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CHANGES in the Reserve Bank's 
credit control policy appear to 

follow a time-pattern, wi th each phase 
lasting about four years. Selective 
credit control was introduced in 1956 
to combat alleged speculative build up 
in sensitive sectors. In I960 the Re
serve Bank realised that selective 
control could be successful only if it 
was accompanied by general restraint 
on availability of credit and introduc
ed the quota system of lending to 
banks. Borrowings from the Reserve 
Bank were in this case related to the 
level of a bank's deposits from the 
public and not to that of its advances. 
The Bank had the discretionary power 
to refuse to lend more to a bank if 
its borrowing exceeded the l imi t . 

The quota system was criticised on 
the ground that by l inking the Reserve 
Bank's accommodation to the level of 
a banks' deposits, the principal purpose 
of credit control the controlling of 
banks' advances — was lost sight of. 
Banks require such accommodation to 
replenish funds lent out and not those 
invested. Further, quantitative re
straints do not allow the cost element 
to exert its influence as a restraining 
factor on demand for credit. The 
inflexibility of the system, it was point-
ed out, could be modified if the cost 
factor were allowed wider scope to 
check demand for Reserve Bank ac
commodation. 

Accent on Cost 

In 1964 the Reserve Bank was 
finally convinced that there was need 
for the cost of credit "to reflect more 
closely the relative scarcity of capital 
in the country so as to ensure a more 
meaningful employment of the factor 
endowments in the economy and also 
to induce a larger formation of sav
ings". Emphasis then shifted from 
controlling the quantum of Reserve 
Bank's accommodation to raising the 
cost of such accommodation. On Sep
tember 25 when the Bank Rate was 
raised from 4 to 5 per cent borrowing 
by banks from the Reserve Bank was 
related to the banks' l iquidi ty position 
which was expressed as the ratio of 
their l iquid assets to their aggregate 
deposits. Banks were allowed to 
borrow from the Reserve Bank at the 

Bank Rate as long as their l iquidi ty 
ratio was 28 per cent or above; for 
every percentage fall in the ratio below 
28 per cent, the rate of interest on 
the banks' total borrowings from the 
Reserve Bank increased by ½ per cent. 
Banks could reduce the l iquidi ty ratio 
below 28 per cent provided they were 
prepared to pay the higher interest 
rate. 

The Reserve Bank knows, of course, 
that the cost is obviously a weak 
factor in restraining credit in an eco
nomy insulated by import and other 
controls. The prevailing levels of 
profitability are such as to be able to 
easily sustain an increase in the cost 
of bank credit. The Reserve Bank, 
therefore, introduced a ceiling of 9 
per cent on interest chargeable by 
banks on their lendings. This ensured 
thai banks could not pass on to their 
clients the higher cost of borrowings 
from the Reserve Bank when their 
l iquidity ratio sank below 28 per cent. 
Simultaneously, the Reserve Bank also 
required banks to increase the rates 
of interest on fixed and savings de
posits to encourage saving. 

Between October 1964 and January 
1965 bank advances increased by Rs 
130 crores and aggregate deposits by 
Rs 28 crores as against Rs 175 crores 
and Rs 44 crores, respectively, in the 
same period a year ago. Borrowings 
from the Reserve Bank increased dur
ing this period by Rs 56 crores 
compared to Rs 34 crores a year ago. 
Although the quantum of credit ex
pansion was lower than in the previous 
busy season, increase in borrowings 
from the Reserve Bank was much 
higher. This indicated a strong infla
tionary build up in the economy. 

New Purpose 
The rise in the Bank Rate in 

U K in November 1964 had an adverse 
effect on realisation of export earnings. 
In spite of increase in the quantum of 
exports, the difference between the 
local interest rates and the rates ab
road caused delay in receipt of earnings. 
This happened at a time when increas
ed exports were expected to reduce 
the pressure on external resources. 
Normally, in the advanced countries a 
rise in central bank rates is expected 

to either stop flow of funds abroad or 
bring in ,hot' money. In India a rise 
in Bank Rate became imperative in 
order to bring in export receipts held 
abroad to take advantage of interest 
differentials — and that too in spite 
of exchange control regulations which 
require export earnings to be brought 
into the country wi thin a maximum 
period of six months unless the Reserve 
Bank permits otherwise. This was 
perhaps the first instance of use of 
the Bank Rate mechanism to bring in 
export earnings speedily. 

The September 1964 measures had 
little effect on the price front, though, 
as already pointed out, it kept the 
increase in bank advances a little 
lower than in the last busy season. 
Further deterioration in the price 
situation and the sharp decline in 
foreign exchange reserves finally forced 
the Reserve Bank to raise the Bank 
Rate to 6 per cent on February 17, 
1965. The effect of this increase in 
the cost of Reserve Bank lending was 
reinforced by a rise of 2 per cent in 
the minimum liquidity ratio. Banks 
could now obtain Reserve Bank ac
commodation at the Bank Rate only 
if their l iquidity ratio was 30 per cent 
or above instead of 28 per cent as 
fixed in September 1964. Every one 
per cent fall below this level raised 
the cost of accommodation by ½ per 
cent. The emphasis on the cost ele
ment in the control mechanism intro
duced in September last year thus re
mained and was further strengthened 
in February. 

No Impact on Bank Credit 
To reduce reliance on Reserve Bank 

accommodation banks were expected 
to increase their deposits and interest 
rates on deposits were therefore, 
raised. The Reserve Bank also raised 
the ceiling on bank advances from 9 
per cent to 10 per cent in view of the 
1 per cent rise in the Bank Rate and 
to cover banks against the rise in de
posit rates. 

Between February 19 and May 14 
bank deposits increased by Rs 74 
crores whereas advances increased by 
Rs 120 crores. To finance such a 
steep rise in advances, banks increased 
their borrowings from the R B I by 
Rs 52 crores as compared to Rs 15 
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crores in the same period in the pre-
vious busy' season, These figures do not 
that the February measure 
had a restrictive effect on bank ad
vances. They would even appear to 
emphasise the failure of the new 
control policy based on the cost of 
credit. Bui market reports show that 
the credit squeeze did rake effect in 
spite of the increase in bank advances. 
This was due, first, to me dislocation 
of hundi business which was the pipe
line through which undisclosed income 
used to operate and, second, to the 
brake applied on the deficit financing 
which effected the money flow. 

Textile mills have already raised 
alarm over accumulation of stocks 
with them as a result of me trade's 
reluctance to lift stocks. To some 
extent trade used to finance its Stocks 
with bank borrowing, but bank ad
vances to trade nave been rapidly 
declining over a number of years and 
there is no evidence that this decline 
has been accentuated in recent months 
because of the crecit squeeze. The 
shortage of funds experienced by the 
textile trade was due more to the 
decline in handi business than to con
traction of bank advances to this 
sector. The man. felt in 
the market can ibuted 
to the actions of me reserve Bank in 
raising the cost of credit. 

A justification offered by the Reserve 
Bank for the raising the cost of credit 
is that cheap credit works against 
economic management of inventories 
in industry. But is costly credit the 
answer to the problem? Supply of 
imported raw materials being increas 
ingly restricted and local supply un
able to meet increasing demand, there 
is inevitably a scramble to build up 
stocks. Counsels of economic manage
ment of inventories in such circum
stances are likely to go unneeded. An 
increase in cost of credit cannot be 
expected to significantly affect demand 
for funds for financing stocks since 
prospects of profitability generally out
weigh cost of credit. 

Banks may be able to satisfy the 
Governor of the Reserve Bank by 
reducing advances by Rs 200 crores 
during the slack season as they have 
done in the past in 1957 and 1959. 
Bet this wi l l not ensure that i n the 
next busy season rise in bank advances 
wi l l not behave in much the same way 
as it did in the busy season ended. If 
the sharp rise in cost of credit could 
not check demand in the 1964-65 

busy season, there is no guarantee but 
it wi l l be able to achieve the objec
tive in the next busy season. Quantita
tive restrictions on bank credit must 
be more organically integrated wish 

man 
be. 

a of cost of credit to evolve 
' credit control policy 

me present one has proved to 
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towards progress . . . 
Ind i a steamship Co. , L t d . , has 
a steady record of p r o g r e s s . . . 
Since Independence, its ton
nage has increased f rom about 
85,000 D . W . tons to over 
200,000 D . W . tons—more t o n , 
nage being s t i l l on order. 
I t , services arc also extending 
to various trade routes. After 
in i t i a l consol idat ion in the 
Ind ia -U .K. -Con t inen t trade— 
the Company entered the 
Indo-Soviet service to the 
Russian Black Sea ports in 

1956 and later to Rumanian 
ports. In 1959 the Company 
forged s t i l l another l i n k in the 
overseas wi th South A m e r i c a , 
and in 1960 it extended its 
service to Poland 

Their experience and reputa
t ion for fast, efficient and 
dependable service bui l t on the 
personal care given by their 
experienced officers and crew 
to the cargo entrusted to them, 
have earned them the g o o d w i l l 
of their customers. 

S H I P 
BY INDIA STEAMSHIP COMPANY 

REPUTED FOR ITS CARGO CARE EFFICIENCY. DEPENDABILITY. 
SPEED AND MODERN SHIPS TO SUIT THE NEEDS Of THE TRADE 

BY SHIPPING W I T H INDIA STEAMSHIP COMPANY. 
Y O U WILL ALSO HELP TO CONSERVE FOREIGN 

EXCHANGE FOR INDIA 
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