rate on advances against commodities covered by
selective credit controls was raised to 15 percent during-1974-75. In the subsequent year, there was

reduction in t'se minimum margin requirements in réspect of advances against a number of ‘commodilies.
In 1977, the credit policy was liberalised particularly to assist the sugar ‘and textil¢ indystries. Since the
inflationary pressures continued to affect the economy, the policy of caution and réstraint was continued
upto 1980. A further credit squeeze was imposed in 1981, and consequently restrictions were placed on
on-food credit. However in 1982, credit was made available 10 vital sectors of the economy and also for

exports.

price situation. The obvious reason is that bank finanice only forms a minor part of the total finance
used in the trading of such seasonal commodities. In this connection, it is fryitful to quote the Reserve
Bank itself: "The efficacy of the selective credit control should not be assessed mainly in terms of their
positive influence on prices since the ‘tatter primarily depend on the availability of supply of the
relevant commodities, relative to demand, The ‘success of these controls is 1¢ be judged in a limited
sphere, viz., their impact on the pressure of demanid originating. from bank credit in this sense, the
measures should be deémed successful; but for their operation it is likely that the price situation might
. have been some-what worse”. - o o T :

The effective application of thesc controls does not always ensure a favourable impact on the

_ Apart from the above methods of credit control, the Reserve Bank has also been exercising moral
suasion on banks. The banks are persuaded, eithér by holding meetings or by circular letters, to follow a
-particular line of action. Itis customary to address letters to banks at thé time of every stack seasen and
the reductions asked for by the Governor relate mainly to seasonal commodities. In recent years as
banking business has been progressively concentrated with a few ifistitutions, the Reserve Bank's task in
this regaid has become easier. The fact that theleading banks are in the public sector makes this measure
more effective. _ : ' S

129 SUPERIORITY OF SELECTIVE CREDIT_CONTROL

‘While quantitative credit controls affect the total volume of the 'credit_ifi the economy, qualitative
. 130  credit controls affect-credit.only in certain sectors or areas of economic activity. _As‘they contro] the | -




' parposes for which the bankcredu is used the

-

. monegry policy has been o control inﬂationa:y_ pressure.

* - accompanied by the adoption of suitable fiscal and economic policies by the Government.

- of judgement with regard to timing and degree of restraint employed or relaxation allowed”, If the various -

‘1242 MODEL EXAMINATION QUESTIONS ~

3. Compare the views ofKeynesandHnmy regarding the economic cénsequeme of variationsin

- only to regulate the total quantity of credit but not its Auality. The traditional weapons cannot be

s¢ selective. credit.controls help in maintaining balanced
growth of the economy. Productive credit can be used for the development of backward sectors and
régions of the country; Selective credit controls discriminate in favour of productive uses of credif while
quantitative credit coritrols do not make any such discrimination. The general credit controls are used

employed to channelise credit into those lines where credit can be used most productively.

1210 AN EVALUATION OF MONETARY POLICY _

‘that its monetary. policy has acquired a new vigour and dynamistn. Since 1970-71 the majot objective of

It canbeunderstoodﬁ'om a detaitelf discussion of the various-methods nsed 'by"_tl"n'e Rescpve Bank .

First, the monetary policy is not given a.major importance in the expansion and development of
the economy. In a country like India, the major responsibility for stimulating .the economy to attain -
the stage of self-sustained growth has to be assumed by the Government. To the extent that it depends
upon bark finance, the Reserve Bank should ensure that econpmic development is not hampered for want.

of adequate. funds. -However, it should be realised that monetary policy cannot be much avail if it is hot

Secondly, the various weapons and powers of the Reserve Bank have been successful in curbing
inflationary pressures that have resulted from bank finance. :

" Thirdly, the monetary policy of the Reserve Bank of India has become ineffective because of the
use of black money for hoarding and speculative purposes. ' o _ .

' "Successful credit regulation is not merely a.question of availability of instruments but also one

credit measures had been appropriaicly timed they would have achicved better resulls,

Revised by - K. Sateesh Reddy

12.11  SUGGESTED BOOKS

KNRsj -~ :  The Monetary Policy of the Reserve Bank of India
~GPGupta  :  Reserve Bank and Monetary Management

The RBL - : Review of the wmking'of the Monetary System

TeRBL ;. . Reporton Currency and Finance, 1977-78 and 1986.87 -

g L

L Ahs_wér the folloaﬁdﬁg-queé‘tio’ns in" about 30 lines each,

1. Bmﬂydeswibetheweupomaf oredit control employed by the Central Bank, S

2. Describe the different methads of selective credit control. Why have seleétion credit conrols
. beomnenmimpmmuﬁmtheqwmtauve credit controls? - - . '

4. What is meant by monetary policy? What are its objectives?




?‘E-‘":“E”!‘-":"‘

What instruments of monetary policy have been cmployed by the Reserve Bank uf India, and lo
‘what extent they have been successful ini.achieving their objectives ? ? ' :

Analyse the role of baik-tate policy asa monetary instrument with speCIal reference toIndia,

Make critical assessment of the monetary policy of the Reserve Bank of Il‘ldla and point out thc' :
factors responsible for its mffcclweness : :

Answer the following questionis in about 15 lines each.
Explain the need for credit control.

What are the major objeétives of monetary Ipolicy? :
What is reserve ratio'? What is its sngmﬁcance in controtling credit 7
Dlscuss the monetary pohcy followed by RB.L ' '
What are open market operatlons'? What are ils- hmuauons?

Explain the following selective methods of credit control

'(a) Moral sausion  (b) Margm rcquuemems o
‘What are the limitations of qualllauve credlt controls'? How effectwc are they in India? -
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130 AIMS AND OBJECTIVES

. The purpose of this unit is to explain the concepl ot‘ money markgt its importance and functions.
We also learn how'a devefoped money market in a developed counlry differs from the money market of an
' underdeveloped couniry, _ . S

il Mter readmg this unit you Wl“ be able to expiam :

_ ‘Toney markct and c:apnat markel
furncnons andsecmofmoney market, and _ R
what is a devclopcd markez and how it differs from an unorganised money market in a developing:

. X % %
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13.1_INTRODUCTION : MEANING OF MARKET

In general English ‘market’ means a place where sellers and buyers meet to exchange goods. But
in Economics, 'market’ does not refer to a place where exchange of commodities takes place. It refers to
the coniact between sellers and buyers of one commodity or scrvice. Thus we have wheal market, gold
market or labour market and so on. The sellers and. the buyers of wheat who stay at different places, but
maintain contact through some méans of communication such as letters, phone, telex éic., will constitute
a market. In this way we have diffcrent markets - foreign exchange market, commodity markets, labour

“market, share market, bill market, moncy market, capital market etc.

13.2 MEANING OF MONEY MARKET |

Let us lcarn about money market. Money market refers to the demand for and supply of short terms
loans. In other words, it refers to the totality of financial institutions which deal with short term -
funds in the economy. Those who are willing to lend and those who are willing to borrow short term
funds put together we will get what we call money market. If a foan is to be repaid within 15 months,

" is called short teri loan. Tndividuals and institutions and such others lend and borrow money/

funds cven for a day, a week, a month for various purposes and not.necessarily for longer periods

_ extending for a year or so. The borrowers in the money market arc generally merchants, traders, brokers,

manufacturers, speculators and even government institutions. The lenders in the moncy market, on the
other hand, are cothmercial banks, insurance companies, non-bank financial concerns and the Central

" Bank of the country, Thus money market consists of all institutions engaged in the operaton of short

period finances. The Central Bank, thc commercial banks, discount hoyses, bill brokers, acceptance
houses elc., are the institutions which constitute 2 money market. In this-way it represents short term
requirements of the economy. As'noted above the money market does not refer to a particular place where -
money is borrowed and lent by the partics concemned. It is not necessary for the borrowers and lenders to
establish personal conlact with each other at some definite place. They may carry on negotiations -
though mail or telephone. ' ' ' .

‘133 MONEY MARKET AND CAPITAL MARKET _

The term Money Market may be distinguished from the term Capital Market. The Money Market
deals only with short term finances, whereas the capital market deals with long term funds. Thoughthe
functions of the two markets are different, yet they may be closely related with each other. In fact there
may be some short of over lapping between the two markets. The financial institutions, atleast some of '
them may be common o both the markets. In other words, such institutions may be dealing with both

short tcrm as well as long term finances. : _ .

13.4 CONSTITUENTS OF MONEY MARKET

The following are the co_nétituentS of the Money Market.

13.4.1 CENTRAL BANK

The Central Bank is the Principal institution in a Money Market. It supplies short period loans o
other members of the Money Market and the govermnment. It issues credi iggiruments like bank notes.
Bank notes constitute the bulk of purchasing power of the country. 'Ihec Bank also controls the
credit activities of other commercial banks. Hence a Central Bank exercises great influence in the Money
Market of any counlry. . - : _

1342 COMMERCIAL BANKS

These are the most important institutions working in the Money Markct. They take short penod
foans from the public in the shape of deposits and give short period loans to the people who need them, -
These banks supply credit to the traders and manufacturers. . : o




1343 DISCOUNT HOUSES
' “In all advances countries loans are granted by discounting bills. This is a convenient way of
~ advancing loans for a short period. There are institutions called discount houses, Their main business is

to purchase bills; They also take short period loans from the cominercial banks for carrying on this
discount operations. - . o \ .

13.4.4 “ BILL BROKERS

o Th’ese institutiens {vork'as agens. They bﬁng"‘mgetlwr the sellers and buyers of the bills and get E
_ commission for their services. Sometimes, they also directly.discount th‘e\bills._ . :
.13.4.5 - ACCEPTANCE HOUSES

o Acceb@arllce house ac_c_épf bxlls on :,jbt_:_half of their cusimﬁcfs.' Jhcée_ins’titinioﬁs play an irhportanl-
part in international trade.. The foreign importers make credit arrangements with the acceptance. houses
and exporters draw bills on. the foreign importers. Bills accepted by these instinitions can be readily

discourited f the Money Market, Before the bills fall due, the acceptance houses coltect the bill amount -
* from the importers and meetthe bills. ~They charge commission for their services from the importers.

13.4.6 NON-BANKING FINANCIAL INSTITUTIONS

: Insd‘imt_iq companies and business corporations having surplus-short term investible funds also

- lend to the borrowers in the Money Market.

13.5_FUNCTIONS OF MONEY MARKET

- Moncy Market performs the following functions :

‘Mariet helpslhe smooth working of the Central Bank, _

- The fuhc'_f-.iéns’:'bf.- '-m;efMoney' Market are virtvally the same in all the co’un'tries.: .But the

institutions, instruments and modes of operation are differcnt in diffetent Money Markets.

Check Your Progress - I ., _ o o
- 1i " Whatis Money Marker? H{jw"doés it.dif_fcr from Capif.al Market?




2. Whatare the fanctions of Money Marke? -

---------------------------
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‘136 SECTORS OF THE MONEY MARKET OR
SUB-MARKETS OF THE MONEY MARKET

© 13.61 CALL MONEY MARKET

This market deals with extremely short period loans. Here loans are given for a day, overnight,
~ or-upto a maximum of 7 days to brokers and dealers on stock exchanges by-commercial banks without.
 any collateral securitics. These loans are called Call Loans, because they can be called back by lending
bank concerned at any time it deems it necessary. . - o :
The call Money Market in India refers mostly to the inter-bank Call money market. The surplus =
banks in this market lend to the needy banks. > '

1362 COLLATERAL LOAN MARKET

It deals only with collateral loans that is, loans backed up by securities, stocks and bonds etc.,
where the borrower repays the loan, the collateral is returned; if the borrower fails to repay it becomes
the property of the lender. The borrowers in the collateral market are mostly brokers and dealers if: stocks
and shares and these loans aré mostly advanced by commercial banks to private parties. Some times even
 the smaller commercial banks may obtain collateral loans from the bigger banks in emergencies,

- 13.6.3- BILL MARKET OR DISCOUNT MARKET"
This market deals with short period commercial papers and specialises in the purchase and sale of
various types of commercial bills like bills of exchange, treasury bills etc. The bill of exchange covers
. some commercial transactions betiween the two parties namely the buyer and the seller of the goods.
Treasury bill is a short term government security-usually of the duration of three months sold by the
Central bank on behalf of the govermnment. . ' ' S .

13.64 ACCEPTANCE MARKET

This market deals with bankers acceptance and an acceptance market is one where bankers'
acceptances are discounted. A banker's acceptance may be referred as a draft drawn by a business firm -
upon a bank and accepted by it whereby it is required to pay to the order of specified party or 1o the bearer

a certain specified sum of money at.a specified date in the future. These bankers' acceptance arise out of
commercial transactions both within the country and as well abroad. - T '




137 CHARACTERISTICS OF A DEVELOPED MONEY

' MARKET OR FEATURES OF A MONEY MARKET IN -
‘A DEVELOPED ECONOMY IR

meyh!arketsare of two types organised money arkets and anorganised money markets, -

- Bmﬂysmed, iated, 4n organised Money Maiket is one wheréin the Central Bank is able 1o control credit

effectively along with the operations of differént monetary institutions that make it. Generally ina. -
 developed economy like England the Money Market also will be fully developed and well organised, - :

" wnlike in an underdeveloped or developmg economy. In aléss developed or developed or unorganised.
. The features or the characteristics of a well organised money market that exists in a developed economy
'137.1  DEVELOPED AND INTEGRATED BANKING SYSTEM |

-The banking systém madevelopedcoumry is not 'only well developed but is also weil coordinated

and well integrated. In a'developed country commercial banks in the banking systein mostly deal in short
.term Jogns because their depogits are. of a short term variety. The other constifuents Qf-the-Mon_cyMarkct.' _

- ave also welllinked with commerciai banks a5 well as with the Contral Bank.
1_3.7.2. AN APEX CENTRAL BANK I

' In the developed Money Market, there is always a Central Bank at the top. Itis generally a very

strong and powerful bank exercising effective control on the various constituents of the Money Market,
This bank is the nltimate réservoir of all types of funds whether short term, mediam term or long term.

In fact it is the lender of the last resort. The other member banks borrow from the Central Bank in times o

. of need or in emergencies. o o _ o |
13.7.3  EXISTENCE OF AN INTEGRATED INTEREST STRUCTURE
e Tbadaﬁexemmof m!erest that prevail in the market are properly integrated with éa_ch .other.

exercises control on the functions of the marker.

LY .

1374 EXISTENCE OF SUB-MARKETS

markets snchas bill market, call inarket, collateral market etc. | There are various types of short term
t“man_gmi_p;gns_aqtion_s conducted in the Money Market. Each of these transactions is covered by a

137.5 PROPER COORDINATION AMONG SECTORAL MARKETS

- . TﬁeSéct'oral-mmiéﬁ'ﬁ':édévcioﬁm"kmomy_ db_ not look at cross purposes. There will be good
. dealof coordination and integration in their activities, - T

| 13.7.6 . RESPONSIVENESS

international events, both

Ball mark of & well {ganised moniey market in a developed economy. -

1377 EXISTENCE OF FINANCIAL INSTRUMENTS
V. Aaothe fethre i the avalabilivy of a arge varity of fnancial insiumments ke Bromissory ises,

- - Any change in the Central Bank rate of tic country produces proportional changes in the interest rate in .
 the market. It is through this well integrated and coordinated interest structure that the Ceniral Bank

.-

_In a developed economy the money marke! is characterised by the existence of spe(:lahsedcemral o

MoneyMazket in 311 adVanced economylslnghlysensmve mmﬂ and -
0 the economic as well as the political fields, 18 the sensitivity which isthe -
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- bills. of exchange treasury bills, short dated govemment bonds elc.. The larger the number of- ﬁnanaal

instruments prevalent in the maﬂcet, the more highly developed the market is.

13.7.8 CHEAP REMITTANCE FACILITIES

Ina developed Money Markel famhly exlsls 1o send money from one pIace 10 another and also-
from one institution to another at a low cost. As a matter fact, thiese cheap remlttance facllmes are
essential for the smooth and efficient workmg of the Money Market.

13.7.9 ELASTIC MONEY SUPPLY

The Cenlral Bank must be able to put more money into mrculatlon or thhdraw money from
circulation according to the conditions of demand. In a developed country, the Central Bank can put
money into or withdraw money from the markel through redlsooum operations.

So far we have md:cated the feamres of a. developed money market that exists in an advanced
country. - The abscence of the above characteristics in a Money. Market is an indication of its under
developed character,  Invariably in an under developed economy, the Money Market also wilt be
unorganised or under-developed not presenting those features. We can cite Indian Money Mmtet as an
example of less orgamsed Money Markétin a developmg economy. ) ,

Check Your Progress -1I

1. What are the sot markets of a moncy market 7

...........................................................
................................
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........................................................................................

13.8 MONEY MARKET- IN A DEVELOPING ECONOMY- B

As stated earher, in a developing economy the money market presents all the features of an
unorganised money. Tt is but natural for the money market 1o be underdeveloped as the economy is not

fully developed. Always well organised money: markets are associated with developed economics.

Effective and efficient monetary management 18 not possnble in developing economy. The Central Bank
will not be in a position to control credit and the operauons of the constituents of the mpney market.

" As such money markets' contribution to country's economic development gets reducesds . IE; for example

the Centrat Bank is able to control inflation that takes place during the process of development, the m?é
of growth can be speeded up. The following are the features of an unorganised. money market of;

developing economy.




_'13 8.1 LOOSE IN STRUCTURE

. The strucmreot‘an mganmed money marketwnnheloosc There will notbecoﬂtractsbelween
the units or the constituents, These operations are not homogerieous or identicat they do not perform the
some functions. Some of the components or parts of the money market remain outside the reach of the

‘Central Bank (Example money lenders and indigenous bankers in Indian Money Market). The Central

Bank policies wall not reach them or touch them. As’ a. resuit the, Central Bank's leadersh:p becnmes

nommal
13, 8.2 DIFFERENT RATES OF INTEREST

There will be w1de dxvcrgence in the rates of interest, There will be no relauon between the bank

rate and the market rate. The market rate has little 10 do with bank rate, They differ widely: Even the
. market will not be uniform. They differ from place to place, from institution to institution and
' sometimes borrower to borrower. As a result the bank rate pollcy can hardly be successful in an

unosganised | money market. -
__ 13.8.3 UNEVEN DEVELOPMENT OF COMPONENTS

Al ﬂwcumponent paﬂs of the money maritet are not.evenly and properly developed. . There wlIl _

ot be well develaped bill market and aiso short tenm loan market. Capital market, that is, market for

‘long term loans femains underdeveloped. -There will be no clear cut distinction between iong term - -

and short term loan markets. In these poor countries money market will not be properly -equipped
because of the abscence or partial development of any component part. In such a money market the
development will be one sided. Bill market or acceptance houscs miay be alwgethcr absent.

'13.84 STRUCTURAL INSTABILITY

In unorganised money markets bank failures take place because of lack of stability in the bank
structure and this shakes the public confidence in banking system. This affects the growth of banking and
banking habit on. the part of the people. Commercial banks will not be able to create and disburse credit
in‘the economy. People place confidence only in legal tender money created by the Central Bank in the
form of notes and coins. Cheque system will not be popular and asa rcsult, t:ade beconies dull

13.8.5 THE MONEY MARKET WILL. NOT BE ELASTIC

In an unorganised money market the Central Bank ﬁnds it difficult to adjust the supply of- cua'ency

- - according (o its demand. Asa result t]lere will be seasonal stnngency The rates of interest vary from
* Seasoh 10 season. .

1\1386 INEFFECTIVE CENTRAL BANK

Ina developmg eoonomy wherc the money market is not well organised, the Cemml Bank cannot
effectively enforce its credit policies. Methods of credit control such as Bank rate policy, open market
operations adopted by the Ceniral Bank; cannot achieve the objective for which they are used. In such a

- .. market, methods and instruments-of monetary management may not be fully successful,

'139 SUMMINGUP —

Market fm' short term funds is lmown as Money Market and it différs from Capital Market whlch
is a market for long term funds. The Mone¢y Market is composed of certain institutions like Central.

. Bank, Commercial Banks, discount houscs etc. and performs a number of functions by serviag as a tink”

" between lenders and borrowers of short term funds.. A number of sub-markets integrated ahd coordinated

--Mmeket. Finaily Money Market in 2 developed economy presents certain features which are absent

in'the they Market of a developmg euonomy
: . i Dr. K. Changal Rao
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13.10 SUGGESTED BOOKS _ D

IDM Mithani.. - - - ' - Cm‘rencyandBankmg \ :
- 2. KPM. Sundaram - ' . Money, Banklng and Inlcmatlonal Trade -
3.' A.V.'Ranganaldhachary and R.R. Paul - Currency and Bankmg '

13.11 MODEL EXAMINATION QUESTIONS

L. ‘Answer the fol!owmg qneqtlons in- about 30 Imes each

. What is a Money Market ? Explain its consutucms"

. 'Bncﬂy describe the sub-market of Monicy Market?

What are the characteristics of a developed Money Market? _
. What are the features of a Money Market in a developing Ecoomy?

2 ) A Answer the followmg quest:ons in about 15 lines each
. How does a Morey Market differ from a Capml Market?
-+ 2, ‘What are the functions of a Monc_y Market?

3. Explain a) Call Money Market and b) Bill Market? *

—t
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" MARKET IN INDIA

~ UNIT-14: MONEY MARKET AND CAPITAL

Conuten.ts_.l-.« S
14.0 Amlsand()bjecwes
14.1 Tndtan Money Matket o
142 Structure and Components of Indian Money Market
14.3. Characteristics 6f Indian Money Market IR o . __
14.4 'Diffmnﬁ_éﬁoﬁ Between Organised and Unbfganised Sectors : | : _ S
145 Sub Markets in‘Indian Monéy Markel - 3 S - '

14,5.1 The Call Money Market

14.5.2 The C_ollateral_Loan Market

- 14.5.3 'I“he Bﬂl Markc;

14.6 . Defects in the Indian Money Marker . Do s R
147 Reserve Bank and Indian Money Market . - - - S s
14.8 Vaghul Committee N o S

* 14.8.1 Major Recommendations L . p .

. 14.8.2 Followup Action by the Reserve Bank of India -

149 Need for Long Term Finance or Capital _Mérket - _
14.10 Capital Market : Concept and Components of Tndian Capital Market
14.11 Money Market and Cépita-l Market - Comparison . =~ \
14.12 Classification of Indian Capital Market
14.13 Tndian Capital Market Before Independence
14.14 Indian Capital Market After Independence

. 14.15 Growth of Capital Market in India Since Independence

© 14.16 Siock Exchange and Capital Market N

S 14.|16.1 Characieristics of Stock Exchange _
14.16.2 Control of Stock Exchange in India
14.17 Outlook - - '
14.18 Summing Up L _
14.19. Suggested Books .- T N\
14.20 Modet Examination Questions |

14.0 AIMS AND OBJECTIVES

- In‘the p_;:'évious' lésson we learnt about monicy market in developed and developing countries.
In this unit theé purpose of our study is {0 know all about Indian money markel and capital market - their. ,
- . composition, nature, organisation, {unctions elc. - - : e T o

. "After reading ihis unit yon will be able 1o cxplain -

the nature,.compositiod, constituents and deficiencies in the Indian money market,
Indian capital markel - its composition, and growth before and after Independence,
differérice between capital markel and money market angd their interdependence, and
role of Stock Exchanges incapitalmarker,. . 0 0
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_14 1 INDIAN MONEY MARKET

Ina developlng economy, the Indian money rnarket presents all the feamres ofa lcss dcvcloped or
unorganised money market. It is devided into two parts or sectors. a) Organised money market which is
fully developed and also known as medern sector and 2) unorganised sector. This dlchotomy {division)
indicates lack of integration and coordinadon. The Components (parts,of the organised sector are - the
Reserve Bank of India, the State Bank of India and its associated banks, nationalised banks private banks,

'co-operative banks, foreign exchange banks and in the unorganised sector are included indigenous bankers, -
money lenders (known by different names, marwadies, Sahukars, Mahagans, Seths, Saraffs, Chethiars and

who do money lending business in rural and semi-urban areas), Chit funds, loan offices, nidhis etc. The

leader of the Indian Money Market namely the Reserve Bank of India has no control over lhlS part of the

money market and its control is confined only to.the orgamscd sector.

-

142 STRUCTURE AND COMPONENTS OF INDIAN MONEY
- MARKET _

Structurally, Indian Money Market is di v1ded (as noted above), into orgamsed sector and
unorgamsed sector and each one made up of different constituénts.  The structure and components are
shown in the chart below and 4 delalls descrlpnon of their functions are gwen elsewhere in this book :

~ Indian Money Market .~
Organised Sector ' : ~ Unorganised Sector
1 ' : .
1 - : 1
Co-operative. Banks o Commercial Banks -
. and Credit Institutions L ' _ IR
’ Public Sector | s - Private Sector
| i R [_ o S
State Bank of India 20 nationatised - Regional Scheduled Non-scheduled
and 7 Subsidiaries Banks Rural Banks Banks - .Banks
v . . P ) i . -
e b :
Indian’ " Foreign . :
“Banks : Banks . o

14.3 CHARACTERISTICS OF THE INDIAN MONEY
MARKET

. The Indian Money Market which isnot well orgamsed and is.not closely knit has the followmg_
feamres

Dichotomy : Division of the market into two sectors, orgamsed and unorgamsed with little or no
contact and co-operation bétween them is.the most striking characteristic. On account of this, lack of
inegration bctween thcse sectors, there is a w1de variation n mtercet ratcs current in these two Sectors.

Existence of S em:»govemmem F mancsal Institutions : ln dowias. - DIg commerc:al banks- there area .
_number of semi-govemment financial institutions to be found in the o niséd séctor of the Indian money

market. These: msntuuons prov1db mostly long term credit to industries.




Absence of a Developed Bill Market :  Despite the sustained efforts made by the Rescrve_’-B_ar_ﬂE during
the past several years it has not been possible to develop a bill market in the country. In fact this is the.
biggest obstacle in the development of the money market in: India. :

" No Control onUnorgammiSector : The idigenous bankers have been given virtually qom;é]_e_te'ﬁeédom

to carryon the bugifess in any manner they like. No distinction is being observed betwesn short term and
loag term 10atis, T the unorganised sector itself there is a-multiplicity of interest rates. o

. Absence of Discount Houses : Thé tnain reason for this is the almost complete lack of commercial bills

E‘ﬁsr_ent:e of Inter Bank Market : An important feature of the Indian money market is the existence of '

- the inter banks market in the country. In other words the different constituents of the money market
.., barks can borrow. from each other in times of need. - ' R

14.4 DIFFERENTIATION BETWEEN ORGANISED AND
___UNORGANISED SECTORS - |

e uno&’gamsedsector of the Indian money market may bé differentiated from the organised sector

Blending of Money Lending and Tradmg : The unorganised a‘éehciéé_bf the mbney market such as _mor_iey :
lenders and indigenous bankers conduct mixed business of money lending and trading. _ N :
* Informality : Money lenders and indigerious bankers have informal dealings with their borrowers.

Simplicity : They keep their accounts in a very simple and indigenous -fbl_‘m in the i’r‘ernai;ula(_lahgﬁég.e,."

gven before the repayment of the old loans.

Flexibility : Their loan operations are flexible in natufe. They give loans for all purposes anc new loans
5 w me . P Ty : ) . . N "

Pebenﬁf'3'Céma¢rs with he-Borrowers : Further their busiriess depends on personal contacts with-the

Secrecy of Business - The:ﬁnaﬁt}ihfmaons_of-_thc money lenders and indigenous bankers remain 2
_secret affair. In fine, it is the method of working rather thai in the nature of business that indigenous
agencies like money lenders and indigenous bankers stand in.marked contract with modern institutions of

money market.

145 SUB-MARKETS IN INDIAN MONEY MARKET

In the 1n‘dian'Many Market there are certain subinarkets like the cail money market, the collateral
loan money market and the bill market, which are integral to the main market and through which the
constituents of the markeét operate as lenders and borrowers of short term loans or funds. The

~ composition and functions of these submarl;ets-are explained below. -
1451 THE CALL MONEY MARKET

. In India the call- money market refers o the lending and borrowing of money for d very short
period by the Indian commercial banks from each other. -Borrowing in the call money markét does not -
' require any collateral securities, ‘The operations of the Indian call money market are mainly confined to-
- cities like Bombay and Calcutta, and to some extent, to Madras. The total funds borrowed and lent vary
from day fo day and do not exceed Rs. 70 crores: The miain operators of the call money market in India
are the India commercial banks and some of the exchange banks. The S.B.1. does not participate in .
operation of the call money market. 'Exchange banks like the Grindlays Bank and the First National -
City Bank of New York are the major participants of the call money market. The call money markétin




India has remained underdeveloped. There are widc'_variations in the rates of ihterest_ charged in
Bombay and Calcutta markets. The Indian money market experiences two seasons. 1. Slack Season
(May - October) and 2. The Busy Season (Now.--April). - '

1452 THE COLLATERAL LOAN MARKET

_ ~ Another important consti'tuénl of the Indian mongy market is the qulatggal Money Markét.
In this market loans are offered in three forms : i) Loans ii) Overdrafts and iii) Cash Credit. ‘The loans
are given against collateral securities such as government bonds, shares of first class companies and

- agricultural and manufactured commodities which are easily marketable and do not vary much in price.

A major part the assets of the scheduled commerciat banks consists of these collateral loans.

14.5.3 THE BILL MARKET

In India, the Bill Market was established in 1952. The Indian commercial banks and the fo.rcig'n
banks discount the bills of exchange and other eligible commercial paper of the approved parties. All the
bills internal and foreign and short dated Government securities of 90 days duration, are dealt with by the
bill market. o ' : ST o

There are very few bill markets in India. Even theugh the RBI has announced special facilities o
encourage Bill markets not much progress has been achieved in this respect. Since the major internal
trade of the country consists mainly of agricultural goods, therc is 2 paucity of intemal bills. Therefore, -
the bill market in India mainly exists for foreign traded goods and short dated Government securities.
Efforts are being constantly made by the monetary autharities to develop a good bill market in oir
country. : S .

Check Your Progress - 1 -
1. What are the components of the lndian__monf:y mar'kc_t?_ _
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146 DEFECTS IN THE INDIAN MONEY MARKET  _

i e s N S : .':fﬁu_y' doveloped or
- Thel Money Market, being the market of a developing couniry is aot _
- well or;nctse!:idl;lﬁneymaikct. It has defects, suffers from certain deficiéncies and drawbacks:. Theyan.aas.
foﬂowé.: I ' . o o R : o

) i . ordination ; o divis: di ' ian Market into.
ich d Lack of Coordination ;- The. division or dichgtomy of ‘tl_lc_lndlan_ Mon_cy . _
: fr;:aﬁmﬁ; unorgéngcd sectorsmdmamglack of integration and coerdination among different units or

in the.money matket, The organised sector units of modern well organised and scientifically
(S);céﬁrt?nlgnfﬁ:hlgial '?I}ifs'ﬁtut'ibhé' with ﬂlegggl' at the apex, scheduled and non-s;(l:hcduled commercial b@ks
in the private as well as in the public sectors; foreign banks, post office savings banks and corporative
- banks. ‘The ’miorganiscd.sectors comprises the widely -g{_:_aue{ed,_ mdlgeno_us _bankcrs,-money lenders,
* chit funds elc., unorganised part lacks scientific organisation being unorthodox in approach, stagnant a_nﬂci
- ill-organised. Thus it is characterised as unbalanced and loose, ifs sub co_mponems- having no n.cs wi
the another. o

Dzﬁ‘eremIMeres{Raa‘es and Pohmew ~Due to lack of homogenity in the composition of the Indian -

' is wide divers ot i : -interes! also in the lending
money market, there is wide divergence: not only in the siruc_ture@_f Inercst rates, bu_t 0 in the |
- policigs of the different financial institutions. - Money lenders especially charge cxorbl_tam rates of interest:
and lend mainly for unpradupti\_re_purposes__. Lo e . - e -
Inadéqu&t.e..Co.;:lirbl by.:rhe Ii’:BI _-I T'hé._CeﬁtraI: .Bank of India - ﬁainely the RBI which_ thf‘:\s_upr'emc
monetary authority in the country has no adequate control over the policies and functioning of the

unorganised part of the money market, which is quite {3_1_‘3;&_: _in size¢ and plays a signi‘ficam. role ip Turat ‘

finance. ' .

Inelastic. and Unstable :* The Indian Money Market is inelastic - it cannot adjust mMoRey supply as per

its demand and is not stable due to lack of effecii ve control by the RBL Instability due to bank failures
'S cmﬁdgnce; Inelasticity and mistability stand in way of rapid economic development

Underdeveloped Bill Market * The bill market which is-an important constituent of the organised part of
the money market, is also underdeveloped in India, As compared to advanced countries, there is a.great
paucity of sound and f.ir.Sl.fcla,ss._;commer_cial'bills of exchange in our- country. -Indian traders resort to .
hundies, rather than dravy bills of exchiange. Further there'is a lack of standardisation in drawing of bills
and hundies in India, o S _ - et IR S S

" Again the banking habit is not much dévelop‘ed in 6ur_-c'(')untry; So cash Lrér_nsai:t_iané are more

populat-than credit transactions. As aconsequence of all these conditions, no adeuate supply of bills can

takephce.- :

Absence . .anker’s Ar:&ept&nc_é : Therte is no development of bankers" acceptance credit by the banks in
India, o ' ) o _ : : :

s

Inadequaie Banking Facilities - India is a vast country which i partly served by banking insﬁtutio'ns.

They are grossly inadequate: in_nmn‘ber.and-coveraga. “This led to the domination of private individuals =

- like money lenders, indigenous bankers, etc. These people combing money lending and trading activities
and work . with Tueagre funds. : Their financial resources are madequate with insufficient t0 meet the

147 RESERVE BANK AND INDIAN MONEY MARKET

. The Reserve Bank of India has taken various measures lo improve the existing defects and 10

develop é's‘ou__nd money markét in the country. Tmporiant among them are :

i) Through the introduction of two schemes, one in 1952 and the other in 1970, the Reserve ._Bénk '
. has been making efforts to develop a sound bill market and to encourage the use of bills in the banking
- -®ystem. The variety of bills eligible for use has also been entarged. - o Co : . I




i) A nuinbe_r of measu:é_s_hav@ been takent 1o imbrbve' the functioning of the ihdigenons banks.
These measures include: a) their registration; b) keeping and auditing of accounts; ¢) providing financial

~ accomodation through banks; etc. .

iii) The Reserve Bank is fully effective in the organised sector of the money market and has evolved
procedures and conventions to integrate and coordinate the different components of money market. Due to
the efforts of the Reserve Bank, there is now much more coordination in the organised sector than that in
the unorganised sector or that between organised and unorganised sectors. c .

iv) The difference between various sections of the money market have been considerably reduced,
With the enactment of the Banking Regulation Act, 1949, all-banks in the country have been given equal
treatment by the Reserve Bank as regards licensing, opening of branches, share capital, the type of
loans to be given, etc. ' . ' R S o

v) In order to‘develop a sourid money market, the Reserve Bank of India has taken measures 10
amalgamate and merge banks-into a few strong banks 8nd given encouragement to the expansion of
banking facilities in the country. : ' . o

vi) The Reserve Bank of India has been able to reduce considerably the differences in the interest rates '
between different sections as well as different centres of the money market. Now the interest rate structure
of the country is much more sensitive-to changes in the bank rate.”  ~ - R :

Thus, the Reserve Bank -of India has succeeded to a great extent in improving the Indian money
market and removing some of its serious defects. But, there are certain difficulties faced by the Reserve
Bank in controlling the money market : o : : o

i) The absence of bill market restricts the Reserve Bank's ability to withdraw s@rplus funds from the
money market by disposing of bills. . o
iil} The existence of iﬂdigenous bankers is the major burdle in the way of integrating the money

iii)y Inadequate development of call mohey market is another difficulty in controlling the money. . '
market. The banks do not maintain fixed ratios between their cash reserves and deposits and the Reserve
Bank has 1o undertake large open market operations (o influence the policy of the banks. '

145 VAGHUL COMMITTEE FOR THE DEVELOPMENT OF

- Shri M. Vaghul. The Working Group submitted its Report on January 13,1987, -

INDIAN MONEY MARKET

For developing the .x'noney. market._. it is felt nec_csséry by the Reserve Bank to _have a
comprehensive review of the money market. As such, the Governor of the Reserve Bank of India
appointed in September, 1986, a Working Group on the Money Market, under the chairmanship of

b

14.8.1 MAJOR RECOMMENDATIONS |
The R;epbrt makes a number of observations and recommendations. There are as follows :

1. The presém interest rate ceiling on the call money fixed by the Tndian Banks Association should be
abolished. The call money rates should be freely determined by the market forces, D

. 9. ‘The Call money market should strictly be an inter-bank mark_ei .
3. The interest rate on inter-bank term deposits _St_iould be determined by thie market forces.

4. A genuine bill culiure 1s to be de_velbpcd by taking a number of posi;ive measures perfaining 1o
ifterest rates and legislative amendments. ' : o o _ -




The government should trake payments foe al codit purchases inthe form of bill.
“The maximum discount gate on bills shouid not excepd an equivalent effective interest rate of 16%. - -

Further rediscounting by the institutions should be freely permitted.

© M e W

'I'hem:eslraic on short-term commercial papers showd be freely determined by the market _fofc'es. '
9. There shoitid be no restrictions on the participants in thc commercial paper market. o
10, To de't.'e'_lop an active.set:ondai'y;matke{ in 182 dayé;:'.f_’l_‘feasury Bilis, let there be a Targe numberiof

participants who will bid regularly in the auctions; then, there can develop a porifolio of yaxying_ B
matarities, - - ' ' . o

- 11._By April, 1987, a Treasury Bill Refinance Pacility should be introduced. The refinance rae should
be at least 1.5 percentage points higher than the prevailing Treasury Bill rate. - | _
12, | The Finance House of India is-aﬁ.auionomous_ pu'b}i';i -»'Iimiled company should be -'establishe;l o
deal in short-térm ‘money market instruments. It should be jointly formed by the Reserve Bank, thc_
public sector banks and thé financial institutions. . R _

13. Bach ﬁeiv-’-iﬂét'rument iritroduced in the money market should have been approved by the Reserve

14.  The stamp. duty on bills must be abolished.

1482 FOLLOWUP ACTION BY THE RBI

_ During 1987, the Reserve Bank of india has taken the following measires o implement the
recommendations of the Working Group : el N RS

i, With 3 view 1o make bill fina cing attractive 1o the borrowers, from April 1, 1987, the effective - - . RS
mmwmmbiﬂthscmm&gfarcmegmes subject to the maximum lending rate has been fixed at-a rate - o
one percentage point lower than the maximgm lending rate, I R
TR In order to attract addmonal funds mto rediscount markét.'-the cei!_ing on ﬂ1c )bllI rcdlscounungraie ’
has been raised from 11.5% t0125% - ST ' 3

m) . Access 10 bill rediscounting ‘market has been incmaééd by 'séie_é_tively inci'eé.s.ir.)'g-;the_ nqﬁ‘nber- of
participants.in the market. e ' L '

9 In onder W provide reater liquidity to banks' holding of 182 days Treasury Bill, 4 183 pa
- Treasury Bill" Refinance facility has been introduced. | 8 4 S“’Y . a--.- Pays _

vi). A-decision has been taken 1o set up Finance House jointly;'by the Reéserve Bank of In.d’ bii
sctor banks and the financial institutions. 0 O

Al these recommendations arc worth considering,

o B anening fo note. that following ‘the recommendation of the Vaghul Committee, the
memof India has set up the Discount and Finance House of India Limited (DFHI), in April.
1988, with & view to provide liquidity 1o money market instruments. - ' R
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Check Your Progress - IT |
l . w]la . ~ ) - : ) . ] . . . -
t are the measures adopted by the'Reserve Bank of India to improve Indian money market?
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1.9 NECESSITY OF CAPITAL MARKET OR NEED FOR
" LONG TERM FINANCE

: Finance is the life biood of industry. Industry requires finance to carry 01 its productive actvity.

In the absence of adequate industrial finance no industrial development is possibie. Indusirial finance
implies the provision of finance for the organisation of production activity by various types of industries.
It is absolutely essential that industrics should get sufficient finance for their development and expansion.

Broadly speaking industries réquire two types of finaﬁce or capital - Short Term and Long. Term.

- An industrial enterprise requires short term finance for the purchase of raw materials, for the payment of.

wages, and for meeting other day o day requiresents. Such short term finance 1s also known as Working
Capital. Long term finance is needed for purchasing land, constructing finance is also necessary for
extension or expansion, reorganisation, renovation and. modemisation programmes. Long term finance is
also known as "Block” or *Fixed" Capital. Such long term Finance involves a period of 3 years and
above. : ' . . o C

For an industry there are two types of sources of finance viz., intemal and external. An enterprise
may finance its industrial production through internal SOUrces. The depreciation fund, Reserve Fund, and
retained profits are examples of internal sources of finance. Extemal finance is raised. from external
sources which are out-side the buginess - that is from Capital Market. ‘ S

]

s

370 CAPITAL MARKET: MEANING ™ COMPONENTS IN
30 COVIAN CAPITAL MARKET

'Capital Market is the market for long term funds, just as the "Money. Market” for short term

funds. It refers to all facilities and the _institutional arrangements for the borrowing and loaning of
term. funds. -1t is a'vehicle through which long term finance is channelised for various needs of industries,

s




"_commierce, Government and local needs. According to W.H. Husband and J.C. Dokerbay “the Capital
Market is used to designate activities in long term credit whiéh is characterised mainly by securiues of
investment type.” But the term Capital Market conveys a wider meaning in view of its varied functions.
Livington remarked-that in a developing economy it is the business of the Capital Market to 'faci_‘htal_c
the movement of the stream of command over capital to the point of highest yield. By so-doing it

marks control pver resources to pass into the hands of those who can employ them most efficiently,

therebv increasing Productive Capacity and swelling the national dividend. Arun K. Datta.Gupta wntes
* that"the Capital Market is complex of institution investment and practices which establish link
_ between the demand for and supply of differeatyypes of Capital funds” . - - o e

It should be noted that it does not deal in Capital goods but is concerned with the raising of moriey '

capital. In our country the demand for long term moncy capitai comes predominantly from private sector
manufacturing industries and from the government largely for the purpgse of economic development and
o 4 very small extent from agriculture. The supply of funds for Capital Market comes largely from
individnal savers, corporate savings; banks, specialised financing agencies and the government. Among
institutions (a) commercial banks are important investors but are largely interested in government
. securities and to a-small:-extent in debenturés.  (b) The LIC is of growing importance in.the Capital
- Market through its major interest is still in government securities.  (¢) Provident funds constitute a
major media of savings but their investments too are mostly in government securities. (d) Specialised
ingtitution set up since independence namely the Industrial Finance Corporation of India, the Industrial
Credit and Investrment Corporation. of India, the State Finance Corporation, the Industrial Development

Bank of India, the Unit Trust of India - all'these aim at providing long term capital- market is also -

composed of those who demand funds (borrowers) and those who supply funds _(lenders).'

An ideal Capital Market "attcmpzs o provide adequate Capltal at rcéso_nable rate of return for any'

buosiness or industrial proposition which offers a prospective yield high enough to make borrowing
worth while. . The expansion of the corporate enterprise sirice the beginning of Planning in 1951 has

" necessiated the development of the Capital Market in India. An efficient Capital Market is an essential
prerequisite of economic development and the development of Capital Market in a counlry is dependent -

upon the availability of savings, institutions to bring the investor and business activity together for
- mutual interests, regulation of investment etc. o f- o .

14.11 MONEY MARKET AND CAPITAL MARKET -
A COMPARISON | ' S

The distinction between "Capital Market" and "Mbney_ Market" is Significan’t. Funds are required

for short periods or for long periods. Capital Market refers to the market for long term funds while

Money Market refers to the market for short term funds. Capital Market itself may be divided into two
types viz., the market for old capital and market for new capital. The market for old capital is known
~as'the Stock exchange and it deals with the transactions of sharcs and dcbentures of old and established
. companies. The market for.new capital is the market in which stocks and shares of néw companies are
bought and sold. Thogh we can clearly distinguigh the money marke; and capital markets, man'y writers

use the term "Money Market” to include both the long term Capital Market and the short term money -

market proper.

; There igfhowever, a clese relationship between the Money Market and Capital Market, For one -
thing, the Capital Market depends upon the Money Market for finance. This is particularly true of the

. old Capital Market. For another, the same institution deals both in the money market as well as in the.

Capital Market. For example the commercial barks in India lend funds both for short periods as weli'as

for long pgr’ir',_»ds. Again the Money Market and Capital Markct are interdependent. For instance,
a relative rise in the rate of interest in the money market may increase the demand in the ‘Capital Market
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and a relaéve mcrease iﬁ the y:eld m the Capital Markfét"}isil,l increase the demand in the l'\/:[oney Market.
 Thus, the two markets are intimately related to each other and make writers speak of the ifmer or money
market proper and the duter market which inclndes the Capital Market also. L S

1412 CLASSIFICATION OF IN]T)I;AN____CAPITA_L_"MARK_ET'.__

: The Capital Market in India may be classified into two categories viz., organised and unorganised.
- In the organised sector of the Capital Market demand for long term Capilal comes from Ccorporate .
enterprises, Government and Semi-government institutions requiring funds for various development

*activities. ‘The sources of supply of funds comprise individual investors, corporate and institational
investors, like banks, investment trusts, life insurance companies, finance corporations, Government and
institutional financing agencies. On the other hand the unorganised sector of the Capital Market consists
of indigenous bankers in towns, and Money lenders in rurat areas and there is no close contact between its
different constituent. This sector is more or less cut off from -the organised sector, and the supply of

- funds at their disposal falls short of the requirements made on:them. “Mostly these bodies finance
.consumption rather than production and the rates of interest charged by them are exorbitant, -

o

14.13 " INDIAN CAPITAL MARKET BEFORE
INDEPENDENCE =~ .

- - -~ The Capital Market in India was not properly developed before Independence, In the first place,
. agriculture was the main occupation but there was very Little of organised term lending to the agriculturat
“sector. Secondly, the growth of the securities market was very much hampered since most of the English
enterprises in India looked to the London market rather than to the Indian Capital Market. Thirdly,
the total number of companies was small and the number of securities traded on stock exchanges was still
. -smaller.. A large.part of the Capital Market consisted.of the gilt edged market for government and.
" semi-govemment securities. Fourthly, individual investors, were very few limited to. the rich classes in
-the urban- and rural arcas. Besides, the government had placed many instilutions for the institational
savers such as banks and insurance companies and naturally they had-to prefer government securitics and
to a small extent only debenmres. Fifthly, the managing sysiem performed to some extent the .
functioning of promotion, issue and wndérwriting of new capital issues and these prevented the
-development of specialised issue hou’ses,\so Common in westem countries. -Finally, there were ng
specialised intermediaries and agencies to mobilise the savings-of the public and channelising them to
investment., Such institutidns were started only after Independence, - ' . _ S
Check Your Progress - III
1. Howis i€ Capital Market of India composed ?




14..14 INDIAN CAPITAL MARKET AFTER INDEPENDENCE- :

The need for an prderly and well developed Capital A vas felt with the lunghing :

! : nd _ pital Markel was felt with the launghing o fi
plans to Usher in rapid eConomic developmem. Devclopment - more so industrial de\g'elogﬂ?en:vl;:igeg
upon the supply of enormous funds for investment purposes. Hence the Govemmert of India t l%
number of measures to develop further the Capital Market i India. “ - o

13.15 GROWTH OF CAPITAL MARKET IN INDIA SINCE
INDEPENDENCE 1A SINCE -

Till recently India sufferedvfor want of adcquatc.instituii’ﬁnal f'rarﬁ | |
_ e work. However, years after
. Independence measures have been taken to ‘. bring about a moderately well balancedys&uctufal '
development in the Indian Capital Market. Some of the noteworthy developments are reviewed hereunder.

L The Government of India took pains to institute elaborate legislative measures (0 safeguard the -
interests of the investors. These measures have helped to boost confidence in the investors minds and
reduce the trouble of promoters in promoting investments. The Companies Act, 1956 intends o
establish an integrated relationship between the promolers investors and‘the corporate management. The '
strctural altemnations it has made in the matter of prospecius, allotment of shares, terms and conditions
of ﬂola'tion of shares etc. have enabled a marked rise in the market for investment in joint stock
companies. T .

The capital issues control order was promulgated for the first the time on 17th May, 1943 to
check inflation. The Capital issues (Control) Act, 1947 and its amendment in 1956 have as their
objective the securing of a balanced investment of the country's resources in induiry, agriculture and
social services. B . ' o

The securities contracts (Regulation) Act, 1956 is to regulate the activities of stock exchanges.
Under the Act, only those stock exchanges that are recognised by.the Central Government are permitted
to carry on the business and the government empowered itself with the light to derecognise a stock
‘exchange in the interests of trade and/or public. The Act also Iaid down certain provisiens for listing of
securities so as 1o eliminate the scope for marnipulations. The Act intends (0 give a fillup to the
confidence of the public and this czeate a healthy and strong investment market.

. The Insurance Act, 1938 .togethcr with the Life Insurance Corporation Act, 1956, as also the
" provident Fund Act and Ruiles 1957 have been designated to remove the evils"of the misuse of the funds

and discourage concentration of capital.

. The Deposit Insurance Scheme, 1956 offers insurance agéinst funds deposited in the commercial
" banks at specified levels and at specific rates. Thisisa positive measure 10 encourage savings habit in
the public. The Monopolies and Restrictive '}"rade Practices Act, 1969 ensures that there is no

concentration of economic power.

7. Since independence; particularly after the beginning of the era of ‘planning, various ingtitutions
cet the long term requirements of the development programmes of the country.
ade in 1948 with the setting up of the Industrial Finance Corporation of India.
Now, almost cvery state in the country has a state Financial Corporation besides these we have Industrial
Credit and Investment Corporation. of India and the Industrial Development Bank. of India. The Life
Insurance Corporation of India and the Unit Trust of India have also been showing increasingly active

interest in strengthening the Capital Market. -

have come up to m
A beginning was m

3. Coinmercial Banks have also been contribution indirec'tt'); to the growth of Capital Market in
India not only by granting of more advances against shares and debentures, but also making available 0

finance corporation through purchasing of sharcs, dcbentures etc.
4. Underwriting activity is continuously on the rise in India. All financial iﬁstitutibns including
152  the commercial banks have been given great impetus to this activity. o C



. L n incentives are provided to encourage the savings anq investment in sh Tax exempt
“ig 5'vei$ m certain amount of income derived from invesiments in UTI or shares in Indian Companies,
singa:ﬂ approved niral debenfures etc. Exemptions are applicable even to wealth ax over investments
| yils are under curren itly for the integration of organi organised sectors of the
. Trails are under current constantly for the integration of organised and unorgani f1
Ca?)ital ‘Market. ‘The attempts to coordinate both the segments of the, investment market i.¢., Capital
Market and Money Market, are progressing steadily. : - _

B

_ o . co - ; ontion for | ital issues by the COHIT.I'O“GI' of
7. With a view to quicken the disposal of application for fresh capital iss es by .
Capital Issues certain guides were issued and this led to an end of a long and’delayed processing of
application for the issue of such shares by the Controller of Capital Issues due to 1'nadcquate'1nffonnat10n :
provided. by the applicant largely owing to the absence of any codified guidelines on this important

aspect.

14.16 STOCK EXCHANGE AND CAPITAL MARKET

" .- . 'The Stock Exchange is the market where stocks, shares and other securities are bought and sold. .
It is the marker where the owners may dispose of their securities as and when they like. It is an

 “essential concomitant of the capitalistic system of economy, indispensable for the proper functioning of
corporate enterprise”. : . : . o

In a'modern capitalist economy, almost _al.l commodities even the smalles, are prorduccd ona .
large scale; and large-scale production implies large amounts of capital. The joint stock company - or

the corporate form the organisation - is ideally suited to secure’ large amounts of capital from all -
those who lave surplus funds. The joint stock company issues,stocks and bonds and enables those

. who have surplus funds to employ them profitably in ‘either of them according to their convenience
and temperament. An investor who puts his savings in & company by buying ils securities cannot get
the amount back from the company. The only way the capital invested in stocks and shares of a joint

* stock company may ‘be realised by its owner is through the sale of those stocks and shares to others.
The stock market or exchange is a place where long-term commitments or investments are bought and
gold. ‘For the existence of capitdlist system of economy and for the smooth functioning of the corporate
form of organisation, the Stock exchange is, therefore, an essential institation. '

14.16.1 CHARACTERISTICS OF STOCK EXCHANGE

Whatever may be the differences in constitution, organisation and functions between stock -

~ exchanges in different part of the world, there are certain common characteristic features of stock
exchanges all over the world. : A . b T

The stock exchange is a voluntary association; either it-is a private club or a private or public
~limited ¢ o ~ony, Rarely it is operated under government control. The stock exchange itself conducts no
_business bu. serely provides facilities toits members to transact business and regulates their operations.
It attempts t¢ maintain and promote high standards of commercial honour and business morality and
integrity among its members. 1t constantly endeavours t0 safeguard the interests of both its own -
“members and of the general public. : o

-, BEvery organised stock exchange is managed by a governing commitice Or managing committee
- composed of ¢lected members. The managing committe¢ exercises rigid control ¢ver the members
through the- disciplinary powers granted to it by its constitution, and its control covers activities relating
directly or indirectly to the dealings on the floor of the stock exchange. It deals also with the manner and
. the method of dealings with customers. . Penaliies such as expulsion, suspension or fine according to the
- vature of offence and gravity may be meted out by the managing commiitee to the erring members. . ¢

_ Membership of a stock exchange involves great responsibility both to fellow members and fo
clients. ‘Therefore, every organised stock exchange has strict rules governing the admission of new
members. If a stock exchange is of the nature of a private club, a person is admitted to the membership
after he has been recommended by a certain number of older members and elected by the maiaging
committes. In the case of ‘company exchanges, members have to acquire a share of the company eitlier
from the Board of Directors or from an outgoing member, ’
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. The immediate circumstance which led to the Indian Government's interest in stock'exbliange

- reform was the spectacular post-war boom in indian Stock exchanges during 1945 and 1946. Dr.

P.J. Thomas was asked to undertake a compréhensive study on the subject,. Dr. Thomas make many

-useful recommendations for the reform of the Indian stock exchanges. Two more committees followed -

one of which was presided over by A.D. Gorwala - and vltimately the Securities Contract (Regulation)
Act was passed in 1956 based mainly on A.D: Gorwala Committee’s report. Some of the important

provisions of this Act are summarised below.
Recognition : Only stock exchanges recognised by the Central Government are allowed 1o functions,

'f&t:C_Otding to'the Act, seven exchanges have been recognised so far by the Government. A stock exchange
is recognised only if the Government is satisfied on three points : : . B

@ The rules and by-laws of the stock exchange applyirt"g' for recognition will ensure proué.cti_’on of
depositers and fair dealings in general; _ _ . :

B Itis in the interest of the irade and also in the interest of public; and

¢) The applicant stock exchange is willing-to accept and abide by conditions and nules imposed by the
Central Government, - ST . !

s

Powers of the Central Government : The Central Government has been vested with powers 10 k:ontr&;l,

- the working -of every stock exchange in the country, The Govérnment has the power 10 prescribe the

qualifications for members of stock exchanges, the maintenance of accounts by members, the
representation of the Government on stock exchanges, and so on. The Government has also the extreme
powers of superseding the governing body of a stock exchange, and appointing any person of persons
to exercise all the power and perform the duties of the governing body, and can also withdraw
recognition grantéd to a stock exchange. Besides, the Government has also the power to suspend its
business for a period of seven days (extendable to longer periods) if considered essential in the public
interest, ' ' ' : . : :

14.17 OUTLOOK

The Indian Capital Market is now fairly well developed to make much needed resources available
for bolder economic planning in the economy. Besides instimtional planning, we need enterprise and -
thrift to achieve economic growth,” The limit to financial resources is never an absolute one; it is related
to the quantity of effort that is brought to bear on implementation of projects; on enlarging ‘their.

surpluses and on preventing through fiscal and other measures of leakages of resources and to

consumption or non priority invesiment so what is needed from the long term interest of the country is
the right kind of effort to explore the resources. - - : ' o

'14.18 SUMMING UP

Money Market and Capital Market which are interdependent are necessary for smooth functioning
and orderly growth of the Economy. Money Market in India composed of ceriain sub-markets like Call
Money Market, Bill Market etc., is divided in to Organised and Unorganised sectors presents all the
features of a developing market. Reserve Bank of India took various steps to integrate the market by

 bringing into its foid the components that lic outside its purview and its efforts are fairly Well rewarded
. when sheft term funds are made available by the Money Market to meet their working capital needs,

industries further need long term finance. This is met from Capital Market. Stricily speaking Capital

. Market did not develop much before we got Independence as-there was little effort for development. The

real beginning was made with the establishment of IFCI in 1948. Since then it is fast. developing.
A wide variety of financial institutions have come up to cater to the needs of industrial dcyelopmenl. '




Alongwnth Lhese msuluuons Stock Exchanges whleh arg ixueg{al for corporale growth, have also g‘rOWn
in number and size. Nevertheless Indlan Capnal Market Kas 10 go a long way to become fully developed

and well orgamsed.

.- Dr. K. Changal Rao.
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MODEL EXAMINATION QUESTIONS

I.

II.,

:°.°°.-r.c~m.#

S o o

[
-

Answer the following questions in 30 lines each,
What are the featires of the Indian Money Market?

Briefly describe the sub-markets in the Indian Money Market.
What are the defects in the Indian Money Market?

- What are the measures adopted by the R.B.L to develop Indzan Money Market?
What are the major recommendations made by the Vaghul Cominitiee? '
What is Capital Market? How does it differ from Money Market?

Trace the growth of the Indian Capital Market since 1947, -

Answer the following questions in 15 lines each
How is the Indian Money Market divided? -

2. What are the componcnts of the Indian Money Market?

el

10.
11. What is a Stock E-xchange? Explain its role in the Capital Market?

What are the features of the Unc-rgamscd sector of the Indian Money Market compared to
Organised Sector?
Distinguish between Call Money Market and Bill Market.
Whalt are the terms of reference of Vaghul Commlttee’?
“Why do industries need long term capual" R
What are the government policies that influence the Indlan Capltal Market‘? _ |

- “How is the Capital Market India classified?

What were the reasons for the slow growth of Capital Market in India before 19477
What is-the purpose of the Securities Contract (Regulation) Act, 1956?
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UNIT-15 : BANK NATIONALISATION AND
~© ADVANCES TO PRIORITY SECTORS

Contents

15.1 Introduction to Nationalisation of Commcrcial. Banks in India
152 Conditions on the Eve of Social Control and Nationalisation
15.3 Social Control in India '

154 Causes and Case for Nationalisation

15.5 Nationalisation of Commercial Banks -

15.6 Nationalisation and Progress of Banks

15.7 Priority Sectors and Their Advances

15.8 Summary, Evaluation and Conclusion |

159 Suggested Books _

15.10 Model Examination Questions

15.1 AIMS AND OBJECTIVES

* ¥ ¥

This lesson explains the causes that led to nationalisation of 14 scheduled banks in 1969.
Progress after nationalisation, both quantitatively and qualitatively, and strides especially in the fields of
priority sector are presented, ofcourse with evaluation. - _ - R

~ After reading the unit, you will be able to

analyse the conditions ef banks before nationalisation of banks in 1969,

explain the causes and reasons for nationalisation.of banks, '

progress and achievements in the modern banking system due to nationalisation of banks, and
discuss the changes in the allocation of advances to the priority sector after 1969.

151 INTRODUCTION TO NATIONALISATION OF

COMMERCIAL BANKS

 Commercial Banks are important in carrying out monetary policies in any economy., ‘In India

. money market commercial banks play vital role in mobilising and diswibuting deposits and credit.

Efficiency of the banks, coordination among banks promotes rapid growth. Regulation and control over
commercial banks is increasing 10 meet the ends in India. Reserve Bank of India was nationalised on
Ist January, 1949 fo initiate the process of development and to manage monetary sectdr. Later it was
felt that our economy can make rapid progress, with the nationalisation of commercial banks.

Nationalisation means bringing the unit or bank under the control of hublic sector or government
by transferring the ownership and management. ' : ' .

Left political parties, socialists and Jeft congressmen were advocating for the nationalisation o
promote growth and welfare. Nationalisation of commercial banks along with development of public
sector, they argued, will be more effective rather than leaving the banking system to the privaie sector.
Protogonists of capitalism plead the prominence of ‘private sector, as they feel that it promotes
competition and cfficiency regarding optimal utilisation of resources. During 1991 global changes, and
domestic crisis, heralded-the resurgence of privatisation (it) not in banking sector, but industry sector and

other areas.



B IR o s dependence, we will be SRR
Chronélo, callyxfwcobservemechanges.matmmcemIndla_smcem‘ % ve wil
~ able 10 peruse thg1 performance of banking system in geagal-mdcommemalbanksmpampular. U o o

Accdrding to R.S.Sayers the reasons for results of nationalisation of Banks are as follows.

1. Wasteful competition will be eliminated and efficient Runctioning will be promoted,
. High degree of cooperation and coordination can be secured andintegration will be realised.
3. Monetisation and creation of credit money will be according to the guidelines of central bank,
rather than for making profits, . - S : : _
4. Transition from capitalism to socialisth can smaothly take place through nationalisation, |
-Apart from the above mentioned reasons, nationalisation may be done 10 strengthen banking.

Systcm. 10 ¢liminate concentration’ of economic power, (o promote productivity, welfare, efficiency,

deve_lopment_-andsoon__,‘-. o o ' ' : S

152" CONDITIONS ON THE EVE OF SOCIAL CONTROL
"AND NATIONALISATION OF COMMERCIAL BANKS

There was a sea-change in the composition of commercial banks afier indepcndehce, - The
conditions that prevailed-in 1960's induced ih - government 1o impose social control in 1967. Two years
later economic, political and social factors led 10 nationalisation of major commercial banks. - After

independence the following changes took place. '

‘Table1s)
Conmfcz'afﬁank;{wid Indicators Before 1969 o / .
Yer C 1951 W6 jge9

Nomber of Schoduled Banks - o - g
Number of Non-scheduled Banks 474 : - 14

TowlBaks 5 o o 85
ToalNo.of Branches 45, - 8262 -
Doposis (s, Cror) ——gpp e
Population Per Office - B _ 98,000 60,000 : '

No.of employees: s 79000 2,20,000

~ 7 Non-g 1eduled banks were amalgamated into big banks and income part of schedted banks; even
. was reorganisation of Scheduled banks after 1950. This fact is reflecied in"Table 15.1. Total .
t_mml_a_ct of banks (not their branches) ‘was 85 in-1969 against 566 in 195 1. Despite, the net work of |
banking system was improved, this is indicated by their number of branches and deposits, S
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Branches have shown a growth of about hundred ing ; | .

. Br ) percent during 1951-1969. In the same period
o 000ts mcr(;au?:g if;rloi:; 51?939 crores (0 Rs.10,63§ crores. On an average one bank was availalsznfor
60:000 populpopulation. . Due to rapid 1.ncrease in bank branches, cgch bank was available for every

In June 1969, rural areas had a share of 22.4% of total bank branches, though rural population was

80% in the country's population.-

o In the year of -!951-, bank advances were Rs. 584.6 crores against Rs. 3,064.4 crores in 1968
Priority sector like agriculture received small proportion of advances. Agriculture had a share of méagre;
0.3% o_f total advances in 1968, compared 10 2.1% in 1951, Indastry shares were 67.5% and 33.5%
ic;ggcuvely. Personal and professional loans' share decreased from 7.3% of advances in. 1951 {0 3.7% in

Deposit Insurance Co_rpo:_rg_lion Bill of 1961 gave guarantee to the depositors and bahking
regulation acts strengthened functioning of banking system. Need for the reorganisation of rural credit

widened branch net work. Yet, commercial banks could not fulfil the requirenients.

Commercial banks were mainly concerned with the maximisation of profits," Because of that,
pany (new) branches were opened in urban and metropolitan areas rather than in rural areas. Priority
sector like agriculture, self employment and personal loan sector were neglected. Concentration of
economic power increased. Not only the bankers could control many resources, their directors were
granting advances to their relatives and interested persons. Large scale industries, big industrial houses
were getting major portion of bank advances. Small scale industries, the potential sector of employment,
could get the advances to the extent of 8.3% of total bank advances in 1969. Regional imbalances were
increased, rural areas were neglected, rates of interest were not uniform, regulations could not channalise
credit in the right directions. Alternative sources of credit were not available to the required evel:- With
this backdrop social control and natipnalisation became imminenLin our economy. ' :

153 SOCIAL CONTROL IN INDIA

Indian government was not ready to nationalise commercial bariks, after the establishment of
State Bank of India and its subsidiaries. Many felt that the objectives can be achieved with the
imposition of control over commercial banks rather than nationalisation them. It can save government
from paying compensation. The fear of socialisation can be allayed due to social control. It avoids red
tapism and continues o achieve cfficiency due to competition both from public sector banks as well as

private sector banks.

‘Social 'cbntr.ol ovér cbtﬁrhcrcial pbanks was anhounced ia Lok Sabha on December 14, 1967 by the
then Deputy Prime Minister, Mr. Morarji Desai. According 1o. this, banks have to follow the directions,

" advices of the government or its agency 1o meel tire social chjectives. Purpose of social control was

prevent concentration of economic power, promote credit and 10 avoid malallocaticn and misdirection of

credit.
Govemment'has undertaken two measures to implcmcn
National Credit Council and (2) enactment of banking legislations

1968.

National Crcdit Council is an advisory body. It was set up on 2_‘2-12_-19_6_‘}' 10 assess qreqn
requirement and its allocation among different sectors. This will determine requirements of priority
sectors like agriculture, small scale industries etc. 1t helps in opiimising the use of financial resources by

d investment policies. Prioritics for the grant of loans will be determined by it.

coordinating the credit an : ans will _
Finance Minister is the Chairman, and Governor of the RB.L s the Vice Chairman, the other 23

members will be officials and representatives from different SECLOrS.

t social control (1} establishment of
like Banking Laws Ammendment Act,

Banking Laws (Am_cndmcnt) Act of 1968 provided changes in the constitut_iun of the board of

directors of any bank. ‘Majority © _
experience and krowiedge in different figlds. As per this act Reserve Bank can remove chairman of any

bank. R.B.1. has powers (0 issuc directives to banks regarding the quantity and purpose of the advances.

£ directors ought lo be from nonindustrialistsbut should be those having



‘Without permission of RBI no bank can grant 2 loan of Rs. 1 crore or above. . Act of 1968 gave
additional power tc RBI and erring banks can be laken over by govemment 1f they do not heed the
directives.

Even before realising the resulis of social control .go-\;emmeot nationalised :héjor commercial

The 1mpact of 1965 war, fallure of harvests, mdusma] recession led to the dcepcnmg of crisis in
Incha both the real and monetary sectors. :

~ Social control madc the dlrectors 1o find out the ways of evasmn Board of directors had ro
cohesion., . .

As the alternative sources of credit were limited, even under the conditions of social control
' commerclal banks didn't change their lending pollCleS ' :

15, 4 CAUSES AND CASE FOR NATIONALISATION

" For. early reallsauon of objectives of social control nauonahsatlon of big banks-was only the
alternative, Social control takes a longer period of trial, with less certainity and more mmundcrstandmgs

Following are the causes of nationalisation:

1. To Realise the objectivés of ‘'social control qhickly, certainly and correctly, polmcaI party,
especially that in power was determined o nauonallsc commercial ba.nks

2. Commercial banks were owned and. controlled by fcw share holders in numbers. It led to -

concentration of economic power, To reduce such centralisation and concentration ‘of power,
nationalisation was necessary. Hence unpropomonal concentration of economic power is the cause
of nauonahsauon Concenu-auon of wcalth is another cause.

"3. Failure of the commercial banks 1o open new branches in rural and backward regions to mobilise
TesSOUrces. :

4, Disappointing performance in advancing loans o priority sectors, needy ﬁeople,'and
underdeveloped areds. o .

5. Resources of the banks were utilised 'b'y the directors of banks to promote their personal iﬁtoresls.
6. Advances were reaching large industrial and business houscs at the cost of small business units:
7. Rural dcvciopment was neglected.

8. Funds were mlsuuhsed as the loans were advanced for speculative, and anproductive uses. Cradit
for undesirable activities led to nationalisation. -

9. Violation of priorities emphasised in plans.
10. * Lack of coordination between different organs of money markets.

11. Profit rll;ll(;uve domiinated the bankmg systcm 1gnonng welfare of all in general weaker sections in
particu

12.. Window dressmg of commercial banks. Accounts were mampulatcd on the dates of submlttmg :

accounts to the RBI,

13, tack of co-ordination and wasteful competition,
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In 1969, Indira Gandhi, the then Prime Minister, strongly pleaded the case for. nationalisation.
She said that it was meant for early realisation of social control objectives. They were :

a) Removal of control by a few, ’

b) provision of adequate credit to priority sectors,

¢} providing professional bent to management,

d encouragement of new classes of enterpreneurs,

e) provision of adequate training as well as terms of services for bank staff, and
f) 1o satisfy legitimate aspiration of weaker sections.

- . From the economy's point of view and from employee’s side it was welcomed as it accomplishes
the goals of social within the frame work of our Constitution.

15.5 NATIONALISATION OF COMMERCIAL BANKS

Nationalisation of 14 leading scheduled banks was announced by Mrs. Indira Gandhi on July
19th, 1969. Banks with Rs. 50 crore and more deposits were nationalised by promulgating ordinance on
the day mentioned. This measure provides for payment of Rs. 87-30 crores as compensation, either in
cash or in government securities. Banks incorporated outside weré excluded from its ambit. The banks
nationalised in 1969 were o

1. Allahabad Bank, 2. Bank of Baroda, 3 Bank of India, 4. Bank of Maharashtra,
5. Canara Bank, 6. Central Bank of India, 7. Dena Bank, 8. Indian Bank,
9. Indian Overseas Bank,10. Punjab National Bank,11. Syndicate Bank, 12.Union Bank of Indiza,
13. United Bank of India, 14. United - Commercial Bank. :
| Government brought 6 more scheduled banks under nationalisation net on 15.4.1980. They
were (1) Andhra Bank, (2) Corporation Bank, (3) New Bank of India, {4) Oriental Bank of
Commerce, (5)Punjab and Sindh Bank, and (6) Vijaya Bank. _
 These 20 nationalised banks worked along with State Bank of India and its subsidiaries in éarrying'
out the programmes envisaged by the government. Even distribution of credit, purpose-wise
geographically and income status wise was necessary according to the study group of National Credit
Council in 1969. This was accomplished by. nationalised banks. e .

Check Your Progress :
I. What is meant by social control?

L T T T T T T T T

............................................................



3, What are the causes of nationalisation of banks ?
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15.6 NATIONALISATION AND PROGRESS OF BANKS

Progress of commercial banks is an index of economic growth. Progress of commercial banks
was noteworthy especially after nationalisation. It had horizontal, vertical and multi facet expansion
through expansion in the number.of branches, increase in deposits and advances, '

Out’ of 8,262 branches of all commercial Jbanks, nationalised banks including SBI and its
subsidiaries accounted for-7,015 bank branches in June 1969. Deposits mobilised by scheduled
commercial banks were Rs. 3897 crores, the advances amounted to Rs.3,034 crores in 1969. -

Number of branches were increased to 53,269 in June, 1989 with deposits of Rs. 1,31,016 crores
and advances of Rs.83,715 crores.. During the same period share of priority sectors in-the bank credit

increased from 14.6% of wtal credit in J une 1969, 10 44% in June, 1988. At present about 90% of credit

is controlled by nationalised commercial banks,

-Simply expansion of deposits do not. reveal the real progress as national income also increased,

Deposi[s‘aspe'rcenlage'_of Gross National Product (GNP) expressed give a meaningful index of progress.

Such deposit, GNP ratio was 27.4% in 1980-81 and became 33% in 1985-86,

15.6.1 BRANCH EXPANSION

Branch expansion was exgensive and rapid after nationalisation. Lead bank sché_m.c, worked

through nationalised and other banks, made rapid progress in creating banking facilities.

As a resylt of Gadgil area approach, Nariman, the chairman of Committee of Bankers in 1969

Numerical expansion of branch banking and increase in rural banks is given in Table 152,

It can be understood that between 1969 and 1986 all nationalised banks (including SBI and
subsidiaries) and Regional Rural Bank branches increased by 700 percent; percentage of rural banks was

64% oirt of increased branches during the 17 years period mentioned above,
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Table 15.2

Branch Expansion of Public Sector & Other Commercial Banks

Bank No. of Branch Offices as on Increase in Increase in Nomber of

30.6.1969 30.6.1986 No. of Branches Offices in Rural Area
A) State Bank of India 2462 10815 - 8,353 4072
and subsidiaries : E . '
B) 14 Nationalised Banks 4,134 21,694 17,560 9,486
(in 1969)
C) Regional Rural Banks - 12,729 12,729 11,742
D) 6 (Six) Nationalised 419 3554 3,135 ' 1,481
Banks {in 1980) . R o
A+B+C+D Total 7015 48,792 41777 26,781
E) OtherIndian Scheduled 900 4,208 3398 - 1,149 ’
Commercial Banks : '
F) Foreign Banks 130 136 6 1
G) Non-Scheduled Banks 217 39 B : .
Total of ' : : .
All Commercial Banks 8,262 53265 47,003 27 886

It can be known that increase in the number of branches in rural areas is much faster than in
non-rural areas. It is due to the policy of the government and implementation by the regulated

_and nationalised banks. During 1986 alt the 20 nationaliscd banks made a profit of Rs. 150 crores.

Central Bank of India, Bank of Baroda accounted for Rs.44 crores, ic., about 30% of profits. But as the
profits are ploughed back into developmental activities by nationalised banks, at aggregate level it may
not matter much, but shows the efficiency of banks at micro level.

Branch opening in rural and u'nbankcd areas is increased rapidly. Share of bank branches in rural
areas has increased 10 52% in 1982, compared t0'22% in 1969. Regional imbalances are reduced after

nationalisation,

15.6_.2 GROWTH OF DEPOSITS _
Aggregale bank deposits were Rs. 5,906 crores in 1970, they increased to Rs. 1,00,964 crores

in 1986 (December). Due to mobilisation of resources both from urban and rurd areas, deposits are
growing considerably, to steer economic development. Maharashtra leads all other states in deposit

mobilisaticn performance.

15.6.3. GROWTH OF BANK ADVANCES AND CREDITS

Lending activity really increased at a greater speed as loans are sanctioned with liberal conditions of

. surity and guarantees. Even on personal and group suritics loans are advanced. Hitherto neglected
regions, sectors, trades, persons are getting the credit facilities at low possible rates of -inferests.

Commercial banks' (including nationalised) credit amounted to Rs. 4,684 crores in 1970-71 and it was
Rs. 60,551 in December 1986. Though recoveries of demands have improved from 51% to 56% in
between 1984 and 1986 it is not satisfactory.



15.7 PRIORITY SECTORS AND THEIR ADVANCES .
| ‘The sectors which \i{ei‘e'neg'lécted before were given-priority while advancing 'ld_al;s to-them. Such
sectors are agriculturc, small scale mdustries, retail trade, self employment, education efc.

Due to establishment of the Credit Guarantee Corporation of India (Jan. 1971), refinance
‘facilities from RBI, differential interest rates, and other corporations, priority sectors are. gelting
more lgans. Morc ioans: with. easy repayment facilities, with facilities of low rate of interests have
enormously increased px_’q{juctivc activity. : .

Table 153 .-

| . Advances o Different Sectors by Public Sector Banks

Junc 1969 , ~ June 1984

Sector. I Noof A.fcs ~ Amount " No. of Afcs. Amour;tp
o outstanding . -outstanding
(in Thousands) (Rs. in Crores) (int Thousands) (Rs. in Crores)

Agriculture e 1623 1317 6429
.. Smalt Scale Indusey” ~ . 51 - 2510 | 1306 5,549
' Retil Trade and | - o | |
Small Business 33 19.3 . 2,962 - 1,201
Professional and . ' - . o _
- Sclf Employed Persons =~ 8 . 19 - 1,317 - 427
Education & Housing' . -~ I 08 215 . 79
Total Priority Sector 260 409 19836 - 1543

Table 15.3 shows the allocation of advances 1o different priority sectors. Priority’ sectors had a
share of 14.6 percent of total advances given by zli public sector banks in 1969, It has improved to the
level of 43.6% in 1984, Priority sector received Rs. 15432 crores in 1984 against the advances of
Rs. 440 in 1969, - S . : : ' :

" Agricultural sector gets. advances from many agencies. Though it is receiving increasing
advances, we should see that they reach small and marginal farmers. Rural development has to be

advances to priority sector in 1984.

promoted by giving necessary attention to priority sectors. Agriculture occupies 42% of share out of .

Smail scale industries are getting about 40% of loans advanced o prioéity sector. As it is labour -

- intonsive and high output capital ratio sector, every care has to be.iaken in advancing loans from the
period of establishment to the marketing of the products. - o ' :

_ - Self employment. is an area where enterpreneurs look for the assistance from technical and
financial institations, Scheduled public sector banks can improve their level of income at individual
level and can make them efficient at national level, . For this liberalisation of terms and procedural
formalities are one hand and cheap credit policy on the other hand are necessary. These objectives are
getting fulfilled by nafionalised banks. It accounts for 8% of advances to pricrity sector.

.By advancing loans 1o refail traders, small businessmen and Lraﬁsport_ operators, purchasing
power has been improved by thé banks: Including educational loans (which promotes skills), loans
advanced are Rs. 500 crores in 1984, : .
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_ Various facets of economic activity are covered by the fnationalised banks to improve conditions
of the people in the country at rapid rate. ' - ' "

Bank credit to the export sector increased from Rs.270 crores to Rs. 1,799 crores in between
June, 1969 and March, 1982, - : : :

15.8 SUMMARY, EVALUATION AND CONCLUSION

Nationalisation of banks took place in 1969 and 1980. Before that, imperial bank was nationalised
in 1955. Nationalisation of 20 major commercial banks was done with the objective of realising the’
objectives of social control rapidly. To promote growth and welfare in the economy, and to provide

- social justice and balanced development, nationalisation was felt imminent. Post nationalisation showed

encouraging resulis in branch expansion, deposit mobilisation, credit extension with multi-dimensionial -
ramifications. : . .

Nationalisation had its demerits also, though there was rationale for its implementation.
Evaluation has shown that it led to bureaucratisation of the banking system. Lack of initiative, lack of
perception, scanty manageriai skills and lack of their application caused inordinate delays. Red tapism
ruled the roost. ' '

Branch expansion was tardy, especially in the later phase of planning. Unviablc .banking units,
overdues in the banks, misappropriation of funds are adversly affecting the confidence on banking activity.

Political pressures are rising in the selection of personal appointment of directors, and in the
working of the nationalised banks. Recent experience of waiving loans upto Rs. 10,000 has vitiated the
atmosphere and many felt that it was an unneccssary gesture. '

Trade unions of the employees are taking unproportional grip over the banks and the danger of
paralysing the economic activity due to thir sirike is (peeping and) striking. '

Uneconomic branches, lack of motivation, overdues increase are casing doubts on the achieveinent
of progress.

Inequalities of income is not reduced, concentration of wealth has increased and social control
objectives are partially fulfilled.

R.K.Sinha, chairman of Estimate Committee of Lok Sabha expressed disappointment at the
failures of the nationalised banks. : - " :

Agriculture sector could receive only 17.6% of scheduled banks' advances in 1985. Credit available '
10 that sector was insufficient, Even the credit requirements of the sector, areas and weaker sections are

" not worked out properly.

Reports of Era Seziyan Committee (1983, 1984) say that public sector has negligence of
maimaining of public accounts. In 1982, the fiffaber of fraud cases were 2,065 involving Rs. 19.53

crores according to Seziyan report.

' tionalisati in im i ial objectives. Yet
It can be concluded that nationalisation was helpful in _11_nplcmemmg the social o ' :
improvements in the functioning both at quantitative and qualitative level are expected from the pubhc

s of growth in monetary sector. _
sector.banks.gsthcy are the promoters of gr tary _ . S G.V. Ranga Rao

159 SUGGESTED BOOKS

1. Sahyasaiah and Ranganadha Chari : "Money Banking and mtemaﬁonal Trade "
2. K.P.M. Sundaram _ '+ "Ranking Theory, Law and Practicc”



3. Ruddar Datt and KPM Sundaram " “Tiidian Economy”
4. MismandPuwi ' ““Indisn Economy”

15.10 MODEL EXAMINATION QUESTIONS

I. . Answer the following questions in 30 lines each.

1. Exptlain the nationalisation of banks in India and what is the rationale behind it..

2. ‘Elucidate the role of nationalised banks, and their progress. after 1969.

II, Answer t_he following questions in 15 lines each.
1. What is social control?. Why was it imposed? |
2. What are priority sectors? What is share in credit advances?
3. What are the causes of nationalisation?
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UNIT-16 : CO-OPERATIVE BANKING
Co.ntents ' - | '
16.0 Aims and Objectives
16.1 Introduction .

16.2 The Co-operative Credit Structure
16.2.1 Origin and Growth
16.2.2 Major Functions
16.2.3 Three Tier System

16.3 Three Tiers
16.3.1 Primary Credit Societies -
16.3.2 Central Co-operative Banks
16.3.3 State Co-operative Banks

164 The Co-operative Banks and RBI
16.5 The Future of Co-operative Banks
16.6 Land Development Banks -

16.6.1 Structure
16.6.2 Finances
16.6.3 Working
16.6.4 Criticism
16.6.5 LDBs and RBI

16.7 Summing Up

16.8 Suggesied Books

16.9 Mo_dcl Examination Questions

'16.0 AIMS AND OBJECTIVES

The unit aims to examine the role of co-operative credit in assisting the rural sector in general and
small farmers in particulars. It also examine the role play~d by the land development banks, '

After reading the unit, you will be able to

explain the structre of co-operative credit system,

analyse the three tier system followed in Indian co-operative sructure,
discuss the structure of land development banks, and

examine the working of land development banks.

* ¥ O ¥

16.1 INTRODUCTION

Lack of adequate and cheap sources of finance has been one of the reasons for the depressed
condition of Indian agriculture. Since independence many steps have been taken to remove some of the
weaknesses 8o as to increase the credit facililies necessary for the rural sector. The co-operatives have
been assigned a special place in the process of restructing the rural sector. The Reserve Bank of India and
State Bank of India have been given a special role to play in this field. Since 1969 the nationalised banks
also have entered the rural credit ficld in a big way. The Agricultural Refinance and Development
Corporation was set up in July 1963 to provide finance for various projects in the rural areas.




cial banks and co-operative banks are two, wings of the organi king i
of any Eﬁn?y?%re operations of the-commercial banks are mestly conﬁ_nec_i 0 the_ o;rgamscq mdu_s_tr;al_
and commercial sector, while the Co-operative banks are pr'iipari'ly engaged in providing credit faacﬂ.xtlcs

to the agricultural sector. - -

162_THE CO-OPERATIVE CREDIT STRUCTURE __

e e e i ide financial assistance 1o suri Iture through
- The State and Central Co-operative Banks provide firancial assisignee. to agricu J _
Primary Co-operative Societics. The Co-operative Urban: Banks cater 1o the needs of artisans, petty 1

i i Se instituti titute - Co-0] iveé Banking System.
traders and businessmen. These institutions together constitute the: _Co-operalmve
Besides, there are land development banks which provide long term credit for agriculiure. Asgma_tter of
fact. the: land de#elopmeru banks do-not strictly fall within the scope of the legal definition of

E banking. However, they are organised as an integral part of the co-operative banking system, because

-~ they play a vital role in the development of agricultural and'attied activities.

16.2.1 ORIGIN & GROWTH OF CO-OPERATIVE MOVEMENT IN
B INDIA L : o _

Before discussing the functions of co-operative banks it is essential to examine, in brief the origin

and growth of the co-operative movement in India. The evolution of co-Operative movement in India may

i to pool the surplus-resources, if any, of the member socicties:
if. to raise deposits from the public: o o |
ifi. . to use the resources for lénding to the neédy societies to meet their growing requirements,
~ iv. 1o provide the managerial skills required in the management of banking business; and
V. 10 supervise and guide the affiliated societies, :

1623 THREE TIER IN CO-OPERATIVE BANKING

the progress in the co-operative movement in India and to make appropriate recommendations for
its improvement, This committee recommerided the establishment of state level federations of Centra]
. Co-operative Banks called the State Co-operative Banks. These banks function as_the leaders of the
¢o-operative credit structure for the whole state, Thus every state has established a State Co-operative
Bank to function as the Apex Barik of the Co-operative sector. : S s

_Thus Co-operative Banking iri India has come to be developed with a three tier system - with the
State Co-opera_tivg Banks at the State level; the Central Co-operative Banks ar the intermediate leve]
located at the districe headquarters; and Peimary credit societies at the base level which cover small towns
and villages, : I T SR : - -
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16.3 THREE TIERS

The primary credit societies lend money (o villagérs at lower rates of interest. They supplement

* their funds by borrowing from the Central Co-operative Bank either directly or through the banking

unions where such unions exist. The banking unions or federations of pri i ieti
act as a link between the primary socielies andgthc central co-operative bagg?mg;g:t?tﬁar?%?ﬂsgg::s::
Banks get their funds from the Apex Bank or Reserve Bank or commercial banks. ‘The Apex Banks
i.e., the State Co-operative Banks obiain funds through share capital, deposits and loans from commercial
panks, RBI fmd the Government. This three-tier system of co-operative banks has been found fo be an
ideal set up in India to cater to the credit needs of the rural poor. It has the advantage of decentralisation
by operating through the smail units at the base and involving the local leadership. The bigger units at

the higher ievel can command the status required to mobilise resources extend neces i
and affect recovery of dues. . ’ saxy credit support

16.3.1 PRIMARY CREDIT SOCIETIES

The primgry co-operative society is an organisation of persons living in a particular locality. It
can be sl@r_ted lw1th ten or more persons normally belonging to a village. The membership is open 1o all
those residing in that locality or village, irrespective of their status. o o

Each member contributes to the share capital of the society. The sale price of each share is
generally nominal so as to enable even the poorest farmer 1o become a membei. The Hability of each
member is unlimited, that is each member is fully responsible for the entire society, in the event of its
failure. This makes it obligatory on all members to know each other well. The principle of unlimited "
liability is a check on the activitics of the borrowers and the purpose for which lpans are borrowed
from the society and their utilisation. C

The society gets its funds from share capital, reserve funid, deposits, loans from members and
non-members, funds from Central and State Co-operative Banks. The loans given are for a short period
for carrying on agricultural operations, and the rate of interest is fixed (about 6%). Dividends are not

declared and profits are generally used for the welfare and development of the village.

The number of primary co-operative societies ‘has declined from 1.08 lakhs in 1951-52 10
0.95 lakhs in 1980-81. This was due to reorganisation of these societies. However, the membership
has increased from 4.8 lakhs in 1951-52 to 54.14 lakhs in 1980-81 i.e., a growth of more than ten
times during a period of about threg decades. There was also a phenomenal increase in theé loans due

from the members. During 1951-52 to 1980-81, the loans duc from members, increased from Rs. 34

crores to Rs. 2,912 crores. lnspite of this impressive progress the primary societies have continued
10 remain as the weakest organ within the co-operative banking structure. The reasons are as follows :

1. They could not extend adequate financial assistance 1o the farmers and this ied to the dependence of
farmers on money lenders for short-term loans. .

2. Since the resources of these societies are meagre they were umable to meet even the basic needs of
the members.

3. There was an alarming increase in the rate of over dues of the members. The study team on
over-dues of co-operative credit institutions found that the overdues of the members of the primary
socicties exceeded their own funds and deposits put together. The over-dues of the socicties were of the

order of Rs. 972 crozes at the end of 1981 (June) constituting 44% of_outstanding.

16.3.2 CENTRAL CO-OPERATIVE BANKS

The central co-operative banks are federations of primary credit societies in specified area, normqlly
a district. They arc usvally located in the district headquarters or prominent towns in the district.
These banks can have some private individuals also as members. Such ‘banks are called mixed type
central banks, where the membership of more banks is confined to co-operative organisation only.
These banks are based strictly on co-operative principles while the mixed banks do not strictly adhere to

~ such principles. However, the mixed type banks have-an advantage of getting funds from private



mdmcluals also ‘But the dlsadvantage is f.hat Lhe pnvate mdwlduals use tue funds for tradmg purposes
and thereby. vitiate the purpose of loan which is agricultaral credit. These banks obtain their funds
from the sources such-as share capital, reserves, deposits from public, and loans from the State -

Co-opcratwe Banks. They also borrow from R.B.L, and commercial banks. Bes1dcs the deposns of
the pnmary credlt SOCI&!I&S ‘from another source of funds for the Central Banks.

- Thé main function of the central banks is to fmance the prlmary credit societies and thcreby
enable the Taiter to extend financial assistance to the pcrsons in rural areas. ‘These banks. play a useful
role. in attracting funds from. the general public and using them for agricultural purposes, They also
recover surplus funds of the primary credit societies and make them available for other needy societics.
In addition to these functions, the central co-operative banks carry on commercial. activities: such
as acceptance of deposits, giving loans and advances against security of first class gilt- -edged securities,
fixed deposits, gold, documents of the goods, collection of thelr bills; cheques ancl hundis, recewmg of
valuables from customers for safe custody etc. : _

During .1951-52 to 1980 81 there has bcen a rcducnon in the total cenr.ral co-operative banks
from 509 to 337. This was due to the merger of weaker banks with smonger banker but the share capital
and loans have increased steadily, All the central co- opcrame banks put {ogether had share capital
and reserves of Rs.591 crores and depos:ts of Rs.1968 crores in 1980-81. The total loans issued was to

the. tune of Rs, 3,020 crores. ‘The loans outstandmg were Rs. 2,591 crores in 1980-81 as against

Rs..36 crores in 1951-52,

16.3.3 STATE CO- OPERATIVE BANKS

. The State Co-cperanve banks also know as Apex Banks form the highest financial institution
in thc entire co-operative credit structure. The state co-operative bank. may be pure or a mixed bank.
It is said to be pure if it is a federation of Central Co-operative Banks. ‘It is a mixed bank if its members
" consist of both the central co-operative bank and individual sharcholders. The Staie Co-operative banks
finance, co-ordinate and control the working of the centrat banks. They serve as a link between the
Reserve Bank of India and the general money market on the one hand and the Central Cﬁ—operanve
Banksandpnmmy ao-opm*ameson theother

There is no co-opcrau\re bank at the all-India Ievel But there is an. Indian Co- operanve Banks
Association which co-ordinates the activities of the various stale co-operative banks and renders its
services to all the member banks. The agricaltural credit department of the Reservé Bank of India

_maintains a close contact with state co-operative banks. It collects and publlshes very useful information
regarding the co-operative movement in India.

_ The state co—operative bank derives its funds from its share capitai and deposits. It receives current
and fixed deposits from the members as well as the general public, the local boards, the municipalities

_etc. It obtains loans from commercial banks and the Reserve Bank of India.- A certain portlon of the

. working capital is provided by the ‘State Government.

The State Co-operatwe bank acts as a balancing centre between various central banks in the
state. The central banks are prohibited from dealing with each other directly. The excess funds of the
central banks are directed to other needy central banks through the state co-operative bank. It has no

contact with the prlmary credit societies. -The central banks act as mtcrmcdlanes betwcen the state -

co~operatlve bank and pnmary credit societies,

' o 198(')1‘ :;? followmg mble Sh"“’s the progress of state co-operative banks in India during 1951-52

| 1951-52 1980-81
Number ’ | - 16 | 26
Own funds (Rs, in crores) S 7.65 290
Deposits (Rs. in crorcs) - o S 1,140

Loans & overdrafts (Rs. in crores) : ‘ 20 1,791
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The above table reveals that there is a noticcable.progress in respect of state co-operative banks
in the country. The bank's own funds increased significantly during this period. Similarly the total
deposits increased from Rs. 21 crores in 1951-52 to Rs. 1,140 o Rs. 1,140 crores in 1980-81.

164 THE CO-OPERATIVE BANKS AND THE RESERVE
BANK OF INDIA ' _ o - -

In recent years the relationship between the co-operative banks and the Reserve Bank of India
has been strengthened. Co-operative banks can get direct accomodation from the Reserve Bank by
discounting agricultural and other eligible bills at concessional rates of interest. The regulatory powers
of the Reserve Bank of India have been extended (o co-operative bank. The-State, Central and primary
co-operative banks, have brought them under the direct control of the R.B.I. - The state co-operative
banks have secared the status of scheduled banks. The extension of control by the Reserve Bank of India
has enabled the state co-operative banks to enjoy the facility of deposit insurance. The state co-operative
banks can obtain refinance from the R.B.1 for short-term and medium-term agricultural requirements of
the small-scale and coftage industry within the co-operative sector. The R.B.L extends the short-term
and medium-term loans at concessional rates of interest. By the end of 1980-81 the R.B.I. had
sanctioned credit facilities to the tune of Rs. 798 crores for séasonal and agricultural operations. .

16.5 THE FUTURE OF CO-OPERATIVE BANKS

The rural debt and investment survey by the R.B.1. in 1961-62 revealed that co-operatives provided
15 per cent of the agricultural credit. By the end of 1980-81 the agricultural credit provided by
co-operatives was estimated at 1/3 of the requirement of the agricultural sector. Thus co-operatives
became the largest single institutional agency for financing agriculture. .

Tn recent years co-operatives have changed their banking policies to suit to the changing conditions
on the agricultural front. Mechanisation of agriculture and modernisation techniques like high yielding
varieties of seeds, intensive irrigation facilities, multiple cropping elc., have necessiated more credit for

~ agricuitural purposes. In the changing environment, co-operatives have 1o play a vital role in meeting

the credit requirements of small and medium farmers. It is in this context that we should consider
whether the existing three-tier co-operative credit structure will be able to meet the needs of the farmers or
any structural reforms are called for. Since the primary credit societies are in direct contact with the
farmers, it is necessary to strengthen such socieues. It is recognised that credit should be integrated with.
the supply of inputs and promotional and technical guidance and other services to-the farmers, :

The concept of a Farmer Service Society has been evolved on the basis of the recommendations |
of the National Commission on Agriculture. When the nature. and scope of the functions of the
primary societies are enlarged it is appropriate that they shoutd be viable units and should be managed by
qualified and competent people. A step in this direction may be the amalgamation of some units so that
they can discharge all these functions effectively. :

- The three-tier system of co-operative credit institation was criticised on the grounds that the cast

" of meeting credit is high and that there are many avoidable procedural delays. The primary societies

cannot be dispensed with because of their close report with:the farmers, The Apex organisation is needed
in order to providc access to the money market and the Reserve Bank of India. In view .Of this, it is only
the Central Co-operative banks. The Reserve Bank appointed a study team for Kerala.in 1973 to report
on the need for the elimination of the central banks. The study team reported that if the central banks
did not ateain the required level of performance within a period of five years, they should be merged with
. the state co-operative banks. This practice was to be extended to the central co-operative banks in other

states as well.



Check Your Progress -1 . .
1. Whatare the three tiers in the co-operative credit structure?

........................................................................................

.......................................................................................

......................................................................................
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16.6 LAND DEVELOPMENT BANKS

Agriculturists need long-term loans 10 affect permanent improvements in their lands, such as the
purchase of costly agricultural machinery eic., besides short-term and medium-term loans to carry on
agricultural operations. The primary credit societies provide only short-term and medium-term loans.
In order to meet the long-term credit requirements of the agriculturists, the establishment of a separate
instinution has become necessary. The Land Development Banks {(or land mortgage banks) were
reorganised for the purpose of providing long-term credit to agriculwurists. The first Land Development

Bank was started in 1920 in Punjab, followed by one in Tamil Nadu in 1925. In the light of the

experience gained in Punjab and Tamil Nadu, other states established land development banks. But the

progress of the land development banks was observed to be very dis-satisfactory. These banks came to

occupy an important place by providing long-term credit during the Second Five Year Plan. It was during
the Second Five Year Plan that the land development banks got the needed impetus. By the end of the
Second Five Year Plan all the states in the country had established Land Development Banks. -

16.6.1 STRUCTURE OF LAND DEVELOPMENT BANKS (LDBIS)

Land Dc\}'elopment Banks may be federal ot unitary in their structure. The federal type consists of

one Central Land' Development Bank and a number of primary land development banks. The unitary
type consist of a number of Central Land Development Banks with branches spread over different areas.
Under the federal system the Central Land Development Banks collect funds through the issue of
. debentures and pass them on to the primary. land development banks, which in furn, finance the
agriculturists. The Central institution does not have direct contact with the customers. .

The land d_cvelopment banks which are organised on c&oﬁerativc lines do not aim at making a
profit. Their main objective is to lend money at low rates of interest to farmers.

- In some states there are branches of central land development banks or central co-operative banks
which act as agents of central land development banks for financing individual members. In Madhya
Pradesh, the state co-operative bank functions as a central land development bank, In Andhra Pradesh,
Maharashira and Kerala, there are a number of central Iand development banks and efforts are being
made to integrate them into-one unified bank for each stite, : o

7
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While the organisation of central land development banks is the same throughout the country
except in Madhya Pradesh, there is a considerable diversity in the organisation below that level. For
example, in states like A.P., Tamil Nadu and Karnataka, the units of operation at the Taluk level are
primary land development banks. They advance loans to individual agricalturists from funds provided
by the Central Land Development Bank. Thesc primary land development banks are affiliated to the
Central Land Development Banks.

16.6.2 FINANCES OF LAND DEVELOPMENT BANKS

The Land Development Banks derive funds from the share capital, reserves and debentures,
Debentures are the most important source. The debentures are issued for 20-25 years by Central Land
Pevelopment Bank and carry a fixed rate of interest. o

. The banks issue two types of debentures; (1) Ordinary debentures and 2) rural debentures. In the
case of the latter the period varies between 7 and 15 years. The banks create a regular sinking fund to
repay debentures. The debentures are generally guaranteed by the state government regarding payment
of interest and principle. These debentures are subscribed by the public, the co-operative banks, the
LIC etc. : '

16.6.3 WORKING OF LAND DEVELOPMENT BANKS

The land development banks grant loans on the security of agricultural property. Since the period -
of loans runs to 20-30 years, the rules with regard to security are very rigid. The loans are granted
against the first mortgage of agricultural property. Generally, the loan is given (o the extent of 50% of
the value of the property morigaged. However, the maximumn amount of loan given to an individual
is limited to Rs. 10,000 to Rs. 15,000. While granting a loan, the banks take into account not only -
the value of securities but also the integrity of the borrower and his repaying capacity.

The land development banks grant loans to farmers for a variety of reasons like improvement of
land, liquidation of prior debts, purchase of costly machinery, sinking of wells, installation of pump sets,
etc. Until recently, the farmers were taking loans from the land development banks: mostly for the
liquidation of earlier loans. Now there is a change and the loan is utilised for the purposes of production.
The Reserve Bank of India has also insisted that the loans should be given for productive purposes only.
However, the farmers today are engaged in a number of subsidiary activities which also contribute
towards economic development. Keeping in view the changing trends, the land development banks. are
now providing finances to non-traditional activities such as diary farming, poultry farming, piggery,
sheep-rearing sericulture, gobar gas plants, rural godowns, warehouse, market yards etc.

16.6.4 CRITICISM LEVELLED AGAINST LAND DEVELOPMENT
BANKS | - -

One of the main criticism against Land Development Banks is that the rate of interest charged is
generally very high, sometmes 10% or even more. This however, is not a- valid ‘argument because !he
rate of interest of these banks depends upon the cost incurred by them to obt_am funds from outside

agencies, '

It is pointed oot that the banks abnormally delay the sanctioning of loans, somatipu_as for periods
over a year. This rediapism is partly due to lapses on the part of the farmers anf! the illiteracy of the
agriculturists. Incomplete loan applications, improper addresses etc., may also be cited as reasons for the

delay in sanctioning loans.

The cumbersomc proccdure and overty rigid rules of banks are often distressing to farmers and
force them to resort to money lenders for financial assistance. This d:awback can be overcome by
educating agriculturists and by crealing an atsnosphere in which they can fully appreciate the dlfﬁc_ulnes of _
banks. o . - . . o .

It is also pointed out that instalments are fixed _withnut regard o the gepqy:ing ‘capacity of Ioan'egs.
Rescheduling of advances are not made even in genuine cases of default arising from-natural calamities

such as draughts and [loods.



The banks do not have expert and com;ﬁelenf technical staff to properly assess thf; value of the land
and go into the technicalities involved in sanctioning loans. It is true that the managerial, organisational
and procedural improvements in the banks are urgently called for.

Judged from. the point of view of overdues, the performance of land development banks has been
very disappointing. Overdues has been mounting during the past few years. '}"he absence of cffective
supervision, the inability of banks to make a correct estimate of the cost of a project etc., have been listed.
as the basic reasons for huge defaults.

16.6.5 LAND DEVELOPMENT BANKS AND THE RESERVE BANK OF
INDIA -

The Reserve Bank of India provides long-term credit for agriculture by purchasing the debentures

~of land development banks. The Reserve Bank of India has recognised the debentures of land development
banks fully guaranteed by the state government in respect of repayment of interest and principal.
The long duration debentures of 12-15 years issucd by the land development banks arc 1akei by the

Reserve Bank of India. The contribution of the Reserve Bank of India is around 8-15 percent of the .

total amount of debentures issued by the land development banks. The Reserve Bank purchases these
debentures at lower rates of interest. This is done with an intention to enable the land development banks
to give loans to the rural investors at correspondingly lower rates of interest. The total involvement
of the Reserve Bank of India in the ordinary and rural debentures floated by land development banks was
Rs. 6.90 crores and Rs. 6.04 crores respectively as on 30th June, 1981.

During the Sixth Plan. period (1980-85)land development banks are expected to reach the target

of Rs. 2,300 crores of loans to agricutfurists. The most important single purpose of this provision is

- 1o develop minor irrigation. Besides, the hanks are (o take up diversified lending for other equally

- important purposes, some of which are subsidiary to agriculture. With the launching of the integrated

rural development programmes, the emphasis will be not only on raising production but also on helping
the farmers to supplement their income by taking up other subsidiary occupations.

16.7 SUMMING UP

Indian _agri(':ulture_essential'ly requires cheap resource of finance. The co-operative banks are
established primarily to provide credit facilities to the agricultural sector. Indian Co-operative structure
consists of three-tiers, namely, primary credit socicties, central co-operative banks and State Co-operative

banks. This unit concentrates on the co-operative credit system followed in India. At the end, land
development banks are analysed critically. \ '

16.8 SUGGESTED BOOKS

{. RRBRI : Review of the Co-operative- Movement in India
2, Samiuddin and Mahfoozur Rahman : Co-operative Sector in India _
3. M.C.Vaish : Monetary Theory

169 MODEL EXAMINATION QUESTIONS

_ I. Answer the following questions in 30 lines each.

1. Discuss the existing co-operative credit structure. What suggestions would you offer to make it
more effective? : '

2. Do you think that the Co-operative ceniral banks form an unnecessary link in the three-tier
system? Substantiate your view point. :

Revised by - K. Sateesh Reddy f
. _ ; ’
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Bring out the. significance of Co-operative Credit in the development of agriculture, What
measures have been taken by the RBI to strengthen the co-operative credit System?

JExplain the role of Land Development Banks in providing long term credit to agriculturists,
Offer some suggestions to improve their working in the light of the criticism levelled against
them. . '

Answer the following'questions in 15 lines each.

1 , . - . , . » o
The primary credit societies are the nerve centres in the co-operative credit structure +system?

What future do you visuatise for the co-operatives in India?

How does the Reserve Bank of India help the Land Development Banks in providing credit to
agriculturists? . .

Explain the structure of Land Development Banks.



UNIT-17 : REGIONAL RURAL BANKS
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17.0 AIMS AND OBJECTIVES

The purpose of this unit is-to deal with the need for the establishment of Regional Rural i%anks
their capital, objectives, characteristics, credit policies, performance, problems and recommendauons made
by dlffermt Committeés appointed to study the workmg of RRBs and make suggestions.

After reading the unit you will be able to explain,

the factors that led to establishment of RRBs,

special features and working of RRBs,

financial assistance rendered to the weaker sections in the rural economy, and
steps to be taken to improve the working of RRBs,

#* # # »
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17.1_INTRODUCTION

The rural sector is the backbone of our economy becanse many people live in (nearty 70 per cent -
of our population) villages. According to 1981 census, proportion of rural population to total population
was 76.69 per cent and that of village population 23.61 per cent. Rural incomes, derived mainly from
agriculture, play a significant role in the national income, Agriculture needs huge finances for its
development and modernisation. The planning policy of the Indian Government has been to develop and
reconstruct villages, but lack of credit is one of the main problems of rural reconstruction. .

The f_oundaLion of the institutional credit structure in rural India was laid with the organisation
of co-operative credit societies. The co-operative credit structure, could not keep pace with the growing
demand for institutional credit with the rise in demand for agriculiural credit. Commercial banks

- were, therefore, inducted into the field of agricultural credit under the policy of 'social control over banks'

in 1968, and the subsequent nationalisation of 14 major commercial banks in 1969 carried the process
further. (In 1980 six more commercial banks were nationalised). Rura! branches of commercial banks
expanded greally alter nationalisation. As against 1,833 branches in the rural arcas in June, 1969 there
were as many as 6,667 branches in March, 1975, Dircet lending from commercial banks 1o agricuiture
which was Rs. 54 crores in June 1969 rosc 10 Rs. 540 crores by December, 1974. This increasc in the
direct lending of commercial banks to agricultere was commendable. But a long distance has still 10 be

* travelied and there is much more to be achieved. Thus the need for the eslablishment of another agency to

provide credit for rural development was experienced and the Government of India sct up a Commitiee o
examine the issue under the Chairmanship of Shri M. Narasimham. The Commilice was asked o
examine, in detail, the issucs involved in the establishment of 'new rural banks' as subsidiaries of the
public sector banks o deal with the problem of rural finance, The working commitlee submitted its
report on July 30, 1975, .

17.2° NARASIMHAM COMMITTEE

_ The Committee observed that the commercial banks and two major difficulties in serving the
rural population namely (a) their high cost structure in operating in the rural areas and (b) their
attitudinal char~cter. Therefore, there was a nced for an institution which could combine the local
knowledge and familtarity of rural problems, which the co-operatives possess with the degree of business
organisation, ability to mebilise deposits, access 1o moncy markets and a modernised outlook, which the
commercial banks have. The Committee was of the view that the cxisting institutional credit agencies,
as they were structured, would not be able to fill the regional and functional gaps in the rural credit
institutional system within a reasonable period of time even with such adoption, recognition and
restructuring as they be incorporated. It is against this background that the Commiitee suggested the
establishment of Government owned regionally based and rurally oriented banks to suppliment and not
supplant, the existing institutional credit agencies.

The Commiitee s.uggested that in selected areas where (i) neither the co—opcral_i\fc_ nor ¢ rpercial
banks have been able 1o make much impact, (ii) there ts considerable scope for mobilising dep{)sgg and
(iii) meaningful rural development has to be effected, a few rural banks may be set up initially.

-1t considered that about 50 per cent of the business of regional rural banks (RRBs) sheuld consist of

small loans and that they should also cxiend finance for rural industry and trade. :

The Committee also recommended that one of the more important objectives of the rural banks
should be o attempt effective coverage of small and marginal fa:mers,_landles_s lgbourers, rural artisans,
etc, The performance of these banks should be judged primarily by their success in the coverage of such
categories of borrowers towards meaningful productive activity and recovery of their advances, rather than
by the profits they make. .

17.3 ESTABLISHMENT OF REGIONAL RURAL BANKS

The recommendations of the Narasimham Group RRBs were esiablished by the G(wcmmem from
2nd October, 1973, The Regional Rural Banks were 10 be set up mainly with-a view 10 developing the



" rural economy by providing, for the purpose of development of agriculwre, tmde_, coimmerce, mdustry and
other productive activities in the rural areas, credit and other facilities, particularly to I_hc. small and .
marginal farmers, agricultural Tabourers, artisans and smalf entreprencurs, and for matters connected there -

with and incidental thereto.

Check Your Progress - I~ - - | ‘ .
1.  How are the credit needs of the rural people served by the cooperatives and commercial banks?

..................................................
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.......................................................................................

17.4° CAPITAL STRUCTURE

The authorised capital of each RRB shall be rupees one crore, which the Ceniral Government
may increase or decrease in consultation with the Reserve Bank of India and the sponsoring banks, subject
t0-a minimum of Rs. 25 dakhs. The issued capital of each RRB shall be Rs, 25 lakhs of which

50% shall be subscribed by the Central Government, 15 per cent by the concerned State Government and -

* 35 per cent by the sponsoring bank.

17.5 OBJECTIVES AND FUNCTIONS

The main objectives of RRBs have been to:
i)} help the development of agricultural and other rural activities through providing credit and other
facilities, particularly to small and marginal farmers, agricultural labourers, artisans and small
enterprenenrs, in reasonable time and at reasonable terms;

ii) provide alternative sources of credit to the rural poor to free them from the clutches of money-
lenders; ’

. iy meet the growing needs of the rural poor and backward sections of society;
iv) provide employment opportunities and develop enterpreneurship; and

v) combine the business goals of the rural areas with social obligations.

177



178

17.6 LOCATION

The location for RRBs is to be decided upon very carefully. Certain norms havc been set up for
this purpose,

1) The arcashouldbea relativeiy backward or tribal area

2) The New Bank is to be established where co-operative banks are not active

3) There should be ng branch of the commercial bank in the arca |

4) The area should have the potential for providing a break (hrough in development.

17.7 CHARACTERISTICS OF RRBs

1) RRBs grant loans and advances, particularly to small and marginal farmers, agricultural labourers,
rural artisans, small enterpreneurs and persons of small means engaged in trade and cominerce
and other productive activities in the area of operation.

2} They have a limited geographical coverage.

3) They charge a lower inerest on advances than the prevailing lending rates of co-operative societies
n the area and also pay an interest of-0.5 per cent more on deposits. :

4) The salary structure is lower than.that of commcrcnal bank employees and is at part with that of .
the employees of the State Government concerned.

5) They get assistance from the Reserve Bank of India,

6} RRBs are permitied to lend Rs. 1 crore fbr every 'Rs. 15 lakhs of their own deposits.

17.8 DIFFERENCES BETWEEN RRBs AND SCHEDULED
COMMERCIAL BANKS

The Regional Rural Banks are also scheduled barnks.

The RRB, however, differs from a scheduled commercial bank in the following respecis:
1) The RRB is deemed to be a codperali've society for the purposes of Income-Tax Act, 1961.

2) The.area of operations of the RRB is limited to a specified region relating to one or more dislr_icts
in the concemned state.,

3) The RRB grants loans and advances only 1o the small and marginal farmers, agricultural labourers,
rural artisans and smalt entrepreneurs or small traders. _

4) The RRB charges interest rates as adopted by the cooperative societies im the State.

5) The inicrest paid by the RRB on its term deposits may be 2 per cent more than that is paid by
the commercial bagnks,

6 If an RRB crosses the limit of 100 branches it has to seek Reserve Bank's permlssmnn before
going beyond 100 branches.

7) The RRB is a sponsored bank. It is sponsored by a scheduled commercial bank.



179 CONCESSIONS

The RBI has been offering sofnc concessions and exemptions to the RRBs as against the scheduled
commercial banks. They are (i) reduction of cash reserve ratio from 6% to 3% and (ii) exemption of
deposit of 10% of incremental demand and time liabilities.

The RRBs have been availing the refinance facility offered by the RBI. During the year 1980-81,
refinance limits aggregating Rs.. 119.64 crores were sanctioned to 52 RRBs and the amounts outstanding

~ against these limits at the end of June, 1981 totalled Rs. 111.4 crores. For the year 1981-82 limits

agpregating Rs. 135.92 crores have been sanctioned to 66 RRBs. Reserve Bank of India enables those
RRBs whose deposits are more than Rs. 5 crores at the end of March, 1981 not only to achieve the main
objective of widening the credit coverage of weaker sections of society but also to éarn more income by
way of higher margin in using their deposit resources, by continuing the same refinance facility.

1710 CREDIT POLICY

The credit policy of the RRBs including the terms, conditions, requirements of security and legal
formalities, have been liberalised. It is no longer necessary to mortgage property or deposit title deeds.

_ There is no need for a borrower to produce a no encumbrance’ certificate or obtain legal opinion in this

regard. All that the bank insists upon is a group guarantce, consisting of three borrowers. The borrower
is also exempted from stamp duty. = - - L _ .

“The bank has dispensed with all these time consuming formalities as it intends to help small
borrowers. The bank has minimised the need for the borrower to visit its branch more than once for
the grant of a loan. The banker selects the borrower in the village itself. (In the case of commercial or

_ co-operative banks, the borrower has to make a number of visits to the bank). The bank grants the loan

only to borrowers who produce a 'no-dues' certificate from other government or public sector institutions

“to avoid duplication of granting loans.

RRBs were directed o charge interest at the rate of 9 pér cent on specified loans graﬁted to primary
societies and Farmers Service Societies (FSS) with effect from March 1, 1979. This was reduced 1o 8

per cent in the same month in respect of term loans to small farmers for minor irrigation/land

development and other diversified purposes.

Check Your Progress - II

‘1)  What are the objectives and functions of RRBs.
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3)  What are the special features of RRBs,

..................................................
....................................

..............................................................................
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17.11 EVALUATION OF PERFORMANCE

17.11.1 NUMBER OF BANKS

The scheme of setting up of RRBs was started in October, 1975 with only five RRBs but later
the number had increased to 11 by March 12, 1976. The total number of RRBs instituted by the end of
June, 1981 were 102 covering 172 districts spread over 18 states. Al the end of June, 1983, there were
142 RRBs covering 247 districts. The programme under the Sixth Five Year Plan was to increase
the number of Regional Banks to 170 covermg 270 districts by March, 1985

By the end of March, 1985, therc were 183 RRBs established in the country, covering 322
districts spread over 23 states. U.P. claims ¢ have the largest number of RRBs totalling 38. Bihar ranks
second with 22 RRBs while Maharashtra has so far only 8 RRBs. On June 30, 1987, there were 196
RRBs, covering 350 districts. By March 1990, there werc 196 RRBs covering 370 districts in the
country with 14,650 branches. The total deposits with RRBs amounted to Rs. 4,150 crores and advances
came to Rs. 3,560 crores. On December 31, 1986 there were 12,838 branches of the RRBs. In view of
the state-wise offices of RRBs, it has been observed that U.P. claims to have the largest number of
branches amounting to 2,787. Bihar stands second with 1,775 branches, M.P. third with 1440 branches
and Andhra Pradesh fourth with 1,010 branches, Thus, nearly 55 per cent of the total branches of the
RRBs are concentrated in these four states alone. Kamataka, Orissa, Rajasthan and West Bengal have
between 700 and 1000 RRB branches. Maharashtra has only 10 RRBs with 456 branches. Gujarat has 9
RRBs with 307 branches. The performance of this scheme in the establishment of number of RRBs is
significant compared 1o that of other financial agencics in the country.

17.11.2 DEPOSITS

Deposits pcr RRB (on an average) increased significantly from Rs.3.32 lakhs in 1975 to
Rs. 88.74 lakhs in 1978. They further increased (o Rs. 172,38 lakhs in 1979, :

On the whole, deposits of all RRBs increased from Rs.20 lakhs in 1975 10 Rs. 756 lakhs in 1976
and they continuously increased to Rs. 9,826 lakhs in 1979. Further deposits of 132 reporting RRBs
aggregated to Rs. 5 18 crores by the end of June, 1983 as against Rs. 381 crores by the end of June, 1982 .
in respect of 114 RRBs.



17.11.3 * ADVANCES _

Total advances grantéd by all RRBs rose significantly from Rs. 10 lal_(hs in 1975 1o Rs. 747
lakhs in 1976 probably due to a significant rise in number. of ‘banks and their branches. Advances
further continuousty. boosted upto Rs. 17,306 lakhs in 1979. Coqsequcqlly the .credn' depos;t ratio
increased from 50 per cent in 1975 to 176.12 per cent in 1979. This credit deposits ratio of RRBs is
much higher than that of commercial banks. Total advances of 132 reporting RRBs aggregated o
- Rs. 624 crores by the end of June, 1983 as against Rs. 466 crores by the end of June, 1982 in respect of
114 RRBs. : . : :

In Deccrhber 1989, 196 reporting RRBs have aggregate deposits of Rs. 3,644 crores and advances
of Rs. 3,155 crores. Qver 92 per cent of the total advances are. made by the RR}Ss to the weaker sections.
Their advances under IRDP during 1986 amounted to Rs. 200 crores relating to 7,84,145 accounts.

Purpose-wise advances at the end of March, 1990 are given below.

Table : Purpose-wise Advances (0 RRBs
- (At the End of March, 1990)

Purpose' _ ) Amount (Rs. in Crores)

1. Short-Term Crop Loans _ 620
2. Term Loans For Agricultural Activities - 700
3. Allied Activities o S 570
4. Rural Artisans, Village and Cottage Industries 280
5. Retail Trade, Scif-Employed, Ete. 1,020
6. Consumption Loans 30 .
7. Other purposes : _ 280
8 IndirectAdvances - R 50

| o Toal 3,550.

Source : RBI, Report on Currency and Finance, 1989-90; Vol. L., P. No. 179,

. Small and marginal farmers and agricultural labourers received a major share in the total advances
sanctioned by RRBs as the share of this category of borrowers in total advances varied between 61
-per cent and"65 per cent. The share of rural artisans and ‘others in fotal advances varied between 61 per
cent and 65 per.cent. The share of rural artisans and others in total advances varied between 32% &
35% and the share of indirect advances in toial advances ranged between three and six per cent. during

1977 and 1979. The share of the weaker sections in total credit was raised to 91 per cent by the end of -

June, 1983. _ _
- 17.11.4 REFINANCE FACILITIES FROM NABARD

With the formation of the National Bank for Agricultore and Rural Development (NABARD)

on.July, 12, 1982, the RRBs commenced availment of the short-term refinance facility from
- NABARD (eartier it was from RBI). During 198283 (J uly-June) limits aggregating Rs. 227 crores were
~ sanctioned 10 97 RRBs. The amount drawn against these limits, and remaining outstanding at the end of
June, 1983, was Rs. 189 crores. | In the previous year, refinance was sanctioned to 82 RRBs to the tune
of Rs. 177 crores against which availment was Io the extent of Rs, 162 crores. RRBs made further

- progress in availing long term refinance from NABARD (earlier from ARDC). At the end of June,

1983; 458 schemes were sanctioned involving 2a NABARD Commitment of Rs. 177 crores.

~ In December 1986, the RRBs obtained rcﬁﬁance amounting to Rs. 246.9 crores from the spoﬁsor
banks. They borrowed Rs. 226.9 crores of short-term loans and Rs. 80.3 crores of medinm-term loans
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17.11.5 OTHER DEVELOPMENTS

With its establishment, NABARD assumed the responsibility for laying down policies for
RRBs, overseeing their operations and attending to the problems faced by them. All work relating to the
establishment of RRBs, administration of refinance scheme, formulation of appropriate operational
poticies for RRBs, monitoring their performance, and the statmiory inspection of RRBs is undertaken
by NABARD. . .

17.12 MAJOR PROBLEMS FACED BY RRBs

) The RRBs, in most cases, seemingly have a mixed record of "successes’ on some fronts and
‘failures' on some others in their business and attainment of goals. - Their failure in achieving their
targets may be attributed 1o several problems they encounter in practice. Fellowing Professor Chairman
Wadhva, we may pin-point some of the major problems faced by the RRBs as under. -

17.12.1 OVERDUES

The main problem of RRBs is mounting overdues. The position of overdues in relation to demand

" raised in respect of all the RRBs is not available. At the end of December, 1982, the overdues of all
~ the RRBs amount to Rs. 128 crores which formed 22.2 per cent of their total outstanding amount of

Rs. 577 crores. Overdues in the case of 40 RRBs which completed six years or more worked out to
24 per cent. On the assumption that the amount of demand raised would be about half of the total
loan outstanding, the recovery percentage, would work out between 50 per cent and 55 per cent only.
The position is likely to deteriorate in the years to come. It is necessary that the RRBs take special
measure to reduce the overdues. : '

17.12.2 PROFITABILITY

Of the 107 RRBs, 42 RRBs incurred losses during the year 1981. What is.more disturbing is that
11 RRBs which had completed five years or more at the end of 1981 had also shown losses. In the case
of a few RRBs, the amount of accumulated losses have far exceeded the total amount of their paid-up
capital. Such RRBs will find it extremely difficult to wriggle out of the situation. It is gathered that
during 1982, alarge number of RRBs have incurred losses. The trend.is continuing. (

This situation is likely to further worsen on account of : {a) increase in overhead expenses
conseguent upon the revision of staff salaries and allowances; (b) reduction in margin available to the
RRBs on account of upward revision in interest rates on deposits with effect from 21st October, 1982,
and subsequently reduction in lending rates with effect from 21st April, 1982; (c) revision of Reserve
Rank of India’s refinance scheme in terms of which the RRBs established earlier are required to provide
a larger contribution out of their own resources towarcs their lending programmes; and (d) modification
of the Deposit Insurance and Credit Guarantee Corporation Scheme requiring the RRBs set up in the
previous four years or more to pay the usual guarantee fee etc. This aspect has to be examined in
detail and immediate steps taken to make the RRBs viable,

17.12.3 LONGER GESTATION PERIOD

On an analysis of the available data, it is observed that in the case of the RRBs set up after July,
1978, the gestation period has been longer as compared to the RRBg set up earlier. RRBs set up upto
June,1977 had, on an average, recorded outstanding loans of over Rs. 1.5 crores after two years of
their establishment. However, in the case of RRBs set up in 1978 and. afte;\bards, the outstanding loans,
after two years of their establishment, were less than Rs. 1 crore. This appears to have resulted from
(a) the selection of areas having in - insufficiernt potential ‘in subsequent cases and (b) the lack of

enthusiasm on the part of concerned agencies in providing guidance and support to the more recent RRBs.



17.12.4. LIMITED CHANNELS OF INVESTMENT

The RRBs have limited channels of investment, as compared to the commercial banks. Their

lending is confined primarily to the weaker sections, and they earn interest ranging from 10 per cent to
11.5 per cent. On the surplus funds deposited by them in the current account with their sponsor banks,
they get interest at 9 per cent per annum, though, on deposits at call for over 60 days, they get interest
at 11.5 per cent. On the other hand, they have to pay interest at 11.5 per cent. On the other hand, they
have to pay interest at 11 per cent on term deposits maturing afier 5 years or more. Thus, they
lose heavily on such deposits after providing for overheads. The authorities should consider enlarging

the scope of the lending activities of RRBs 1o other than small and marginal farmers. Suitable safeguards’

should however be taken to-see that it is not at the cost of financing their target groups such as trac_tor’
-and minor imigation projects. This should be done particularly in such areas where the scope for lending
to the presently defined target group of RRBs is limited.

17.12.5 CONTROL AND MONITORING

The general superintendence, direction and management 6f affairs and business of RRBs rest with _

their Board of Directors, consisting of nominees of Government of India, State Governments and the
sponsor banks. The supervision and monitoring of the RRBs is done by NABARD and regulatory
functions are looked after by the Reserve Bank of India. - Decisions on broad policies regarding
organisational matters, loaning policies, etc., are taken by the Steering Committee on RRBs, in many
cases in consultation with the Government of India. State Level Co-ordination Committees (SLCCs)
have also been formed to have a uniformity in approach to the different RRBs. Decisions mn staff matters
are taken by the. Government of India on the recommendations of the SLCCs. In the matter of initial
staff support training facilities, and refinance upto thé prescribed extent, the RRBs depend upon the
sponsor banks. The role of the sponsor banks and their responsibility in the development of RRBs
have not been spelt out, but in general they are expected to provide general counselling and support to
their RRBs and oversee their activitics so that they are in a position to realise theé goals. There is a
fecling amongst the RRBs that they are being "controlied” by many agencies and decisions on vital
matters take a long time. "It is desirable that roles of all the concerned agencies are clearly spelt out.
Owing to the increase in the number of RRBs and nature of the problems faced by them, there is a need
for a central agency to look after all issues related to them. .

17.12.6 STAFF RESOURCES

It has been observed that the extent and quality of staff support provided by the sponsor bank is
‘inadeguate particularly in the initial stages. Officers deputed by the sponsor bank may not always be
the ‘biest available to bold administrative positions in the RRBs. The staff recruited by the RRBs
are generally inexperienced and the training imparied to them particularly on the job training is not
sufficient to prepare them to hold managerial positions independently. In the light of the nature of the
work a Chairman of the: RRB has to attend to the present incumbents, particularly those belonging (o
the middle management-gidde, are not capable of shouldering the responsibility placed on them:
They lack the experience and maturity required for heading the RRB. Ii is necessary that the RRBs are
headed by senior and competent officials.

In many states, the staff turnover of RRBs is quite high. They treat RRBs as a stepping stone
for other services or as a stop-gap arrangement as long as they do not get employment elsewhere. In the
absence of any promotion policy for officers, the RRBs have not been able to build up a suitable cadre
of their own to attend to control functions at their administrative offices or look after bigger branches.

Of late, unions in RRB have raised demands for parity in salary, allowances and other monetary benefits .-

with commercial banks. In the absence of a proper dialogue with RRBs unions, resentiment and

frustration among the RRB staff is growing. The Govemnment of India/NABARD should discuss these’

issues with the unions and decide if they are feasible within the broad framework of RRBs.. It may,
however, not be possible for the RRBs to pay to their staff salaries and allowances at par with the:
commercial banks, for their viability would be jeopardised by it. '
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17.12.7 HASTE AND LACK OF COORDINATION IN BRANCH.
'EXPANSION ) ' ' o

Haste in branch expansion programme in many cases has resulted in lopsidedness due to lack of
co-ordination. In several cases, it could not be ensured that the branches of the RRBs are opened at
centres where no commercial or cooperative banking facilitics were provided.

17.12.8 DIFFICULTIES IN DEPOSIT MOBILISATION

The RRBs encountered a number of practical difficulties in deposit mobilisation. On account of

-~ their restrictive lending policy which excludes richer sections of the village society, these potential -

depositors show least interest in depositing their money with these banks.

17.12.9 CONSTRAINTS IN DEPOSIT MOBILISATION

The RRBs exclude the richer sections of the village society in providing direct financial assistance.
These sections have potential savings to deposit. But, they are least interested in depositing them
with the RRBs in view of the restrictive credit policy of these banks. Further, state and local
39:’:’;{‘;’;’“5 and their agencies also have not cooperated much by maintaining their deposit accounts
wi S, : :

In short, the RRBs have failed to mobilise deposits as per the target set.

17.12.10 SLOW PROGRESS IN LENDING ACTIVITY

The RRBs pace of growth in lean business is slow. For this the following reasons may be
given: i} There have been limited scope for direct lending by RRBs in their fields of operations;

-ii) It is always difficult to identify the potential smalt borrowers and the bank staff have been required

to make special and sincere efforts in this regard; iii) Most of the small borrowers do not like the bank
formalities and prefer to borrow from the informal/indigenous sources of finance, such as money
lenders; iv) The anomalies in the Differential Interest Rate (DIR) Scheme also posed a special problem
to the RRBs. While the RRBs charge 14 per cent interest, the commercial banks charge only 4 per cent
under the DIR Scheme in rural areas. Thus, no borrower would go to RRBs or co-operative societies in
the area when a loan from the commercial bank is available under the DIR Scheme; v) There is no
‘effective link between the RRBs and PACs and the farmers service societies; vi} There is lack of
coordination between officials of the district credit planning commitiees and the RRBs,

17.12.11 URBAN-OR}IENTATION'OF STAFF

A crucial practical difficuity experienced in their working by the RRBs is the urban orientation
of their staff which is rarely inclined to serve in rural areas. There is no trye local involvement of the
bank staff in the villages where they serve. _ _ : .

17.12.12  PROCEDURAL RIGIDITIES

The RRBs follow the procedures of the scheduled commercial banks in the matter of dcp(_)sits -
and advancing loans which are highly complicated and time-consuming from villagers' point of view.
The rural borrowers always appreciate informal ways and simple procedures as have been followed by
the money lenders and the indigenous bankers.

Due to the liberalisation of the terms and conditions there are many villagers seeking loans. The
problem that the branches of the RRBs are facing now is that they are unable 10 refuse help to the -

viltagers.
Another problem is the lack of adequate infrastructural facilities in rural areas.



17.12.13 CONCLUDING REMARKS

Dcsp.ilc. these probl.e.m.s,. the RRBS have been trying their level best to achieve their. social
objectives. They have succeeded in projecting their image of 'small man's bank’, :I‘hay are, in fact,
development banks of the rural poor. They have been trying to fill regional and functional gaps in rural
finance in our country. - g ' _

17‘.1-3. SUGGESTIONS FOR REQRGANISATION AND
IMPROVEMENT IN THE WORKING OF RRBs

- The RRBs havé,. indeed, made a good bcginning in the direction of the obj'ectivc of promoting
*rural development with redistributive justice, . '

It is, however, necessary o redrgani_se their structure and improve their working. Professor
Chairman Wadhva makes the following important suggeslio_ns: : :

. 1) The uniéuc role 0f-RRB§ in providing credit facilities to weaker sections in the villages must
be preserved. The RRBs stioufd éxist as rural banks of the rural poqr. o

2) The RRBs may be permitted to lend up to 25 pe,'r cent of their total advances to the richer sections
of the village society,

3) There is an urgent nced to create a more hospitable rural environment for the RRBs. The hostile’

attitude of PACS towards RRBs must change:
4) ‘The State Government should also take keen interest in the growth of RRRBs,

5) There should be a clearly demarcated planning for the scope of the aétivities of RRBS,'Coopem_tivgs
- and commercial banks in the rural areas. . - '

- "6) Participation of local people. in the equity share capital of the RRBs should be allowed and

7y Local staff may be appointed, as far as po_ssible, in the RRBs.

8} Co-operative societies may be allowed to sponsor or co-sponsor with commercial banks in the

establishment of the RRBs.
9) The RRBs Shouid_ be linked with PACS and farmers' service societies (FSS).

10) When thie RRBs assist PACS, thie latter must ensure that a minimum percentage of their lendings
should go 1o the weaker sections, : :

I1) The RRBs should be strongly linked with the sponsoring scheduled commercial banks and the
Reserve Bark of India. I _ < '

12) _Cg—_pfdinagioﬁ between district level development planning and dis'ufict level credit planning is also
required-in order to chart out the specific rofe of the RRBs as a development agency of the rural area.

13} A uniform pattern of interest rate structure should be devised for the rural financial agencies.

the progress of loans and their efficient recovery.

14) The RRBs must strengthen effective credit administration by way of credit appraisal, monitoring

15) The credit policy of the RRBs should be based on the group approach of financing rural activities.

18 TheRRBs may initiate certain new insurable policies like deposit-tinked cattle and other animals
Insurance policy, crop insurance policy or life insurance policy for the rural depositors. y



17) The RRBs should increase their consumption loans to the villagers and weaker sections.
18) The RRBs may also provide marketing guidance and consultancy services to the villagers.
19) The RRBs may relax their procedures for lending and make them easy for the village borrowers:

20) The RRBs should be perrpitled 10 provide full range of bhnking services, such as remittances and
other utility/agency services, which would help a lot in devcloping banking habit among the villagers.

21 Th_e image of RRBs §hould be improved. They should not be identified as 'second clasé.‘ baﬁks or
an extension of the urban-oriented commercial banks. They must develop their own’ identity. '

22) The RRBs should be eqcouragc_d to form their separate associations at state and national levcls.
These. associations may coordinate training and research activities of their mémber banks and publish
newsletiers or journals, etc. ' ' :

17.14 DANTWALA COMMITTEE'S REP-ORT_ON RRBs

_ In June, 1977 the Reserve Bank of India appointed a Committee to review the working of
RRBs. It was hc:_idcd by Professor M.L. Dantwala. It is, therefore, called the Dantwala Committee. The
Committee submitted its Report to the Reserve Bank of India in February, 1978.

The following terms of reference were assigned to the Committee :
1. To evaluate the performance of the RRBs in view of the objectives set out for them;
2. To spell out the precise role of the RRBs in the rural credit structure,

3. To make recommendations on the scope, methods and procedures of functioning of the RRBs and
other related matters. '

The Dantwala Committee conducted a detailed study of the working of 12 selected RRBs, namely:
1) Tungabhadra Gramin Bank; 2) Bhaojpur Rohtas Gramin Bank; 3) Champaran Kshetriya Gramin Bank;
4) Kshetriya Gramin Bank, Hoshangabad and Raisen; 5) Jaipur Nagaur Aanchalik Gramin Bank;
6) Korapur Panchabati Bramin Bank; 7) Prathama Bank; 8) Haryana Kshetriya Gramin Bank:
) Gorakhpur Kshetriya Gramin Bank; 10) North Malabar Gramin Bank; 11) Nagarjuna Gramina Bank;
and 12) Mallabhum Gramin Bank.

The Dantwala Committee (or the Review Commitice) has come out strongly in favour of
continuing RRBs. The Commitiee has pointed out that the agricuitural credit of the commercial banks
has not helped to bridge the geographical gap in the availability of credil not covered by cooperatives.
The support of this commitiee for RRBs can be seem from the following statement.

"The superiority of RRBs as an égency of rural credit over the rural branches of commercial banks
is derived from its low cost of operation, its simplicity and low prefile, local participation in
management, familiarity of the local staff and the close association of district level agriculture and rural

development agencies.”

It observed that the performance of these RRBs was good in general in fulfulling the objectives set
out for them. ; .

The following are the major findings and recommendations of the Dantwala Committee
1. 'The RRBs with some modifications in their organisation and function can become a very useful
in the totality of the rural credit structure. The RRBs can make a substantial contribution 1o improving
the quality and quantity of credit flows to the rural areas by becoming an integral part of the rural credit.

structure.

3. The Committee, however, did not favour the proposal of converting selected PACS nto rural
banks. It suggested that of providing rural credit in a more efTicient manner. '
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"3, The RRBs should f unction at the the intermediate level. "It_shduld'_progres'si_ve.ly fill the ‘credit gap’
inthcr'ura!'secto_r. ' ' S L

4, .The RRBS are superior- to thé rural branches of commercial banl_cs_ in _sup]_)ly-iﬁg' rural credit,
because of their lower cost of operation, simplicity, low profile, local participation in management and
close connections with their clicnts and .rural development authoritics. The Commitiee, therefore,
opines that the commercial banks should prefér 1o meet the credit requirements of L_he rural areas through
the RRBs. - ' - .

5., The jﬁris’dicu’o'n of 2 RRB should be confined 1o one district. -

- 6. The COm.miue'c recommended the fbllowing sché_rne of composing the share capital of Lh_e RRBs.
1) Sponsoring' Bank : 40 per cent
2) RBI: _ : 25 per cent
3) State Government : 15 per cent
4} Local Participation : 20 per cent

- 7. The RRBS should be allowed 1o Ipr(_wide full banking facilities in thc'areas of their operal_ion.

‘8. Forms and procedures of the RRBs should be further simplified. :

9. The RBI should ensure uniformity in the inlcrésl'ratc policy on part with all rural financial
agencies in the organised secior of the money market. ' '

© 10. The RRBs should be adequately recruit lechnical Siaff,

11. Sponscring banks should provide training to the staff of the RRBs.

17.15 SUMMING UP

The Regional Rural Banks started functioning from October 2, 1975. These werc started under
20 points Economic Programme to fillup the gap in the sources of institutional finance needed for -
agricultural and rural development. The main purpose of these banks is to make finance available
for productive and developmental purposes to the weaker sections of the rural economy namely;
small farmers, marginal farmers, agriculturai and other labourers, artisans and others who are
economically weak. The operations of these banks are generally limited to one district and rarely to two
districts; (Nagarjuna Grameena Bank covers (wo districts - Khammam and Nalgorida). Its network of
branches spread through out the district with local people who know the. local needs as its employees,
these banks are expected 1o BO a long way in serving credit needs of the rural masses. These Regidnal

'Revised'by - K. Sateesh Reddy -

17.16_SUGGESTED BOOKS

1. DM. Mithani - Currency and Banking:

2. K.PM. Sundaram : Money, Banking and International Trade

3. AB.N. Kulkami and . ©  Money, Banking, Trade and Finance.
- A.B. Kalkundrikar ' _ S
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17.17 MODEL EXAMINATION QUESTIONS

o m oW e

by
-y

® N bW =

Answer the following questions in about 30 lines each.

. Explain the objectives and working of RRBs.
.. Comment on the superiority of RRBs over-other financial institutions in rural areas. ' '
. Review the progress of the RRBs since their establishment. '

What are the major problems faced by the RRB s'? .
What are the suggestion you makc for reorganisation and 1mpr0vemcm in the working of RRBs‘?
Mention some of the importam fmdmgs and recommendations of the Dantwala Committee.

Answer the follow-ing questions in about 15 lines each.

What are the recommendations mzde by the Narasimham Committee?
What are the functions of the Regional Rural Bariks? '
How arc the RRBs differ from Commercial Banks?

What are the characteristics of the RRBs?

Explain the problem of 'overdues’ with respect to RRBs.

Write a note on the credit policy of the RRBs.

How RRBs facilitate implementation of 20 points Economic Programme’? _
What is the assistance extended (o RRBs by the NABARD?
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18.0 AIMS AND OBJECTIVES

_ The purpose of this unit is to deal w1th the part played by the Reserve Bank of India in provndmg
various t)'pes of. assmtance mcludmg Cl'ﬂ-dll: to agriculture through its agencies. _

After readmg the unit, you will be able to know

“role 6f R:B; I m providing agricultural credit facnht:es
system of Tiegratéd Rural Credit,
types of eredit facilities, and ' ' ' ' -
assistance of State Bank of fndla, Commercial Banks Reglonal Rural Banks and NABARD te
agriculture., . . :

R ok ow

18_.'1'-"- ’“INTRODUCTION

_ Finance is an essenual rcqmrement for every producﬂve activity and agrlculture isno excepnon In
- India, agriculture is in a backward condition. It is perhaps due to the shortage of adequate financiat
- resources which prevent agriculturists from effecting improvements in cultivation. The existing

-nstitutions of credit ar¢ not capable of meeting the financial needs adequately. It was for this reason.that-
the R, B.IL asgumcd the responmbllny of providing more credit through various institutioris. ©

18g
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15.2 RESERVE BANK OF INDIA - AGRICULTURAL

CREDIT o _
18.2.1 RESERVE BANK'S ROLE ‘BEFORE 1954 )
“ Since its. inception in 1935, the RBI haé becn playing an im.portam role in pro.viding credit to

agriculture and in strengthening credit institutions, in particular primary co-operative credit societies and
land development i.e., Agricultural Credit Department. Its main functions are: ’ L

1. To maintain expert staff 1o study all questions of agricultural credit and be available for

consultation by the Centrat and State Government, provincial State Co-operative Banks and other
Banking Organisations. :

2. To co-ordinate the operation of the Bank in connection with agricultural credit with those of
provincial co-operative banks and other institutions engaged in the supply of agricultural credit.

But till 1949 when the RBI was nationalised, the role of RBI in rural finance was very
insignificant. In 1949-50 the State Co-operative Banks borrowed only Rs. 2.7 crores from the RRB1, This

was due to the absence of good rediscountable bills with State Co-operative Banks and existence of only
two State Co-operative Banks (in Maharashtra and Tamilnadu). :

18.2.2 RESERVE BANK'S ROLE AFTER 1954 - INTEGRATED RURAL

CREDIT ‘ o : .

After the publication of the All India Rural Credit Survey Committee Report in 1954, the

activities of the RBI have increased. It recommended integrated rural credit scheme. This scheme was

based on three fundamental principles viz., (i) The State should participate in the co-operative at all
levels. - : ' .

2) There should be full co-ordination between credit and other economic activities such as agriculture,
marketing, processing etc., .

3) The co-oper.';llivc movement should be run by adequately trained an.d efficient pérsonnel who are
fully aware of as well as responsible to the needs of the farmers. .

The State should participate in the co-operative movement financially as well as otherwise. The
co-operative societies are supposed o help the farmer not alone in credit requirements but also advice
and direction in better cultivation, the supply of seeds and fertilizers, marketinig of their produce and soon.
To take advantage of this scheme, the primary co-operative society should become a multipurpose

society.

The Government accepied most of the recommendations -of the Committee and has given effect
to them. The State Bank of India has been charged with the development of rural and Co-operative
Banking. It would pay special attention to the needs of co-operative institutions connected with credi.t.
marketing and processing. Further, the Co-operative Development and Ware housing board was set up in

1956 and the Central Warghousing Corporation in 1957.

The Reserve Bank of India was asked to create two separate funds. The first was called the
National Agricultural Credit (Long Term Operations) Fund with arf initial contribution of Rs. 3 crores.
Erom this fund, the Reserve Bank was to grant long term loans to the State Government to enable them
to participate in the share capital ‘of the co-operative societies. The other fund was called the Natiqnal
Agricultural (Stabilisation) Fund to which Rs. 1 crore was 1o be allotted annually. to grant medium
term loans to State Co-operative Books. - . :

18.2.3 RESERVE BANK - SHORT TERM CREDIT

The Reserve Bank provides short term credit to State Co-operative Banks financing seasonal

. agricultural operations and marketing of ¢rops at the concessional raie of 2 per cent below (he bank raie.



In 1950-51, the Reserve Bank of.India sanctioned short term credit 1o the extent of Rs. 7.6 crores only.

But in 1981-82 this amount had increased to Rs. 1090 crores. The credit limits are at the concessional

rate of interest of 3 per cent below the bank rate. Besides, the Reserve Bank sanctions loans to meet the

. working capital of co-operative sugar factories, Apex marketing Societies for purchase, stocking and

distribution of chemical fenilizers.
'18.2.4 RESERVE BANK - MEDIUM TERM CREDIT

These loans are given for a period of 3 to 5 years. The purposes are Teclamation of land, bunding
‘and other land improvements necessary for the cultivation of crops, the maintenance of small irrigation
works and the purchase of machinery, livestock etc., In 1954-55, the amount sanctioned to medium term
loans was Rs. 27 lakhs. This has been increased to Rs. 110 crores in 1981-82. Medium term loans are

also given to agriculturists for purchase of shares in Co-operative Sugar Factories. The Bank converted -

short term loans into medium term loans in areas affected by scarcity.

18.25 RESERVE BANK - LONG TERM CREDIT

"I regard to long term finance to agriculture, the Reserve Bank (&) subscribes to the debentures of

Central Land Development Banks (b) it gives loans to Agricultural Refinance and Development

Corporation and (c) it grants loans to State Governments to enable them subscribe to the share capital -

" of co-operative credit institutions. The Reserve Bank has given an undertaking that it would subscribe
1o debentures by Central Land Development Banks upto 20 per cent of the total value or the short fall in
 the public subscription whichever is less. - _

The Reserve Bank normally sanctions loans for 12 years (though it can lend upto 20 years
according 1o the Act) to the State Governments to'enable them to contribute to the share capital of the
‘State and Central Co-operative Banks and large sized primary societies being made out of Naticnal
Agricaltural Credit (Long Term Operations) Fund established in 1956. -Loans amounting to Rs. 212
crores were sanctioned during 1981-82. : - : ' ) T .

18.2.6 RESERVE BANK'S HELP TO WEAKER SECTIONS

‘Besides strengthening the structure of institutional finance and augrhcnting the credit going (o

agricultural sector, the Reserve Bank ha@\also adopted special means to help the weaker sections of rral -

- populatior and to reduce the imbalance in the regional distribution of available finance. - For example
" {(medium term loans) to Central Co-operative Banks deposits, provided these funds are used for financing
smail and marginal farmers identified by small farmers and agricultural labourers (MFAL) agency.
Further, the Bank allowed advances to be used for the purchase of bullocks by farmers of SFDA areas.
Again, the primary agricultural credit societies” have been permitted to advance five year medium-term
loans in excess of cerfain’ minimum to individual members for purchase of power tillers without mortgage

of land. Further; both tenants and share croppers belonging to weaker sections have been made eligible .

for jong term finance. ‘The Reserve Bank provided softening conditions of repayment of loans by farmers
in areas of scarcity or famine conditions. The Reserve Bank decided to direct more funds into states where

per hectare outstanidings are relatively low with the aim to bring a more balanced distribution of -

investment finance. :

A

183 RESERVE BANK - OTHER INSTITUTIONS
1831 RESERVE BANK - STATE BANK OF INDIA

~ The Government nationalised the Imperial Bank on 20th December, 1954 on the recommendation

_of All India Rural Credit Survey appointed by RBL. The Government later established the State Bank of

India on July 1, 1955. This bank was expected.to operate its.activities in confirmity with the broad

- egconomic policies of the Government. Further State Bank ‘of India has been directed to promote

agricultural finance and to solve the problems of the existing system of agricultural finance. The
activities of the Bank comprise of o S '
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(@ - General gssistance : 1t provides liberalised remittance facilities to State and Central Co-operative

Banks.

(®)  Loan to Co-operative Banks : The State Bank have also been grantmg short term credit facilities
to the State and Central Co-operative Banks against Government securities at a concessional rate of
interest i.e., half per cent below the usual rate of advance. :

()  Assistance to Land Development Banks : State Bank subscribes to thc'dc!)'ent_ufes floated by
Central Land Development Banks from time to time. It grants temporary financial accomodation against
Govermnment guarantee. ' : .

@  The State Bank of India has introduced the village adoption schemie to meet the total credit needs
of all farmers and artisans in the village. - T '

(¢}  State Bank group has been extending assistance for agriculfural development through its special
agriculural development branches (ADB). o ' :

Since the Reserve Bank cannot directly grant credit facilities to the agriculturists, the State Bank
of India has been direcied to meet the needs of the farmers. The State Bank of India is participating in
all schemes of lending to rural areas formulated by the Governenent and the Reserve Bank of India, -

18.3.2 RESERVE BANK - COMMERCIAL BANKS

" The Reserve Bank of India circulated among all Commercial Banks 'guidelines for financing
of agriculture by Commercial Banks' in December, 1970. These were prepared on the basis of a study
of the credit planning cell of the Reserve Bank of India. ' . _

As such the contribution of ‘commercial banks to agricultural credit, reached Rs. 10,666 crores
in 1987; constituting 19% of the total bank credit. This needs to be stepped up further with the opening
of more rural branches to mobilise deposits. These banks should provide more money for marketing

of agricultural products.

The rural variant of Cdmmercial Banks, namely the Regional Rural Banks has also expanded
much. Their number of offices stood at more than 13,500 in 1988. The area approach to the problems

. of agricultural finance i.c., financing agriculre through an intensive programme of area development

was taken up in right earnest. :

Thus the commercial banks are making some headway with their conn'ibuti(-ms_ 1o agricultural
finance, - o

1833 RESERVE BANK - REGIONAL RURAL BANKS

The Reserve Bank felt (hat the Regional Rural Banks have a significant role to.play in the
financing of the rural sector. The R.B.I has suggested the setting np Regional Rural Banks in areas
where Co-operaiives were rather weak and where the need for such agencies were ratl_ler weak and w.here
the need for such agencigs was felt. The Reserve Bank of India has also suggested joint sponsorship of.

RRBs by apex Co-operative banks to develop closer linkage.

The Regional Rural Banks have been able to achieve the main objective of helping the weaker

_ sections in the rural areas by providing credit to suit their requirements. This indeed is the finding of the

steering committea constituted by the Reserve Bank.

The RRBs have been actively participating in programmes desi_gneq 0 provide credit assistance
to identified beneficiaries under the new 20 point Programme, Integrated Rural Development Programme
and other special programmes of the scheduled castes and scheduled tribes.



18.3.4 RESERVE BANK NATIONAL BANK FOR AGRICULTURE
'AND RURAL DEVELOPMENT (NABARD) :

It was on the rezcommendauom of the Sivaraman Commilice, the most 1mportant development in
the field of rural-credit in recent years is the seiting up of the National Bank for Agricutiure and Rural
Development (NABARD) on 12th July, 1982. It has replaced for merging in itself the Agricultural

Refinance and Deévelopment Corporation and two credit related constituents of the Rescive Bank of India

viz.; Agricultural Credit Department and the Rural Planning and Credit Cell. It is an all India refinancing
"agency for providing undivided attention, forceful direction and pointed focus, 10 the credit problems of the
rural sector. The NABARD‘&; Head Office is in Bombay and wl{h 16 rcgmnal offices Lhroughoul the

'counlry

The NABARD is to have share capital of Rs.100 crores 10 start with {contributed equally by the-
. Reserve Bank and the Government of India). The amount of its authorised capnal h‘n been raised from

Rs. 5(10 crores to Rs. 1000 crorcs

Functlons

o 'I‘he main functions. of NABARD arc
1. It has (ke objective of promoting the health-and strength of the credit msmuuons ie.,
Co—operanves Commercial Banks and chlonal Rural Banks.

2. M has the auLhonLy of dlreumg, mspectmg and supervising credu flows in agncu!tural and rural
development, .

3. Ttprovides 'shdri'téi'm crédit {uﬁtﬁ'lzﬁ'iﬂbmhe)m State Co-operative Banks for seasonal operations

{crop loans), marketing ol crops, purchse and distribuuon of feruh?ers and working capltal
requirements of co-operative sugar factorics. .

4. It provides medium lerm (.redn (18 months w0 7 years) 10 Sialc Co-opcralwe Banks and- RRBs
~_ for approved agriculturai purposes, purchasc of shares of processing socicties and conversion of
.. short| torm. s:rap loans into medﬂlm term loans in areas affected by national calammes

5. It provides medium and long torm Ll'edil {not cxceeding 23 years) for investments in agriculture
under schematic lending 1o Stalc Co- opcralwc Banks, Land Dcvelopmcm Banks, RRBs and
Commercial Banks, =~

6 It prowdcs long term loans to Staic Govcrnmcms (not cchdmg 20 years) for conlnbuuon 10
sharc capual of co-operative credil institutions.

7.1t maimams a reseaﬂ:h and dcvclopmem fund 10 be uscd 0 promolc rcsearch in agrlbulture and
- rural development, .-

Performance of NABARD

IL should be rcmcmbered lhaz the NABARD is an apex institation and docs not deal dmscﬂy wnh :

- farmers and other rural people. Il grams assistance to them through Co-operative Banks, Commermal
Banks RRBsetc. -

.Thé NABARD sancuoned shorn term credit amoummg 10 Rs.2;807 crores in 1989-90 l‘or

fmancmg seasonal- agriculiural operations (at 3 per cent below Bank rate). It also granted short term :

credit of Rs.450 crores durm;_, 1989 90 for purposes other than seasonal agmullural operations.

T 1 sancnoned medium, term loans 1o Lhe extent of Rs. 16 crores durmg the year 1989 for approvcd
agncullural purposes :

3. In regard o long Lerm assistance, it sanctioncd 9,211 schemes in 1989- 90 to the exient of

Rs. 2,039 crores. . The total number of schemes sanctioned upto march, 1920 stood at 78,863

and dlsbursemems amounting Lo Rs 1240? crores, Most of the schemes belong to minor irrigation o

_ (29 749 out of 78 863)
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4. It has putsucd a policy of developing and promoting agricultural investments in less developed

- areas and/or underbanked states.

5. The NABARD provided credit to the non-farm sector viz., Small Scale Industries, Cottage &
Village Industries etc. .For meéing their working capital requirements. The shost term credit is provided
for financing production and marketing activities of Co-operative Sugar Mills, Handloom Weavers
Societies and 22 broad groups of recognised Cottage and Small Scale Industries, Industrial Co-operatives
and Weavers and rural artism Co-operations. : -

6. The NABARD sanctioned financial assistance 1o 76 chiona'l Rural Banks from its Research and
Development fund for sctting/strengthening their Technical, Monitoring and Evaluation Cells (TME).

Khusro Committee’s Recommendatins on NABARD :

The Khusro Committee pointed out the refinance function has attracted relatively more attention
than other functions of the NABARD over the years. It stressed the need (o enlarge its activities much
beyond those of refinance. The following are its recommendations : ' E

1. NABARD should undentake an cffective role in institutional development, particularly with regard
to Co-operative. S

2. NABARD should resort 1o dircct lending under special circumstances in the interest of -
regional/sectoral development.

3. NABARD will have 10 raise resources from the market in. the coming years on an increasing scale.

4, The inspection functions of the NABARD is not integrated with refinace and institutional
development function. It should redefine the purpose and objectives of inspections o Tacilitate such
integration. ' '

The scope of the operations of NABARD is large indeed. It has to emerge as a strong dévelopment
Bank for rural tegeneration. It should concentrate more on the building up of the Co-operatives. 1t has to
promote research in agricutlure and rural Development to formulaie and design projects and programmes
te send the requirements of different areas and to cover special activities. '

18.4 SUMMARY AND CONCLUSIONS.

To sum up the Reserve Bank is playing an increasingly important role in rural finance. As for

_ its performance, it has been quite good. It promoted credit institutions on sound lines and substantiaily

contributed in argumenting their resources. Besides supplying of credit to agricultaral development it
also ensured the social objectives of heiping the poorer -sections of popuiation and of reducing
regional disparities in the distribution of funds. :

_ There is increasing reliance of co-operative Banks on the Rescrve Bank_. The proportion of
finance from Reserve Bank 10 Co-operative Banks is about 10 percent of the working funds of Lhe later.
In the case of some States-it is over 90 per cent.” It is an indication of the weakness of the co-operative

system of finance.

Efforts must be made to strengthen the co-operative credit institutions in mobilisation of

~untapped rural deposils. The Reserve Bank as such is doing its best-and can chLinue to play a prominent

part in helping the rural sector at large.
.I . Dr. K. Prasad Rao
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Accelerator

Acceptance

Acceptance Houses

Agriculiural Banks

Asset

Balance sheet of a Bank
Balanced growth

Bank

Bank rate

Bill of exchange
Boom

Branch Banking System
Business cycle

Capital
Call Money Market
Capital-Market

Cash-Reserve Ratio
Central Bank
Chain Banking

Cheép Money

GLOSSARY (wni :."7'.'13)_

The ratio between Lhe changes in dernand for consumcr goods and
caplwl goods.

Y P
..‘

When a bill is accepted by the drawee itis called acceptance

Sp_eciali:;ed agencies who are experts in accepting home and
foreign trade bills as they are fully aware of the financial position
of the drawers of bills. :

Banks that meet the long term and short term financial require-
ments of agriculturists to a considerable extent. '

"+ Anything owned by a person or co‘“?a‘ry cic., thak has money.
~-yalue and whnch can b sold pay debts.

' .The sum ment of assets am:l 11ab111t1es of a bankmg company

- Refers o uniform rate of growih.in an-economy.

Establishment for keeping money and valuables safcly a.nd the
money teing pand ot on the customer's orders .

1t is the standard rate at which lhe Reserve Bank is prepa:ed to buy
or rediscount bills of exchange or other commerclal papers cllgxble
for purchase.

It is.a negotiable instrument and a legal document of debt. |

Prosperity period during which the economic acti\}i[y expands,

A systen in which each bank operates with a net work of branches
spread all over the country.

Ups and downs in an economic activity. These are referred 1o as
Boorns and Depresswns

Wealth (hat may be used for the production of more wealth
Market Jor extremely short period loans,
The market for medium and long term loans.

Refers to the proportion of deposits which commercial banks 1
keep as i reserve with a Central Bank.

“The bank that controls the volume of currency and credit in any .
count_.ry‘ . .

The system of bsnking in which two or more banks are owned and
comroll\d byongora group of persons.. '

Credit n:oney is made avmlable ai low rate of interest.
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~ Credit

Dear Monéy- Policy -

Fixed Deposns '

Foreign Excbange Banks

g Full Employinent

i

o A mmamy system in which the value of each basnc unit of a

_':, That which can be changed into cash orpassed fmm persons o .,

different kmds of deposus fmm the
loans

Joint stock banks whi
_ public and grant-shon

TA system in which a bmﬁfiiﬁ a small town or wllage is conneqted

-Faith or conﬁdenoe of
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The policy of the Ceny j_ :
interest aatesmkemﬁ Rig

R system of banking T banks receive deposﬁs from the
pllblfc and lend them m penods

Deposm payable aﬁcrﬁ éﬂuun pcnod of time.

~ Banks that specialize iy ﬁmmmg foreign trade ﬂ,rg“gh _the _same | '
andpmhaseofexchangebills co L TR

: - The level of employ o which every one (abtezmd wﬂhng o
work) is employed. Thefill employment level of the economy
mdicaw full capaclty enwm; ie, ali resources are emp}oyed

i_f\‘

cO!m’n'y" i tarrency is ﬁx!ﬁ“ﬁi terms of goid

A bankmg system in whﬂah W0 or more banks are dlrectly or
-_ indiréct y controfled by %%ssoclanon o S

Camﬁﬁ}y saveﬂ and gm&%d Slore of money.
An interaal bil} of exchﬁte.

The doctrme ‘stating ﬂrﬁtﬂ’fé State mterfe.rence in .jndusﬁ.yéﬂd Lo
cotmmene should be kept w 4 minimum, : _

E‘onn of money whlch muﬂbe aoceptcd if offered in paymena

Paymem or setdement (debis) of an unsuccessﬁd busmess com-
pany by dividing op its pmpen;y 1o pay debts. - '

A banhng system in which: c:ommerclal banks rnake short term. as :
waeil as long lselm loans to Commercc Trade and Industry

Melalhc coms and pnnted Rotes with values stamped on them

pemons mstehd’ bft:ash

Mﬂhey sdfvice ns & meclmm of'exchange_and:unit of accmm bug.
doesnmaffactt!;e : ny. - S S
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19.0_AIMS AND OBJECTIVES

T of l’.hlSlHll{ is .to é_xp'_ in &ie"bdncepté _ofl lntemaj and international uade ‘ai_xd;'io;analysg.'the
. basis..cifihta_patibrial wade. S _ L P o _

Aficr reading the unit you will be able 16

... Jdiscuss some basic concepts relating to international rade,
.. iexplain the difference bétwedn fudrhal dhd intemational trade, and o
exaniine > the Basis of interrationat trade and also its advantages and disadvantages.

19.1_INTRODUCTION

The term Trade' generally means exchange of goods among people. Trade is of two types namely -
inteynal or domestic trade and external.or international trade:: Internal or domestic trade: means exchange
5 of gbpdsmwpm‘peopjp;wimin the given geographical beundaries of 2 pation-or region. .-On the other -
hand extermal or intemational trade, is exchange of goods between different countries,. - .- - - . .

19.2 -INTERNAL TRADE. AND =INTERNA_TION_A-L‘ TRADE

I should be noted that the differeiice befween intérrégional trade and international trade is only

- one of degree anid not.of kind. The fundamental principles in both cases and the sam¢ international trade

- like imgrregional trade i§” the result of division of Iabour. In inicr_r:ial{ogf'in-tc;_ﬁ;';ff__:'g'ilgnal.: trade, people

' specaahzemproducmggmds in which they have a comparative advaniage., the same thing happens in

international trade” In the words of Prof. Haberier, "strictly speaking, it is neither possible nor essential

to draw a sharp distinction: between Lhe problems:of forcign and domestic trade. If we examine (he alleged

pecularities of foreign tade, we-find that we arg dealing with differénces in degree rather than with such
 basic difference of a qualitative nature as would warrant shamp theoretical divisions,” ~ - . - e :

= There pre nevertheless, general.differences between internal and foreign trade which necessitates the
- formudation of a separate theory of international irade, - Some of theso-differences are practical, some -
pedagogic, Perhaps the most obvious justification for a seperate study arises from the barriers between . '
‘couniries which prevent- completely free movement of goods, persons and capital. These barriers may
- be political, social or linguistic, as well as economic which takes the form of custom duties, direct trade-
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restrictions or exchange controls.: Such trade Bariers are-threly imporiant, enough.to impede the:low of
strely important, snoug

trade within a country, but to the extent that they are impottan jéen countries they give rise 10 a

number of problems which form pagt of the suidy of intefnational &

. Secondly, difference between internal and international trade arises because trade within the country
is conducted in terms of a single currency. “But in the case of international trade, it is found that every
_country has its-own currency since the nationals of each country execute their transactions whether
domestic. or foreign in their national currency, this raises the problem of forcign_éxchang'e_;' ic., of
converting inlernational payments and reccipts from one currency inlo another.. But these specific
problems of converting currencies does not arise in infemal rade. : o R

_ The third distinguishing characteristic of international trade arises from the fact that ‘the existence
of political boundaries carries with it controls and regulations of intemational trade and payments, in the ,
form of customs duties, exchange control, foreign trade monopolies and so fofth, which do not generatly .
exist in the domestic rade area. 3 ' S

Another factor perhaps the most significant one which distingnishes international from internal
economic transaction is that at any point in time, over all economic conditions and policies are likely to
differ much more markedly between countries than within a couniry. For instancé if two or more regions

- form part of the same country it is likely that similar broad economic policies will-be followed in all.
areas and is unlikely the Central Government to follow a policy of expansion involving low interest rates -
in one region while pursuing a policy of contraction in.another. involving high interest rates. ' '

Further in case of international transactions Governmenis always:intgrvene and {ry 10 maintain a
balance between exports & imporis or at least minimise the bad effects of a deficit. Henry Sidqwick
correctly remarked that it is only in the case of foreign trade that the investigation of the conditions of
favourable interchange excite practical interest, because it is only in the case that there has been a serious
questions of governmenta} interference with a view 10 making the interchange more favourable. But in
the case of internal trade such problems do not arise as at the national level.

Another distinguishing feature of internal trade lies in the existence of greater geographical
distances and the consequent increases in the transpori costs. According to Henry Sidgwick, the fact of
distance which renders international exchange costly, necessitates a special theory for the determination of
international values. For instance transport costs become an important input - .in the case of international
trade, while these can be ignored in internal trade. Not only.goods have to be transported over longer
distances but distinct problems of packing, insurance, banking and freight which are generally absent i
the case of domestic trade, require special attention in the case of international trade. '

Finally, inter regional trade differs from international trade in that trade between different regions in
the same-country is amount members of the same group, where as trade between countries in between
different cobesive units. In the words of Friedrich List "Domestic trade is among us interhational trade is
between us and them”, ' _ . -

: To sum up the differences between international and interregional u'ﬁde -Arige Emm ' factpr
immobility, different currencies, different national policies, seperate markets, politically different units
and economic nationalism. All these causes give rise to a separate theory of international trade.

19.3 BASIS OF TRADE

Given its special features as described above: it would be possible now_gto_-_expiain ‘the basis of
international trade. The fundamental basis of trade whether internal or international is that all different
regions within a country and different countries are not equally efficient in the production pf all goods. -
It is therefore advantageous for each region and each country 0 specialize in the production of goods
in which it is specially suited and in exchange obtain those goods:iir. which it is less suited to produce.
Now a very important question arises why does a country speciatize in ‘the prodaction of certain -
commodities? . : R g

ot




: ‘First, differences in geographical factors like climate, availability of national and manpower

resources constitute the natural basis of specialisation of trade. Given its peculiar geographical and other
natural conditions a country can produce certain goods more efficienty than others .g., Arab countries
have a natural advantage in the, production of petroleum products and Afghanistan in dry fruits. Australia
and North America possess vast areas of fertile land which énable them to produce wheat and other crops

efficiently. So also tropical climate is found more suitable for the production of rubber, tobacco, cotton,

. tea and coffec than temperate regions. Therefore geographical differences is one of the important basis of
) 'Secondiy, differences in.. skills; techniqucs of production and labour force alse create a basis. for

'.specialisaﬁon and trade. Countries with abundance of labour might be able to use labour intensive
technigues efficiently, countries like Switzerland having skilled workers would specialise in the

preduction of goods requiring such skills. Likewisc countries endorsed. with abundanice of capital might

be able 1o ase capital intensive techniques, efficiently. : .
' Thirdly, differences in tastes, preferences and incomes may give rise to differences in demand

conditions and thus trade between nations, A rich country with high consumption standards needs a wider .~ -

variety of goods than a poor country and thereforc its dependence on other countries for both exports and
~ imports would be high. . : ' ' :

“. Fourthly, differences in the level of development of différent countries create a basis for trade.
Under developed countries will at first have to-import machines and technical know-how from
industrialised countries. After they achieve industrial development they may be in a position to export
capital goods 10 other countries.. : : E

Fifthly, it must be emphasised that some of ‘the _couﬁtrics-érc producing and exporting certain
- commodities mairly because of historical reasons. For e.g., production of jute, tea and rubber in India
was started on the initiative of the British rulers in the 19th century at the cost of other goods.

In short, differences in relative prices between countries is the basis of international trade. The
reason for the basis of international wade.” The reason for the cheapness of one commodity and deamess of
another relatively at home than abroad may be due to the differences in either the supply conditions or the
demand conditions in the two countries. It may be noted that the classical economists, however stressed
only differences’in the supply conditions at home and-abroad as the basis of international trade and the
lacuna of the classical theory was filled up Heckscher and Ohlin who siressed that differences in the

relative prices will depend upon differences in the demand for and the supply of the commodity of the

commodity in the two regions.

19.4 ADVANTAGES OF TRADE

Nations trade with each other because they benefit from it. Other motives may be involved of
course, but the basic motivation for international trade is that of gain. A country need not produce all the
_gooc_:ls”_whi_ch it requires, it will produce only those in which it has a nataral and imperative advantage and
it will import commodities in which it has a comparative disadvantage. When every country follows this

principle, goods are produced more efficiently and countries gain from trade. Thus international wade

“provides maximmn scope for_the_: optimum exploitation and allocation of world's scarce resonrces.

~ market. Trade expands the market beyond the frontiers of a country; with increasing scope for division
of labour and specialization. will further increase efficiency and reduce costs of production, This would
lead to a more efficient and fuller wilisation of a country's resources. Further by énsuririg' free
competition, international trade reduces the dangers of monopolistic exploitation of consumers because
goods and services are produced at lowest per unit'cost and price is not higher than the average cost of
production. ‘Thus trade increases units of production and consumption, real income and national well
being of all the participating countries. B ' L :

Trade enables a country to sell goods in which it has excess production and buy goods which it
cannot pmduce_: at-all or produce inefficiently because of national and other factors. For example countries
like _Japan_ without any oil resources can buy the same from other countries for its domestic

- requirements. So also the unprecedented prosperity enjoyed by some nations would have been impossible

International trade widens the scope for division of labour and specialization by widening‘ the
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but foa' the ready world demand. To illustrate this polm it can be noted that the dcvelopmenl of OPEC

couniries would not have taken place but for international trade.’ The vast petrol reserves of these

countries would have remained unexplemed making them the worlds pool‘esl desert countries.

Likewise a couniry can acquire knowleclgc of new wchmques of production and new goods through
trade. International trade provides maximum scope for a country to sell her products in those would
markets where she can get the best prices.for her products and buy essential raw materials and other
consumer goods from the cheapest sources of supply. Consequently, rade enables a cofntry to enjoy
maximum advantage both as a consumer and as a producer. So also‘an underdeveloped couniry can use
trade as a means or as an engine of growth, It enables the underdeveloped countries to import capital

- goods and essential raw materials which are required for their economic dévelopment. -It also enables

!
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these countries 10 import the technical know-how, managerial talents, entrepreneurship etc:, from the -
developed countries at the most competitive lerms. Trade changes the quality of the p60plc in under

developed countries teaches them to consume new things and to yse old things in new ways. More

important than these advantages of material benefit are the advantages of international trade which may

go a long way. in promoting greater independence, co-operation and peace among nations. Thus

international trade is a pré-requisite of interational economic co-operation and brotherhood.,

19.5 DISADVANTAGES OF TRADE

Trade instead of being a source of gain may become a source of some undesirable effects and
exploitation international trade inflict losses on these home industries whose products are displayed by
imports. The classic example of India during the 19th century cduld be cited wherein the indigenous -
handlioom indusiry was destroyed because of cheap imports of mill made clothes from England. Several
third world countries of Africa, Asia and Latin America have also had similar bitter experience.

There is also the danger of rade becoming an obsiacle to development. A country may not think
of its long term development if imported goods are available at low prices. Iis dependence on other
countries may. increase which in- times of war ‘will prove dangerous. Further, a country which _
establishes industries for promoting exports will suffer when other countries do riot buy its products. -
This contributes to instability and uncertainity in the couniry. Finally trade may produce a
demonstration effect whcrcby foreign consumption habits are imitated blindly by local population.
This would destort the saving and investment patters of a country and create artificial demand for
imported foods. Thus foreign trade is not an unmixed blessings. It many advantages must be balanced
against its disadvantages, otherwzse a country mslead of benefnung from forclgn tradc may actually

suffcr irrepairable losses. -

19 6 SUMMARY

In: this unit, we have discussed the dxstmcnon between mtemal and mtemamnal tmde the basis of :
trade and advantages and dlsadvantages of wade. .

- Prof. Tippa Reddy & Dr. N. Vijaya

19.7 SUGGESTED BOOKS

1. BoSodersien = . - Inwmanonal Economrcs
2. David Young : : lntemauonai Economncs
3. Enke & Salera o :  International Economics



198 MODEL EXAMINATION QUESTIONS_"

_I.- Answer the folluwmg in about 10 lines eath

What are the fundamental reasons for mtemauona! lradc"

2 Expiam the need for a seperate theory on international trade.

'- -._II._ Answer ihe !u!!owmg in ab(mt 15 Imes each,

1. How does international trade differ from internal !rade?

2. What arc the advantages of intemational trade'?
3, Dlscuss thc demerits of mtcmatxonal trade.
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UNIT-20 : THEORIES OF INTERNATIONAL
| TRADE - S

. Contents
20,0 Aims and Objectives
- 20.1  Introduction
20.2 The Classical Theory of Trade .
203 Modern Theory of Intemational Trade-Factor - Endowments Theory
. 204 Summing Up
20.5 Suggested Books -
20.6 Model Examination Questions

20.0 AIMS AND OBJECTIVES

This unit aims to examine the classicat and modern theories of trade.
Afier reading the unit, you will be able to

w discuss the classical theorics of international trade, and
* explain the Heckscher-Ohlin theory. '

20.1 INTRODUCTION

Theories of rade seek to explain the pauern of trade of countries trading with one another, They

explain why a country exports certain commodities and imports others. In this unit, we explain
classicat and modern theories of irade. .

202 THE CLASSICAL THEORY OF TRADE

The classical theory as developed by Torrens, Adam Smith and Ricardo explain thai tréde between

-nations is based on international division of labour. Differences in climate, natural resource and skills
are the basis of division of labour. Given s climate, natural resources and skills are the basis of division

of labour. Given its climate and natural resgurces, a country can produce certain goods more cfficiently,

"i.e., at a lower cost, than other countries. Therefore, it will specialise in the production of such.
commodities and import other commodities from foreign countries. - :

20.2.1 ASSUMPTIONS
The classical theory of international trade is based on the following main assumptions :

1. There is perfect mobility of factors of production like labour and capital within a country. But
between couniries these factors are assumed to be immobide. . : ' :

2. Costs are mcasured terms of labour units used in the production of goods. The classical

cconomists developed the labour theory of value according to which rclative prices would be
detepmined by labour Costs, - .

3. Production is governed by the law of constant returns, Costs per unil will remain constant
“whether production is on a large or a.small scale. - - '

wf



4. Techniques of tn’b(hcl_ion are given. Thete is zero technical progress.
. All the factors of production are given in supply. There is full employment of resources. Factors ,
of production are homogeneous. - o : o -
6. It is assumed that there there are conditions of perfect c'orhpelti_tidn within a country and free and
ungestricted trade between countries. _ '
7. Costs of transport between countries are supposed to be nil.
8. Tﬁ'stes and pi‘eferences of consumers are ass_urh_ed to be similar in all the countries.

' 20.2.2 THEORY OF ABSOLUTE ADVANTAGE

Adam Smith developed the theory of Absolute a?lvantage to explain the basis of trade. Given its
natural resources and skills, a country produces certain commodities more efficiently than ottiers. For
example, India and Brazil, specialized in two commodities, wheat and sugar; Their cost conditions may
be worked out as here under : ' - ' -

_TABLE -1 .
_ Wheat ~ Sugar
India : 10 labour hours  * - 20 labour hours
Brazil: 20, 0, o,

It is clear that India required only 10 labour hours to produce a quintal of wheat while Brazil
requires 20 Labour hours to produce the same. In respect of sugar, Brazil required 10 labour houars while
India needs 20 labour hours. India has an absolule advantage in the production of wheat and Brazil in -~

- the production of sugar. Trade wiil benefit both the countries if India specialises in the production of
wheat, Brazil in the production of sugar exporting their respective products of each other. Suppose
in each of them there are 30 labour hours worth of resources; in the absence of trade they may be utilised
to produce one quintal of wheat or sugar in which case the total world production of wheat and sigar

- would be 2 quintals each. With specialisation India would devole all its resources Lo the production
of wheat and thus produce 3 quinals of it. Similarly, Brazil will will be able fo produce 3 quintals of
sugar. ' It can be seen that with .the same resources, production levels in both the countries increase
because of specialisation and trade. ' . ' o
. e

20.2.3 THEORY OF COMPARATIVE ADVANTAGE

David Ricdardo extended the classical theory of trade fuither to show that even in the absence of
absolute differences in costs, international trade is possible and beneficial to all the countries. His theory -
is called the theory is of comparative advantage. In the example cited by him there are two countries
Portugal and England, and two commodities - Cloth and Wine, . . . -

o TABLE - 2

o _Clth . Wige'
Portugal - 90Lab0ur hours 80 Labour hours -
England ) lm AT . . ’ 120 B

A

_ England requires more of labour hours than Portugal 10 produce a given unit of cloth or wine. .
Pgrmgal has absolute advantage over England in the production of both the commoditics. It means -
that according to Adam Smith's theory, spectalisation: and wade are not possible. However, Ricardo
proves that' specialisation is still possible in each of these countries. Thouéh Portagal can producc
“both wine & cloth with less of labour cost than England, it has comparatively greater advantage in the
production of wine (80 labour hours) than in that of cloth (90 labour hours). Similarly, though-
England has al_)solme-disadvamage_ in both wine and cloth, its disadvantage is comparatively less in the 07
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case of cloth (100 labour hour-é.} thad in that of wine (120 Labour hour.s)." According to Ricado, :it'.'
would be_ to the advant_a‘ge of both the countries if Portugal specialises in the production of wine and
lfSngla‘nd in the production of cloth. Portugal will export its surplus wine to England and import cloth
rom-it. : Lo . : o _ T

The main difference between the theories of Adam Smith and Ricardo is that in the former
the respective costs of production of the two countries are compared, while in the fatter comparisons are
n'naldg? between commodities within the same country. Within Porfugal wine is produced with. greater -
efficiency than cloth. 1t will devote all its resources ¢ the production of wine and will exchange its
surplus_ wine for cloth from England, Similarly, within Engiand cloth is produced more efficiently
than wine. Specialisation based on comipaiative advantage lsads to gre:*~r efficiency it the utilisation
of resources in each country. Thus both the couatries gain from trade. In the absence of made Porugal
will produce cloth and wine. According (o their iabour costs, a unit-of wine (8C labour houts) would be
equal in value to C.9 units of cloth. In England one unit of wine (120 labour ‘units) would be equal to
1.2 units of cloth. When ade begins, Portugal will produce only wine and for every unit of sutplus
wine it would get upto 1.2 uaits of cloth from England. Thus, Portugal is able to buy cloth cheap;
for every anit of wine exchange it would get 1.2 units of cloth instead of 0.9 units. -

_ Similarly, England will produce cloth and wine in the absence of trade; one unit of cloth (100
labour hours) would be exchanged for 0.8 units of wine. With trade it will produce only cloth and
exchange a unit of surplus cloth for upto 1.1 units of wine. Thus, for every unit of cloth it would get-

- from Portugal 1.1 units of wine instead of 0.8 units in the absence of trade.

Ricardo’s theory of comparative advantage has been modernised by Haberler. He has abandoned

' the labour theory of value and introduced in its place the concept of opportunity cosis. This ipcludes

all the factors of production. Ricardo's theory is baséd on the assumption of constant returns.
Haberler extended it to cover increasing and diminishing returns also. Further, the classical theory
ignores demand conditions and concentrates only on production costs as an explanation of trade. Haberler’
has introduced social indifference curves 1o represent demand condition3. In this way the Ricardian
theory has been sufficiently modified. In spite of this, it may be noted that there is no change in the -
basic conclusions of the theory of comparative advantage. The essence. of the theory has remained intact.

2024 LIMITATIONS OF THE CLASSICAL THEORY -

The classical theory of international trade has been criticised on various greunds. First, the theory E

is static in character as it assumes that the supply of factors of production and techniques of production

are given and constant. Actually there is;always change in techniques of production and new resources
are being continuously discovered. Similarly, some resources are being exhausted because of continuous
use. As a result of all these Tatrors, production conditions would change, new commodities and
techniques would be introduced; the existing comparative advantage would change. Secondly, the theory

_ does not explain why costs of production for a given commodity differ from country to country. It only
" states that it is gencrally so because of differcnces in climate and other geographical conditions. No

economic explanation is given of differences in costs. Thirdly, the assumption of full employment is
unrealistic. In underdeveloped countries there is under-ytilisation of natural and man-power resources
under these conditions it is not possible to tatk about comparative advantage. Further, industrially
developed countries and backward countrics would have different cost conditions. If this theory is

" accepted, it would mean that underdeveloped countries would permanently be cxportors of primary goods

while industrialised countries permanently be exporters of primary goods while il)dusfmahscd countries
will be permanent exporters of finished-goods. Tastes and preferences of population in underdevelqged
countries would differ from those of developed countries. Forthly, the assumptions of perfect competuan
and frec trade are also seen to be unrealistic. Actually conditions of monopoly, government resinctons

on imports and exports are quite common.

20.3_ THE MODERN THEORY OF -INTERNATIONAL TRADE

“The modemm theory is also called 'factor eridowments theory' or Heckscher-Ohlin theory of trade. .
As-noted above, the classical theory does not provide a scientific explanation of the hasis of comparaiive
advantage . The modem theory explains cost differences in terms of availability of factors of production -
in each country. Certain countries have abundance of labour in relation to capital. Other Countries may



have mhﬁvely more of capital than labour. Similarly, certain commodities are produced by labeur
intensive techniques while others are produced by capital intensive techniques. According to this theory,.
a country exports those commodities which use its relatively ‘abundant factor miore intensively and

-imports those cymmodities which usc its relatively scarce factor more intensively.

20.3.1 ASSUMPTIONS

-+ - Thetheory is based on.a humber of assumptions. First, for the sale of convenieitce, it is assumed
thit here are only two countries, two commodities and two factors of prodiiction. -Labour and capital =~
are the ‘only two faciors of production taken jnto consideration. They are homogeneous all over the .
world. Secondly;for ahy give commodity example, wheat is production is the same in all the countries.
_ For example, witeat is produced with an identical- technique in every country. But for different
- cominadities the technigues differ. For wheat and tractors there will be different techniques, but wheat

- may be produced by a labour intensive technigue while tractors are produced by capital intensive

techniques, Thirdly, ountries differ from one another according to the relative abundance or scarcity of
~ labour and capital: Some countries may be labour abundant like India, while other may be capital
. abundant like the U.S.A. Scarcity or abundance are measured in relative terms. Fourthly, production
is subject to conditions of constant retums to scale. It means that if all the inputs are doubled, the
~outpat also will be doubled. If only one factor is changed and. others kept constant, there may be
diminishing or increasing or constant returns. Fifthly, it is assumed that the supply of factors of
production is given and that they are fully employed. Sixthly; there is complete mobility of factors-
within the country and immobility between, the countries. “Seventhly, there is perfect. competition in

the commodities and factor markets. Factors of production are paid according fo their marginal

The theory is illustrated with exampies based on two countties, two commodities and two
factors of production. Suppose there are two countries—India and the U.S.A—and two commodities -
Paddy and tractors. - Paddy is.produced by labour intensive techniques and tractors by capital intensive
techniques. ‘There are only.two factors of production - Labour and capital, Let us assume that India is
a labour abundant country and the USA capital abundant. As India has abundance of labour in relation
" to capital, labour would be cheaper than capital and wage rates, Therefore,- India will produce paddy, -
- which is ‘2 labour intensive commodity at a lower cost than tractors. Similarly in the USA, capital is
cheaper than labour. It will produce tractors, which is capital intensive, at a lower cost than paddy.

It is nawral that a country exports commodities which it can produce at a lower cost and import
* those which it can only produce at a higher cost. India has a comparative advantage in the production
of paddy - because it requires more of labour than capital and labour is cheaper India than in the TUSA.
In other words, India exports paddy as it uses its abundant factor more inténsively, and would import
tractors as they use its scarce factor, i.e., capital, more intensively, = .. _ .

o - Since the USA is a capital aﬁuqdant country and it can produce more 'tré(_;_tors-_ a capital - intensivg -
+ commodity cheaply than paddy. As it is already known, paddy is a labour imensive good and the USA
has iabout scarcity. o ' : . o _

- .~ Given the above mentioned conditions, specialisation and trade are possible between India and the.
USA, India will specialise in paddy and export its surplus (o the USA in exchange for iractors. The
‘USA will specialise in tractors and export surplus tractors to India for importing paddy. Tradé between
these two countries will expand till factor prices, ie., wage rates and interest rates in the respective
countries equatise. When trade starts, wage rates in India are lower than in the USA. The interest rates.
are higher in India than in the USA. As trade expands and India increases the production of paddy, the
* demand for labour increases and the demand for capital de¢reases. This means that wage mates will rise and
_Interest rates will fall. The opposite will be the case with the USA. As it increases the production of
tractors, the demand for capital would rise more than that of labour. Rates of interest wouid rise and wage
rates would fall. Thus trade will bring about an equilisation’ of the respective wage rates in these
countries. . Similarly, interest rates would be equalised. It should be remembered that at this point trade
will not come to a halt; only its further growth, will be halied... - . S
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20.3.2 LIMITATIONS _ o

From the discussion set fourth above it can be scen that the modern theory offérs a more scientific
explanation of cost differences than the classical theory. But it must be ‘emphasised that it i3 equally
static and unrealistic in its assumptions. The assumptions of given résources, techniques and
assumptions of given tastes and preferences and conditipns of perfect competition. The modem theory
suffers from the assumption of identical techmiques all over the world for a given'commodity. It can be
seen that cloth can be produced by different techniques like handlooms, powerlooms and mechanised
mills. As against this, the theory assumes that cloth is produced by only one technique which is the
same in every country. Because of its static character, the theory cannot explain satisfactorily the
pattern of trade between developed and underdeveloped countrics, Leontief tested this theory for the USA.
It is generally belived that the USA is capital rich and labour scarce country. Therefore, its exports
should be capital-intensive and imports labour-intensive. Leontief found that the American exports.and

_imports were just contrary to this. Tts exports were labour-intensive and imports capital-intensive.
These strange resulls are described as 'Leontief's paradox’, ' : R

' 20.4 SUMMING UP

Our study of the classical and modern theories has shown that none of these explains satisfactorily
trade as it actually takes place. It is so mainly because a country's exports and imports are determined by
a number of factors like historical conditions, government policy, the state of its development,

' international political situation as well as its geographicat conditions and factor endowments. '

Prof. Tippa Reddy

20.5 SUGGESTED BOOKS

1. Bo Sodersien ' :  International Economics

2. David Young _ . Intemational Economics

3. Enke & falemn :  Iniemnational Economics

20.6 MODEL EXAMINATION QUESTIONS

I. Answer the Ifulluwing in ahout 30 lines each.
1. Explain Ricardo's theory of comparative advantage.
2. Examine the modern theory of trade.

1.  Amswer the following in about 15 lines each,

Explain Adam Smith's theory of Absolute Advantage. =

What arc the assumptions of the classical theory of trade.

Explain the main assumptions of the Hecksher-Ohlin theory. -

What is meant by Leontief's paradox? _

Explain a country's paitern of trade in the light of the facior endowments theory.

“oR LR e



—

UNIT-21 ; TERMS OF TRADE AND GAINS
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219 :Model Examination Questions

 21.0 - AIMS AND OBJECTIVES
 'The aim of this unit is to describe different conicepts relating to terms of trade and its méasmcﬂent.
After reading the usit; you witl be able to -
- explain the meaning of terms of trade,
- intfoduce different concepts of terms of trade

recognise different factors affecting terms of trade, and X
_identify the difficulties in the measurement of terms of trade. _

.***.*.

211 INTRODUCTION

Ii)'ﬁ:e.earl'iﬁ:f'_two units, we have learnt the necessity to have a saperate'theory of imigrnational

' trade and also classified and modem theories of intérnational made. In this unit, let us try to analyse - -

different concepts of terms of trade and idenify the different influencing factors of terms of trade, We have

to keep in mind one thing that is, the-concept of terms of - trade in this unit pertains to international

trade but not to agriculnrat and-interest sectors,

' 212_MEANING OF TERMS OF TRADE

~ policy makers. When trade takes place between kwo open economies, certain goods are offered for sale
by beth the countries. The physical exchange ratio at which goods are exchanged for each other is

often termed as ‘terms 6f trade.. In other Words by terms of trade; we mean the terms .at which two

couniries trade with each other. It indicates the quantities of goods bought and sold and the price ar which -

- they are traded. It refers to the value of a country's exports which have to be given in exchange for its

imipoxts: - It-indicates the rates at which a country exchanges its-own goods for that of another. Since -

ma;i;f cmnmodjnesaxe exported and imported simultaneously from both the sides we can no longer use
- physicaf quantities such as kilograms of rice, or metres of cloth or tonnes of iron etc. But we can use as.

expressed i the form of an equation as .

‘a measure the ratio between the index of export prices and the index of import prices. This can be

i

The concept terms of trade is perhaps the most widely need concept in . interriational trade by
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Termsof Trade = - .Pq.ce of imports. . '
' o o . Price of exports . _ _ _ :
It may be noted that the ratio of export and ijﬁportr';iriées is nothing but the 'cost ratio’ which is
the ratio of factor cost of production involved. Thus terms of trade is an indication of the. intervention of

‘many forces like price, wage, productivity eic., governing the economic relations and wetfare of the =
countries engaged in trade. : ' S

21.3 CONCEPTS OF TERMS OF TRADE

Several concepts of terms of trade have been given by'differém writers. These several concepts
have been classified by Meier under three broad groups. . IR o

L These terms of trade that relate to the real ratio of international exchange between commodities. In
this group are discussed @) Net Barter terms of trade. . : '
: b) Gross Barter terms of trade
¢ Income terms of wrade

II.  Those terms of trade that relate 1o the interchange between productive resources. In this group we
have the _ ' . L
A) Single factoral terms of wade and the
B) - Double factoral terms of trade

TL  Those terms of trade that interpret the gains from grade in terms of utility analysis. In this group -

we have - :
A) Real cost terms of trade, and the
B) Ulility terms of wade

The above mentioned different concepts of terms of trade are explained below.

2131 NET BARTER OR COMMODITY TERMS OF TRADE

Frank William Tanssig introduced the concept of the act barter or commeodity terms of trade,
popularly called ‘the commodity terms of frade’ is the ratio between import prices and export prices and
can be writtern as ) o _ '

. PX
N = PM
Where N stands for Net birter terms of trade.
PX  stands for price of export commodity.
PM  stands for the prices of import commodity.

If PX rises, PM remaining the same, the net barter terms of trade will rise indicating an.
improvement in the nation's trading position because it will be receiving a higher price per unit.for its
exports and paying no more per unit for its imports. On the other hand if PM nses, then the -net barter.
terms of trade will fall and the terms of trade is said to be deteriorating. S :

When this concept of net barter terms of trade is applied to more than one ex_p:o_rt and import
commodity we use the export and import price indicates instead of ssing the price of particular export and
import goodls. ' . T
‘ When we want to compare the changes in terms of trade 'bclwten_two-peripds, the following ratio
is applied : . o o o



 where subscnpts "1 and 0" stand for current a;id base year respectively. In the base year,
the price index numbers of exports and imports i.e., PXo & PMo will always be 100, so that the terms-

of trade will be
f00
Now, if in the current year the export price. index is 130 and the import pricé-index is 100,
then the wmsof _ﬁ'ade'wiu be —i%g i.e., 1.3. The net barter terms of trade of 1.3 in the current year

. shiows a rise over the base year's net barter terms of trade 1 indicating"an improvement of 30 per cent.
Ii follows that if export prices rise relatively ‘o import prices, the terms of trade rise or become

favourable to the country and if import prices rise relatively to export prices, the terms of wade will fall

or become unfavourable to the country.

It'may be noted that the net barter terms of trade concentrates exclusively on relative price
mdvements. . ignoring . other important factors of a nation's trade like the change in the volume
and composition of exports and imports, changes in the quality of exports and imports. .An improvement

" in the productivity of land, labour or capital in export industrics so that the nations imports are paid
for at a lower real cost. It has been. pointed out by J.S. Mill that if export prices fall due to fall in

+ costs of production of the export commodities, it nright not involve and reductions in the amount of

~ gain derived by a country from her foreign rade though it would resull 1n 2 movement unfavourable 10
the country of the commadity terms of trade. Hence it has been now generally recognised that it is a
misleading index of gain from wrade, S

'21.32 GROSS. BARTER TERMS OF TRADE
T The gmssbanenerms of ﬁ‘adé-"isr.-ﬂié:‘xﬁﬁb of the total physical guantity of imports o the Loial

terms.of trade. The gross barter terms of trade can be expressed as -

o
G =

* When Gt _stands for the gross barter terms of trade; QM stands for the tothl quantity of i_mpd_ﬁs and

QX for the total quantity of exports. For comparing changes in the gross barter terms of trade between

two time petiods, we use the index numbers of the guantities of exports and imports in the two time -

periods instead of the quantities alonc. The ratio is than expressedas -~ . '

T v

- Where the terms .QX and QM stand for the index quantity of exports and imports of the cduntry and |

* the subscripts. 0 and 1 stand for the base year and the given current year respectively. Let us

sumseﬂlaﬁ:he index of total imports and total exports in the base year 1970 is 100 and that in 1990
the export index rises to 140 while the import index rises to 190. In this situation the gross barter
terms of trade Will be equal to: *1% X i%g = __1..35. It means that there i_s an improvement of 35

per cent in the gross barter terms of trade of the country in 1990 compared with the ‘base yéar

1970. Conversely if the import index rises to 120 and the export index rises to 130 in 1990, The

gfass banertems ‘of trade become urfavourable for the country because for a given bundle of exports

. the-counury receives 8 percent. 150 X o5 = - 0.92. Less imports in 1990 than she did in 1970.

- Consequently the country suffers a relative loss from international trade.

physicalmnnty of exports of a country, the higher is this ratio the more favourable are gross barter:

- 213
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" It may be noted that the concept of the 'gross'-ba'rtcr terms of trade as an index of (he measurement

of gains from trade will be misleading, because even if the gross barter terms of rade are unfavourable

there will be gain from international trade if the factor productivity in-the export sector has increased
and as a consequence the cost of production per umit of export output has decreased. Further more;
the gross barter terms of trade do not reflect the capital movements and their effects or the economy of

the country.

- Tanssig's purpose in introducing this concept is to correet the commedity or ‘netbarier’ terms
of trade. The net barter terms of trade are relevant only when nothing enters into the trade between.
countries, except sales and purchases of visihle and invisible goods.. The gross barter. terms. of trade

-corrects the net barter terms of trade for unilateral transactions, or unrequired, exports or imports such

as tribute, gifts, immigrants remittances etc. _

21.3.3' INCOME TERMS OF TRADE

. The incomé terms of trade is the ratio of the total value of exports divided by thé_ pfibé index of
import and can be written as ' ' .

PX .-
= gy QX

i
1

Where 1 deﬁolcs incbine terms of tradc
PX denotes price of exports.
‘PM denotes price.of imports
QX denotes quantity of expofts

The purpose of this index s 10 show clearly the three variables that influence a country's ability o -

' buy foreign goods; are ils export prices, export quantum and import prices. A rise in it indicalcs that the

country can obtain a larger volume of imports from the sale of its exporis. It'7s significant that -
according_to the directions"and magnitude of the changes in PX and QX the changes in ifcome
terms of trade and net barter terms of trade may be in opposite directions. -If for example with unchanged
import prices, export prices have fallen but export quantities have increased by a greater percentage
then the fall in the export prices, then the income terms of trade will improve despite a deterioration 1 -

{the net barter terms of trade. . _ :

_ It may be noted that both nct and gross barter terns of rade measure only the surplus or deficit
of exports over imports but. fail 1o take inlo account the cifect of over all changes in Lhe volume of
exports on the real income in the country while the income terms of trade takes this into account.- -

21.3.4" SINGLE FACTORAL TERMS OF TRADE

Jacob Viner developed the "Single _.Factbral' terms of trade. 1 is the ratio of the export price:
index and the import price index adjusted for changes m productivity of country’s factors of production
‘engaged in'the production of export commodities. ‘Single factoral terms of trade can be expressed as

St = g X ZX

Where St denotes single factoral Lé;ms of wade l%)\% is the'_ net barlér ;er_ms of Lride and X denoies

the index of factor productivity.in exports. -

The single factoral terms of trade removes the shdr-tcémiﬁgs of the net barter terms of trade as a

" measure of gain from trade.  Let us assume that export price falls by 10 per cent but export cost has.

fallen by 20 per cent in this situation, the single factoral terms of trade will be " % X 120 = 108
Thus the single factoral terms of trade for the country has improved by 8 per_cent_.and the .cOBnFry is



' clear!}' betl.er off- e\ren though the net barter terms of trade have de{erloratcd by 10 per cem.. It is
so because ‘the fall in the ‘export price index: is more than ‘compensated by the incréase in. the._ R
-+ facior productivity in the expattsector. In'this context the use of the single factoral terms of trade is*. - -
~ considered to"be more, logmal and rational than the commodity ferms of trade. . For instance whien

mlc s

E “of pm;lucﬁm or it ‘Of output, consequently the use of the. commodlly tenns ef trade as a'measure '

of ,gam fer'the.eeunhy from mtemaueml trade is apt o be misleading, -

. However, the concept of single factoral terms of trade also suffer from the shertcommg that it
does Tot take into consa&eratmn the potential domestic cost of production of imports. To overcome

!hls weakness, Jacoh Viner developed another index knewn as the 'double factorai‘ terms of trade.

' .'f.-UBLE..FACTORAL T-ERMS OF "“TRADE,

The concepc of double factoral terms of trade takes into account ‘the productivity of factors
of production eniering into the production of country's exports as well as - the productivity of

foreign fattors of production producmg ccmntry s 1mports 'I‘he concept of double factoral terms of lmde .

: \_—cmbeerqxessedas
. PX
D.t =M X o

Where “Dt rcpreseIus double facmral serms of trade. ZM is the mdetx of factor productmty in .
unports.' ZX i h x ; tivity in exports. ‘PX and PM' denotes price indicates of . .
1 Gtivity of expotts increases by 20 per cent while the factor -
ent, than- the single factoral terms of frade which were -
ntly, the concept of double’ facmral term$ of trade is more

preducﬁmy-ef 1mpm;s increases by X
- favourable will become unfavourable, Con )
. screntzﬁc and loglcal index than the concept of the smgle factoral terms of uade

However in pracuce it may be noted that both the- concepts of smgie facterai and double

taemr rodictivity because:
'eoncept ot‘a unit of pmducuve factor' and; therefore that of a productwe mdex _

_ 21 3 6 REAL COST TERMS OF TRADE

o “The real cost terms of trade are ebtamed by muluplymg the smgle factoraj terms of trade wuh
* . ‘the:index of the amount of disutility like pain irksomeness efc., per unit of the preducuve resources '

o employed in producmg the exporzs The real cost ferms of trade can be expressed as

'RT = ST RX = “““‘ZX RX

- Where R’I‘ dene;eeﬂm’mal cesr terms f _trade and Rx stand' for the index. of zhe amount ef drsunhty:
. suffered per unit of preducnve TRSOUrCes: empleyed in promoting exports. The terms PX PM & ZX" o

.- have.the same meamng asin the fmmula of 1he smgle factor terms of trarle

: Thereal cost terms of trade is a better measure of the real economic welfare acmeved by a

' country'-ﬁ"om iniemnational trade. It however, ignores the real cost involved in production of imports, .

To overcome this. defect thc concept of the unluy terms. of trade has been mtroduced by Jacob Vmer S

21.3 7 UTILITY TERMS oF TRADE

for domsstic ‘consumption. with those {3
expm;pa&s (UML 'Ihe mhﬂt)uemsef itade may: be written as.

) factm-al terms of. tratb!mve lmie,mucal_m;:;y due-1g the difficalties involved in the measurement of
= is dlinost’ impossible to define operationally and to measure K

The unﬁty terms of u:ade ane'ebramediby mumplying 3the real cost Lerms of trade mth the mdex .
relative desirability or wiility of imports as compared 1o the £oods that could. have been’ produced -
actors. of production which are now used in the predectren of :

oo
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Tg = Tr.UM. = W-ZX.RX.UM.

It may be noted that the concepts of the 'real cost’ [enﬁs_ of tfade and the: atility’ terms of trzi’dé

refer to the subjective costs (disutility) whose measurement is net feasible. Hence these concepts are-

of no practical use in real life. In practical life; the concept of the commodity terms of trade is

- generally employed to measure the gain from international trade.

31.42 TARIFFS AND TERMS OF TRADE

. other couniry retalities by imposing an cqual or morc than equal amount of ardf or her'imports. =~

214 FACTORS AFFECTING TERMS OF TRADE
The terms of trade of a country are determined by the relative inlensities. of its_import_d_emahd

and 'expo;t demand compared with those of the other country. In-the other words the t€rms.of trade depend
upon : R _

a) Elasticity of demand for imports by the country concerned.
b) Elasticity of demand for its cxports by the foreign country
© ¢) Elasticity of supply of its exports '
@ Elasticity of supply of its imports
These four kinds of elasticity known as 'reciprocal demand elasticity' determine the terms of
trade of a country and variations in the terms of trade of a country are brought about by variations in
the reciprocal demand elasticity. The reciprocal demand elasticity is determined by the relative intensity

of demand elasticity is determined by the relative intensity of demand which in‘run depends upon
several factors such as population growth, nalurc of goods imporied and exported;, Government's trade

policy, taxes and capacity to import.eic. Any change in any one or all of these factors will cause a
_change in relative intensity of demand of a country which in turn will effect its terms of trade. The major

factors affecting the terms of trade of a country are :

a) Shifts in the demand for cxports or imports”
b) Tariffs 2

¢) Devaluation

d Availability of Substitutes

¢) Economic grow_th

21.4.1 SHIFTS IN THE DEMAND FOR EXPORTS / IMPORTS &
TERMS OF TRADE o S

Other things remaining the same, if the demand for imports of 2 country increases the prices
of imports relative to those of exports will increase, consequently, the terms of trade of the country
will deteriorate in as much as for a given quantily of imports the country will have to give away a
larger quantity of exporis. Similarly if the demand for the expons of the country increases, the prices of

- her exports relative fo the prices of her imports will increase. and the commodity terms of rade of the

country will improve.

A country may levy an import wriff jn order 10 improve her terms of trade. The terms of trade
become favourable to the wariff-imposing country. However, the specific cffects of a tariff depend on

the elasticities of the offer curve. A Larill shall improve the terms of trade for the tariff imposing

country if the elasticity of the other country's offer curve is grealer than unily and less than infinity.
Further more, the cffect of an imporl ta

4
L

ariff may be cither nullificd or more than -nullified if the



2143 DEVALUATION AND TERMS OF TRADE -

If the elasticities of supply of exports and imporis are-large in proportion 1o the elasticities of

demand- for exports and- imports, devaluation of a country'seurrency will worsen iis terms of trade and _

revaluation' will improve ‘its terms of irade. If the clasticities of supply of exports and imports are

equal to the elasticities of demand for-exports and imponis so the the praduct. of the supply. elasticities

- equal the product of tHe demand elasticities, the terms of trade will remain unchardged corisequent upon
cwmc;éfdevaluaum ‘In other words the terms of trade will diteriorate, remain unchanged and improve as

devaluation. If
. R >  DX.DM

2y SX.SM = DX.DM, and
. 3),8X.SM < DX.DM

" 2144 IMPORT SUBSTITUTES & TERMS OF TRADE

I close substitutes of import goods (import sub'sti_'t_ulc_s) are available in large qﬁanif:_ty mlhe
country, the terms of trade will be unfavourable for the exporting country. In'the absence of availability -

~ of close substitutes the bargaining power of the exporting country will be strong, consequenily the
 térms of trade will be favourablé {or the exporting country, : o

2145 ECONOMIC GROWTH AND TERMS OF TRADE

- ‘Economic. growth of a COUMTY MEANS an increase in its gross national produclt or in other words

increase in income per head over time.  Economic growih may occur duc to increase in the supply of the.

factors of production and technological improvements allowing the production of larger aggregate
owput with the quick quantity of resources. Duc to cconomic growth, the. income elasticity of demand
for imports every change so also the domestic production of otherwise importables may also increase.
The effect is described as income elasticity of demand and the latter effect is called income elasticity of

supply. The net effort of growth on terms of trade will depend on the relative sirength of the supply and -

demand effect. ‘For instance if the income elasticity of demand is. greater than unity, but that of supply is
less than unity, then-ierms of trade will deteriorate as there will be a net rise in the demand for the
_importables. Conversely, when the income elasticity of demand is less than unity, but that of supply is
_ greater than unity, the terms of trade will improve because there will be a net fall in the. demand for

importables.

21.5 TERMS OF TRADE AS AN INDEX OF GAIN FROM

.. The terms of trade are of great economic significance 0 a country since they determine the - -
gain thal accrues 1o A country from international trade. If terms of trade move in acountry’s favour it will ~
Increase grains frofhr its intemational trade and raise in it the level of incomes. 1t will be quite the

reverse in a country for whom the terms of trade become adverse. - Economists regard a rise in the prices -

of country's exports relative (o the prices of imports as a favourable movement of terms of trade

s indicating an increase in the total gain from (rade, if import prices rises relatively 10 export prices the

E

-country B are for same reason less anxious to buy goods X from country A, then the greater part.of the

gain from trade accrues 1o country B. The ratio ai which the goods exchange, that is the 1erms of trade are
more favourable to B than to A, J.S. Mill showed the importance of demand conditions in determining

the terms of trade between countries. He did not pay the same attention, however, 10 the question of

.. -supply. This-was left to Marshali who argued that the terms of (rade of a country are influenced not only

“hy demand, but also by the ability ol a cointry 10 adjust supplies of its own products to the demands of.
-_fqre;g;_markms. It was in order to draw out the imporiance of both demand and supply elasticities that
Marshall developed the device of the 'offer curve', : o .

'-217_ :
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21.6 DIFFICULTIES IN THE MEASUREMENT OF _

. TERMS OF TRADE

. Even though the concept is terms of trade is of great economic significance there are' same practical
difficulties involved in the measurement of term of trade. o ' S o

 Firstly, to measure the relativé change in prices index nembers of export and import prices are
utilised. For the constructions of index numbers, selection of some suitable base year is of vital
importance. The particular base year chosen should be a normal year judged from various considerations. -
A base year which is normal from all considerations is however, very rate 10 come across in real life.
Secondly index numbers of import and export prices makes no allowance for changes in the quality of
goods traded or for the changes in the composition of goods entering into international trade. Thirdly
the time ay between exports and imports also poses a problem in the exact measurement of the terms
of trade. - If a country's exports when the terms of trade are favourable because of lower prices of
imports (export prices remaining constant) and imports when the terms of trade are favourable because of
tower prices of imports (prices of exports remaining constant) her actual terms of trade remain
constant although the in indices show an improvement in her lerms of wade. . g :

The concepts real and wility terms of trade refer to the subjective _éos_t:s (dlsntimy)hose -
measurement is not possible consequently these concepts are of no practical significancé. -~~~ -

Check Your Progress : .
1. What are terms of trade?
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ARY AND CONCLUSIONS

This umt has fncussed on different concepis pertaining o terms of - trade. We have. aiso dealt

With thé-Factgrs which infience the terms of trade such as shifts in the demand tor exports and imports,
_tanffs -devatfation, import substitutes and economic growth. Terms of trade can be rcgarded as an index
' O from trade.. There are some practical difficulties mvolvcd in the measurement of torms of trade.

‘thern in the-last part of the unit.

- 'Dr. N-. Vugya-_-

—
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l - Aﬁ'qiver 1he l‘ulim\'ilig., i about 3 'iu'cw‘ cach.
What do you understand by ‘Terms of Trade How are they determined.
‘Explain the concept Gx lsims of tradc and exammf: the dif ﬁculuus in meda.urmg thcm'.

i.
2

- 'An*wer the foltowing in abost" 15 i o
Bnng out the rclanonshlp between 16TMs of uadc and g,;uns from m?cmauunai erdc i
2. EXptam thedlfferences between Nef and Gross Barter teriis of tradc. :

' ish 'bcrween the*em;,le and double factoral terms 01 trade.
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22.0 AIMS AND OBJECTIVES

It explains various aspects of the balance of payments of a country, the basic concepts of balance
of trade and balance of payments, current and capital accounts, the difference between accounting balance
and equilibrium and disequilibrium in balance of payments and the nature, causes and remedies for
conditions of disequilibrium. \ ' L

. After reading the'unit, you will be able to

distinguish between balance of payments and balance of rade,

explain the statement of balance of payments,

describe the concepts of equilibrium and disequilibrium in balance of payments, and
analyse the methods of correcting disequilibrium in balance of payments. :

* % ¥ #

221 INTRODUCTION_

In this unit, we will learn'the concepts relating to balance of payments. The statement of balance
of payments is explained. You will also know how the disequilibritm in balance of payment, be
- rectified. : . :

275 BALANCE OF PAYMENTS - BALANCE OF TRADE

The balance of payments may be defined as a systematic record of all economic transactions
which take ‘place during a given period between residents - individualg, institutions and government
bodies - of a country and those of the rest of the world. Tt is common knowledge that the residents of a
country buy. goods and services from other countries. They may visit foreign countries as tourists or -
students and they may use forgign insurance, panking or transport services for various purposes.
All these fransactions inteal paymeits to foreigners. In the same way, the residents of a country may
sell goods and services to foreign residents. They may offer them, insurance, banking and transport

220 services. Residents of foreign countries may visit this country for various purposes. Residents of foreign -

! - . : —



countries may visit this country for various purposes. I the case of all these uransactions, the résidents -
téogive. payments from the rest of ihe world: Economic transactions would result in paymens Of feceipts -
of money. A record of ali such payments and receipts between a country and the rest of the world during -
a given period is-called balance of payments. Table-I presents Balance of Payments statement of
country ‘X", - Balance of Payments statement of country. Payments to foreigners are debit items and _

Table - I

'Balanc'c of Payments Statement of country X’

Co S _ Curreni- Account : o
Credits () - ' Rs. Crores Debits _ ' - Rs. Crores
1. Expoctiof meichandise 1000 4. Impomsofmerchandise 1500
5. Impons_of services I
100 8 Insurance & Banking 20
50 ~ b) Transport services _ 20
Brisn : : 30 c) Tourism . 10
'@ Interesionloans;eic. Dividend 100 g Interest on loans; and dividend 40
3. Unrequired receipts : Gifts, etc. 20 6. Unrequired payments : Gifts etc. 10
~ Toal \ .+ 1300 . Toul | o — 1600
_ - | Capital Account .
7. Long term & short term loans 300 9. . Long term and short tefm loans - 50
8. Decreaseingold & foreign ~10. Increase in gold and foreign reserves 50

——— 3 . ——

Total +400  Towl - — 100

... Depending ou e nature of transactions, it is possible fo classify them into diffefent types. <
} the: relation exports o imports.of merchandise (i.e., goods) is described as the balancs of trade..  *

menis and teceipts on account of imporis and exports of goods. Since one can
méait 6f gaods from one country 1o the other, it is called visible trade or commodity -
Tepresent these transactions. ‘Secondly, buying foreign services like those of -

etc.,.or selling our banking, insurance and shipping services to foreigners

or balarics'. Payment of interest on loans taken from foreign residents and

oreign investors are included in the invisible balance. Similarly, receipis

2 10reigners and dividends on foreign shares are a part of this accoant. Though we

1t of goods between countries, we ¢an-observe payments and receipis on account

» therefore, called invisible items of trade. Ttems 2 and 5 give the details
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- ltems 7 & 9 in Table 1 'r_t*'ffe_r 1o long-term and shp_r_t__u:rm loans. When a couniry receives these
loans, they are shown as a credit siem, though 2 toan involves liabilities, It is 10 be understood that a

_country sells or cxports its bends (promissory note) to_foreigners for recciving the loan amount.

A country which advances the loan is importing a foreign country’s borid (promissory note) for which
it is paying money. Such transactions are shown as debit items. S e '

Changes in official gold and forcign exchange reserves have a special sigﬁiﬁéanbﬁi;- If a countr
'!oses gold or forci gn exchange reserves, il is understood that it is exporting theny. It is:$hown as a crcdiS{
item. Similarly, if it receives gotd or foreign cxchange reserves from other countries, it is understood
that it is importing them. Therefore it is shown as a debit item. In Table I, items & and 10 represent
sitch transactions. o ' : -

Check Yo.ur- Progress - 1
1. What is meant by balance of trade?

323 CURRENT AND CAPITAL ACCOUNTS

As shown in Table 1, all wansactions are classified into Current Account and Capital Account.
Current Accounl covers transaclions such as exports and imports of goods and services which relate 10
the current year's national income. In other words, such payments or receipis do not create any future
claims over foreigners nor cancel the existing claims. They are also referred to as autonoImons
transaclions. As against this, capital account covers transactions which create ‘or-canicet claims over
foreigners. When a country borrows from other countrics, it has to pay. intgrest on the:toan ‘every year
and repay the loan afier some years. Ty means the other countries have acquired a claim over it, When &
country gives loans to others, it buys claims over others. 1 is ¢ustomary to call capital account.
transactions compensatory of adjustment ransactions'. o ' .

It may be obscrved thal Table I prcscr_ﬁ's bajance o'f' pay‘mean accounts”in the -dt_)ubl’é_"éﬁt,r}":
book keeping form. It is based on the principle that all payments must balance or ‘be equal o all

‘receipts. This will be the case whether there is a deficit or a surplus.” This can be explained easily with

the help of an example. Suppose an individual has pur‘chased'god_d.s-'and'sewices worth Rs. 10,000
during a year. It means that he has made payments worth Rs. 10,000, whatever be his income. Suppose

further that his income is only Rs. 8,000. He has a deficit of Rs. 2,000. He must have either borrowed '
Rs. 2,000 from some one, o sold his assets worth that much or he must have used his past savings..
To make up this deficit he must have adopied one of these methods or ‘somé combination of them.:

The opposite will be the case if he has a surplus. - . - .




Slmxlarty in Lhe: case 01 ] Loumrys haldnce of paymentq, therc w;ll aiways bea. aancc
between totat credits and debits. Such a balance is “cailed accounting balance, Table 1.shows that on
the current acoount; country X has receipts of Rs. 1300 crores and payments.of Rs. 1600 crores,
' icit of Rs. 300 crorcs. . It means that exports are less than imports {o that exient.
borrowed - long term. or 'short term capital ‘and also reéduced its gold and foreign
is way, the corrent account ‘deficit of Rs. 300 crores is made up by & capital account
utplﬂs of 1he same value. A country with surplus on its current account woaid offset it by a deficit on
th this surplus, it will cither give loans-to a deficil country or accumulate its

wnt.h it..“That is how Lhe surplus is dispased of The sum of credu llCITIS would

. Aﬂcounllng batance is an es-:ennal property’ ef doubie entry book-keeping method. ‘A country
. may kave a deficit or surplus in its batance of - payments. According to Table I, country X has an
" unfavourable batance or deficit in its balance of payments. Tuis ﬁnancmg this deficit partly by selling
s &old reserves and pardy by borrowing from other couniries: 'If a country has a surplus, it means
.. that 1t has a favourable balance of. paymcme Its surplus lS uuhscd for buymg gold or forc:gn currency .
_'_.tar for givi imn&toa deﬁcu c:oumm . _ D

Check Ybur Prdg.ress L3

1. Whatiscarrent account?.

;  adcounting balance,
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" When deficit or surplus occurs continuously over a long period, it is called secular
~ disequilibrium. A country with an ambitious programme of industrialisation might be forced to -
import more than its exports for 5 or 10 years or even more. Afier it is developed industrially, its
capacity to éxport would increase. For example, India contipues to have deficit in its balance of '
payments for the past 30 years because of its industrial development plans. Disequilibriom has continued -
oveér this period. - ' : '
Structural diseguilibrium prevails when tasics and prelerences of people change or techniques
of production are modernised. If adjustments are made [or all these changes, disequilibrium conditions
disappear, - ' .

If deficit or surplus in balance of payments continues for a long time in spite of g.ovem'ment. '
measures 1o correct it, such a situation is described as fundamental disequilibrium. If a country
suﬁ”e_rs1 from fundamental disequilibrium, it has to consider drastic measures like devaluation and exchange .
control. ' : : T

22.8 CAUSES OF DISEQUILIBRIUM

In the light of the foregoing discussion on the nature of disequilibrium, we can describe briefly
the main causes of disequilibrium. First,scasonal or cyclical fluctuations may cause changes in imports
and exports and thereby canse disequilibrium. Secondly,there may be changes in demand for a country's
exports due to_changes in tastes and preferences or techniques of production in foreign countries.
There may be competition from other countries for our experts. Thirdly, a country might increase its !
imports for the purpose of economic development and thus cause deficit in its balance of payments,

Fourthiy,inflation and excessive expenditure by thé government may also lead to decline in exports and
increase in imports thereby widening the gap between them. Increasing prices would attract foreign
goods i.e., lead to higher imports. Similarly, higher expenditure may step up the demand- for imports.

When a country suffers from a deficit in balance of payments it has to pay for the deficit either by -
selling gold or use past savings of foreign exchange or borrow from other countries. Any of these.
policies cannot he used for long. There is a limit to the amount of gold or foreign exchange reserves
which it can have in its possession. When it losses these reserves it will become bankrupt and lose
prestige in the world market. Similarly, there is a limit to the amount of loans which it can raise and
bear the burden of interest and repayment. Therefore, it is natural that some corrective measures, are

adopted.

33.9 METHODS OF CORRECTING DISEQUILIBRIUM IN
BALANCE OF PAYMENTS |

According to the classical economists, any disequilibrium in balance of payments is comrected
automatically without any corrective measures by the government. If a country has deficit, it will lose
gold reserves to that extent. Decline in gold reserves would cause a fail in the supply of money and there
by a decline in prices. Lower prices would increase exports and reduce imports. Thus deficit would .
automatically disappear. In the same way a surplus country would receive gold reserves in payment .
for its excess exports. This would result in a higher supply of money and a higher price-level which
would cause its imports to rise and exports to fall. Thus, its surplus would disappear. :

It must be noted that such an automatic adjustment is possible only when a) the supply of
money is based completely on gold reserves; b) prices are flexible according to changes in su;_)ply of
‘money, and c} change in-prices lead 10 changes in demand and supply of exports and imports. ILis clear
that such conditions do not prevail any where in the real world.  Therefore such an automatic adjustment
is not possible, ‘When there is a deficit in the balance of payments; govemment has immediately to
introduce corrective measures. It has to take steps to increase exporis or reduce imports or both, If this
is not possible, it would try o control the foreign exchange market by various methods. It may also

have resort to devaluation when all olhf_:r measures fail.

Since deficil is a more serious problem than surplus, we will now discuss some of the methods
of correcting the deficit in balance of payments. . .



2391 DEFLATION

Itts a pdlicy;’_--whel"l,ébyﬂ-thé-'-govemmcnt ;ed-uces'-f_t;haf_supply of money and the price-level. -

' ‘Through open market eperations or by raising the bank rate, the Central Bank tries (o bring down the
price-level. - Lower prices will increase the demand for exports and imports would be discouraged as
foreigners wauld 1ot prefer to sell their. goods where prices are low. Further, higher interest rates
would atgect foreign capital. The combined effect of these measures would be to reduce the deficit in

"It has been said that the policy of deflation is a remedy which aggravates the disease instead
- of curing it. Higher interest rates and lower supply of money would lead 1o fall in investment,

~ production snd employment levels. The deficit will be wiped out by creating unemployment. So, it is

2292 DEPRECIATION

Ttmeans decline in the external value of a country's cutrency. Suppose the éxchange rate between. -

the dollar is Rs. 10 = $1. Suppose India's imports are larger than its exports. Its demand for dollars is
R 15w § n:the American importers will get for the same dollar Rs. 15/- worth of geods
of Rs. 10/- which they would have for before the-change in the exchange rate. This will boost

_up India’s exports and reduce its lmports S

.. Butdepreciation is not a suitable method of con‘ecting' deficit. ‘Frequent .c':hanges in the exchange
‘rate- will adversely affect foreign trade. It may also cavse speculation about exchange rates. There is

 also no-certainly that change in prices will infliience their demand and supply of exports and imports.

22.9.3 DEVALUATION
L wmnmgovmmemoﬁicmuy reduces the external value of its currency it is called devaluation,
- When the government of India announces that the dotiar-rupee exchange rate i§ changed from Rs. 10 = $1

- toRe. 15w $1, it mieans that the rupee has been devalued in relation to the dollar. This will make Indian

- exports chéaper and imports costlier. Demand for Indian e

_ xparts will rise while demand for Indian
imports will fall. Asa result, India's deficit will be wiped out, A

' the production.and supply of goods for export. ‘I there are any obstacle 1o raising production, the =

effect of-_cﬁir’i_iitiaﬁon would be lost. Again, since devaluation tries fo.raise g country's exports and reduce
-1t imports, it will have an adverse effect upon foreign countries. After all a country's exports are

with similar policies. If every country resorts to devaluation, no country can benefit from it
2294 EXCHANGE CONTROL |

: s Unﬁarth:s measme the govemﬁ]'éﬁ:t'.ééq&ir_cé mondpdly -power and conu'olsthesupplyand
- Gommnd for foreign exchange, Al foreign exchange camed by cxporters is tb be sold 10 the:government

. the government and it does not change, whatever be the demand and supply conditions. By strictly -

g the supply and demand for foreign exchange, the government sees to it that exports equal -

Inchix hs beon following this method for the past 30 years. But it must said that this policy {eads

~ should ba.supported by other measares s (0. increase expiorts.

SlfpﬂlyThe price of dollar in terms of rupees would rise. Suppose it becomes

- imports of another couniry. When a country wies 1o reduce ifs ‘imports, other countries will retaliate

to bla&-mhenng in foreign exchange, smuggling and corruption.. . The exchange control measures
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2211 SUGGESTED BOOKS

5595 IMPORT - CONTROL

levying l_le’a\_r'y__import duties or by fixing quetes for thein or even by cempletely banning them,
when tariff duties are raised imports become costly and their demand falls.” Sometimes, the govi.

anpounces quotes to be imported for each commodity. Imports above this quota are not permitted. .

The effect of these measures would be to cut'down imports to the desired level :@nd-also protect
domestic industrics against foreign competition. : T

2296 EXPORT - PROMOTION

‘A country with an adverse balance of payments may try to raise its cxpéris by various measures
in order to reduce the gap between exports and imports. The government may provide tax incentives

and other benefits and prizes to promote exports. In recent times greater importance is being givén .

to export— promotion than to imporl control. This is because it is not easy 1o reduce imports beyond
a certain point. If imports of essentiat raw materials and machinery are réstricted, it will have a negative
impact on the economy. So it is suggested that export promotion is-a better policy. than import
control, since it increases production and employment levels in the counsry. ' :

As discussed above, there are various mett\iéds;"of"correeﬁng the disethbmm m balancc of

payments. Their effectiveness depends upon a number of condition. Given the conditions prevailing
in it, a country may adopt any of the above mentioned measures or 5010 combination of them Lo restore
the equilibrium in its balance of paymens. ' ' o

' 22.10 SUMMARY / CONCLUSION |

Balance of paymenis shows the systematic record of all transactions between residents and those

of the rest of the world. Whereas balance of trade shows the record of payments and receipts on account
of imports and exporis of goods, The statement of balance of payments is useful in explaining a
country's external strength and the value of its currency. -~ - o ST

Tt is desirable 1o have equilibrium in the balance of payments position. We h&\iéiw'éon_sié{,s': 3

o 5 years for analysing it. But gencrally. disequilibrium- situation prevails for many. countries for
various reasons. There are many ways in correcting this disequilibrium.

"1 Bo Sodersten o " . International Economics -
2. David Young B International Economics
1. Enke & Salera . International Economics

. Prof. Ti-ppa Reddy

2717 MODEL EXAMINATION ‘QUESTIONS

1. Answer the foliowing i about 30 lines each. e
) Show how a country's balance of payments statements is prepared. Explain its main _fegx_l_m_:s.
Discuss briefly how disequilibrium in balance of payments 1§ corrected. : T

R

I1. Answer the following in about IS lines eavh. S

Explain ilic diff tweorED % of trade and balance of paymenis. .

Explain the usefulriess of balance of payments accounts for economic analysis. _ _
‘Define exchange control. How is it useful to the cofrecting of the adverse balance of payments?
Explain the conditions under which devaluation will be effecive.  ~ o
What is the difference between cyclical and secular disequilibrium in the balance of payments?

UIE b

- ——

Anothei method of correcting the imbalarice in balance of payments s 1o resirict imports by

7
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'23.0_AIMS AND OBJECTIVES

After reading the unit, you wil be able to

explain exchange rates under gold and paper currency standards,

analyse the balance of payments theory of exchangerate, . .
describe advantages & disadvantages of fixed & flexible exchange rates, and
discuss the functioning of IMF with reference 1o exchange rates,

x * ok x

231 INTRODUCTION

The market which deals in the purchase and sale of foreign currencies is called foreign _cxchangé |

market. The.currericics that used as medium of exchange for seuling international payments are callad
foreign exchange. Withoint such currencies international trade would be like barter where expors are -

, Ifasum ofRszw. has to be paid for a US dollar, ﬁié‘nl_thc exchange rate between the rupee and UJ§ -
dollar is Rs. '-?0_-_-:_$1. It is the Tupee price of one US dollar. Like the price of any commodity. which .

THE amount of domestic currency paid for a unit of foreign currency is called excb&ng'g'rare. o

227
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._foréign currency. If an Indian businessman exports goods to America, he véil_l fecei.ve Amcricaﬁ dollars
in payments ‘for them. He will convert them 1nto rupees at the prevailing exchange rate. Similarly .
when an Indian imports goods from America, he has to pay for them in dollars. He buys dollars by

paying rupees in' the Indian ‘foreign exchange market in this way, expotts create supply of foreign

currency and imports create demand for it.

' If there js a free foreign e:f{chan'ge market without any government imerféren’ce‘ the exchange
rate like, the price of any commodity, would be determined by supply and demand for foreign exchange.

" The supply of foreign currency is created by exports. At higher prices exports will be higher and,

the therefore supply will be higher. The supply curve will be sloping upwards to the right. The demand
for foreign currency is created by the demand for imported goods. If the price of foreign currency is
created by the demand for imporied goods. If the price of foreign currency is higher, the demand for
imported goods. If the price of foreign currency is higher, the demand for it and imports would be lower
and vice versa. The demand curve will be sloping downwards to the right. When the demand and
supply are equal, we get equilibrium rate of exchange. The exchange rate will fluctuate with flucuations
in demand and supply, i.¢., imports and exports. At higher exchange rates, imports will fall while
exports will be higher. At lower exchange rate imports will rise and exports will fall,

The exchange rates are dctérmincd differently under different currency systems and' foreign
exchange markets. Under the gold Standard, exchange rates are fixed rigidly. They do not change
whatever be the changes in demand and suppty. Under Inconvertible Paper Currency Standard, exchange

 rates change freely with changes in the price-levels of the trading partners. In the case of free foreign.

exchange markets, demand and supply determined the -exchange raie. As these conditions change,
the exchange rate also changes. In both these cases, the exchange rates are fiexible. Finally exchange
rates may be determined by the government of the country concerned. It will be raised or lowered
according to the conditions laid down by the IMF. This system is called Managed Flexible Exchange
Rates System. _ S S '

23.3 EXCHANGE RATE UNDER THE GOLD STANDARD

. The Gold standard refers 10 the system where: the value of the Bésic-imit of currency is defined -
in terms of gold. The government will be prepared to convert gold into currency and currency imo gold

" at this price. There will be no restrictions on the export and import of gold: The supply of money is

based on gold reserves. If gold reserves increase the supply of money will also increase and vice versa.
Suppose India and the USA are on the gold standard. In India, the govt. has announced that

the price of one gram of gold is Rs..100/- and in USA 1tis fixed at $ 5. The exchange ratc between the
rupee and dollar is determined as here under : '

1 gram of gold = Rs. 100 in India

. . = $5inUSA
. Rs. 100 = §5

(1 gram) - (1 gram)
ie., Rs. 20 = §.1

(0.2 gram) (02 gram).

The gold value of Rs. 20/- is the same as tl‘l_ét of $1. The gxchangt_:-'raté between these cumncies
(Rs. 20 = $1) is called ‘mint parity’. ' ST : o

Since there is free convertibility of currency into gold in both the countries and also free

. movement of gold between them, the exchange raie will remain more or less fixed. It will change within

a narrow range set by the cost of transporting gold from one country 1o the other.’ Suppose the cost of
transporting gold from one country to the other. Suppose the cost of transporting a gram of gold from
India to USA is Rs. 10/- and for 0.2 gram, it would be Rs. 2/-. Whaiever the nature. of balance of
payments, the exchange rate will not rise above Rs. 22/- (Rs. 20 +_2)_' and ‘wlll'nm fall bc]_.m?
Rs.18/- (Rs. 20 - 2). The highest price (Rs. 22/-) is called "upper lmn_t‘ of 'gold e:_tpprt point.
The towest price is called lower limit' or 'gold import _point’, SUppose, India has a da_',ﬁcu in balance



~of '_pay_mems, ie., its imports are higher than is exports. The demand for. dollars wqi_x_\l_d_.bg\highe_r

 than their supply. Therefore, the price of dollars migh rise above the mint par rate of ‘Rs. 20=8 1.
But it cannot rise beyond - Rs. 22 = $ 1. I it is (suppose) Rs. 25 = $1, people would not pay this
price, They would prefer (o buy gold at the rate of Rs. 100/- a gram from the government and export

it 10 America by spending Rs. 10/- on transport, In America; they-will exchange one gram of gold for

$ 5. In this way they can buy any amount of dolfars. They have spent in all Rs, 110-(Rs. 100 + 10)

for $ 5, ie., Rs. 22 = $1. This is called gold export point, If the exchange rate is above this point,

. maporteﬁwbﬁﬁexpon gold to América and buy as many gollars as they want at $1 =Rs. 22.. __

" Simibarly, suppose Tndia has a surplus in balance’ of payments, i.c., its exporis are largef than its

imports. The supply of foreign currency would be higher than its demand. S$o the exchange rate
- would fall. But it cannot fall below the rate of Rs. 18 = $.1. Suppose the actual rate is Rs. 15 = $1,
no one would sell dollars ai this rate. Instead, the Indian exporters who, have earned dollars would
prefer to take them to America and by gold from the American government at the rate of $5 per gram.
- They will bring it 10 India by spending Rs. 10/- on transport. In India they will convert goid into
* rupees at the rate of Rs. 100/- a gram. Thus, they would get in all for $5 an amount of Rs. 90/-
{(Rs. 100 - 10), ie., -31.= Rs. 18/-. They can sell or convert.any amount of dollars into rupees at this

rate. This is called 'gold-import point'. If the exchange rate is below this level, they will freely -

- import gold, and bay rupees at $1 = Rs. 18/-.

.. As scen gbpve, a deficit country would lose or export gold and a surplus country would receive
* or import gold leaving the exchange rate to. fluctuate within a narrow range. Adjustment in the balance
of payments would be brought about by changas in prices rather than in exchange rates: A deficit
- country loses gold, which-would result in decline in the supply of money and, therefore, decline in
_price-level. -As prices decline, exports may rise and imports may. fall, thus wiping out the deficit.
In a similar way, a surplus country swould receive gold which would cause the supply of money and

price fevel-to rise.- Higher price level ‘would cause exports to fall and imports o rise, thereby

_removing the surplus,

The system of fixed exchange rates under the Gold Standard was"in ‘operation in.diffcrent :

_ countries of the world ifl the end of the First World War, Under this system, governments do not
~have any copdsol over their own currencies and exchange rates. Morcover, a surplus country would
- guffer from the: problem-of inflation”and 4 deficit country from deflation. Price-stability would be

suceifion for the sake of exchange siability. As the problem of price-instability and scarcity of gold came
up, i wis foumd difficult 10 stick 1o the Gold Standard. Further, as the First World War broke out,
governments wanied greater conitrol over the supply of money and exporis and imports, and exchange
Tates were changed 1o suit the interests of the country in question. Thus the system of Gold Standard

and fixed exchange ratés came toanend. .~ .
. 23.4 EXCHANGE RATES UNDER PAPER CURRENCY STANDARD

_ After the break-down of the Gold Standard, the system of Paper Currency- Standard has come to be’
adopted. Under this system is currency is not supported by gold reserves, and its supply is frecly
reg;:lﬂe;d_ by government policy. Exchange rates change frequently with changes in the domestic
purchasing power of currencies. In this context, a new theory was developed for the determination of
exchange raies. Gustav Cassel formulared the'Purchasing Power Theory'explain the determination
of exchange rates under the Inconvertible Paper Currency Standard. - L :

. According 1o this theory the exchange rate between two inconvertible currenciés is determined:

onthehaswof their respective purchasing power. Suppose India and England are on the Paper
Standard, . Suppose further that in India a quintal of sugar costs Rs. 500/- whereas in England the same
costs § 25. It means Rs. 500/- have the same purchasing power as£25. Then - _ :

{one quintal of sugar) (one quintal of sugar)
RS. 20 = f, 1,

* - This rate is called "Purchasing Power Parity’ as Rs. 20/- in India and £1 in.England have the same

purchasing power..- The exchange rate will change if the price-level changes in these countries. Suppose,
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in India there is inflation and a quinial of sugar costs Rs. 1000/- while in England prices are éonstanl,

_the new exchange rate would be : : ' ' '
. ~Rs. 1000 = £25
Rs. 40 = g1

If prices change in both the countries, the ratio of change in prices will determine the new
exchange rate. The price index in each country will indicate the extent of change in prices, i.e.,
the purchasing power which will indicate the new exchange rate. It can be known with the help of a

Price index in. India .-
Price index in England

New Exchahge rate: = Old exchange rate x
If current price index in India is 400 and in Englind 200, the new rate would be.:

400

?1)0:40

= 20.x

23.4.1 CRITICISM

After the First World-War, when the exchange rates were changing wildly, the Purchasing
Power Party theory was helpful in explaining the causes for such changes. But it could not explain
how the old excliange rate itself was determined. The theory has been criticised for various reasons.
First, it is said that there is no clear connection between purchasing power and exchange rates.
The purchasing power of a currency is expressed in terms of all the goods and services marketed in
the couniry, whereas exchange rate applies only to goods which enter the foreign market. Of the. -
several goods a ceuntry produces, only a few enter foreign trade. Secondly, the theory states that
whenever the purchasing power changes, it causes exchange raies to change. But it is also true that
the exchange rate may change independently and it may cause domestic prices, i.e., purchasing power,
to change. So the causation is two sided. Thirdly, the theory ignores the role of supply and demand
in determining exchange rates. It is common knowledge that when imports and exports are not

equal, there will be a pressure on the exchange rate. Fourthly,here is the problem of index numbers.

An index number of prices is constructed on the basis the prices of various types of goods produced in
a country. There is a base year for it. These goods will not be the same in India and in England. .
There are many goods which are aet.common lo- these countries. Moreover, the base year may be
different for different price indices. As a result-of all these, it may not be possible to compare the index
numbers or purchasing power of different currencies. Finally,speculation about changes in exchange
rates and capital movements between countries might cause changes in exchange rates without reference
to changes in purchasing power. Therefore, the theory has not found favour with cconomists and -
policy makers. S .

23.5 BALANCE OF PAYMENTS THEORY OF EXCHANGE

RATE '

According to this theory the exchange rate is determined by the supply and demand for foreign
exchange. A glance at the balance of payments statement of any country reveals that all the credit items
indicate the demand for foreign exchange. The debit itlems indicate the demand for foreign exchange,
The credit ilems include exports of goods and services, gifts and donations from foreigners and inflow of
capital funds. All ihese items earn foreign exchange for a country. Like the supply schedule of any
commodity, the supply schedule of foreign ekchange is a function of price, i.c., exchange rate. - If the
exchange rate is higher, the exports would increase and ihey will produce a greater supply of foreign
exchange. At lower exchange rales, the supply will be less. The supply curve, as shown in Figure 1,
would be sloping upwards 1o the right. :
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Exchange Rate

 Supply 2. Demand for Foreign Currzncy'

It must be emphasised that the supply of foreign exchange is created by the demand for Indian
exports from foreigners. - _ _ _
The demand schedule depends on the exchange rate. The Indian demand for forelgn goods creates

l.lie demand for foreign exchange. 1f the exchange rate is high, foreign goods will become costlier and
the demand for them ‘will decrease. When the exchange rate falls, foreign goods will be cheaper and

their demand will be higher. Thus, the demand curve as shown in the diagram slopes downwards to the

right. In Figure—1, X-axis measures suppIy and demand for foreign exchange Y-axis measures
the exchange rate. Df is demand curve and Sf is supply curve.

- The point where the supply and demand curves intersect there will be the equ;llbnum rale of
exchange. In the diagram, OE is the equilibrium rate of exchange, where supply and demand are
equal. If a equilibrium rate of exchange, where supply and demand are equal. If a higher exchange rate
preyails, viz., OA, demand will be less than supply, i.e., import will be less than exports, which' will

push the exchange rate downwards. At a lower exchangc rate (OL) demand will be higher than’

supply forcing the exchange rate upwards Ulnmately, the equilibrium exchange rate will be restored.

Critici'sm

The balancé of paymems theory has been criticised on the followmg grounds. . First, the '

theory assumed that tradé between countries is unrestricted and free, There is supposed to be no

regulation of exports and imports. In the real world, there is no free trade. All kinds of controls are
imposed on imports and exports, as a result of which the supply and demand schedules of foreign
exchange become ‘meaningless. Second, the theory is based on the assumption that demand and

supply are not influenced by the exchange rate. It is generally observed that sometimes changes in

exchange rate influence exports and imports and sometimes the other way round. Third, it is assumed

. that initially there is an equilibrium between supply and demand. This is an uniealistic assumption.
_ Fourth, the theory ignores the effect of changes in the prices of exports and 1mports on their demand
and Supply and thus on exchange rates. _ _

The balance of payments theory, however, is considered 10 be more satisfactory than others
because it examines the demand and supply condmons of exports and imports and the inter relanonsth
between them.. . _
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23.6 FIXED VERSUS FLEXIBLE EXCHANGE RATES

As discussed above,_ there are tﬁo kinds of exchange rate éystems viz., fixed and flexible exchange’
rates.” Fixed exchange rates occur under the Gold Standard. If there is any disequilibrium in balance

- of payments, its effect will not be felt on the exchange rates. Adjustment is done through changes in

price-level and the stibsequent changes in exports and imports. Free exports and. imports of gold
prevent fluctuations in exchange rates. Flexible exchange rates occur under paper currency standards.
Any deficit or surplus in the balance of payments leads to changes in exchange rate through which the
equilibrium is restored. If there is deficit, the exchange rate would rise and in case of surplas, it falls.

23.6.1 ADVANTAGES OF FIXED EXCHANGE RATE SYSTEM .

The fixed and flexible exchange rate policies have their respective merits and disadvantages.
In the case of fixed exchange rates, whatever be the situation of balance of payments, the exchange rate
is unchanges. Fixed exchange rate provides confidence 1o exporters and importers. They are certain of
the exchange rate and thus of their expected incomes. Tt has the advantage of preventing speculation
about exchange rates. Often, speculation leads to inslabill’ty and. unnecessary movement of capital
from one country to another. Fixed exchange rate policy allows exports and imports to adjust them-
selves each other without any government interference. Changes in relative prices. automaticatly
bring about an equilibrium in balance of payments. Fixed exchange rates provide confidence to
foreign invesiors, because there would be no uncertainly regarding the value of their investment and
income. Moreover, there is no scope for any arbitrary action by the State. Every government has
follow the rules of the game. : ' '

23.6.2 DISADVANTAGES OF FIXED EXCHANGE RATE SYSTEM

Fixed exchange rate system has certain disadvantages as well. Though exchange rates are stable,

- the price level changes frequently according to changes in the balance of payment. Surplus leads to

inflation and deficit causes deflation. "The government will not have any control over domestic price

level and employment. There is also no certainty that the equilibrinm . will be.restored through price

changes. If the price elasticity of demand for exports and imports is not high, the equilibrium will not.
be restored easily. Similarly, if the economic situation is rigid and prices ‘cannot be chinged ecasily,

‘the adjustment mechanism will not. work. Further, if there is gold standard, there is the danger of gold

exports and imports taking place due (o deficit or surplus. The government may have o intervene (o

- reduce the undesirable effects of disequilibrium in the balance of payments.

33.6.3 ADVANTAGES OF FLEXIBLE EXCHANGE RATE SYSTEM

The flexible exchange rates have their own advantages and disadvantages. Under this system the
equilibfium rate of exchange can be determined in a simple manner. The foreign exchange markef
itself through the interplay of demand and supply forces determines the exchange rale. Mere important,
any deficit or surplus in the balance of payments is corrected automatically without any changes in
the domestic price-level or employment level. Tt is'in fact very difficult to change the prices and

) production levels in any economy. Because of monopoly and trade unions; prices are difficult to change.

The adjustment is done continuously through changes in. exchange rates. The government also does not
have io intervene in the foreign exchange market for any purpose. There will be no need 1o maintain
any foreign reserves to prevent fluctuations in exchange rates. Thus, the flexible rates are supposed to
be superior to the fixed rates policy. : - . '

2364 DISADVANTAGES OF FLEXIBLE EXCHANGE RATE SYSTEM

‘The flexible exchange rate system has its own disadvantages. Adjustment in balance of payments
may niot be possible because of low clasticities of demand for exports and imports. Changing exchange -
rates may encourage speculation in foreign exchange. Most of the times, such speculation is harmful
hecause it creates conditions of instability. This may also result in decline in international
investment. Foreign trade and investment will become more risky on account of unstable exchange .

rates. There might in fact, be a decline in foreign trade and investment.



World e:@p._ex.ieﬁce- of _ﬂ,gx_iblg._.exclihﬁééﬁﬁra;eg._is fot very _encoul;ag'ihg. -Canada was the first -

. country 1o adopt flexible exchange rate policy. It-fesulted in higher speculation .and dechipe-in the -
volume of trade. In recent limes West Germany and Japas have been following the policy of floating -

rates. It musi be noted that actually the governments always.interfere and regulate the foreign ‘exchange.

market. Even uynder the Gold Standard, the governments used 1o intervene to prevent gold movements-

and to maintain-stablc exchange rates. Even in the case of flexible rates, the governments try to

comrol undue changes in exchange rates and speculations. . What we find most common in the real world

is the management of exchange rates by the government.  Both thé fixed and flexible exchange rate

policics have failed. Since the establishment of the International Monetary Fund, we are having the
system of managed flexiblé exchange rate policy. This will be studied in the following section, - :

23.7_THE INTERNATIONAL MONETARY FUND (LMF)

- With .the.'bmakdow.n of the Gold Standard, the "worid- market experienced conditions of ins'gabjlity
and disorder. Every conntry was fixing its exchange rafés arbitrarily, changing them whenever it liked

and introtucing all kinds of restrictions on foreign trade, There was a conferénce of 44 nations.

at Brettonwoods in America to-discuss measures o save the world from this crisis. The conference
decided to establish an international organisation known as the International Monetary Fund (IMF)

to achieVe its objectives.
2371 OBJECTIVES _
The IMF began its opexanonsml%? Its character set forth its objectives. They are :

1) To promote intemational monetary coopéfation through mutnal consuliation and collaboration
among the member countries; - ' : . i N -

2) To promote international trade and 'lhereby' promote higﬁ levels.of income and _emplaymém in

. allthecovaries; © - . -
3)' To promote ‘stible-exchango tates and prevent competitive and arbitrary changes in exchange
rates by ihiember countries; ‘ . R .

4) To work for a system of multilateral system of payments and removal of cxghange controls; angd

5) To help mémﬁcr'naﬁohs_ to corrédt':ﬁié}adjusunents in their balance of payments. " Thus it will
-~ work for reducing the duration and size of disequilibrium in the balance of payments of its

' ‘members.

The IMF'is governed by a Board of Governors, an Executive Board and a Managing, ii)irec_lor.

It has its headquarters af Washington. - The Fund has its own resources contributed by its meémbers

according to thieir spe(:lfied quota,

_ Each me'mber' is givén a quota which is revised from time 1o time. A member's voting rights
are decided by the size of its quota. America has the biggest quota. Au first 25 per cent of a member's

quota was (o be paid in gold or US dotlars and the remaining in the country's own currency. Since -

1978 the practice of maintaining gold reserves has been discontinued. Now. the quota is to be

thaintained in terms of Special Drawing Rights' which is IMF's own currency. ‘In 1981, the IMF

quotas were raised t6 SDR 61 billion and India's quoiz was fixed at SDR 1.7 billion.
12372 EXCHANGE RATES AND THE IMF -

When the IMF began its operations in 1947, it was laid down that member couniries ‘should

. announcelhe value of a unit of their currency in terms of gold or US dollars. The 1JS doliar was treated .
as eguivalent to gold because of the US povernment's commitment to convert dollar into gold for -
this pwrpose. ‘Moreover, the US had vast reserves of gold to $upport its dollar as world currency,

- Since the vajue of every country’s currenCy was-defined in terms of gold or US dollar, cross exchange -

rate upto one per cent of its par value. If any member wanted to change iis exchange rate beyond this

233,
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limit, it had to seek the-approvat of the IMF. The member had to convince the IMF that it was suffering -

_from chroni¢c and persistent disequilibrium in its balance of payments which could be corrected only by

a big change in its exchange rate. The IMF would grant its. permission after a careful study of the
member's case. This was done to discourage unnecessary changes in exchange rates and to prevent
competitive devaluations. It was thus a system of stable exchange rates which were allowed to be
changed only in exceptional circumstances. Therefore, it was called Managed Flexibility Standard. It -
was neither completely flexible nor absolutely fixed. ' ' :

In 1971 the American dollar was in difficulties since on account of deficit in its balance of

~ payments, the US government gave up its commitment to covert US dollars into gold. The IMF was

forced to change its policy on exchange rates. Member countries were allowed to change their exchange

~ rates freely. Onuly some guidelines and suggestions were given to countries seeking its help:

The practice of expressing exchange rates in terms of gold.or US doliars was discontinued. The price of
gold was raiséd because of oil crisis in 1974. The IMF introduced SDRs (Special Drawing Rights)
as a new international paper currency.” Initially, the valve of SDR was defined in terms of US dollar.
Later on, with the introduction of floating exchange rates system, the value of the SDRs was delinked
from the US dollar. Since 1981, the value of the SDRs is defined in terms of the average value of the
five leading currencies of the world, viz., US doliar, German Mark, Japanese Yen, French and the British
Pound. These five countries have the highest share in world trade. The value of the SDRs changes.
whenever the average value of the above mentioned package bf currencies changes. ' It means that the
IMF has switched over from stable exchange rates to floating exchange rates. It has also reduced the
importance of gold in international transactions. It has sold much of its gold reserves through auctions
in London and the money is being used to help the developing-countries.

2373 THE IMF AND INTERNATIONAL LIQUIDITY .

With the change in the IMF's exchange ralc policy thére is also a change in other policies.
Member countries are now free (o change their cxchange rates. But in reality the IMF tries to prevent
unnecessary exchange rale changes by helping ils members in 1imes of difficubty. If a deficit country is
provided with short-lerm Joans of forcign cxchange, it would not think ol either changing ils exchange
rate or introducing exchange control measares. [t would have cnough of time (o increase ils exports or
reduce imporis or both. The IMF has since.its inception been -rying 10 help-member countries with
balance of payments problems by providing inicrnational liquidity. It is important o understand the
meaning and importance of international Jiquidity and s relationship with exchange rates policy.

1t is well known that exports pay for imports. If exports are less than imports; the difference

* between them has to be paid for in terms of gold or the currency of the country from which goods are

imported or any currency that is acceptable to that country. Similarly, an export surplus country
would receive the balance in the form of gold or its own currency or any other currency which is’

" acceptable to it. International liquidity is defined as anything which is generally acteptable as a means of

settling residual balances, and in which reserves are held. Gold, key currencies, 1e., gurrencie_:s of
big trading countrics of stable value, and the currency issued by the IMF are used for international
payments and thus constitute international liquidity.

The demand for international liguidity depends upon the nature of t;xchange rates. If there are
fiexible exchange rates, a country does not require any liquid assets. Adjusiments are made through

. change in exchange rates. But if there are fixed exchange rates, the demand for liquidity will be larger.

The higher the deficit, the larger will be the demand for liquidity, and vice versa. . S‘imilarly, the_ supply of
international liquidity is created by. additions to stocks of gold reserves, deficit of countries of key
currencies and the capacity of IMF to create its Own currency. . S

Au first, gold was the only form of intemational liquidity. Later, the US dollar because of iis
gold backing became world currency. ‘With the crisis of 1971, the US_A withdraw its currency frqm
the category of currencies. The oil crisis and the sudden rise in gold prices made it difficult for many
poor countries to maintain gold reserves. The IMF was using the members quota as the basis for
assisting deficit countries. A member's quota till recently consisted of gold and its currency reserves.
Now, the ggiota is fitted in terms of SDRs. A country can borrow up<o 450 per cent of its quota over a
periad of three years. ' .



Thc 1MF has been playmg an 1mpomm rolé in supplymg intemational llquldlty Till 196‘.lr 1t. .

had no right to create its own-currency. Its resources consisted of gold and US dollar reserves. These
were not sufficient to help the. member couniries suffering from paymenis deficit. Therefore, in 1967

the TMF was empowered to create a new world currency calléd SDRs (Special Drawing Rights). It'is
- a paper currency issued by the IMF without any backing of gold or other reserves. A deficit country -

can bm'ow SDRs to finance its deficit. Similarly, a surpius ‘country can accumulate its surplus in

average value of a package of five currencies. Whenever this average value changes, the value of the

- SDRs also changes. But the IMF is not free to increase the supply of the SDRs whepever it wants.

Periodicaily, the IMF is- permitted to increase the issug of SDRS upto a fixed lmit. - At first, the
IMF was auﬁ:onml to issue SDRs 9.3 billion, and in' 1982 it was raised to SDRs. 24.5 billion;

. Thig.was done with the jpccmc purpose of helping the developing countries whose trade deficit is
< gfowing swadlly and, thu

g their need for liquidity. The newly created SDRs are distributed among the
 member counmos according to their respective quotas. The members are free to use them to finance
. their deficit or aecumuiate their suxplus

Ch“:k YO!.I-!' Progress - I -
© 1. Defineirate.of exchange’

In 1978 the SDRs became the official currency of the IMF and its value was -
' 'delmke@ from gold and the US dollar. As seen above, the value of the SDRs is defined in terins of the

s
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23.8 SUMMARY / CONCLUSION _

2310 MODEL EXAMINATION QUESTIONS

Thus, it is clear that the world has moved from the system of fixed exchange rates to that of
floating exchange rates. It is also clear that the IMF is able to issue a world currency called SDRs
which is- distributed among its members. It is an imporiant source of international liguidity.
A member country can use its quota of SDRs or borrow from the IMF in times of deficit so that it
need not think of devaluation or exchange control to correct its disequilibrium; In this way, the IMF
is able to minimise the need for exchange rate changes and thereby promote stable exchangerates.
' - Prof. Tippa Reddy

23.9 SUGGESTED BOOKS

1. Bo S-ode'rsten. : Inte.mationaJ Economics
2. David Young = International Economics
3. Enke & Salora . . International Economics

I. Answer the following in about 30 lines each. |
1. Discuss the advantages and disadvantages of fiexible exchange rates.
2. Critically examine the purchasing power parity theory. o
3. Explain how the value of SDRs‘is determined. Discuss its imporiance as a source of intérnational
liquidity. L

" 11. Answer the I‘olloivi_ug in about 1_5 lines each.
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1. How is the exchange rate determined under gold standard?
2. Explain how the equilibrium rate of exchange demined.
~ 3. Explain the.objectives of the IMF.

i
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.~ The aim of this unit is to cxplain the cstablishment of International Monctary. Fund (IMF), the
_inroduction of SDR and 1o explain European Monctary System. - . S :

g the unit, you will b abie 1.

¢s the Gold Standard System,
describe the IMF, : .
analyse the Dollar crisis and Jamica accord, and
explain the European Monetary System, -

* ¥ & ¥

theoties of intemational irade and issics bertaining o it such a batance of trade,
exchange fates, eic. -In this unit, 1 us study’ international monetary system in
i and introduction of SDRs are also dealt with. Let us also discuss other issnes”

_ MEANING OF GOLD STANDARD
The sysiem of £ o 4 200 s o

61}3%@_3. and sales of gold inuy

o The sysi xed exchange rétésﬁ_uﬁdﬁer-lhc 'g;}_m s_landar_d_'was in oberatioﬁ in different cointries ™ -
- -of the ‘world till the ead of the first world war. By imérnational gold standard it -is meant as an .

almonetary sysiom, such as, doltar erisis, Jamica accord and European mengtary

ry slandard where all participating countries have legally defined a unit of accoit -
PeC L., ) iR torms of gold. Exiernal value of their currencies are. fixed thiough the = = ..
alimited quantity officially fixed price which permits -

he: gold standard, Governments do nol_ -

e




- 238

first World War broke out, Governments wanied 10, have ‘greater control over the suﬁply of meney
exports find imports and exchangg rales. These werc changed accordingly 10 suit the interest of the
country 1n_q.uesnon_‘ Thus the sysiem of gobd standard and fixed exehange rates had come to an end.

With the abandoning of the gotd standard in 1930's by thc major countrics of the warld a vaccufn
was created in the ficld of intermational rade. The Greal Depression had also created a havoc in the
1nterna1_‘|c‘mai monctary system. 1t was characterised by the trade and exchange war among countries with
competitive depreciation of currencics and severe restrictions an imports of gobd-s and cxports of capital
The result was that the world trade and world ccenomic growth suffered a lot. The world slatesmen feared
that these restrictive trade and payments practices would continue cven after the war unicss international -
efforts were made to create some effective International machinery whereby exchange stability could be
guaranteed. Sharing such conviclions, experts in United States and the United Kingdom prepared

comprehensive plans for International monetary co-operation. The British propesal is known as 'Keynes

Plan’ and the Amcrican proposal being 'White Plan’ after their principal authors Lord. Keynes &-Mr.
White. The basic features of the two plans were lixed into a joint plan in 1944 at the United Nations ™~
Monetary and Financial Conference of 44 Nations held a1 Bretton Woods, New Hamp Shive in the
U..S.A. The Conference led to the establishinent of the Internationat Monetary Fund. ' :

713 INTERNATIONAL MONETARY FUND

‘ The creaticn of the International Monctary Fund popularty known as IMF is a landmork in the
history of world economic cooperation. The LM.F. began ils operation in 1947 and its main objectives
were '

(1) o promole international mongiary cooperalon Lhmugh mutual consultation and '-:coliaboral_ion B
among the member countries; . - o

2) To promoic inlernational wrade and thereby promaote high levels of income and employment in all

the countries.

k)] To promoic stable exchange rales and permancnt compcl.iiivc_and arbitrary _changc‘s in exchange
ralcs by mnember countries; - _ .

4 To work for a system of mullilatcral sysiem of paymenis and removal of exchange controls; and
3 To help member nations 10 correct mak-adjustments in their balance of payments.

" Thus, to sum up under thc Bretton Woods System the IMF was o supervise mainly on two
pillars; the maintenance of stable cxchange rates and-a multilateral credit system. The members.of the
.M.E. agreed 1o keep Lheir exchange raics fixed at agreed par values and not 10 change them more than
one per cenl befow or above parity, if any member wanted to change its exchange rate beyond that limit,
it had to seck Lhe approval of the {nternational Monctary Fund. The member had to convince the IMF
{hat it was saffcring from chronic and pérsistent disequilibrium in its balance of payments which could be
corrected only by a big change in its cxchange rate,. The IMF would grant its permission after a careful
study of the members case. This was donc primarily to discourage unnecessary changes c_xchange
fates and 1o prevent compelitive devaluations. It was Lhus a sysiem of stable exchange ratcs which were
allowed 10 be changed only in exceptional circumslances. Therefore, it was called Managed Flexibility -

Standard. It was neitber completely Nexible not absolutely lixed.

The second important aspect of the fund actively concerned is its arrangements for international.
liquidity. The Fund has its own resources contributed by its members according Lo t_heir specified quota.
Each member had some borrowing rights to help to meet termporary external deficits. Thf.: lN_lF*was
using the member quola as the basis for assisting deficit counlries. A member's quola u!l rec?nuy-.-‘
consisted of gold and s currency-reserves. Now, the guota is fixed in terms of Special Drawing Rights
(SDRs). A country can bofrow pto 450 per cent of #S quola over a period of three years. Thus_lhe
credit sysiem was infact envisaged as an important and micgral part of the IMF system. N

Since its opcraﬁon in 1941, the IMF played a conservative role. In the late 1940's it stressed the
necessity for adjustment in exchange rates and ook a positive view of the devaluation but in 1_9_50'_3_



andin 1960s the fund did not try Lo.work for any systefmatic use of exchange rates chgngés'bﬁ_t'il'lobkfthé '

view that changes in major exchange rates werc undcsirable,

The IMF reinforced 3 main types of adjustment. A countiy could reduce its expenditure when -

confronted with 2 halance of payments deficit, it could iry o' rely on expenditure switchinig policies by
devaluing 4rd 3 third way was (o intrease the provision of world liquidity. ' '

~ Jemay Be'woted that the Fund looked upon with disapproval of the exchange rate dhétigf;'s_ érﬂong

- induseist Sountfies but when it carie (0 1éss developed countries the fund tactitly approved exchange rate
changes. S : . : . '
' Daring !m '665 the IMF played quite a passive role.  Part of the reason for the mactivity of

the Fmd' -#s peiriod can be explained by the dominance of the Uniled States wh ich-was the most
g mmﬁmmmﬁ Hguidity. With the co-operation of a few other industrialiscd nations it

" eould control and Swer e developmeal of the intenrational system.

[ R TT I,

An isapocant sicp towseds tevitalising the Fund was taken in 1967 and the IME meeting in Rio de

Javeio when spectat drawing rights were introduced. Thus from relative obscurity the fund.has emérged

atieast potentially as an important supplicr of inlernational liquidity. A deficit country can borrow SDRs -
o .f-inan_ce-its_'de&cit;-'Simﬂaﬂ-y:_a surplus country can accumulate surplus in the ferm of SDRs.

without any dackig of gold or other reserves. Initiaily the value of SDR was defined in terms of gold

content 0.888671 grams i.c., the same value as 1 US dolalr.

245 THE DOLLAR CRISIS -
= lﬁma&ém worican doMar was in difficultics. There were two main causes for the crisis which

confronted the American dollar namely internal and external causcs. Intemally the Amétican economy had
been confronted with a serious type of inflation lor several years prior to 1971, As a result, the American

prices had been rising at 4.2 per cent per annum. This rise in prices was also accompanicd by large scalé™ .'

unempioyment in ibc country production was dwindling year after year and the raic of growth was
-continuously falling down, and with the CONSIANL increases in American prices, the internal value of the
doliar had gone down 10 a considerable extent. 4 : -

due to the unfavourable balance of payments. .The main reason for the deficit was a rapid increase in the
- Amerigan_imponsFrom, counitics.like West Germany and Japan because these goods were much cheaper
than the American goods. At the same time American exports were rapidly declining due 10 the rapid rise
in American prices. Yet another reason for the deficit in the American balance of payments had been due’
to the spending of vast sums of money on military operations in Vicinam and Korea. In August 1971,
+IhE crigis of the American Doltar had touched the peak level. To meet the situation, the then American

The externat value of the American dollar had also been deterioraling year after-year prior to 1971

. President, Mr. Richard Nixon formally declared that the dollar was no tonger even.formally convertible

- into gotd and hence the US-Govl. gave up its commitment io converl US doltard inio gold. ' But the gold
price was ol changed, It continued Lo remain at 35 dottars per ounce. oo

. . . The objective of the new American Policy was to bring about an improvement in the internal and
‘the.external valie of the Dollar and taking into accouni the adverse position in the internal and external
spheres it should have devalued the dollar. Bul instcad. of devaluing the dollar, the. American Gowt. -

- started pressurising the Gavt, of West Germarny and Japan into revaluing: their currencies, These

countrigs, however. declined 10 oblige the Amcerican Government. On. the contrary, they left their -

currencies: free o find their own levels in the international cxchange markets. The result ‘was that'the

- West German Mark and the Japancse Yen started moving apwards in the. free cxchange markets in relation -

- lo'the Amcrican doHar: Thas, an cra of fixcd exchange rates initiated at Bretion Woods cante to an end.
The international maoneiary system, built up so ussiduously m the Bretton Woods Conference broke down

; nghismoﬂcn referved 10 as a ‘paper gold'. Tt is a péuper c"un_'-én'cy: issued by IMF .
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far as the foreign contral banks were conernid.

in the middie of 1971: it means that the IMF has switched over from the stable exchange rates to
floating exchange raics and it also reduced the imporiance of goid in international transactions. .

“Many statesmen in the leading ingustrialised counirics disliked the flexible exchange rates system
as it was influenced by controls and official interventions and they wanled 10 retumn to a system of fixed |
exchange rates. The strivings of the major industriatised countries towards a new system of stable
exchangg rates resulied in the SmithSonain rcalignment. The SmithSonain agreement also widened the
permissible band of movemients ol the exchange ralcs 10 2.25 per cent above or below. the new paritius of
cenirat ratés. Prior 10 this the exchange values of currencics could be varied only to the extent of 1 per
cént under the rules of IMF. But despite this agreement the dollar was stitl not convertible into goid, 50

Despite the above agrecment, ihe international monclary ¢risis continied wabaicd,” To bring
about an improvement in (he incrnational monetary sysiem the IMF appoinied on 27t June, 1872 an
adhoc commitice of the Board of Dircetors. This commitiee consisted of 20 members who wése:
represented with both the developed as well as the underdeveloped countries. Afier a two years period of
consultations and deliberations, the commitiee of 20 was-able to preparc the outlines of a new. world
monetary sysiem which received the final sanction of the IMF on 23rd June, 1974. The new System was
enforced with immediate effect. But it was, however, purcly a temporary affair. The new system was 10
remain in force 1ill a permancnt system replaced it. Some ol the important points of the system were
gold stood demonetised under the new system. The place of gold in nonelary reserves was 1o be taken by .
the SDRs in thc member countrics. Prior 10 1974 the valuc of the SDRs was delermined in terms of
gold but on July 1st, 1974, the SDR was redelined as a 'basket’ that consisied of sixteen various
currencics, . ' S o B

The developing coumries were given a new !‘zicilily known as the 'Extended E_acili_ly.'_ uni:_ler_w'hicb
the loans from the IMF coud be for periods varying beiween 4 10 8 years, prior to this the developing -

“countries could contract only short term loans from the IMF.

Another auractive feature of the new agrrement was the oil facility, by advancing oil loans to
developing countrics who found themselves unable to pay the higher oil prices out of their foreign
exchange eamings. ' ' :

74.6 THE JAMICA ACCORD

As said above the cnlire monelary system was purcly a provisional sysiei. . Efforts in
establishing a permancnt monetary system were being persisiently made by the Commitiee of 20: These
efforts mel with success at the Monetasy Conterence held at Kingston {Jamica) on 8ih January, 1976. A
new international monetary system was born on that historic day. The.main fcatures of the new system
were as follows: : ’ L ' '

1) The exchange rates of the currencies of the member countries of the IMF had been- left _fri_me,_m'
'float’ on the foreign exchange markcls. Thus the world ccanomy-had adapted itsel ©© the floating
systém of exchange raie. . cel T

2) OI'IG-Si.X_ﬂIl ol the gold stock of the IMF i.c., 25.miltion ounces of gold was sold the ‘open
market al the ruling prices. - : - : -

3 The paper gold or the Special Drawing Rights had been declared the principal reserve assetofthe -
" international monetary sysiefm. o : S
4) The oil facility had been abolished under the now sysiem.

- In faet, the Jamaica Monctary Package was nol a satsfaciory reform fromthc pomt of view of
developing countrics. [ anything, it had worsencd the lack ol cquily in the distribution of international -

| liquidity. By abolishing the official price of gold and lctting it be sold at open market prices, the Jamica

Package had given chomtous benefs s 1o the rich nations of the world which had held _:?no_r_rr?ou'g quat_'niiies
of gold. This huge injection of fresh liquidity had made it impossible (o create new h__q.uld_x}y‘.-m_lhe_fl)l‘l_'n

' 240 ©f SDRs which would have bencfitted the developing countries:



24.7 _EUROPEAN MONETARY SYSTEM

As is well known the international forcign exchange market had been undergotng violent ups and
downs since the first devaluation of the US doliar on August 15, 1971, This tad its incvitable
-Tepurcussions on European currencics which sulfered severe Iuctuations in the post 1971 period. Thelrc
was a virtual chaos in the European [inancial markueis which adversel y affected the prospects of economic
growth in Western Europe. Therclore in 1972 the European Economic Community decided to limit the
fluactuations of their currencies relative to each other 10 a smaller band. This arrangement was called 'the
snake in the twnnef. In meant that the EEC currencies were tied together and coild onty fluctuate
“with narrow limits with respect 10 cne another bat they could fluctuate with respect 1o other currencies
within the limits given by the ban proposal, If ts tr be noted thdt UK, Italy and Ireland did not take
part in the joint float. France aiso left floal in 1974 and Sweden in 1977 and Norway followed

suitin December, 1978,

Sirivings ior European Monctary Co-opeation have, however continued. I March 1979; the
European Monetary Sysiem {EMS) was created. At the eentre of this new form ol co-operation in the
European currency unit (ECU) which is a basket vwrrency ol a unit of account made up by the major
European currencics. Onc essential intention of the European Monetary System was 1o try to limit the
internal exchange rate movemenis among the participating Europedn currencies. Hence the members have
agreed not to allow their currencies (o deviate by more than 2.25 per cent from the centrmal rates, defined as
thase prevailing when the scheme was introduced. To this extent, the EMS Scheme may be viewed as an
auempt at reviving the Snake arrangement by trying 1o stabilise flucluations in exchange rates. The
scheme also aims to establish the Eurgpean currency unit as an International réserve asscl and to create a

- Ewropean Monetary Fund 16 supporst the schéme and help foster Evropean cooperation in the International
Monetary field, - .

. On the ether side, the oil crisis and the increase in oil prices profoundly affected the world
economy. Many couniries ran very heavy deficit in their Balance of Paymenls because of the increased
oil prices. The problems created by the oil crisis did not disappear as no syslemalic inlernational action
was taken Lo confront the transfer problem il entailed. Since no international solution was possible the
varipus nations had 1o deal with the problem as on individual basis as best as they could. And therefore
many countries have devalued their currencies and a deep recession followed. The need for supervision of
exchange rate has however been recognised. The possibilities (or a clean float were quite small, instead
various forms of co-operation and management Look place and a system ol managed (loaling have been
evolving wherc the central banks will try 1o hold the Muciuations of cxchange rate around some 'normal
- value', The IMF has adjusted its actions and framce of reference 1o the sysiem which was developed. ‘The
new system that has emerged will be loss dependant-on the dollar than was with the old Bretion Woods
System, ztnd the sysiem of toating rates would have a more clfective adjustment mechanism, Even at
this state it is however clear that much has been and s heing accomplished 1o improve ihe funclioning of
the international monetary system, -

248 SUMMARY/CONCLUSIONS

So far, we have discussed the operation of gold standard system which was cxisting in different
. countries till 1930's. A vaccum was created in the field of international trade wilh the abandonment of
. gold standard, This gap was lixed up by the cstablishment of International Monetary Fund. An interest

- step that took place in 1967 is the introduction of Special Drawing Rights as an international liquidity.
Due 1o dollar crisis and other exchange problems cfforts were started to cstablish'a permancnl monelary
System. These efforts met with success on 8th January, 1976 with the introduction of a new monetary
system, European monetary system was also discussed in thjs uniL .

- Dr. N. Vijaya
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749 SUGGESTED BOOKS _

1. Bo Soderstein . - International Economics
2. David Young :  International Economics
3. Enke & Sabera - Imcmational Economics

5410 MODEL EXAMINATION QUESTIONS

L. Answer the following questions in about 30 lines each. _
. Explain the establishment of IMF. What are its objectives? Discuss its functioning.
2. Explain the European mongctary Systcim. ' .o

—

II. Answer the following questions in about 15 lines each.

What is gold standard system? Why was it abandoned?

What is dolbar crisis?

What s Jamica accord? Whal are the main features of new international monetary system
introduced in 19767 ' '
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250 AIMS AND OBJECTIVES _

" The parpose of this unit is to explain India's foreign trade, recent trends in exports & imports, and.

. balance of payments position.

After reading the unit, you will be able to

- make out the recent trends in the composition and direction of trade, and

- * wepilain:th ﬁbéiiioﬁ of India’s balance of payménts‘-

251_INTRODUCTION

- -is the changes in political compulsions both within and outside the system and the changes following
. Hheiefrom i .

" India's trade relations with different countries of the world have changed quite significantly -

during ‘the 1ast forty four years. Two factors could be attributed to these changes. The first one is the
changing economic compulsions within the system and the resuluing policy shifts therefrom. The second

erefrom i ouir political relations with different countries. In this Chapier we shall examine the
three facéts: 5:0f India ‘sﬁbre;gn trade, its value, its composition and its direction. .

752 _INDIA'S BALANCE OF TRADE POSITION

| bla_nning-pmibd. Excepting 1972-73 and 197677, when there were small surpluses amounting to

Rs.. 164 crores and Rs. 69 crores respectively, while in all other years there were deficits. . What is matter

- of concern is.the: fact that during the eighties, the deficits touched astronomical heights and there is no

. respite in sight. Foliowit_lg the 'second oil price shock’ of 1979-80, when the organisation of Petrolenm’
- Exporting Countries (OPEC) increased the crude oil price from around $ 13.00 per barrel to as high as.

$.35.00 per barrel the trade deficit rose to Rs, 2,725 crores in 1979-80 and further to Rs. 5,383 crores in
198081 from a level of Rs. 1,085 crores in 1978-89. As in evident from 1able, the trade deficit rose to a
record level of Rs. 8,763 crores in 1985-86. In' 1989-90 it stood at Rs. 7,731 croges, .

-1t i§ clear from the table-1 that the balanice of trade has been adverse for India for most of the -
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25.2.1 POSITION OF IMPORTS-REASONS

The most striking feature of trade is the large increases in its value. Both imports and exporis
have ponmbutcd to.it. However, the contribution of imports is relatively larger resuliing in huge irade
fieflclts. A variety of factrors have contributed to this large rise in the value of imporis. The mast
important factor has however, been the heavy imports of development goods, namely, capital goods
?m_d the maintenance goods for the same. This has been in pursuance of ihe pbjective of heavy
industry-biased industrialisation initiated in the Second Plan. Quite often imports of foodgrains had to be
resor}qd to on a significant scale largely to mest domestic shortages caused by floods and drought -
conditions. Another important factor has been the steep vise in the prices of import goods, in particular
of petroleum and fertilizers since 1973-74. Devaluation of 1949 after a lag and that of 1966, also
raised the rupee value of imports. . S

1522 POSITION OF EXPORTS - REASONS FOR LOW GROWTH

There has also been a rise in the value of exports, although modest. Over the entive period since
1950-51, the rise has been a little more than 29 times. The growth too has been meagre and relanvely
small growth of exports. A lot of these causes originated in foreign countries in particular devcloped
capitalist countries. Such developments as recessions abroad, prot@ctionist barriers etc., errected by
these countrics restricted India's exports. The export of large many traditional items with Jow income
and price elasticities also kept its value low, particularly in the earlier years. The earlier government's
weak export-policy has also been responsible for this state of affairs. As for the reccnt modest increase
in the value of exports is concerned one contributory factor has been the diversification of the economy.

© As a result non-traditional items like engineerings goods with high electrical (income-wise and

price-wise) came to be exported to many countries. In fact, much of the late sharp increase is alsodue o
these exports. Another important factor is the trade agreements with a number of countries in
particular with the socialist countries and goevernment's promotional efforts in recent years have also
given a boost Lo exports. : :

25.2.3 OVERALL SITUATION

This total timover i.e., (the value of imports plus the value of exports) has gone up by as much
as 32 rimes over 1950-51. The growth has however, varied year 1o year. On the whole it has been low
in the initial years and high in the value of trade. Despite the apparent fact of large increase in the value
of wade, the picture is far from bright. Firstly, as a large part of the rise has been caused by an
increase in imports, it conceals the fact of defecits in qade. Secondly, ihe rise however large, cannot
be considered big enough for the country as it has taken place over a very small bas&, and it has
happened over a period of four decades. - Thirdly, a significant part of the rise 15 only in monetary terms,
because of the large rise in the prices during this period. If we adjust it for the rise in price, the actual
rise in volume/freal trade will rn out 1o be much less. Fourthly, the increase in the total, as also in
imports uncertainities. Fifthly, if one looks at the country's share in world exporis, our performance
would appear not so good. It has fallen over the years and now account for ameagre 0.5 per cent, Many.
developing countries have fared much better than India during eighties. These. inciude China, Pakistan,
Bangladesh, Sti Lanka, Rarundi, Mauritania, Mali, Egypt, Thailand, Columbia, Malasia, Mexico, Turkey
etc. Sixthly, inadequate availabilities of foreign exchange caused by a meagre rise in exXports which
means that the country does not carm thorougn foreign exchanges 1o pay for the much-needed
imports. Seventhly, the large functionaries in the terms of trade since 1950-51 and also frequent
deterioration in the terms of trade which have also been sudden and sharp.

From the above discussion about the. tr'f:nds_ in the value of tradeyit is obvious that which large
imports have contributed to development, €Xpors have not come up to the needs for foreign exchange,

causing huge trade deficits. Besides these values have been much fluctuating with terms of trade often
turning adverse suddenly and sharply. The picture on the whole is thus not satisfactory. T



253 COMPOSITION OF TRADE _

Another aspcct of the trade of a country is its cqmp’ésiliqns. By com pgs-i Lion of loreign 1[}‘;](16 ot(
any country we imply the composition of exports and imports.” An examination of thef com%ositg (Jf
foreign trade of a country enables us to analyse the progress pf that country and the rate an s;; ?
structural changes operating in it. For example, an industrialising country would be importing afgebg
capital goods. arid exporting non-industrial products while the higly 1_ndu§trlalxselci counmcils would.
imporiing raw materials and goods in which they do not have comparative advantage and exporting

: i i € car ‘that the former group of couniries are’
largely industrial goods. Henge, we can safely conclude that ¢ : _
dzlfe.lci;;ing ones an%l the later group of countrics are developed ones. Tt may also be mentioned thar the

speed with which a counery changes its pattern of trade (leading toa perccntagc_decline_in imports of
;n'anufactured products and a percentage increase in the exports of such products) is sometimes taken by
some é¢onomists on an indication of the pace of development in the country. :

Bcforé, the advent of plaﬁning in India, the main exports were primary goods like jute, tea, cotton,
hides & skins, manganese-ore; mica etc. while manufactured products constituted the bulk of impors.
During the planning period, the process of industrialisation and cconomic dCVClOme‘}ﬂl‘ has irduced a
number of changes i the composition of foreign trade, as would be clear from the clescnpuon_bclow.

25.31 COMPOSITION ‘OF IMPORTS

In 1947-48, the main items of imports in India in order of Importance were ° machinery ot: ali

- kinds, otls (Vegetable, mineral and animal), grain, pulses and flour, colton raw & waste vlelpcal
(excluding lacometives), cutlery, hardware implements & instruments, chemicals, drugs & medicines,
dyes & colours; other yarns and lextile fabrics, paper, paper board & stationary and metals other than
iron and steel and manufactured. These mmports together constituled more than 70 per cent of all imports.

(i1) non-POL bulk items which include consumption goods, fertilizers & iron and steel. Non-bulk
items are divided into capital goods, pearls, precious, semi-precious stones and other items. Capital
goods are furthier divided into electrical & non-electrical machinery.

- As is clear fm_m this table, total iniports in 1960-61 amounted to Rs 1795 .crores. Of this

the largest sharé'Waé'éﬁ{}apltal-gOst (Rs. 561. crores or 31.2 per cent). This was mainly due o
the strategy of large scale industridiisation adopted in the second five year plan, The share of iron
and steel in total imports was Rs. 193 crores (i.e., 10.8 per centy and the sharc of POL was
Rs. 109 crores i, 6.1 per cent,

The total import biil in 1970-71 amounted to Rs, 1634 crores of which the share of ‘capiial
goods was Rs. 404 crores. The import expenditure on consumption goods amounted (o Rs. 326
crores because of the requirements of building up buffer stocks of foodgrains. The decade of seventies
8aw a steep rise in import expenditure due 1o the substantial increase in oil prices. For instance, the

price of oil was pushed up by OPEC from around $250tw0 $3.00 per barrel in the middle of 1973 -

10 $-11.65 per barrel in 1974 and around $ 13.00 per barrel in 1978 1o around $°35.00 per barre] in
1979. Asa consequence of hikes in oil price in seventies, the order of importance of different
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The decade’of eighties witnessed important changes in the import-policy of -the government

which was a major contributory factor 10 rising impori expenditures in the eighties. Import bill'

rose substantially from Rs: 12,549 crores in 1980-81 to Rs. 17,134 crotes in 1984-85 :

Rs. 35,412 crores in 1989-90, Major items in India's import stracture in 1989-90 %;jc?:isﬁ}rc:ﬁgrw?’
Capital goods accounting for an import expenditure of Rs. 8831 crores (25 per cent of total imporis)‘

petroleum oil &r Jubricants accourting for an tmport expenditure of Rs. 6274 crores (17.7 per cent)‘

pearls, preciouS, semi-precious stones accounting for an import expenditure of-Rs. 4242 crores

(12 per cent), iron and steel accounting for an import expenditurs of Rs. 2019 crores (5.7 per cent)
& fertitizers accounting for an import cxpenditure of Rs. 1776 crores (5 pér cent). T

“To surn up, the composition of Inda’s import trade has undergone significant changes since
-Ind;pcndence. The type of capiial goods imported also reflect the capital intensive nature of the industries
w_h1ch__are being established in the country and what is more significant is that in many items like
picycles, sewing machines, textile machinery, atuminium, caustic soda, newsprint, paper etc, “Gbr
dependence on imports have considerably declined and in certain items the almost elimination of '
manufactured consumer goods bears out the fact that many of these goods are being 'pro'duced within

the country.

9532 COMPOSITION OF EXPORTS

The thfee mosi impoftant commoditics in India's export basket at the time of Independence
were jute, tea and cotlon rextiles. Together they contributed more than 50 per cent of (oial earnings.
During the start of the first five year plan, i.e., 1950-51, the: share of these primary commodities in
total export garnings was 38.5 per cent, 13.3 per cent and 8.3 per cent respectively which ‘together
constituted 60.1 per cent of total export carmings. While the share of manufactured goods wis pegligible,
this pattern was basically due 10 underdeveloped nature of the economy. As the industriat structare of the
country got strengihened and diversified, new commodities increased their share in total export carmings
while the share of iraditional primary goods continuousiy declined. To mention, while ihe combined
share of jute, 1ea and cotton textile during the first decade of planning was around 47 10 48% it tumbled
down to 31 per cent in 1970-7] and further to 9.7 per cent in- 1989-90. As against this, the share of
gngineering g0)ds which was meagre 2.1 per cent in-1960-61, went upto 12.9-per cent in 1970-71
and stood at 11.9 per cent in 1989-90.  This changing_export.'stmcture‘-ef“fgm jan-econmny.
chearty reflects the changing industrial base. ’ : ' '

Another singificant feature € be noted is that the increases in exports have been quite broad

. based, specially 1 the, last few years in the sphere of non-traditional items. While in respect of

engineering goods, iron and steel, iron-ore chemical, sugar, the increases are really spectacular, other items
have also expanded equally. Examples are cotton fabrics, leather and leather maffifacturer, cashew
kurnels, tobacco and oil cakes, coffee, fish and fish preparations efc. These facts clearly prove that
Indian economy is not onky becoming diversified, but that its different products are responding 1o the
international requirements. ' ' - . :

To sum up, the composition of India's export trade has undergone significant. change since
Independence considerable diversification is 10 be found in our exports. - Many new/non-traditional
items have. become important. The ilems ioday number about fifty at the time of Independence and
these items of exports are fast multiplying and are steadily gaining in importance.

55.4 DIRECTION OF TRADE

As a colony of Great Brifain, India was an important trading partner of the commonwealth
countries. As high as 70 per cent of the expofis were diverted to this group _of.__coum'rics. Of the
remaining 30 per cent, the share of West European countries had: been 18 per cent and only about
12 per cent of its expoLts Were diverted to the other nations of the world. As Tegards 1mports, tt__le
Commonwealth countries accounted for more than 80 per cent share. The remaining 20 per cent was,
distributed ‘unevenly among (hree countries in ‘Wesiern Europe, the U.S.A., and Japan.. This
pattern continued for some years after Independence as well since India had not till then. exploréd the -

possibilities of developing trade relations with other countries of the world. However, as political and

- diplomatic coptacts developed the situation has changed very much since, and now after four decades of
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lanning, the trading relations exhibit marked changes. Part'lcu_larly noteworthy 1s the expansion o
tI;ade (b%)"th exports and impors) with the socia st hloc. countries especially USSR and. the dependence
on UK. and its allies has considex_'ably'_declined. R ' : o .

254.1 DIRECTION OF IMPORTS

In the year 1950-51, the share of the U.K. in Indias imports wis 20.8% and that of the U.S.A.
was 18.3%.  Within a decade, the picture started showing some changes. New trading partners like
Wés;'-_.Geﬁﬁéini;;_Canada_fﬁﬁﬂ USSR emerged. There was a change in' the relative position of UK and
USA, as well, with the latter pushing down the former to the second place. Excepting' a year or two
- USA has coninuously maintained 1st position thereafter, the reason' being that India has imported

' large scale quantities of capital goods, intermediate products and foodgrains (under ‘P.L. 480 agreement)
from USA, With the expansion of trading relating with Japan, West Germany ard USSR, the
- dependence on UK declined from 20.8% in 1950-51 to 8.4% in 1989-90, On the other hand the share

-+of Tapan increased from 1.5% in 1950-51 to 8.0 per cent in 1989-90, : _ _

_ Another significant development in the expansion in trading relations with the socialist

 countries especially USSR is that imports from USSR were negligible in 1950-51. In 1960-61 they -

amounted to a meagre Rs. 16 crores, however, there often they increased rapidly as a result, sharc_éf

- USSR 'in India's imports increased from 14% in 1960-61 10 6.5% in 1970-71. During 1980-81 10 .

1983-84 USA occupied the first place in India’s imports and USSR was second. In 1984.85 USSR
occupied first place. The picture changed there after. In 1989-90 the order of importance of different
countries in India's imports was as follows’ USA share 12%, UK 8.4%, Japan 8%, West Germany 7.8%,
Belgium share 7.6% and USSR 5.8%. : S :

i In'rggen_;aye_'ars_,--(;)_'_ggp_{Org_"a'ni'sat_ion"of Pctroléum Exporting Countries) has emerged as a big

source of imports an amount of the heavy expenditure being incurred. by this country on iniports of
. crude oil and petroleym products. For instance the share of OPEC in India :

1

products in 1986-87; the share of OPEC in India’s total imports fell 10 9.7% and again increased to
13.3% in 1987-88, 13.4% in 1988-89 and further to 14.3% in 1989-90), '

* 254.2 DIRECTION OF EXPORTS

Significant changes in the direction of exports have also occurred during the planning period.
* At the start of the Planning process in India in 1950-51, the share of UK. in India's total eXports was

as high as 23.3 per cent.. 'I}li‘s_:_catt_le down substantially to 11.1 per cent in 1970-71 and 5.8 per cent _

for 42.6% and 43% of its export earnings in 1950-51 and 1960-61 respectively. Other capitalist countries
., and .smlalisg-'eounqies purchased Indian goods on a very small scale. However, after 1960-61, India's
trading relations with these countries expanded ai a véry rapid-pace.. For instance USSR which purchased

only Rs, 1 Crore -worth of goods from India‘in 1950-51 increased its purchases to Rs. 210 crore in
19_7{}-'?2-_.1‘_____3_1_1351 R 200603)?3 n 1985-86. Infac, during that year it occupied the first place in India's
earnings; - e after il ¢-position has changed and USA occupied- the first position in 1986-87
1987-_5%8, 1_988-8:9 ‘and 198_9«{90-;11}(_1_ USSR oceupied 2nd place in all these years, The share of these

. the years although'a major proportion is concentrated in a few countries.

Inspite of 'In'dia"s inéreés_e in tzade both in terms of value and irolumc (éxpor_ts and imports) wé

Cannot say that all'is well with our foreign trade. There are-aiready many adverse trerids seen over the

years _like tlu_e_India's’_pe:_cehtage share in the world trade has been declining, adverse-rupee comimodity
1atlo, increasing wade deficitg, fre_quent and unfavourable terms of trade etc.
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755 INDIA'S BALANCE OF PAYMENTS _

When India became Independent it had a ‘Sterling, balance of Rs. 1733 crores.
This was the result of a sizable surplus or balance of trade with UK. during the second world war
period when UK. had made large scale purchasing from India to meet its war requirements. The
foreign exchange position of the couniry was therefore satisfactory. However, from the beginning of the
planned era in 1950, India had faced the problem of deficit in its balance of payments. These deficits
h?;rc risen from plan to plan and have been caused by many factors, largely associated with our planned
efforts. ' : ' :

. Taking the three year period 1948-49, 1949-50 and 1950-51 as a whole the deficit on current
account siood at Rs. 260 crores and in capital account there was a substantial outflow of Rs. 324 crores
in this period. Since the country had sufficient foreign exchange balances, the payment obligations
were met without borrowing. Taking both current and capital accounts.together the foreign exchangé
reserves were drawn by Rs. 583 crores. The country's deficit originated in the First Plan itself and
continued rising unabated since then. During the first plan the deficits were small and were easily
managed with litle burden on the econormy. However, the second plan period (with industrialisation
under Mahalonobis strategy) witnessed large deficits almost ten times bigger than those 1n the previous
plan. In the IIL, IV and V Five Year Plans, the deficits were about two to three times bigger than in the

second plans. The sharp increase in deficits however, took place during the Sixth Plan and the Seventh
Plan.

Table : Balance of Payments (Annual Average Deficits)

[Plan . IIPlan  IlIPlan Tree  IVPlan VPlan VI Plan VI Plan (1985-87)
. Annual ' o _
" Plans

15 3447 6150 10374 7920 - 8349 30620 3488.5

Source : Economic Surveys of Government of India

First Five Year Plan : The first five year plan was marked by a sharp. increase in both imports
and exports. The over all deficit in the balance of trade during the 1st-plan was Rs. 541.9 or however,
there was a surplus of Rs. 500.6 crores on the invisible account. The balance of paymers siluation
was satisfactory as the deficil on current account  was only Rs. 42.3 crores. The inflow of foreign
capital won to the une of Rs. 13.6 crores and draft on foreign exchange reserves was Rs. 127 crores.

Second Five Year Plan : Through out the second plan period, eXports were stagnani and ihe value
of imports was almost double the value of exports. As a result, the deficit in balgr_ic_:c of _trade- was
2261.3 crores. The only positive feature was that receipts on invisible remained positive as in the first
plan and as the overall deficit on current amount was reduced to Rs. 1646 crores. The inflow of foreign
capital was of the order of Rs. 9102 crores. The foreign exchange 1eserves were drawn down by
Rs. 598.8 crores. It may be noted that the main cause of heavy deficits in balance of payments during the
second plan was the development strategy adopted which necessitated large scale 1nports of capital
equipment, machinery and technical know-how. . _ ;

- Third Five Year Plan : The average annual deficit in balance of payments (comprising deficit or

i - i f the deficit
current account and capital amount and errors) was Rs. 615 crores. A subsiantial part o

was financed through foreign assistance. Loans amounied to an average of Rs. §35.7 crores per annum
while grants averaged Rs. 29.3 crores per annuim. ‘Drawings from IMF (Gross) stood at an average of

Rs. 48.8 crores per annuim. Decline in foreign exchange reserves was Rs. 1.2 crores per annum.

Three Annual Plans : The total deficit in the balance of payments during the period of the threc
Annual Plans 1966-67 to 1968-69 stood at Rs. 3090.9 crores. This was financed totally from foreign

assistance.



 Fourth Five Year Plan : . ‘The total déficit

Fifth Five Year Plan : The import bill of India increased from Rs. 2729.3 crores in 1973-74 10

Rs. 4156.9 crores in 1974-75 this was mainly die to the unprecedented rise in oil prices from $ 2.50

& 3.00 per barrel.in the middie of 1973 to $ 11.65 per dollar in early 1974 - ie., by four times. -

- Despite the positive net receipts of Rs. 216.6 crores on invisible items. The country experienced a

- _=\‘?5§3'-;

record deficit of Rs. 977.2 crores in the balance of trade in 1974-75 and the deficit on current account in
this year:apsoutited to Rs. 760.6 crores. Taking the Fifth Five Year Plan period as a whole, thers was a

~ surplus of Rs. 1403.7 crotes on current account, Taking the current and capital account, the fotal -
- deficit in balance of payments ageregated to Rs. 30104 crores. This was financed by foreign

assistance in terms of loans & grants drawing from the IMF and foreign resources.

- sz Year: Plan : During each of the first four years of the Sixth plan there was a trade deficit -
of Rs. 6000 crores, however, in the last year of the plan i.¢., 1984-85 the deficit rose 10 Rs. 6721.1
crores.  The unexpected ‘success in the country's offshore exploration activities helped India in-

curtailing its oil-bill. In.value terms the share of petroleum imports in total import expenditure declined

' from two key ratios namely the trade. deficit, and net earnings from invisibles (percentage of GDP).
- trade deficit which averaged 3.4 per cent of GDP during the sixth plan period increased o 3.7 per cent

f import liberalisation policy.on the other hand export growth was subdued,

LR N

S:éuéﬁ.rhr Fivé Year Pfdn : The wade deﬁéit in each of the first three years exceeded Rs. 9000 crores z.md'

in the 4th year (1988-89) wuched the high level of Rs, 13,556 crores. The deficit on current account .

‘on a proportion of the Gross Domestic Product has- gone up very sharply in recent years. This is evident

~in 1985-86 and was 3.2 per cent in 1986-87. As for net earning from invisibles are concerned there

- 1985
 set for e

was 2 sharp decline in them from an average of 2.1 per cent of GDP during the 6th plan to 1.4 per cent

in 1985-86 and further o 1.2 per cent in 1986-87. In other words net invisibles financed on.an

Average, more than 60 per cent of rade deficit during the 6th plan, they financed only 32 per cent of
trade deficit during 1985-36 10 1988-89. As result of thesg trends the deficit in current account
jumped substantially from an avetage of 1:3% of GDP during the Sixth Plan to 2.3 per cent in
86 and 2 per cent in 1987-88. This is more than the targetted average of 1.6 per cent of GDP

25.6 SUM) Y & -CONCLUSIONS_

. In short it can be said that India's foreign trade since indcpendencc has undergone trémehdo'us

-change in terms of value, composition and direction of trade. T is also obvious that India's Balance of

Payments situation has been steadily worsening ovér years CAUSINg a serions balance of payments

- Dr. N, Vijaya

_ Latthe fourth plan (comprising current accoungi-giéfm;;-'aﬁg-'-"
" capital account deficit anderrors & ommission ¥ stood-at Rs. 3964.4 crores. S ?;-'f. '_ S

- frém 42% in 1980-8110'32% in 1984-85. However, non-oil imports continued o increase mainly as a
.. result _ .
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35.7 -SUGGESTEﬁ-BoOKs

1. Misra & Puri . Indian Economy (Chapters 44 8 45)

2. Micliael P. Todaro | :  Economic Development in the Third World (Chapm 12- 14)
3. 1.8. Uppal . India’s Economic Probletis '
{Chapters 19.& 20) .
4. Bo Sodcrstein - Jntcmational Economics
258 MODEL EXAMINATION QUESTIONS T
1. Answer the followmg in about 30 limes each - '

.1. What are the major trends in India's balance of trade durmg the last 15 years'? Expkam ﬂw caascs :
for persistent deficit in India's balance of trade. _
2. What is the composition of exports and imports in India's foreign trade?
3. Explain the pattern and direction of India's imports and exports

II. Answer the following in about 15 lmes each

1. What is the position of India’s balance’ of payments dunng Lhe last 10 yea!s‘?
2. Explain the low growth snuanon of India’s exports.
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| An 1dea abnm lhe expansmn in I‘ndlas Foreign lrade can hc had, from the to]lowmg ta ble

_' (Rs. Crores)

E)ipdfts Total valuc of

Trade .

(Rs. Crores)

- Balance of Trade

(Rs. Crores)

947

1,040

1,269

1,535

1,97

4,043

5,143

6,711
7,806

9,771
11,744

.. 10895
S a2esy

K o 15,674
Caeseee w030
:f;Q&%99 . v.f‘“-35A12 f{3?"-ff?2i§81'

1,972
2,835

. 3487

3,169
3,838
9,308

10217 -

19,260
21414
23,096
25602
28.879

305553

32,553

37,918

48,496
63,093

o
G
(949 ¢

)

O

{+)
&

78
775

(@)
(104)

{1,222

() -
©{5.838)

(69)

(5.802)
{5.450)
(6:000)
(5.391)

(8.765)

(7.644)

6,570)
o8
a3y -

1989-90 are provisit)nal.
. F&w 1_950-51 ﬁgures Commcrce Annual Nmn

d'ﬁ 7, pp 102.3;

(i) Fnr 19?0 Tt l9f6 77 figures, Economlc Survey,

- ppi119.2]1;

Pp $-74 10 $-77;

: Voii TableXi p337

: For 1980-81 10 1984 85 figures, Economic Survey,

ber, Tablc 6.8 (xvii), p vi; _
1960 61 and 1965- 66 f[guree Govemment of India, EconommSu:vey,_ 1974-75,

1980-81, Tables 6.6 and 6.7,
1989-90, Table 7.2 -';mﬁ 7 3,

Fof 1985-86 10-1989-90 figures, RBI, chor[ on Currency and Fman(,e }989 90
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| ﬁ’.-___ SYVLABUS

BLOCK-I MON EY

Unit:1- Concept of Money-Meaning and componcnts of Money Supply _

: " Funétions and Importance of Money

Un1t3 : Vaiue of Money - Measurement - Index thbcrs
~ Unit-4 - K Theories of Value of Money: Fisher, Cambndgc and Friedman v
. E}mt o Supply of Money in Indxa *‘

" Unit- 6 { - Inflation Theory and Indian Evidence-

BLOCK-II BANKING
o .'; L Ui 7 :. Concept & Role of Bankmg :
- ..Ullll.—S- I'.-Commermal Banks Functions, Prmmples & Credit Creation
Unit-9 :°  Indian Bankmg System _
Unit-10 : . Central Ban_km_g _Pppp;piés:& Functions.
o Unitr Resérve Bank of India - Functions and Working
) Uﬂit;lz * . Monetary Policy : t)bjecuves and Instruments
E (Witlr special reference to India)
Unit-13 :  Money Markct in Developed & Developmg Countries

~ Unit14 . Money Market éind Capital Market in India

th _-:‘\%_ : Bank Nauonahsaunn and Advances to Pnority Sectors

Unit-16 : - Cooperative Banking
Unit-17 @ Regional Rural Banks -

"Unit-18 ;- RBI and Agricultural Finance - Policy and Institutions

[ i INT ERNATIO NAL TRADE
- Neecl for A Separat:: Theory of Intemauonal Trade
“Fhebties of Intemational Trade
: Terms of Trade and Gams from Trade _

: Unit-22'_ : . Balance of Paymenls l

- Exchange Rates _

T : Umt?24. .;' Imematmnal Mouelary System _
IUmt-.\ZS' T 1nd1asFore1gn Trade and Payments o
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Faculty of Stmal Sciences
‘B.A. III Yehr 3 YDC}’.“-ExamipﬁtiOn
ECONOMICS

Papér;IV: Money, Banking & International Trade

. henrs : : : ' [ Max. Marks 100
Tunes_ ]-. ' e - Min, Marks 35

Section - A (Marks 4 x 15 = 60)

* Answer any Four of the following Eight questlons
estion carries 15 marks
' ﬁ%ﬁ‘iﬂowmg in about 30 lines each.

. | Explain the various functions of money.

. 'Crmeaﬂy examine the quarntity theory of money.

““Loans create deposits” - Discuss. _

. What are the funcnons of a Central Bank?

. Briefly describe the weapons of credit uontrol employed by the Reserve Bank of Incha
. Examme the modem theory of international trade, '
advantages and disadvantayes of flexible exchange rates.

- 8 mmumf%%mves and effects of i 1mport subsntunon poticy in India.

Section - B (Marks 5x 8 = 40) |

Answer any Five. of the following ']en questions.
Each question carries' 8 marks, o -
* . Answer the f_ollowmg in about 15 lines each :

9. What are the major detennmams of money supply'?
"10. Explain the dxfferent types of money.
1 1. What are the motives of holding money?
~ 12. What are the main c_onsﬁtuents of monoy Shpply?
13. What is the system of note-issue followed by R.B.L?
Co14, What are the ‘major objectives of moneiary policy?
" 15, Explain-the structure of Land Developraent Banks, _
i&_ﬁ. Explain the differenr';c between internal and international trade. What is the neoessuy of separate,

m:y of international trade?
e Explam the difference berween balanue of wade and balance of payments.

18. How is ﬂ;e ‘exchange rate determined under gold standard?
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| Yem 3 YDC) Eiaminati'bn'
ECONOMICS -~

gaper- IvV: Money, Bahking' & International Trade

ASSIGNMENT NO. 1

. Do not copy the answer directly from any of the books. }

As far as possible try 1o answer the questions independently in your own words. _

If it is necessary to quote from any source, give the correct reference. o

Is¢ your own foolscape pages for writing the assignment.

Ledvé sufficient margin for the comments of the evaluator. _
Completion of this assignment normall y should not take more than 2 (two) hours' tirne.

S
O sn oo P

1. Answerthe following question in abput 30 lines each,

L Defmemoney and expldin various kinds of money..
2. Define inflation and discuss canses, effects and remedies of inflation.
3. State and explain Fisher's equation of exchange.

Answe tﬁe.-f&ﬁg?i-qg;gueéﬁhhs’"ih "ab_dut 15 lines each,
flationary gap.

2. Explain the transaction demand for money.

3. Explain the 'circt:la‘r_ﬂg;pﬁ'of irfon‘ey'- in any eéonbmy. N







of Social Sciences

B.A. T Year (3YDC) -Examinatibn
ECONOMICS

_ ___:Phper--IV : Money, Banking & Internatienal Trade
ASSIGNMENT NO.2

. Do not copy the answer directly from any of the books.

. As far as possible try to answer the questions independently in your own words.

. Ifitis necessary 0 quote from any source, give the correct reference. :

. Use your own foolscape pages for writin g the assignment.

‘L8ave safficient margin for the comments of the evaluator.

Compleuon of this assignment normally should niot take more than 2 (two) hours’ time.

o 5.;_1.-.:; N

L Answer the following quéstions i about 30 lines each.
- 1. What are the main functions of commercial banks?
2. 'What are the major features of Indian money markets? :
3. What are the various methods of credit control ,aivailable 10 a Central Bank? |

}lowmg questions in about 15 lines each.
1. What i social control? Why was it 1mposed'?

2. What future do you. visualise for the co-operatives in India?
3. 'Explain the scope and operations of NABARD towards agricultural credit. -
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of Sﬁ"gi_‘a_l Sciences-

B.A. I Year (3 YDC) Examination

Paper -1V : Mdney,

NB.:

 ECONOMICS

Banking & International Trade

ASSIGNMENT NO. 3

- Do not copy the answer directly from any of the books.

.- % As far as possible try 1o answer the questions independenily in your own words.
3Kk BECESSAry [0 quole from any source, give the correct reference. '
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"L Answer the following questions in aboyg 30 lines each,

H. _ Answer the f’dl]owin_g-ql;gst_ions i about 15 lipes each,

1. Explain the objectivey IMF.
2. Explain the CXpOrt promotion policy.
3. ‘Explain the difference between balarice

vt trade and balance of payments.
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