
This emphasises the second aspect 
of the credit problem. If the above 
division of functions is f inally decid
ed on, the problem of industrial 
credits wi l l become more acute. But 
this is both a challenge and a res
ponsibility to the existing commer
cial banks. Diversion of the State 
Bank's resources and activities to 
the rura l sector wi l l accentuate the 
shortage of commercial and indus
tr ia l credits. But the gradual re
treat of the State Bank f rom the 
urban, commercial, sector is l ikely 
to benefit scheduled banks in the 
long run. 

The scheduled banks wi l l have the 
opportunity to exploit the resulting 
vacuum. Urban, industrial, savings 
are l ikely to be deposited increas
ingly wi th the other scheduled banks 
as the State Bank withdraws f rom 
this sector. At the same time, the 
State Bank should, in course of time, 
be able to recuperate its urban and 
commercial losses from the growing 
rural sector, a growth which wi l l 
be helped by its new functions. This 
does not, of course, debar the State 
Bank f rom subscribing to the share 
capital of specialised institutions 
created for supplying long-term in
dustrial finance. 

Factors Behind Monetary Stringency 

In the division of functions out
lined above, it is assumed that agr i
culture and the rural economy w i l l 
have the needed credits for expan
sion. But industrial and commercial 
credits wi l l continue to be in short 
supply. Finance for Industry is the 
main topic for discussion in this 
article. So far, the basic back
ground against which this problem 
has to be viewed has been sketched. 
But before an analysis of the prob
lem itself, some of the current as-
sumptions may be discussed. 

Monetary stringency has persisted 
for more than two years now. It 
started as a sequel to disparity in 
money rates between London and 

How and why the national economy is suffering from stresses and strains, is a matter for debate. The 
symptoms of the ailing economy are visible enough. Prices are rising; foreign assets have been drawn down to 
a near-danger level; money continues to be tight. But, be it emphasised, in a developing economy, these teeth
ing 'troubles are inescapable 

To-day, in the second quarter of the second year of the Second Plan, it is becoming increasingly evident 
that the financial troubles stem from lack of planning in the last five years. During the First Plan period, pro
duction improved; national income expanded. But measures were not taken to erect an adequate financial base 
for the expanding economic structure. 

That is why the economy is exhibiting financial maladjustments 
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A N expanding economy must, the 
more so in an underdeveloped 

country, have strong tax and credit 
bases. Even as the Taxation En
quiry Commission was formed be-, 
fore the end of the Fi rst Plan, the 
preparatory work for creating an 
appropriate credit base was started 
before .the beginning of the Second 
Plan. W i th the 1957-58 Union Bud
get, the* process of rationalisation 
of the tax system has been well 
under way There are sti l l some 
"gaps". Finances of States have 
yet to be made ship-shape. They 
wi l l have to pull - their weight. 
Rationalisation of the borrowing 
policy has not yet begun. But, then, 
it cannot begin unless a f i rm deci
sion has been taken about interest 
rates. 

New Delhi's plans for strengthen
ing the credit base are being un
folded gradually. Gradualness of 
these schemes is the main trouble. 
No less disturbing is the Govern
ment's wrong emphasis. Informed 
opinion has welcomed TTK's Bud
get. He deserves credit. But it 
would be uncharitable to ignore that 
his predecessor started the process 
of rationalisation of the tax system. 
T T K has determination and drive. 
He showed courage In implementing 
the essential features of tax reforms. 
His determination to establish a 
sound and an ample credit base is 
commendable. His ends are right, 
but his means seem to be question
able. 

Agr icul tural Credit and State Bank 
There are two aspects to the prob

lem of establishing an adequate 
credit base. One relates to agri
culture and the rural economy. It 
is not TTK's faul t that the State 
Bank, the nationalised Imperial 
Bank, is taking time to find Its 
bearings in the rural atmosphere. 
Doubts persist, In retrospect, 
whether the Imperial Bank, by its 
tradit ion and functions, is best suit
ed for the purpose for which It has 
been nationalised. But, as what has 

been done cannot be undone, the 
only sensible course is to hope that 
the State Bank wi l l get acclimatised 
to its rural environment. 

From the recent amendment of 
the State Bank Act, it Is clear that 
this institution w i l l be entrusted wi th 
the exclusive obligation of supplying 
fa rm and rura l credits. Under the 
progosed scheme, the Agricultural 
Credit Department of the Reserve 
Bank is to be transferred to the 
fixate Bank. There is much to be 
said for this plan of making the 
State Bank responsible solely for 
stimulating agriculture and the 
rural economy. It has ample re
sources. It should not take long 
for this big and sound organisation 
to acquire and to t rain the needed 
personnel. 

Division of Functions 
Far more important than the 

problem of fami l iar is ing the State 
"Bank wi th Us changed responsibi
lities is the question of a proper 
division of functions. There are 
disturbing indications either of a 
confusion of purpose between the 
Government and the State Bank, or 
of attempts to foist too heavy and 
unrelated functions on the latter. 
Even the State Bank's ample resour
ces are not adequate for supplying 
credits to agriculture and to small-
scale industries (this latter function 
has been started as an experiment) 
over and above the hitherto normal 
duties relating to commercial credits. 

It is more than time for the Gov
ernment and the State Bank to 
come to a f inal decision about the 
latter's sphere of activities. Those 
who are impressed w i th the urgent 
need for strengthening the rural 
and fa rm economy are Inclined to 
the view that the State Bank should 
concentrate on galvanising the vast 
rural sector of the economy. The 
State Bank, it is presumed, is the 
proper agency to finance and co
ordinate the development of agricul
ture and village, small-scale and 
cottage Industries. 
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Indian money markets. Exchange 
banks increased their borrowings 
from the Indian money market. 
This phenomenon was originally 
reflected in dearer short-term money 
rates only. There was no corres
ponding increase in lending rates 
of banks or in money rates In 
general. Only gradually, as depo
sits became costlier, did banks raise 
their rates for advances to maintain 
profits, especially as the Bank Award 
raised establishment charges. 

This was the state of affairs in 
1954 and 1955. Last year, another 
factor intervened to aggravate 
monetary stringency. In 1956, there 
was a considerable trade deficit. In 
a l l these three years, there was 
heavy deficit financing. In 1954, 
bank deposits expanded appreciably. 
Deposits have continued to expand, 
though the pace of improvement 
had slowed down in the last two 
years. It is of interest to note that 
in 1956, the expansion in bank depo
sits was larger than in 1955. 

Wi th these facts In mind, some of 
the current money market assump
tions may be noted. In India, the In
crease in money supply has never 
been ful ly reflected in an expansion 
in bank deposits. This is only to be 
expected where the people arc not 
yet bank-minded. In recent years, 
again, though not in 1956, there has 
been an appreciable increase in in 
surance business. This Is not an 
unnatural development in a develop
ing economy, and, in this country, 
it is a welcome sign that insurance 
business is expanding even though 
it may be at the cast of bank depo
sits. 

Seepage, from the Banking System 

Last year's banking and mone
tary developments are now better 
appreciated in retrospect. It Is now 
realised that the heavy excess of 
imports over exports has had a de
flationary effect on bank deposits. 
Simultaneously, there has been a 
progressive Increase In the demand 
for bank credits by industry. Bank 
advances to industry and to com
merce have consistently increased 
since 1953. But the increase in 
bank advances to industry and to 
commerce was relatively heavier in 
1956. 

These factors are now better real
ised. The discrepancy between bank 
deposits and money supplies has 
another explanation which is not 
without significance so far as deve
lopments in 1956 are concerned. By 

1955-56, it became evident tha t the 
Government would broaden and 
rationalise the tax system in order 
to maximise internal resources for 
the Plan. Discussion had focussed 
attention on the need for a system 
of checks and balances so as to 
minimise tax evasion. This objec
tive is as important as revenue con
siderations in wealth and expendi
ture taxes. As a sequel, there has 
been a revival of hoarding, and some 
increase in conspicuous consump
tion of luxury goods by the rich. 

In 1956, and in the latter hal f of 
1955, there has been a considerable 
increase In bullion prices and what 
is more important, in cash transac
tions in relation to steel, cement and 
in some other goods which are sub
ject to some form of control or 
permit system. Money circulating 
in the non-banking sector in this 
sense has some relation to the dis
parity in the expansion in money 
supplies and in bank deposits. While, 
this non-banking sector has expand
ed in the last two years, the pro
cess of monetisation of the tradi
tional, non-monetised sector must 
have also gone on, resulting in 
larger absorption of currency. 

There has been a relative rise in 
agricultural prices in the last two 
years. Because of the absence of 
banking or insurance facilities, it 
has not been possible to at tract the 
increase in the income of the rural 
community into the banking system 
via savings. This is one of the 
main reasons, some bankers have 
argued, why rising national Income 
is not correspondingly reflected in 
higher bank deposits. This is where 
the State Bank's concentrated acti
vi ty In the rural sphere comes in . 

Growing Pressure on Banks 
Why expanding national income 

is not generating a corresponding 
increase in bank deposits, is now 
better understood. But, given this 
phenomenon, the relative expansion 
in bank advances seems to have un
duly alarmed authority as y e l l as 
experts. This aspect of the prob
lem is not entirely irrelevant. But 
it can be over-emphasised un t i l the 
turnover of bank deposits is much 
quicker than what it is today. 

On the assumption that bank 
deposits wi l l not keep pace w i t h 
expanding national income as long 
as the necessary conditions do not 
prevail, the growing demand for 
credits of a developing economy w i l l 
continue to exert pressures on the 
banking system. That was what 

happen in 1955 and 1956. There 
was a consistent and progressive in 
crease in bank advances to industry 
and to commerce in 1954-56. This 
changed make-up in bank advances 
partly explains why the traditional, 
seasonal slack season is getting 
shorter and shorter, though it does 
not explain why the so-called flow-
back of funds is becoming heavier. 

Refinance Corporation 

Two other simultaneous develop
ments may be noted. Even as the 
industrial demand for bank credits 
was growing, many corporations 
decided to capitalise revenues for 
financing expansion. In recent 
years, banks and Insurance compa
nies have been the main props be
hind such bonus or rights issues. 
Bank's resources were already over
extended. Nationalisation of tife 
insurance created a temporary vacu
um in the supply of risk capital. 
These factors aggravated the short
age of capital for financing industry. 
Meanwhile, the rising ratio of bank 
advances to deposits, growing indus
t r ia l demand for bank credits, fin
ancing of imports of capital goods 
through bank credits and similar 
other symptoms of bank financing 
of industry became visible. 

This was the main problem under 
discussion between the Finance 
Minister and bankers some eight 
months ago. As the general elections 
and the Budget intervened, the solu
tion of the problem was postponed. 
Recently it has been decided to set 
up the Refinance Corporation. Both 
the Reserve Bank Act and the State 
Bank Act have been amended to 
enable these Institutions to subscribe 
to the capital of specialised organi
sations created for supplying long-
term finance to industry, I t is the 
intention of the Government to 
divest the Reserve Bank of all 
routine banking functions, to make 
the State Bank responsible for rura l 
and fa rm credits, to utilise the Life 
Fund properly for stimulating the 
new issue market and existing equi
ties. 

Experiment in Financial Escapism 
Contrary to the popular impres

sion, the proposed Refinance Corpo
ration is not meant to be a direct 
source of supply of medium -and 
long-term finance to industry. It is 
an intr iguing experiment in financial 
escapism. This Corporation w i l l 
only discount loans by banks to 
industry. This may help scheduled 
banks to tide over the adverse con-

904 



MS 

July 6, 1957 



July 6, 1951 

sequences of their wi l l ing or un
wi l l ing involvement in medium-term 
finance to industry. But this is not 
the sort of specialised institutions 
which are necessary to supply 
medium-and long-term finance to i n 
dustry. It is a more faulty mecha
nism than the Shroff Committee's 
proposed Consortium. Of the Re
finance Corporation, the most 
damaging criticism is that it is an 
open encouragement to banks to get 
directly involved In long-term 
financing of industry. 

W i t h the progressive institution-
alisation of savings, institutions 
must necessarily be the suppliers of 
capital. That is obvious. But this 
does not necessarily mean that de
posit banks should supply directly, 
as is envisaged under the proposed 
Refinance Corporation set-up, long-
term finance to Industry. Recently, 
the European Productivity Agency 
of OEEC has Issued a report on the 
supply of capital funds for industrial 
development. It is stressed that 
European banking systems do "more 
for financing the capital formation 
of industry than orthodox views on 
deposit banking would allow". The 
EPA report comments that any 
extensive development in this sense 
would in effect be reversing the con
tinental banking reforms of the 
1930's. 

Shroff Proposal Bettor 
But, in the changing make-up of 

investment, EPA concedes the need, 
for devising newer techniques to 
solve the problems involved. That 
does not mean that direct participa
tion by banks in long-term finance 
for Industry is approved. "A safer 
and convenient method of using the 
commercial banks' resources to the 
proposed end is to form specialised, 
technically well-equipped institu
tions", EPA recommends, "whose, 
share capital Is jo int ly held by the 
banks, and to supply them wi th 
sufficient loan capital for long-term 
investment". That is why the 
Shroff Committee's proposal is a 
better alternative than the proposed 
Refinance Corporation. The latter, 
to repeat, blesses direct participation 
by banks in long-term industrial 
finance. That is contrary to prudent 
banking practice. 

But EPA has mental reservations 
even In making the above recom
mendation. "A technically safer 
solution"—this Is EPA's basic con
clusion- --"is for any such specialised 
institutions to raise their operating 
funds by issue of bonds and deben-

tures, instead of relying on bank 
advances''. That would be an ideal 
solution both for banks and for 
Industry, though subscription by 
banks to capital of such specialised 
institutions may be necessary. But 
the question Is whether this ideal 
solution can be implemented in this 
country. A closer examination of 
the problem indicates that it can 
be. 

The Ideal Solution 
Of the capital of the Refinance 

Corporation to be subscribed, banks' 
proportion is not large. Their con
tribution can be made good by rais
ing the contribution of the Life I n 
surance Corporation, an institution 
well fitted to supply long-term 
investment. If it be necessary, the 
proposed Corporation's subscribed 
capital can be raised duly by larger 
contributions from the Insurance 
Corporation, the Reserve Bank and, 
now that the State Bank w i l l con
centrate its activities in the rural 
sector, by the State Bank. In the 
solution thus envisaged, commercial 
banks w i l l be responsible only for 
supplying Industry's working capital. 

Not only the proposed share
holding of the Refinance Corpora
tion, but its proposed working 
methods seem to be wrong. Dur
ing the Lok Sabha debate on the 
amendment of the Reserve Bank 
and State Bank Acts, the Finance 
Minister argued that the Corpora
tion's directorate should be compos
ed of bankers and not of industrial
ists so as to prevent favouritism. 
It is difficult to appreciate how 
bankers could be good judges of 
industry. EPA not only recommends 
specialised institutions for supplying 
capital for industrial development, 
but emphasises that these must be 
technically well-equipped Institutions. 
That means that the Refinance Cor
poration's directorate should consist 
of cost accountants, technical con
sultants, engineers, financial experts 
and economists, but not necessarily 
bankers. 

So much about the Government's 
plans for long-term finance to in 
dustry. There is already the Indus
t r i a l Credit and Investment Corpora
tion. The proposed Refinance Cor
poration is a move in the r ight 
direction, though the Corporation's 
share capital and directorate need 
revision on the lines suggested 
above. There is a case for either 
raising the operating fund of the 
Refinance Corporation or amalga
mating the Industrial Finance Cor-

rat ion; There is also the need for 
an Export-Import Bank which could 
take up some of the functions of 
the National Development Corpora
tion. On the State level, the F in 
ance Corporations should have large 
operating funds; their functions 
should be extended to include pro
motion and underwriting of new 
issues and industries; they should 
cooperate w i th the State Bank in 
supplying finance to small-scale 
industries. 

Export-Import Bank Needed 
Intermediate credits have Internal 

and external aspects. This article 
is., mainly concerned w i th Internal 
long-term finance for Industry. But 
last year's experiments and the 
recently-enlarged functions of IFC 
and NDC underline the need for 
providing intermediate credits " to 
importers and exporters. -This can 
be the function of a new Export-
Import Bank. In this connection, 
it is of interest to note Professor 
Rosenstein Rodan's suggestion, In 
a paper read before the Tokyo 
Seminar, for .creating an Inter
national Rediscount Institute to sup
plement the activities of the Wor ld 
Bank and the Monetary Fund. Under 
Prof Rosenstein Rodan's Plan, an 
Export-Import Bank w i l l be al l the 
more necessary to furnish guaran
tees by Importing countries. 

The Finance Minister has started 
well. Much has been accomplished 
in the process of rationalisation of 
the tax system, though much more 
w i l l have to be done to complete the 
process. His intentions of ration
alising the credit base are commend
able, but he seems to have started 
on the wrong path. Adequate sup
plies of medium and long-term inter
nal and external credits to industry 
must be ensured. But the end has 
to be achieved through legitimate 
means. Any direct association be
tween banks and industry must be 
avoided. One false step may lead 
to another. 

Doubling Tata Steel's Output 
Tata Steel's expansion project to 

double the output to two mill ion 
tons is progressing according to 
schedule. 

The project scheduled to be finish
ed before two and a half years by 
May 31, 1958, is now reported to 
be "more than 52 per cent complete." 
There has already been an outlay 
of Rs 30 crores over the project. 
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