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BLOCK 1| MONETARY THEORY

Being a' commerce student it is necessary for you to inderstand the rola of money and
the finanicial system in the present day economies. This course on ‘Money, Banking
and-Financia] Tustitutions is aimed at explaunng you the working of the monetary
systerh, the institutional environment in which the monetary system functions,
historical background that provides the fousrida‘ion for our present financial strucl.lre
and also the issues that remain to be resolved.

In this mtroducto:y block, you wlll study the workmg of the monetary system, This
block consists of four units : .

Unit 1. discusses the definition, role, funétions and defects of money.

"Init 2 discusses the corldcpts of demand for .and supply of money, various theories
relating to demand for money, and the convenﬂonnl and modern concepts of money

supply

Unlt 3 mainly explains vanous theories ooncermng the value of money. It describes
the cash transactions approach, cash balanccs approach, Keynesu.n theory and
'VII][OI‘I Friedman’s theory.

Unit 4 deals with inflation. 1t explams the meaning and nature of inflation, types o
nflation, eﬂ‘ects of inflation and various measures of controlling inflatios.
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UNIT 1| MONEY : NATURE, FUNCTIONS

AND SIGNIFICANCE

Structure

1.0 Objectives
.1  Intreduction _
.2 Problems of Barter Syatem
.3 ~ Evolution and Kinds of Money
4. "What is Money ?
.5 Nature of Money
.6. Functions of Money -
.7 Significance of Money
.83 Evils of Money
9" Let Us Sum Up
10 XKey Words
11 Answers to Check Your Progress
12 Terminal Questions
1.0 OBJECTIVES

’Lﬁcr reading this vni, vou should be able to:

define money

identify problems f harter which led to mventwn and evolution of money
distinguish bstw2en meney and near-money

‘appreciate the role and importance of money in .a capitalist econorh™
identify functions of money and its defects. :

....'O

0

1.1 ”IN!I‘R,ODUC'I‘ION

K

We are all familiar with money as we live in a ronetary economy where money is
used freely and widely in settlement of various economic transactions. We are so
much accustomed to money now that it is “difficult for us to imagine a modern socie iety~
_without money. It will be interesting to know why and how this money came into
being. In this introductory unit, you will study how money caiie mto being, its

der nmon, role, lmportance actions and defects.

‘12 PROBLEMS OF BARTER SYSTEM

» Before the advent of money, the activity of exchange was carried out through barter
system. In.barter system people exchanged goods and services in their possession
with-goods and services available with others. For example, a farmer exchanged his
surplus foodgrain {over and above his own needs) with the weaver for his surplus
cloth. This activity helped both the farmer and weaver to satisfy their wants. The
barter system of exchange worked well so long as human wants weie simple and
limited in number. However, in course of time human wants multiplied, whichled to
specialisation of occupations. This resulted in a lot of difficulties for exchange through
the barier system. Consequently, need for a single and commonly acceptable medium
of exchange was fclt. ThlS ultimately led to invention and evolution of money.

In the barter system people faced the followmg major problems :
1) Lack of double coincidence of wants: Barter requires double coincidence of
wants. "For instance, if "A’ has a goat and wants 1o exchange it for cloth. Then he
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Monetary Theory

fnust tind some person‘who has surplus cloth to offer while, at the same time, .
needs the goat which is offered by *A’. Such coincidences were easy when human
wants were simple and number of goods produced were limited. But, as number
-of goods multiplied, such coincidénces of,wants became both difficult and time- .
. consuming. With the advent of money, this difficully disappeared, as one can now
- sell product for money and then with the help of that money he/she can buy
goods and 'services of his/her choice.

2) Problem of 8 common mensurement of value: In the absence of money, value
5f every commodity was to be ascertained in terms of all other goods. For .
example, how much wheat or milk or salt or rice needs to be offered in exchange
for one meter of cloth ? If there were, say, 10 goods in a society, people were

- required to determine and remember 45 values, while if there were 100 goods
. there would be 4950, such values. The number of exchange values required for

- transactions may be found by the ‘expression,
- n{n—1) where ‘n’ is number <f goods.
2 ;

However, with money in circulation, vh]_ue of each comrodity .as to be
", expressed only in terms of money. Hence, in case of 100 goods, in a monetary
economy people will have to know only 100 values. )

3) Loss due to sub-division of goods: Many goods, if sub-divided, will lose their
* " value partially or sometimes wholly. For example, a table or a refrigerator or a
TV set cannot be sub-divided into parts as in doing so they will lose their value.
In this situation, a person who wants to exchange his TV for five or six
commodities, will find it difficult to get all these five or six desired goods from
one person. Hence, he would need to sub-divide the TV into five or six parts, but
: by doing so TV will lose its value. On the other hand, if money is used as a

medium of exchange, there would not be any such problem as money is perfectly
! ! . )

divisible.

4) Difficulty in storage of wealth: It is very difficult to save and create wealth in
the absence of money as many of the goods lack durability, and all kinds of
services are perishable and hence cannot be stored for future use, People could

* not think of sforing something fo provide against fufure contingencies as wealth
stored in the form of goods like wheat, animal skin, etc., would not last long.
However, money being durable has become a convenient form to save and store
wealth. : :

1.3 EVOLUTXON AND KINDS OF MONEY .

. N .
Y " . .

As you know, at present money consists ef coins, currency notes and deposit money.

However, it hes taken hundreds of years te acquire its present form. During the early
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part of civilisation, money was in the form of commodity money like the cow. sheep,
wheat, rice, tobacco, tiger teeth, elephant tusks, etc. The particular commadity chosen
as money depended upon various factors like the climate, the level of cultural and
economic development of the communily, ete. In cold countries like Alaska and
Siberia, animal skins and turs were used as money. In tropical countries elephant -
-tusks and tiger jaws were used as money. In agricultural communities domestic
animals and goods of daily use took the form of money. However, with the passage of
time their usz as money was given up due.to lack of their durability, absence of a
standard form. etc. The present day money has also passed through three stages:

. (i) metallic m.ney, (ii) representative paper money, and’ (iif) credit money. ‘The
Ppresent inconvertible paper currency and other credit instruments acting as substitutes
for legal money are only a recent developmen:, Figure 1.1 ‘shows the different kinds
of money which exist in modern economies. '

With progress of civilisation and economic advancement of societies, metallic coins
made of geld, si/er; copper etc., were used as money. Tk2se coins were of two
lypes: . K

i) Standazd coins or full-bodied coins, as they'were called, because their face valus
- and intrinsic value were the same ; and ii) token colns, those coins whose face value
was much higher than their intrinsic value. - . ' : .

Later on, currency notes were introduced to replace metallic coins primarily fer two
reasons : firsily, tc economise the use of precious metals and avoid their wastage ; and
secondly, for the sake of convenience of storage and transportation of paper vis-a-vis

. the coins. In order to bujld up the confidence of the public in Paper currency, initially
"¢ currency notes took the fornm of representative notes. These representa‘ive notes

- were simply substitutes for metallic money, ie:, convertible into gold or silver coins .

- *n demand by the-bearer. With increased use of paper money for trams~ctions (due to
. ¢"»aosion in production, population and monetized section of the econcmy) it became

- alizest impossible to allow such convertibility. The present day curre: .y otes are,
therefors, no longer cenvertible into gold or silver coins and as such r y be termed

.. s flat momey. Nowadays a sizeable portion of common money comprises this

. mon-convertible paper currency. - R

. Credit money is of mere rocent origin. People keep a.part of their cash with binks
which they can withdraw at any time they like or can transfer to some other person
through a bank cheque. The cheques and drafts, being most convenient form of -
transferring value, have come to be accepted as bank money, though they are not
money proper as their acceptance is optional. However, they perform the most
important function of money, viz. as 8 medium of payment,

1.4 WHAT IS MONEY?

Different economists have given different definitions of money. Some of the
definitions are too narrow .while others are t0o extensive. A few of the Important
definitions are given below; ,

A.C. Pigou — “In order for acything to be classed as money, it must be accepted
fairly widely as an instriment of exchange.” '
G.D.H. Cole — ““Money is anythiag that is habitually and widely uged as means of
payment and is generally acceptable in the settlement of debts.”

Walker — “‘Money iswhat money does.”

J.M. Keynes — By money is to be understood “that by ‘delivery of which debt-
contracts and price-contracts are discharged, and in the shape of which a store of
General Purchasing Power is held.”

Alfred Marsghal — “Money constitutes all those things which are at any time and
splace, generally current without doubt or special enquiry as a means of purchasing
. commaxities and services, and of defraying expenses.” Co

D.H. Robertson — “Money is anything which is widely accepted in payment for
g20ds or in discharge of other kinds of business obligations.” .

Money : Nature, Functions
ar-2 Signlflcance
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Monetary Theory

'Crowtlier_— “Money can be anything that is generally acceptable as & means of
exchange and that al the same time acts as a measure and a store of value.”

Analysis of the above ‘mentioned definitions will reveal that it is not easy to include
all the essentials of money in one sentence. None of the above definitions is,
therefore, comprehensive and satisfactory. However, these definitions help us to
identify the basic features of money which may be summed up as under:

1) Money may be anything (even a piece of paper) which is chosen by common
' consent as a medium of exchange or means of transferring purchasmg power.

2) Itis 'vldely'accepted in payment for goods and services and in settlement of all -
iramsactions, including future payments.

Tt should be acceptable without reference to the standing of the person who offers
it in payment. This is becanse moiey contains llquldlty, i.e. generalised
purchasing power, wh:ch can be passed on to others in exchange of goods and
serwces .

4) M""ey is. recewed cusiomarily by all wn.hoﬁ -any special tests of quality or
quant ti.

Near-Money
There are certain assets which are highly liquid, though not perfectly liquid like

money. These assets can casily be converted into money without. much loss of time or

value and have, therefore, come to be known as ‘Near-Money.’

Examples of near-money are bills of exchange, bonds, saving certificates, tfeasury
bills, debentures; etc. Such near-money assets are claims on money ie, these assets
have to be first converted into actual money before using them for the purchase of. any
commodity. The imiportance of near-money asset, therefore, lies in the ease-with
which it can be sold in the markel without much loss of time or value. However, both

. money dnd near-money -are similar in one respect : that both of them are claims.
Money is a claim over the government or central bank of the country, who has issued
it while bank money is a ciaim over banks with whom money is held as public
deposits. Like wise near-money is also a claim over it’s issuing authority. For
instance, a bill of exchange is a claim over the party which has agreed to pay the
amount specified in the bill at the expiry of the specified psriod, say 91 days.
Similarly, a bond represents a claim or the government which has issued it

Check Your Progress A
1) List the essential features of money.

4). Which of the following statements are True and which are-False ?
i) "In a barter system.of exchange people exchange goods for goods.
ii) Fiat money is convertivle into gold or silver coins on demand by its bearer.
iii} Bank money performs the function of a medium of exchange.
iv) Those assets which-are perfectly liquid like money are called near-money.

...-.j -y
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V) Mo'r_ley is something which is widely accepted in payment for goods and
services. ' . : T

1.5 NATURE OF MONEY

Money is only a means and not an end in itself, It is demanded _ne'*. fof its own. sake
but becausz it helps us in buying goods and services to satisfy our warts, Maney
cannot directly satisfy human wants, but assists in production and exchismgs of goods
~and services. Its significance lies in its ability to command goods and ser*izs: ant
liquidate business obligations. Money givze mobility to capiial and aids divisic1 ¢f
labour and specialisation, thereby making large scale production possible. It has been
rightly remarked that *we cannol eat money but we cannc*eat without money
elther.’ ) ' :

‘1.6 FUNCTIONS OF MONEY .

Money is what money does.’ According to this statement, the.importance of money
lies in the functions it performs. Primarily money performs four basic functions which
_are summed. up in the following couplet ; “Money is a matter of functions Jour: A
medium, a measure, a standard & a store.” However, it has become customary to
classify the functions of money under three heads : -
1) Primary Functions — Money performs two basic functions. It ac s as a:
- 4d)  Medivm of exchange :
‘ ii}- Measure of value. : , ‘ _
*..2) 'Secondary Func¢tions.— The other important functions of money (derived from
, “the primary functions) are ; ' :
"1}~ Standard of deferred payments
- i} Store of-value
iii) Transfer of value i .
3) Contlagent Functions — In the modern €conomy money has certain incidental
*  uses like: - .
1) Tt is the basis of a credit system
i) It helps in the distribution of national income
fii) It helps in maximisalion of utility as well as of profits
iv) It imparts liquidity to wealth -

Let us describe each of these functions briefly:

Primary Functlons :

1) Money as a medium of exchange: It is the most important and unique function
of money which separates it from near:money assets. The use of money as a
cormmon medium of exchange has greatly facilitated the activity of buying and

* selling goods and services. Without mqney\,e‘ change could be possible only
through barter system whose basic weaheske&ave been discussed earlier in this
+Unit On the other hand, the use of money as a medium of exchenge avoids most

g;f the problems of a barter exchange.

Though use of money splits exchange into two parts, viz,, . ~.e and purchase, but
it does not result in losc of time and energy.

2) Money as a measure of value : Money serves as a yard:t1.x to measure values of
all-other goods and services in terms of their money price. In the absence of
money, value of one commodity could be expressed only in terms of the other
goods and services. As shown earlier, if there are, say, one. hundred goods in the
market, then under the barter system value of each product will have to bé
expressed in terms of the remaining 99-goods, i.e. in all"there would be 4950
values. On the other hand, if money is used as. a measure of value, then we,need
to measure value of each good in terms of money only, i.e. just-100 values for
100 goods. Further, there are goods which are expressed in different physical
units, e.g a metre of cloth, a kilogramme of wheat, a litre of milk, etc.
Comparison of values of such goods is also possible i” we know the money value

Money : Nature, Funclion;
and Significance.
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.of these goods. For example, cne metre of cloth is equal to € kg. of wheat or 3-

Jitres of milk because they cost the same amount of money etc. The use of money
pdces also help us in estimating national income by adding up values of a wide

ariety of goods and services which are measured in different physical units and

hence, cannot be lumped together to estimate national Income. Also. the use of

' money makes it possible to compare value of goods over time and between

different regions.

" However, money as & measure of value can serve satisfactory only when its own

value (Le., parcharing power) remains stable over time. Continuous rise in
genersl level of prices all over the world has made money a poor measure of
value. ;

Seco; Zary Fiactions

n.

Efoney as a stindard of del’erred paymentl Money facilitates not only the
current transactions of goods and services but also their credit transactions. It
facilitates credit transactions when present. goods are exchanged against future

_ payments. In the modern world, the bilk of deferred payments are stipulated in

2)

3)

-money terms only Examples in th.\s regard are repayment of loan alongwith
) mrzrest. pensions, rents, salaries, insurance nremia, etc. Money cculd be an

effective standard of deferred payments only if velne of rmoney itself does not

" change. If prices increase or decrease sharply, resulting ia large fluctuations in the

value of: ‘money, it would make money a poor standard of deferrad payments.

Money &s a rtore of value : People can hold a par} of their present earnings in
the form of money to be spent in future, ‘Money represents generalised purchasing
power and is a perfectly liquid asset as well. Besides, it is durdble and_more
stable in its value. It is easy o store as it is relatively light in'weight and occupies
less space. Hence, it is convenient to accumulate wealth in the form of money

which can be converted into any asset at any time. In this way money serves as a,

bridge from the present to the future, as money saved today 1mp11es shifting of
pm'ch.asmg power from the present to the future.

Money #3 a means of transferring purchasing power: Money is the most
ccrnvcment form in which value can be transferred from one person to another
alsa from-one place to another. It is because money is readily accepted by all,
and its cost of transfer from one place to angther is very low due 10 its high value
and less weight compared to other goods. For example, a person can trans’er
crores of mpees to another person at a distant place with the help of a bank draft
ora cheque! almost at a nominal cost. But transferring this value in temms of. say.

-rice is obv:ously very difficult, costly and involves wastages.

Contingent Functions

1)

- 2)

3

4)

Dlstributlo'n of national lncmne : Money helps in tae distribution of national
output among the people who have contributed in its produztion. In a modern
society people co-operdte together as workers, owners of capital, landlords, etc.,

-to produce’ goods, The resultant output is, therefore, to be distributed among all of

them in the form of wages and salaries, interest, rent, etc. In the absence of
money it 'would not always be possible o distribute such an output, particularly
in case of indivisible goods, ¢.g. a machine, With the help of money we can
overcome’ such a probler

Basls of credit system . ~ ne modern economy is based on credit i.e., promise to
pay. The‘present day money itself (coins,.currency notes, cheques, benk drafis,
ete;) is. pﬁ‘tplng but oaly promise to pay. However, this money also helps banks to

‘create more money by the process of credit creation, when the banks expand

secondary deposits with the-help of cash deposits (you will study this in Umt 5).
In this. way money serves -as a basis of credit creation by banks.

Maxim:satwn of utility and profits: Money helps consumers in maximising .
their saLsfact:on When money is allocated between different goods and-services,
the consumer maximises hig utility. Likewise, producers ¢an calculate money cost
of rroduction and then decide the price. that can result in haximum profits.

Money imparts llﬁlﬁdlty and uniformity to assets : It is convenient to hold

-wealth in thé form of money as it'is the most liquid of all assets. Money can buy

any asset and all asscts can be converted into money as well. Thus; money

T o e e e R =y
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" imparts liquis fy 1o all assets. Besides, total wealth of a person or a country can

be assessed by adding up money values of all assets, Thus money also brings an
glementiof uniformity to the wealth of the nation.

1.7 SIGNIFICANCE OF MONEY

Money is the life blood of a modem capitalist economy. Without money this
economy cannot function smoothly. Just as the strength and vitality of a-human body
is judged by the amount of blood and-its proper circulation, in-the same way the
strength and extént of development of the economy can be judged by the requisite
supply and proper circulation of money in the economy. The significance of money,,
to a great extent, depends upon and is derived from the various functions it serforms.
These are given below : =

0

-2

3)

5)

6)

Signiﬂcance of money in consumption : Nowadays. people receive their
incomes in terms of money. This facilitates in exercising free choice of

- consumption. Though, given their limited money income the consumers cannot

buy each and everything that they desire yet-money income gives them freedom
to’buy such goods and in such quantities which can yield them maximaum
satisfaction within that income-limit. Besides, money gives the cai.sumers liberty
to choose between the present and the future consumption, i.e. how much to be

" spent on present consumption and how much to be saved from ...e given present

income for-future consumption.
Significance of money in production : Money isnota factorpf production, yet .

it facilitates production. Use of money has led to expansion of :.i2rket of goods

and services. This has resulted in' large scale production and tec!. nologizai
improvements, thus minimising the cost of production. However, large sca’e

" production requires division of labour and specialisation which is impossible

under a barter-system. Besides, money (through price mechanism) indicates to

. producers the type and quantity of goods they should produce.

Significance of money in trade: Being a medium of exchange, money facilitates
trade as well. Money constitutes basis of price-mechanism and, thus, helps in
determining prices of goods and services through the forces of demand and
supply. Besides by equalising marginal cost with marginal revenue of each
product (measured in terms of money), the sellers can arrive at profl L-rnax:m:smg
leve! of sales of their products.

Significance of money and economic progress : Introduction of money has led
1o the emergence of 'zrge scale production resulting in constant urge to
accumulate capital. and ¢>velop new techniques of production. Thus, the role »f
money in encouraging ~sierial progress is significant

Significance of money i1 public finz-ice: Governments require resources to run

{'.2 administration smoothly for which {1y levy taxes and also charge fees, fines,

etc. Without money, taxes received will te i1 the form of goeds which may or

ma;’ not be useful from governmerit’s point of view, e.g., shoemaker paying tax in

the farm of shoes and green-grocer in the form of vegetables. Bul taxes received
:=oney give freedom to government regarding choice of things which

go»- .ument needs for the developmental purposes. .

Mouney and forelgn trade: Money has helped in the expansion of fore:gn trade -
and thereby raise the levels of consumption the worldover. It is because with the
help of money we.can transact not only those goods which are produced
Jomestically but also those which are produced by other countries. The
possibilities of exports and imports with the help of money has resulted in
expansion of international trade and ¢co-operation.

' The significance of moncy i1 a'f -valks of life is so immense that modern life without
money cannot even be imagined. It has rightly been remarked that ‘money is a pivot
around which all economic seiivities 2lustar’. -

Money : Nature, Fonctions
apd Significance
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1.8 EVILS OF MONEY

Invention of money has not proved 1d be an unmixed blessing as its use has become a

_ sourceé of so many evils 10o. Il money is:not used properly, it can create havog and

may prove to be.disastrous for the mankind. Some of the evil-effects of money are

listed here. - - .

Ecouomlc Defects N

2% . se of money has given rise to greed and exploitation of poor whu;h has resulted
;. greater inequalities of incomes and wealth. History shows that it is the

economic exploitation that triggers any social upheaval,

Z) " Money helps in extending the scale of production, which after certain limits may -

_resi.llt in a situation where production far exceeds the demand. This leads to fall
in level of prices, unemployment, decline in incomes and thereby mlsery for the
masses.

3) By facnhtatmg borrowmg and’ lendmg, money may encourage overcapitalisation
(i.e., using too much capital in place of labour) in production, thereby creating
large scale unemployment in the economy,

4) When a govemmentr’.central bank increases the supply of money by simply
printing new notes, it leads to sharp rise in prices. This adversely-affects the
purchasing power of fixed income groups in the society, resulting in class-
conflicts and social disorder. .

Social Defects - :
1) Money has encouraged many kinds of anti-social activities like gambling, {raud.
1obbery, elc. ,

- i)_ It makes people greedy and acquisitive.

.‘_,3-)‘~ It encourages-tendencies of 2xploiling others.

However, it cannot be denied that most of the evils listed above arise because of
improper.use of money-, these are not evils of money itself. Hence, there is, a greater
need to use money as a faithful servant than to become slaves of money and invite
troubles. It has been rightly remarked that money which has been source of so many
blessings to mankind becomes a source of perii and gonfusion unless we controt it.

Check Your Progress B
1) List some of the important fuinctions of noncy.

3} Which of the following statements arc True and which are False ?
i} Moneyis a perfect measure of value. :
ii) By making capital mobile, money helps in large scale production.
iii) Money facilitates in exercising free choice of consumption.
iv} Itis only money that causes exploitation.of the poor.
v} Money helps in‘the expansion of both domestic and foreign lrade

4) Mdl’.Cl‘I the function (as given in Column B) that money performs when the
following things (as shown in Column A) happen

. Colimn A Column B

a) . You are told that price of Sugar is i) Medium of exchange
Rs. 10 per kg .

[ pp——— oy




b) You pay Rs. 10 and buy a kg of it) Store of value
sugar. Tt ’
¢) " You buy a national saving cemﬁcale 'iii} Measure of value
.from post-office for Rs. 100 which -
. promises to répay after 6 years. -
d). A person keeps apart Rs. 100 from iv) Standdrd of deferred payments.
his salary as his saving. g ' '

19 LETUS suMmuUP . -

Modem economy is a monetary economy where money is used freely dnd widely in
all spheres of life. Before the -advent of money there was barter-system of exchange.
Rarter created many problems which not only made the process of excha.ng; difficult
but also Torced the producers to produce on very small scale due to small size of the
market. These limitations of barter ultimately led to the invention of a common
medium of exchange, called money.-

Money can be anything which is chosen by common consen’[ and is generally
acceptable as means of payment Mone:,r ‘had to pass through many stages, i.e.,
commodlty money, metallic money, paper curr-cy, bank money, etc. At present:
paper currency and bank money form the bulk of total money supply

In the. modern times money is only a claim with nearly zero mtnnsm value. It is
wadely accepted due to the fiat (i.e., legal backing of the issuing autlonty) or else it is
only & piece of paper. The demand for money also stems from the fact that it is the -
perfectly liguid asset and hence the most convenient form in which wealth can be-
stored. Another form to store wealth is near-money assets which are lnghly but not
perfectly liquid, as they have to be first converted into money before any transsction
of goods and services car be undertaken.

The importance of money lies in the fuuctions that it performs, The most importnn_t
functions which mioney performs are: i) medium of exchange, ii) measure of value,

iii) standard of deferred payments, and iv) storé of value. Flowever, apart from these _

four functions money also helps in many other ways, like distribution of national
income, transfer of value, basis of credit creation, maximisation of uuhty and profits
and imparting liquidity and uniformity to assets. ~

Money has influenced all branches:of economic activities such as consumptxon,
production, exchange, intemational trade, public finance, et¢. The net impact of the
use of money has been a sharp rise in the production of goods and services, and
thereby achieving higher levels of consumption for the people. Besides, it has helped
raise efficiency through greater division of labour; specialisation and technological
change, resulting in higher level of nat‘onal income. Money has helped tremendously
in the expansion of foreign trade. -

However, money has also created such. conditions whereby there is a greater scope
for exploitation of labour, leading to class-conflicts and industrial unrest. Use of
money has also given rise to all kinds of social evils, like thefl, dacoity, frauds, etc.
by encouraging greed and acquisitiveness. Above ali, sharp fluctuations in value

of money prove harmful for the progress of trade and industry.

1.10 KEY WORDS_

Barter System ;- The system of d:recl and mutual exchange of goods and services.

Chequable Deposus Decposits wuh banks which can be wnhdrawn at anyllme by
issuing a cheque,

Fiai Money : Moncy that people have to accept as it has legal backing.

-Money : Nature, Functlons’
sod Signiflcance
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lnlrms:c Vﬂlue The value of metal that the coin conlains.

Liquidity : Quality of the assat by which it can be readily converted into any other
asset.

Speclalisation of Labour: A system of production,when a worker looks afier a
specific part of the production process, rest of the pracess being locked afler by
others. ' ' '

T LT T [ =t

1.1 ANSWERS TO CHECK YOUR PROGRESS

.= 3 i} Lack of double coincidence of wants
ii} Problem of common measurement of value
iii) Loss due to sub-division of goods
iv) Difficulty in store of wealth
i) True ii) False iii) True iv) False v) True

4
B 3 i) False ii) True iii) True iv) False v) True
) 4 _

a)iiib) i ¢) iv d) ii

1.12 TERMINAL QUESTIONS

1) What is money ? Distinguish between money and near-money.

2) Explain brleﬂy the inconveniences of barter-system and trace the evolution of
money.

3) Discuss the nature-and functions of money

4) Bring out the importance of. money in a modern capitalist economy Can moncy
be abolished ?

. 3) ‘Money is a good servant but a bad master’. In the light of thls statement

highlight the evils of money.
{

"
.

Note : These questions will hclp you 10 undersiand the unit better. Try to
write answers for them. But do not submit your answers to the University (or
assessment. These are for your practice only.
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UNIT 2 DEMAND FOR AND SUPPLY
~_ OF MONEY o

Structure

2.0 . Objectives
2,1 Introdustion .
2.2 Meaning of Demand for Money
2.3 Theories of Demand far Money
2.3.1" The Classical Approazh
2.3.2 The Neo-classical Theory
. 2.3.3 Keynesian Theory
24 The Supply of Money.
2.4.1 What i Supply of Mone» ?
. 2.4.2 Age~ies Influencing Mo.tcy Cupply )
2.5 The ‘elocity of Money . :
26 LetUs Sum,Up - '
27 Key Words”.
2.8 Answers to Check Your Progress
2.9 Temninal Questions

2.0 OBJIECTIVES T ) *

After studying this Unit, you should be able to; .

® explain the concepts of demand for and supply of money

® state- why money is demanded - :

® identify the various determinants of demand for money

® - discuss the basic differences in the various theores relating to dem and for
mopey . .

® d'stinguish between the conventional and the modemn concepts of money supply.

2.1 INTRODUCTION

n the previous unit you learnt about the nature and-importance of money in ‘
nodern complex economies. You afso learnt that money performs four basic functions, -
iz, it is a medium of exchange, a unit of measurement, a standard of deferred ‘
ayment, and a store of value. But the fundamental reason why money can be used

or these functions is that the public considers money as™an asset representing a claim
ver goods and zervices. Like any other asset, money is demanded and supplied. In

s unit, we will discuss the concepts of demand for and supply of money, various

leories relating to demand for money, and the conventional and modern concepts of
ioney supply,

-2 _MEANING OF DEMAND FOR MONEY

oney is a stock variable. The money stock is the quantity of money at a point of*
ne. As an asset; money is demanded because public desires to hold it. The motive
* holding money and the time period for which it is held, of course, may differ from
lividual to individual. A person may hold cash for spending on goods and services.
* may also demand money. for hoarding it, i.e. keeping idle cash. Demand for’
»ney in ar cconomy is, thus, the sum total of money demanded by all *
llviduals/households in that economy. ‘

15
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The iheory of demand for money addresses itself to the following two fundamental
questions :

1) Why does an individual/household want money ?

2) ‘What aré the main determinants of demand for’ money? '

Several explanations have been offered in reply to these questions, known as
l‘.heones of demand for money. Let us discuss those theories now.

2.3 THEORIES OF DEMAND FOR MONEY

{4ece are two main approaches to explain the'demand for money: 1) the classical

epproach, and 2)the Keynesmn approach. Related to classical approach is the neo-
classical theory, which is based on the same assumptions but different determinants
when compared to the classical theory.

2,21 The Classical Approach

" This t.heory is often associated with ¢Gonomists like J.S. Mill and Inrmg Fisher,

According to *hem, people.demand money because every individual and business firm
gets money by selling goods and services (including factor services) and in tirn use
this money for the purchase of goods and services produced by others. Hence, from-
the v;ew point of classical economists, people wish to kold cash balances in grder to
carry out day-to-day transactions. The amount of money demanded by an individual
or a business firm therefore, depends upon the volume of transactions. Since tHere is a

. fairly stable relationship between the level of income and the volume.of transacnons,

the former is takﬂn as an approximation for the latter.

2. 3 2 The Neo- classical Theory

The early neo—classrcal theory of the demand for money was put forward by the
Cambridge economists Alfred Marshall and A.C. Pigow. That is why the neo-
classical theory is also called the ‘Cambridge Equation Appraach'

.Accordmg o Ca.mbndge approach, a proportionate relatioush.lp exists bctwcen the

‘demand for money' (M%) and the ‘money value of national output’ (¥). Demand for
money function, therefore, takes the form :

MO = K o oo e e e )
where K is-a constant (0 < K < I). _ '
It may be seen from Equation (1) that K = _M_d ie.

_the .demand for money per.rupee of income (per unit of time). In other words, the

Cambridge K would show the proportion of income which, on average, the public

Md A,

- Fea)
o
=]
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Fig. 2.1. Demand for Money Function
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wouid like.to hold in the form of Mdney. This is represented in Figure 2.1. where
changes in demand for, money are in direct proportion to the changes in Y — the
proportion between them being equal to K. 1t may be noted that Cambridge Equation
specifies the demand'l_'or money &s 4 function of money income alone. '

Equation (1) may be rewritten as

. MS=KPRY (2)
whete P= general price. level . : o .
) Y = real national income ] '

Equation (2) gives us'the demand function for real money. Cne of the key features of
thds equation is that it shows a proportionate relationship of M® with P and » It
implies that any change in the general price level or in real national income would
lead to an equal proportionate change.in the defnand for money, i.e., the income
elasticlty as well as the price elasticity of demand for money are both équal to
unity. It may be noted that the neo-classicals have postulated a very simple function
of demend for money which has been fruitful y applied in the development of quantity
theory ~f money. . -

A comparison of the classical and neo-classical theories of demand for money reveals
thst, though the basic assumptions of these theories are similar, yet they differ from
each Sther in one important way : the classleal approach was concerned with the
volurre of total transactions, while the Cambrldge approach focused primarily on
the lével of income, ' .

Check Your Progress A
1} 'Explain the concept of demand for money.

2)- Point out similarilies and dissimilarities of the classical and neo-classical theories”
+. - of demand for money.

3) Which of the following statements are True and which are False?
)  Money is mainly demanded by the public.’ _
ii} The classical theory postulates that money is demanded 5ecause it functions
} as'a medium of deferred payments. ’ .
iii)’ According to the Cambridge: approach demand for money changes in direct
proportion to changes in the money value of national product,
iv) Public considers money as an asset representing a claim over goods and
services. : )

2.3.3 Keynesian Theory

John Maynard Keynes gave his own formulation of 4% - nud for money in his well-
known book, The General Theory of Employment, i: :rest and Money. Some of the
economists who agreed with the Keynesian framewos .. of analysis helped in fyrther
development of Keynesian theory of demand for money.

Keynes began by asking the following two inter-related questions :
) Why is money demanded ?
i) What influences the demand for money ? - ‘

Tis answers to these questions gave.us the Keynesian Theory of demand for money.
Now let us stidy the answers to these questions.

Demand for and Supply of Money

-,

-
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Why Is Money Demanded ?
" We know that money in hand does not eamn any income. On the other hand, there are

always certain competing non- money assets which give some relums to their holders.
The fundamental question that arises, therefore, is: what is the motive of holding
assets in the form of money ? Its general explanation is that, money being the only =
commonly acceptable medns of payment, it has the advantage of being perfectly
liguid, which is not there in case of other assets. Keynes put this idea in more
concrete form when he classified the motives for holding money into three categories :
a) transactions motive, b)precautionary motive, and ¢) speculative motive. .

LY

In order to meet current transactions of all kinds, people hold some cash, 1| known as
transacucms demand for money ; while they demand money for precautionary
(purposes when they hold it to provide for contingepcies- and unforeseen profitable
opportunities. Cash-held over and above that needed for transaction and
precautionary purposes is known as speculative demand for money. The

detailed discussion of these three motives is, gwen below

The Determinants of Demand for Money
1) -The transacdoﬁs motive
The time of recewmg income and the timeé of incurring cxrﬂndlture by an .
mdwldual/ﬁm'l generally do.not coincide. In order to meet the neeca of
transactions during this time gap some money is kept aside, kii>wn as the
transactions demand for money. The smaller the time gap tetween a person £
recelpts and payments, lesser will be the transactlons. demand for money. Let
- nderstand this with the help of an illustration. Two ir.cividuals, A and.B who
' hat_ “-» same salary per month say Rs. 4,000. Individual A is paid Rs. 4,000-on
first e+ of every month, while B is paid Rs. 1 ,00¢ on first day of every week ~
(making cn aggregate of Rs. 4,000, assumirg exactly four weeks in a month).
Assuming “hat the each individual spend's his income each day in such equal
amounts th - at the end of the income-period they are left with zero cash
balance. The patiern of iransdctions balance of the two individuals is shown in
‘Figure 2.2. The above assumption implies that the average transactions alance
during the income-period world be equal to half of thie income of that g2~
Individual A yvould therciure, have a transactions balance of
Rs. 4,000 X /2 = Rs, 2000, wiile transactions bala.nce of individual B w3 ..,d
be Rs. 1,000 X 1,2 = Rs, 500

4

4000 — Income of A imoxthly)
g_ 5
. 3000-+
m ' 4
5 . - A-erege Transactic N
S 0d — o N\o_ . .___ _ _Aerepe Transaction
g 2000 . Baleace of A
E - : o C
i 1000- . Income of B (Weekly)
T Average Transactions Balance of B
S0 QT =™~ =R~ — L :
L= ' —k » Time (Weeks
0 1 2 3~ 4 _ )

! Income Periods {Weeks) -
Flg. 2.2 The Trarsactisn Trucand for Money and the Iu-;ome -period.,

Howcver, the assumption »f an even dmmbunon of expenditure over the income-

. period seems very simpiistic. Certain payments like the monthly bills for electricity,

water, telephone, house re::. children’s schooi fee, etc.; and other lump sum payments

. are_generally made at the beginning of the montl. Cash holdings, therefore, decline
ra.pldly during the early part of the i income period.

" . Business ﬁrms also need cash for meetin g their day-to-day transactions. But rhen-
. receipts and payments- are not as regular as those of the households:-Compared to
‘households, therefore, the"firms must keep relatively larger cash balances at any point

el
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"From the ‘above analysis, it is clear that the transactions demand for money *" " Demandforsnd Supply of Money
_depenqs upon 'the volume of transactions, which are djrectly rela_tgd to the level of
Income. This relationship between the transactions demand for money (L;) and:
‘the level of money income (Y) is expressed as: « e o o
L= f(Y) Ll P SR ..... (3)
For siinpliﬁi:a_tion-it is assuinedlth_at the relationship expressed in Equation (3) is
stable over time. This js diagrammatically shown'in Figure 2.3, where transactions
demand for money increases in direct propertion to the increase in income,

'A'pan from income, certain other factors are also relevant to-the transactions deman” d
.6t money in the long run. For example, if a particular society decides to change its

,pgi'}'menl period {rom monthly to weekly, the average amount of cash’ held per day will . ' - .

‘'decline significantly, In a similar manaer, the level of monetisatiofr indeveloping
. zounlt?es’is yet another factor to be taken int¢ account. As barter transactions
. Jeclirie, more cash is needed to facilitale transactions. .

%

L

Money Income

N - . T

o

iy Transactions Demand for Money

_'Flg. 23 Tranucl.lons D:ui.lnd for Moi'ey Function

—

‘Keynes treated transactions demand for mon="r as a function, of income alone.

However, later economists attempted to show that the transactions demand is affected

by the changes in interest rate also. At higher rates of interest, transactions demand is
inte~sst-clastic, as.a high rate of interest -implies higher opportunity cost of holding -
rilbp;y',"i.e., higher sacrifice in terms of interest income. It is at very low rates of

interest that transactions demard is interest-inelastic, However, Keynes believed that | -

money for transactions purposes is held mainly for the sake of convenience.and not . * s
for.eaming interest. The interest-iue!dstiq transactions’demand is shown in F ig_ure 24, .

2) The Precantionary Motive _ .. ‘ ) ‘

The precautionary demand for money arises mainly ‘due to the uncertainty of ful_ure o
‘receipls and expenses: The cash held by an individual/firm“helps in meeting, :

unexpected fall in receipts qr,-rise.in'qicpend_iture',or_bot.h in future. T

Like tfansactions demand, precautionary demand for money also is related to the )

level of income, and varies directly with it. Compared to a small firm, a firm having-

high tirnover heeds more cash in hand. In a similar manzer, a rich man generally

needs a larger amount of cash for precautionary purposes. A firm’s precautionary

demacd for money is influenced not only by the level of income of the firm but also

by factors like political situation and business conditions prevailing in the economy. If

he' political situation is unstable or the business conditions look bleak, there will be "

reater demand for precautionary ba]ahces,’ and vice versa..It may be noted that since -
srecautionary demand for money is generally found to be directly related to the Iggﬁl ' ) 19
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of i mcome, Keynes clubbed auph dcma.nd for mgney with the transactions dlemand for
mone}'

. "

Rate of Interest

0 Demand for Money

Flg. 24 Relation between Interest and transaction demand for mopey.

. 3_) The Speculative Moﬁvé

The Keynesian proposition that the money is held for transactions and
prevautionary purposes does not conflict with the classical theory : a transactions
balanc~ is nothing but money serving as the medium of exchange. Same can be
said for *z precautionary balances also. However, the third motive introduced by
Keynes, = .. the speculative motive for holding money, represents & distinet .
break from d’ -lassical theory. The speculative demand for money adlo

" sometimes ca'led the ‘asset demand for money”.

According to the speculative motive, money is demanded as an asset:to make

speculation in borids which are long-dated government securities, The speculative
demand for money coires from the people who desire to make capital gains by buying
bonds when their prices are low and selling them when their prices rise. People

. holding speculative balances keep anticipating akout the behaviour of bornd prices in

future. If they expect bond prices to fall in future, they hold speculative balances so
as to be able to buy the bonds when theu' prices actually fall and sell them when their
prices actually go up.

The bond prices (or the capital valué of bonds) are inversely related to the rate of,
interest. A.fall in the interest rate will lead to an increase in the bond prices, and
vice versa Suppose a Rs. 100 bond yields an =nnual return of 5%. Let us say the

" market rate of interest goes up to 10%. Since the return on this bond. has reduced to

half compared to the market interest rate, the price of bond (or the capital value of
bond) will naturaily reduce to Rs. 50. Since the bond prices are affected by the
interest rate changes, the speculative demand also becomes a function of the interest
rates and there is an inverse relationship between the two. There are two reasons for
this inverse relationship :
1) As mentioned earlier Keynes considered holding bonds as an alternative to
~ holding cash. Given a choice between bonds and money, the higher the rate of
interess, the greater is the opporuunity cost of holding cash. Hence, at igher
interest rates.more bonds and less cash are held. "
2) An important reason for the inverse relationship is the existence of
- -expectations. At high interest rate it is expected that the interest rate wil
fall A fall in interest rate would mean an increase in the price of bonds. If
the price of bonds is experted to go up in future, people buy more bonds now,
‘résulling in décline in cash balances. This mverse relationship between
spechlative demand for money and rate of interest is shown in Figure 2.5. As rate of
interest declines, the demand for speculative balances increase. Eventually a stage

. may come when rate-of interest becomes so low Lhat peopie prefer to hold the whole

of their assets in cash only. In other words, Keynes suggested that at a certain very
low rate of interest, the speculative demand for money becomnes perfectly elastic.
This is known as liquidity trap. In Figure 2.5 such a situation arises when the rate of

T T




interest falls down to r* — this is the limit below which the rate of interest cannot Demand for and Supply of Money |

" fall. The flat part of the curve inidicates that the expectation about the futurefall in
hond prices is so universal that everyone. will hold cash and not bonds. Th- sitvation
is important from the point of view of the monetary- policy. If the economy is in .

li uidity trap, it would mean that even the money supply is increéased, the rate of
Tterest. will not fall as the economy is already operating at the minimum rate of
interest. .

Rate of Interest

O ' _ M¢ .

L

Spe'culative Demand for Money

4

-

Fig. 2.5. Keynes' speculalive demand for money.

Another important element in the Keynes’ Theory of speculative demand is the
concept of ‘normal rate of interest’. According to Keynes, ot any particular time
period, there exists a certain ‘P which the speculators consider as ‘normal’, ie., the
rate of interest which will prevail in the market under normal conditions. Tt is in
relation to this normal rate that the current rate of interest is judged.as low or high, A
rate higher than-the normal rate of interest wili produce expectations of its fall in
future, and vice-versa. Hence, the speculative demand for money depends on the

current rate of interest in relation to the normal rate. '

It ‘»ill be relevant here to make distinctioibetween active and idle cash balances, as
giver. by Keynes. The active balandes are those ‘which are used as means of payment
for meeting transactions, while the rest are idle balances. The transactions and
precautionary demand for money are sometimes called the demand for active
balances, while money demanded for speculative purposes is called the demand for
idle balances.

Total demand for money -
According to the Keynesian Theory, the total demand for money M1 is composed of
LI and I_g,l.c

Mé=Ly(Y) + Li(t) ...... et e (4)

Where, L; (Y) represents the transactions and precautionary demands for money,
both of them being an increasing function of the level of money income (Y). The third
component, viz, L2 (r), represents the speculative demand for money which is a
declining function of rate of interest (r). Equation (4) is an additive function of
demand.for money showing thdt the demand for money is the sum of interest-inelastic
- component of transactions and precautionary demands (L) and interest-elastic 21
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W

véo;nponent of speciilative dehian&-(lg). This is shown in Figure 2.6.

Ll"r_- .

Total demond for- Money

Flg 2.6. Total Demand for Moy (Le Ly + 1)

K. ever, the post—Keynesmn economists believe that money is one asset only and
t.he si.ne unit of money can serve all the three motives. So the demand for money -
_cannot rzelly be compartmentalized into different motives as shown by the sdditive;
 function: E~onomists Jike Tobin and Baiimol have tried to show that transactions
demand for u oney is not-only income-elastic but is also interest-elastic. Thesame .-

" argument cen -.< given for the- precauhonary demand also, On the other hand, the

- speculative demand can be shown as an increasing function of the tota! welth. -

. Taking income as a proxy for wealth, the speculative demand can also be shown to
depend upon both the-rate of interest and.the level of i income. .In the light of this, we'
. can modify Equ*hon (4) as

M= LD eeinnereriioninnns e, TR s

In Equatlon (5) demand for moncv (M) is posmvely related toY and negatively -

Telated tor.

Check Your Progress B '

'1) What is the main difference between the classical and the Keynesian theory of
demand for money ? ?

........................................................................
.......................................................................

T

4) Which of the followmg state:nents are True and which are False ?

1) Idle cash balances sre used for meeting transactions.

UL
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it). There is a negative relationship between the level of income and the
transaction balances. -

iii} The speculative demand for money is inversely related to the level of income.

iv)" Monetary policy works very effectively in the situation of liquidity trap.

2.4 THE SUPPLY OF MONEY _

' 24.1 What is Supply of Money ?

Supply of money. in an economy at any point of-time refers to the volume of money
.held by the households and firms for transactions and settlement of debts. In the
generally accepted measures of money supply we do-not include the meney held by
the government and money lying with the commercial banking séctor. This is done
mainly.to separate the producers of money (i.e. government and banking system) from
the demands of it {i.e., the households, firms and institutions). ’

‘The supply of money at any point of time consists of : .

1} Currency: It consists of both paper currency and the coins in circulation, The
former is in. terms of currency notes of the denomination of rupees two and above
issued by the central bank, i.e. Reserve Bank.of India, and rupee one notes issued
by the Government of India. . L E

2) 'Net demand deposits: Total demand deposits with banks include deposits from

’ public and those deposits which one bank holds with other banks (viz., inter-bank
deposits). Only the former component of totdl demand deposits are-included in
supply of money, as money, by definition, is something held by public.

2) ‘Other deposits’ with Reserve Bank of Tudia: They include demand deposits of

- quasi-government institutions, foreign central banks, foreign governments, the

World Bank, ete. This component of money has been a very negligible proportion ‘

of total money supply in India, -

" The conventional measure of money supply (known as M) inclides coins arnd - -
. currency notes in circulation with the public and the net demand deposits. This
» measure is often réferred to as a narrow measure of money supply.

. In modem literature on money supply, distinction between money and liquidity has
been emphasized. In this context, it may be found that it is not only money (in
the conventional sense) butalso near-money that is part of the liquid assets available
with the public for spending. People’s ability to spend, therefore, dépends upon the -

. amount of -overall liguidity in the economy which depends both on the total Stock of
money as well as near-money assets. In the near-money assets we include : !
i) savings deposits with post office savings banks and commercial banks, bnd ii) time
deposits of the banks (net of inter-bank deposits). ' ‘

We know that cheque facility js available against the saving deposits, which adds to
liquidity. Similarly, fixed déposits'can be prematurally encashed or a loan can be
‘ ‘taken against them. Both: these options result in greater liquidity. :

Till 1967-68, the Reserve Bank of India defined money supply only in the

conventional manner (i.e., M), But from 1967-68, it also'started publishing a broader.

medsure of money supply and called it aggregate monetary resources (AMR). Since
1977, the RBI has added two other measures of money supply, called M, and M.

" These four alternative measﬁ’::es of money supply, as given by.the RBI,-may be stated
as: . g .
M or M) = currency held by the public + demand deposits of the public
M; = M; + savings deposits with post office

- AMR or My = M + time deposits of banks held by the public
M; = M3 + total post office deposits - .

- Both M; and M; are conceptually the same as.M and AMR respectively. However,
these differ in their coverage. M) and My measures of money supply give a better
coverage to the co-operative banking sector than do M and : '

Post office sayings deposits are far Iess liquid than commercial bank savings, Savings_

Dremand !‘or_n'lgd Sui)plx ofMon:y

Il
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deposits with post office can be withdrawn on demand, but have the followmg
restrictions :

1), -Chequable portion of these depos1ts is very small

2) There are restrictions on number of withdrawals in any week.

3) There is a maximum limit on the emount of any single wnthdrawal {unless an
" advance notice .IS given to the post office).

' Consequently, post oﬁ' ice savings deposits cannot serve as a medium of exciimige’

and are less liquid than the 'savings deposits with the commercial bank. It is with a

. 'view to treating post office savings deposits as separate from the commercial bank

e5iNgE depos:ts that M, and My series of money supply are provided by the RBL

- 24.2 Agencles Influencing Money Supply
Money supply with the public is influenced mainly by the central bank of the country .

and its commercial banks. Through its fiscal policy, the government also a!'t‘ects 14
some extent, the supply of money. ..

The Central Bank and Money Supply : The central bank 2f & country affects money

‘supply both directly as well as indirectly. It is directly responsible for the issus of

currency notes and coins, On the other hand, it can indirectly influence the deposit
component of the money supply. We know that a commercial bank can credte:

. deposits keeping in view its cash balances. If the central bank uses methods to reduce

'the supply of ¢ash balances with the commercial banks, the latter will be able to give
less loans and advances and create less deposits. The opposite will be the
consequence if the central bank uses its power to increase the cash balances with
commercial banks. In order to achieve this, the central bank uses various ¢ontrof .
instruments, like changes in statutory reserve requirements of commercial banks,
changes in interest-rate structure of banks, open-rnarket operatxons, lending policy
towards commercial banks, ete.

. Commerclal banks and money supply: Cem'mercial banks can c¢reate demand
"deposits or bank money. These deposits are created in two ways:

1) When people deposit their cash with tae banking system, they convert their ‘cash
in hand’ into demand deposits. These deposits are known as primary - deposits.

] 2) The cash brought into the banking system through these primary deposits is then

~ either used to buy financial assets from the market (e.g. bills, bonds, etc.) or lent

to mdustry and business. We know that when any bank lends to a customer, it
does not give cash to him ; instead the bank credits the Joan amount to the
customer's account, thus creating demand deposits in his mame. Since these.
deposits have been created on the basis of primary deposits these are known as
derivative deposits. If banks are able to grant more loans on a givenr amount of
primary deposits, it would result in'more bank money. It must be noted that time

. deposits do not become the basis of credit creation because time deposifs are not
used as a means of payments — these are only savings for the specified’ period.
The capacity of the banking system-to create bank money depends upon the
following factors ; ’

i) Availability of cash with the banking system
ii) -Willingness to borrow from the banking system
iii) Ratio of cash to bank deposits
iv) Credit control policy of the central bank of the country

Government and money supply: The Government also affects the supply of money.
Whenever the government imposes taxes or borrows from the public, it reduces the
volume of aveilable money with the public. On the other hand, when government.
finds that its income through taxation and public borrowings faits short of its
expenditure, it borrows from the ¢entral bank (against its own securities) to pay off its
creditors. Consequently, the availability of cash with the public and the banking
system will increase. As the aveilability of cash with the public and the banking
system chanses, s0 does the economy’s capacity to expand.or reduce credit.

It may, therefore, be concluded that the supply of money in an economy increases
under the following situstions:

1) when the public wants to hold less cash with themselves and is willing to borrow

more from the banking system ;

| 2) when commercial banks expand their credit operatlous H
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3) when the central bank issues more currency or follows a monetary policy that
helps in expanding credit. -

2.5 THE VELOCITY OF MONEY .

" The discussion on supply of money rei- ~vd to the quantity of money at a particular
point of time. However, Irving Fishér -..d other exponents of Quantity Theory of

“Money were more interested in the concept of the supply of money over a period of
time rather than at 2 point of time.

. Fisher uses the concept-of transactions velocity to find out the money valué of total
transactions during a given period Transactions velocity is defined as the avecage
number of times a unit of money changes hands for moneys activities during a given
_period. For example, if a hundred rupee note passes-five hands on average during a
time period, it-means that the hundred rupee note has served transactions worth
Rs. 500. In this ¢ase, transactions velocity is equal to 5. Higher velocity.of circulation
implies smaller quantity of money required to meet a given money value of total -

. transactions. Transactions velocity of money depends upon the payments practises

and other structural features-of the economy. Since these determinants are found to

[change slowly, the transactions velocity is alsb considered as slow changing.

With the development of national income accounting techniques, the transactions

velocity gave place to income velocity of money. Income velocity of money is defined

" as the average number of times a unit of money is used for making payments for final

. goods and services only. Obvibusly income velocity of money will be smaller than

. iransactions velocity because the latter refers to all transactions. Income velocity of
money depends upon the structural factors like payments practices, the business
organisation and the working of the mechanism for transferring payments in the
economy. Income velocity of idle money balances (e.g. hoardings) in an econc:y is
zero. Greater the share of idle balances in the total money stock, the smalle: will be
the share of the total money stock available to finance purchases of final goods and
services, resulting in low income velocity of money.

Check YOI:II' Progress C
1) . Supply of money consists of

M= ...... E e e e e e e e e e e e e
M2= ..............................................
M;

i

3} Which of the following statements are True and which are False ?
) Total stock of money in an economy determines the overall liouidity in the
economy. . :
iy M; and M; differ in coverage when compared to AMR,
(iii) Post office savings deposits are far more liguid than commercial bank savings
deposits. : ' !
iv} Commercial banks use primary deposits to create credit.
v} The money held by the government is not included in the measure of money

supply.
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2.6 LET US SUM UP-

. Money forms an integral.part of any modern economic system. The two major

functions of mor .y are* 1) as the medium of exchange and 2) as the store of values.

* The reason why pecple desire o hold cash in hand can‘be explained in terms of thtree

molives; viz., the transactions, precautionary. and speculatwe motives. The first two
motves relate to the medium of exchange characteristic of money, while the third (i.e.
the speculative motive) tc the store ofvalue feature of money. The classical and the
neq-classical economists concentraled only cn thie first two motives, whereas
Keyndsian theory of demand for mone} incorporated all the three motives. The third

-mctive war solely 1ntroduced by Keynes and it represented a major breakthrough in

monetary theory

- Money supplv or more prccnsl.':ly the stock of money in ¥ 4n economy, is the money
. held by the piblic (i.e. individual firms and institutions) at a point of time. Several

measures of money supply have been jntroduced by the Reserve Bank of India, viz.,
Ml, N, M3" and My. Of these, M; had been the most-commonly used measure of
money supply prior to 1978. It consists of the currency and demand deposits held by
the public. However, after 1978, M3 measure (which includes the net ume deposits of
banks) has replaced M; as the popular measure. The former measure is called t.he
narrow defmtlon of money supply whereas the latter measure, i.e. M3, is called -t
.roadeqdeﬁ_mhon of money supply. However, it needs to be noted that these

‘m. 'sures differ only in terms of Lheir_cbverage but not the concept.

E'I'ho.enc are basically three agents that influence the money supply in an economy. .

These are:.the central bank of an economy, the .commercial banks and the
government. The central bank affects money supply not only by issuing currency
notes'and cou-s but also through its monetary policy including its control over credit
creation. Bar*". on the amount of primary deposits, the commercial banks create
derwatwe depe sits and create credit. Government of a country can also influence the
money supply Jy. followmg different 1oxation, pubhc borrowmg and expenditure

Velocity of circulation tefers to the number of time a unif of money changes hands to
fulfil transactions needs during a given time penod Transactions velomty of maoney is

- the average number of times a unit of money changes hands for all kinds of

transactions iff an economy during a specified period. Whereas, income velocn-y of”

-money refers to the number of fimes a unit of money is-used for making payments for

final goods and services only during the specified period of time. Velocny of

) c:rculatlon‘ls considered as slow changmg

‘2.7 KEY WORDS

- Active and Idle Cash Balances : The cash balinces which are used as means of
~ payment for meetmg transactions are active balances. The rest are called idle

balances.

Broader Definition of Money: The only difference between the narrow and-broader
definition of money is that of the'net time deposits of the banks. The broader measurc
of money supply includes the net'time depaosils also

Demand for Money': Money to hold on hand.

" Liquidity Trap: A situation in the bonds market when the rate of i_ntérest falls

to its lowest level and the speculative demaid for money becomes perfectly elastic.

Narrow. Definition of Money: A measure of méney supply (given by RBD which® .
defines money as sum lolal of currency and demand deposits held by the public.

Normal Rate of Interest: The rate of interest that will prevail in the bonds market
under normal -conditions. Tt i is in relation to this normal rate that the curreni rate is

-judged high or low.
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Precautlonary Demand for Money The amount of money demanded for meeting
unforseen increases in expenditures or delays in paymenls

Speculative Demand for Money: Money demanded by the speculators to )
speculate in bonds so as to make capital gains by buying bonds when-their prices
fall and seiling them when their prices rise.

Transaction Demand for Money: Money held to meet day—to-day or current
transactions. -

2.8 ANSWERS TO CHECK YOUR PROGRESS

A 3 i) True, ii) False, 1iii) True, iv) True
B 4 i) False, ii} False, iii) True, iv) False
C. 3 i False, ii) True, 111) False, iv} True, v) True.

2.9 TERMINAL QUESTIONS

1) Why is money demanded ? How is the Keyne51an approach different from the
classical approach in this regard ?

2) Discuss the various motives for holding money. Is demand for money a function

of the level of income-and the rate of interest ?

3) . What are the various measures of the money supply used in Indla ? 8 Which of

these measures is most commonly used at present? -
4) How is the parrow dcﬁmtlon of money djﬁ'crcut from the broader definition of
: 'money"

Note: These queshons will help ,'ou to understand the unit bctter Tty to write
answers for them..But do not submit your answers to the I.I.DWel'Slt_V for assessment.
These are for your practice only
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~ UNIT 3 MONEY AND PRICES

Structure
30 Objectives

.3.1  Introduction
3.2. Quantity Theory of Money

..3 2.1 Cash Transactions Approach
'3.2.2 Cash Balances Approach )
* 3.2.3 Comparison of Cash Balances Approach and Cash TransacLIons Appmach

3.3 XKeynes” Theory of Money and Prices

3.4 Milton Friedman's Quantlty Theory of Money
35 Yet Us-Sum Up

3.6 Key Words

3.7 Answers to Check Your Progress

3.8 Teminal Questions

3.0 OBJECTIVES

T

After studying this unit, yocu should be able to:

® explain the factors which determine the value of money and price level

@ justify the quantity theory of money )

* dlfferenuate between the cash transaction and cash balances approaches to the
quan®:ty theory of money -

® outline the superiority of Keynes theory over classmal theory of money

® analyse the restatement of quantity theory of money by Milton Friedman.

3.1 INTRODUCTION

The value of money: differs from the value of other objects ini one fundamental
respéct, that is the valie of money represents general purchasing power or command
over ‘things in general’. High prices of other things are reflected in the low exchange
value of money. Similarly, low prices of other things mean high exchange value of
money. The value of money is, therefore, the reciprocal of the general price level (p)
and can be expressed as 1/p.

One of the basic problems is to identify the factors which determine Lhe value of

. méney or to explain the causes responsible for changes in the purchasing power of

money. In this unit, you will study various theories related to the value of money and
prices. In particular, we will discuss the quantity theory, Keynesian theory and
Milton Friedman's quantity theory of money. -

3.2 QUANTITY THEORY OF MONEY

Classical economists try to explain these changes in the general level of prices with
the help of the ‘Quantity Theory of Money'. This theory is generally associated .with
the name of American Economist Irving Fisher, though its origin can be traced back
to Devin Zatti, an Italian writer of the 16th century, Bodin, Cantiiicn and Hume who
gave vigorous formulations of the idea embodied in the theory.

According to the Qua.ntlty Theory of Money the value of money depends -+ the

quantity of money in circulation at a given point of time in the economy. Escentially,
the quantity theory of money hypothesizes that changes in the general price level are
to be explained with reference to changes in the quanity of money in circulation, So,
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an increase in the quantity of money leads to an increase in the price level, while a
contraction in the quantity of money leads to a decline in the general price level. In
its orthodox version the quantity theory states that, other things remaining -
unchanged, the changes in the general price level are directly proportlonal to the
c¢hanges in the supply of money. To cite Prof. Taussig, ‘double the quaniity of
money and, other things being equal, prices will be twice as high ds before; and the
value of money as one half Halve the quantity of money, other things being equal,
prices will be one half of what they were before; and the value of money will be
doubled. ' '

The quantity theory of money has two approaches :
1)"The Cash-transaction approach or Fisher's version
2} The Cash-balances approach or the Cambridge version.

Let us understand the basic difference between these two approaches,

3.2.1 Cash Transactions Approach

The Cash Transactions approach to the quantity theory of money is usually ascribed
to Simon Newcome and Irving Fisher. Hence, this approach is also called ‘Fisher's
Equation’. Fisher explains changes in the general price level (P) with the help of -
changes in the quantity of money in circulation (M), its velocity of circulation (V),

and volume of transactions (T) Fisher's equation of exchange rgads as:

or, Aggrepate supply of money = Total valye of all goods and service's

According to Fisher, the quantity of money in any economny depends upon two
aspects : 1) the quantity of cash with the public (M), and '2) the velocity of
circulation of the.cash (V).

We know that in an economy cash does not remain idle (except when money is
hoarded). In the event of a transaction money changes hands. The average number
of times a curr2ncy note changes hands during a glven perlod of time is known as
its velocity of circulation. S

-

Velocity of Circulation : For example, if a 100 rupee note changes four hands in a
day, it has served the transaction needs worth Rs. 100 X 4 = 400. Here we may say
that though the cash (M) was only Rs. 100, the quantity of money {MV) was equal to
Rs. 400. However, all units of cash do not circulate at the same rates.'Some currenc
notes circulate faster than the- others. So, for finding the quantity of money in an
economy, we need to estimate the average velocity of money. When we multiply
the average velocity of money with the quantity of cash in hand In the ¢conomy
during the year, we get the total money supply in the econo:'r_:y during that year.

It is a common knowledge that money is demanded mainly for the purposes of - -
transactions. The total demand for money would, therefore, be equal to the total value
of goods and services transacted during a given period. The latter would in turn be
equal to the volume of goods and services transacted (T) muitiplied by average price
of these goods and services (P). - ' :

Equation MV = PT which we Lfve stated earlier may also be rewritten as :

P=MVeoororroemrrorrreoine (2)
T

The above equation implics that the pricé level at a given point of time may be taken I
1s the ratio of total money supply to the total volume of goods and services transacted
it that time. L

hsumptibqs_ : Fisher's version of quantity theory of money is based on the following

hree assumptiions: - N .

) It assumes that the velpcity of money (V) is constant and is not affected by the
changes in the quantity of cash (M) or the price level (P). .

') It is also assumed that the volume of goods and services (T) remains constant as
it depends. on the size of natural resources, climatic conditions, techniques-of -
production, productivity of labour, transpoqt’at.ion facilities, etc. The ccnstancy of
total volime of goods and services transacted (T) is based on another assumption -

Money and Prices
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that there exists full employment in the economy, i.e., there are .10 unemployed:
- productive resources which can be used to increase product:on of goods and
services to he exchanged for money. '

3) In quantity theory of money the variable price (P) is a passive factor. It is
affected by other factors in the equation, .bul not vice'versa. Thus, the association
between price (P) ard other factors in the equation is only one-sided in as much
‘as P is determined by other elements in the equation.

In short, the Fisher’s version of quantity theory suggests that :

1. Frice level (P) is determined by quantity of cash in hand (M) average velocity of

cu‘culatlon of money (V) and the volume of goods and services transacted (T)
~; "P'does not change by itself . .

5} V and T being assumed constant, a change m M result in a proporuonate change

inP.

Fisher also provided an extended form of his original equation of ‘quantity theory.
In this form he classifies money into two gronps © i) the cash held by Lhe public ; and

; u) the bank depoists.

Ir. the original equalion i.e., Equation 1, presented earlier 12 91ad considered only the
first variable. In his extended version he introduces a new set of variables, viz.

. demand deposits (M’) and the velocity of cnrculallon of demand deposits (V'

Equation 1, thus, can be modified as:

PT=MV+MV ...... b E e e e e e et (3)
oo P=MV+MV  .......c..oieL. e, e RTI {4)

According to FLSher V is a short run constdnt and M’ cannot change automaucally
because there is a'stable relationship between the primary money, the bank reserves
and the voirne of bank deposits. Thus, with the kelp of exiended version also = -
Fisher came to-the same conclusion as with his original version, i,e., the changes
in- quantity of maney are the exclusive cause of changes in general price Ievel

Cnuelsm of Cash Transactions Approach : The cash trafsactions approach was
severely criticised by some of the later economiss. The major points of Cl‘lUClSlTl are
presented below

1) Fisher's version ot‘ quantity theory is based on some unrealistic assumptions. Hls
assumption ‘other things remaining unchanged’ implies that V and T remain -
constant. In reality, change in M affect V and then T. Fisher also assumes that M
effects P but not vice versa. But it is easy to find instances where P has Been

" active and has influenced M and V. In fact, all the variables in the equation are
mutually interdependent. The quantity theory ignores this mutual inter-

- dependence and reaches-the conclusmn that money (M) is the cause and price (P)

" - is the effect. . -

2) The quanuty theory is stauc in nature. The theory may apply to a community
which is living under static conditions:

3) The theory lries to establish an unrealistic direct causal relal:enshlp between
.- maney (M) and price (P) without realising the importance of other monetary
factors and relative. prices. The quantity theory. of money over-emphasises the
role of quantity of money in determmmg the price level.

4) It ignores not only certain monetary-factors but also the non-monetary factors,
like diversification of industry, differentiation in human wants, transport facilities,
use of bank credit, etc. These are found to have a s:gmﬁcant effect on the pnce

. level. : :

3} Tais t.heory assumes the existence of full employment and postulates lhat beyond
" full employment any increase in M will result i in an increased P. But when there
are-unerployed resources, the supply curve of output would be elastic and as

such Lhe.merease in'money supply (M) may lead to an increase in real income
and output rather than in Price (P). However, the situation of full employment is
itself highly improbable. -

. 6) The variables P and T in Fisher's Equation lack clarity of identiﬁcation. P
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includes prices of all kinds of commodities and factors. They may be moving in Money and Prices " -

~opposite directions or some of thém may not be moving at all. Similarly T )
- includes all kinds of goods and services.” How to combine these to get variables P -

and T seems highly difficult in practice,

7) Fisher only explains that change in M results in a change in P. But he does not
* explicitly specify the process by which M affezts P, , S

8) In Fisheffs-vérsioh, money is needed on#y for tr'a_nshct.ion purposes, It ig:iores-t.he
" ’fact that money is-also used as a store of value and for speculative activities.

9) The equation of exchainge _'canngit expre:s the char.ges in the structure of relativa
_ .. prices caused by monetary factors,.. = "~ T )
10} Fisher has also failed to capture the role of rate of intérest as a link between -

“money (M) and price (P). - . _ _
Inspite of all its limitations, Fisher’s quantity theory of money has attracted sufficient -
Attention of students and policy-makers alike, A number of instances can be cited .
from economic history to'prove validity of this version of Quantity Thecry, Thriapid
rise in prices in India in recent years is also-stated to be asscciated with a substantial
increase in the supply of money in the economy. However, it needs to be éemphasized -
here that what quantity theory postulates is not the complete truth, So, we need-to -
look beyond. - - o T “ L

sheck -Your Progress A
) What is quantity theory of money ?

......................................................................

}) Which of the following statements are True and which are False ?

i) Exchange of money and the general price level move in the same direction.

ii) ‘According to the-quantity theory-of money, the value of money depends upon
the quantity of money in circulation at a given point of time in the economy.

iif} According to Fisher, the quantity of money in any economy dépends upon :
a) the quantity of cash with the public; or .
b) the vzlocity of circulation of the cash. .

iv) All units of money do not circulate at the same rale.

-.v) -Money is demandzd only for transactions purposes. .

vi) Fisher’s quantity theory of money assumes that it is beyond full employment

that any increase in M will result in an increased. P.

-2.2 Cash Balances Approach . ‘
ome Cambridge economists, viz, Allred Marshall, A.C. Pigou, J.M. K¢ snes, and
».H. Robertson gave a different version of quantity theory of money, know.: as the
ash.Balances Approach or the Cambridge Version. The -garlier version of qu. 1tity
ieory laid emphasis on the supply side of money, while-the cash balances approacr.
nphasised the démand side of money. According to cash balances approach the
ilue of money depends upon the demand for money ; but the demand for moncy
ises on account of its function.as a store of value. The essence of lne. cash -
ilances approach has been clearly stated oy Marshall as follows ; Tz every state of
iciety there is some fréaction of their income which people fird it 'f;?rth while to keep
the form of currency ; it may be.a fifth or fenth or.a twentieth, ;. A laige - -~
'mmand. of resources in the form of currency renders their business easy, smooth .

1d puts -them at an ap’vahragei-{ri‘b_ézrggfm'ng.’.' : CLT e B S 31 .
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Aécnrdin‘g to Marshall people keep a certain part of their annual income and wealth
in the form of ‘ready purchasirig power’. The ﬂggregate demand for money, therefore,

- depends upon their annual income and the size of their wealth. Treating the demand

for money as a stable function of income and property, Marshall expressed it in terms
of the*following equation:

Where M stands for the quantity of money, K represents the portion of income which
people want to hold in cash, X' is the portion of their assets they want to hold in cash,
A is the money value of assets and Y is the total annual money income.

" Those who followed Marshall, }ater negiected the assets part of the equation. Further

in the Marshallian equation, the team Y was further decomposed into real total output
(O) and the price level (P), thus giving us the equation:

T R (6)
OF, P=M ...t e it e et e e e (7)
kO

Accdrding to Marshall’s equation (Equationt 7), P is influenced not oniy by changes
in M, but also by changes in k

Marshalhan cash-baiance approach has bcen criticised because when we dw:de both

- s:des of Equation (6) by k and replace ! on the left hand side by V, we again arrive

r -

ﬂt Fisher's Equation (though in its income version), But to criticise cash-balance
approach on this count is to entirely miss its essence. As Friedman points out, “The
two approaches stress different aspects of money, make different definitions of money
seem natural, and lead to emphasm being placed on different variables and analytical
techniques,” . .

Cambrldge Equ Jion: A C. Pigon stated the Quantity Theory somewhat differently
when h._?. pat the c+sh balance equation in the following form:

P=kR oo oeneenninrienaaanaeeenns ST FOTUTUT (8)

Where R is the to1ai real income, k stands for the proporiion of tolal real income o
be maintained in legal tender, M is the total units of legal tender and P represents the
value (or purchasing power) of money. But we know Lhat all people do not hold cash
strictly in the form of legal tender money. Some of themn hold part of it in the form of
bank deposits. Keeping this in view the above equation was suitably modified to make
it applicable Lo those situations in which k is held partly in currency and partly in the
form of bank deposits. The equation in its modified form becomes :

TP =KR (CFBI =0}ttt e (9)
o, M=XKR(c+h{l-c))...... TP (10)
. P

In this equation’'c represonts the proportion of k which the community holds in the
form of actual legal tender, and h stands for the proportion of legal tender money
which is kept in the form of bank deposits. D.H. Robertson gave a similar equation to

_ that given by Pigou. According to him:

1Y R o U (11)
R R Y ST s (12)
kT

where, M represents cash with the public, P the price level, T the total amount of
goods and services and k is the fraction of T for which the people wish io keep in
cash. Robertson’s equation is considered better than Pigou’s as it is a simpler

explanation of the vaiue cf money.

Critlcism of Cash Balances Approach

. Cash balances apptoach suffers from; the following shortcomings :
. 1) The introduction of the factor. R (which represents the current income of
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'commun.ity) suggests that a change in its quantity is one of those inportant
factors that directly influences the demand for cash reserves. This is not true.

2) According to Keynes the importance given to the proportion of bank deposits to
the community's income is misleading when it is extended beyond the income

- ~daposits. However, the contention of this approach that the amount of reat
balances held is determined by the comparative advantages of holding resources
in cash, and in alternative forms; so thata change in R will be attributable to a
change in these compsu-au\re advantages, is no doubt, useful and instructive,

3) The cash balances equation does not th.row light on the dist .~nces which oceur
owmg o a change in the proportion in which deposits are hzie for dlﬁ'erent
purposes, like savings, business and income. =

4) The Cambridge approach ignores the speculative demand for money whlch is one
of the most important motives for holding money.

5) This approach does not furnish’an adequate monetary theory which could te used
" to explain and analyse the dynamic behaviour of prices in the econemy.

3.2.3 -Comparison of Cash Balances Approach and Cash
Transactions Approach

Some economists believe that these two quantity equations are basically the same.
While the Fisher’s version, by incorporating V, emphasises the value of money over a
period of time, the cash-balances equation explains the value of money ‘at'a point of
time by including the concept of the demand for cash balances, k (which is just the
reciprocal of V). Robertson sums up this opinion by stating that, ‘the two equations
are different observaiions of the same phenomenon’.

However, these two approaches also have their points of dissimlilarity. The two
approaches give different interpretations to the demand for money. Wt ile cash
transactions approach looks upon money as a flow, the cash balances approach looks
upon money as a stock Fisher's approach emphasises velocity of money, while
Pigouvian approach stresses idle balances kept as a part of the national incdme.

+The cash balances approach is considered superior to the cash transactions approach.
By focussing attention om the cash balances which people like to hold (comparing at
the margin the relative advantage of holding money as against spending or investing
it), the cash balances approach highlights the subjective valuation of incividuals.

. According to ‘Marshall, the chief merit of the cash balances equation is that it
removes the serious complizations which creep In when we establish a

relationship between the velocity of money In circulation and the value of money, '

as has been done in the cash transactions approach,

The cash balances approach is the forerunner of the modem liquidity preference
theory which is significant for the determination of equilibrium level of income and
employment in an economy, 3nd aiso in explaining the limitations of monetary policy
while handling cyclical phenomena in an economy.

Check’ Your Progress B
1) What is cash balances approach to the quantity theory of money?

3) Which of the following statements are Troe and which are False 7’
i) In Marshall’s equation P ig influenced  not only by changes in M but alse in-
K.

Money and Pricea
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if) ‘V stands for reciprocal of ‘K’ in the Marshallian approach. .

iti) Cash balances equation is associated with Harva-d economists.

iv) Proportion of total real mcorne is held partly i1 legal tender and part]y in
bank deposits. -

v) ‘K’ in the equation of exchange denotes the fraction of money income which
.people desiré to keep in the form of currency.

.32 KEYNES' THEORY OF MONEY AND PRICES

As you know, the qu antity theory of money statés that any change in the quantity of
money produces a proportionate change in the same direction in the general level of

 prices.. In other words, the value of money is a function of supply of money, such that

when the supply of money is doubled its value is halyed, and vice versa. This _
conclusion is based on the assumption of full enzployment, given the aggregate outpul‘.
The causal relationship between the supply of money =ad the level of prices
constifutés the core of the quantity theory of money. But this relationship is not so
simple and direct as classical economists make us believe.. In the classical enelysis,

the real and the monetary sectors of the economy were. taken as completely self- -~
contained and indépendent of one another. The classical economists failed to realise

bt changes in the ‘aggregate money supply could ot influence the general price level
of the cconomy without first affecting the real prices because the former was merely

an FEg"glthﬂ of the later. Any change .in the general p.ice level must necessarily be
traceable #a prior changes in the relative prices of ‘znous and services, Consequently,
it is necessary to relate the theory of money with ihc theory of relative prices in order
to find .out the real chain of causation betwezn changes ir the quantity of money a.nd

. changes in the general price level. I

' Keynes criticised the-classical approach which regarded money as neuu-al i.e, havmg‘ .

no influence on equilibrium of the ~oal sector of the economy. The classlcal theory of
money aimed at the ltationar_v equilibrium, while Keynes was largely concerned

with developing a theory of the shifting equilibrium wherein changing views about
the future also influence the present situation. In such a wotld, money is. important

. besause it serves-as a.vital link between the present :md the future.

In his book ‘General Theory of Employ'ment, Interest end Money’, Keynes has g:wen
a new version of quantity theory of money: He has intugrated the theory of prices
with the general theory. of value and output; He denies any direct cansal
relationship between increases in the ‘quantity of money and the rise in the level
of prices so long as there aré unemployed resources in the system.

According to Keynes an increase in the quantity of money increases the amount
of money available for satisfying the ilquldlty needs for fulflliing the speculative
motive. Its inifial impact is ¢~ [ower the rate of interest in-the economy. A lowering of
the rate of i interest tends to increase effective demand for investment, which in turn is
associated with rising income, employment and output. Wi*h ihe rise in income,
outpit and ernployment, the prices may start rising even befor’ ‘the point of ful.l
employmenl is reached. This may happen due to four‘main reasons :

-1) " Since productive resdurces ars not Homogenéous, an increase in output w:ll

generally involve diminishinz refurns and ‘ifcreasing supply nrices, even though
the unit costs of 2!! factors remain unchanged.:
2) The wage rate ig very likely 40 increase with an inctease in output. .

. 3) The prices of olher factors. entering into marginal costs also nse in varying -

. proportinns, .
4). Sirce the short period supply schedules in different markets often show varying
} degrees of elasticity, the prices may therefore start rising even before the suuauan
of full employment is attained. .

With the increase in output, the mma.l emphasis is almost exclusively on increase in
employment But, later on when the situation comes nearer the full employment stage,
the emphasis shifts more towards change in prices. Once;:the full employment is

-reached, further increases in effective demand become tmly mﬂatlonary in the sense

that they entirely result in rising prices.
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The above mentioned relation between money and level of pnces clearly shows that Money »nd F-ice
there is no chrect and.proportional relationship between the quantity of money and-the
price level as hypothesized by the traditional quantity theory-of money. Rather, this
relationship is indirect and remote because a whole complex of relationships is set in

- motion through changes in the rate of interest. Further, a change in the rate of interest
may or may not lead to a corresponding change in the investment demand. -If the rate
of interest is able to influence the investment demand, then through the later it also
affects the levals of employment, income and cutput and thereby leads to changes in
the cost of prcduction and prices. Whether or not this process works itself out fully
depends upon the nature of the two other ma’: determinants of income viz., the
marginal efficiency of capital and the proper.iy t6 consume. For instance, if the
margindl efficiency of capital, for certain reasons, suffers a decline, a fall in the rate
of interest may not lead to an‘increase in the volume of investment, output and
employment ete., and as such the prices may not rise inspite - ¥ 7n increase in the
quantity of money. In the same way, if the propensuy to cor declines because of
certain reasons, increase in the quantity of money may not be ussociated with
increase in prices. Thus, the relationship between the- quantity of money and the level
of prices is a complex one; it is established through a long chain of ¢ausation as
shown in Figure 3.1.

L}

change in the change in the change in change in change in change
quantityof [—# rate of interestt—») investment M output-& ® costof —R _in prices
money M) gr} o o employment production )

: - | ©) ©

Fig. 3.1 Relatlonship between' Quantlty of Money and the Level of Prices '

Criticism of Keynesian Theory

1) Keynesian theory is too general. It is, therefore, dlﬂ'cult to study actual price
changes with the help of Keynesian theory. The market conditions of distribution
of specific goods vary so widely, the technical conditions of production of various.
goods are so different, and variations in the conditions of demand affect various
-commodities so differently that the propositions stated in’ terms of total demand,
total output, general technical condilions, etc., cannot be treated anything more
than the very first step in a theory of prices. :

2) Keynesian formulation is basically static in nature. In real world situations, -

" production and consumption extend beyond a period. They may be a continuation
of the past or a continuatior. into the future. And over time, their composition
and, therefore, the set of relative prices would undergo a change. Being static in

. nature, Keynesian approach is not able to handle them. '

3) Keynes holds that the level of output can be changed by changing the quantity of
" money which in turn depends upon the rate .of interest. But this is conditioned by
_along line of reasoning. No doubt, it is possible to change the leve! of output by
changing the quantity of money stock, and the rate of interest by changing the
supply of money stock, but only if other conditions of costs and revenues operate -
appropriately. )

Superiority of Keynesisn Theory
1) Keynes' theory of prices integrates the monetary theor)r with the theery of value,
The theory of value explains that the price (which is valué expressed in terms of 35
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money) is governed by the conditions of demand and supply in the product
market, which in turn are influenced by factors like morginal cost,.marginal
revenue and-the degree of elasticity. Keynes shows that prices rise because of the
rise in costs of production resulting from the inelasticity of short period supply of
output and employment. ' -

2) Besides integrating the theory of value and the theory of money, Keynes also
-integrates the theory of output with the theory of nioney.

3) According to classical theorists, every increase in the supply of money leads to
© isflation. But to Keynes only that expansion in the money supply leads to
inflation-which goes beyond the level of full employment. By enabling us to
~ distinguish between an inflationary and a non inflationary expansion of supply of
. money, Keynesian theory helps us to understand inflation in the right perspective.

4) One of the most important merits of Keynesian theory lies in removing the old
notion that prices are directly determined by the quantity of money. Keynes
brings forth the fact that the causal process ~hish exists between the quantity of
money and prices is indirect, uncertain, compler. =14 is brought about through
changes in the rate of interest.

3) The Keynesian theory differentiates between the determination ni general price
level and individual prices. Individual prices of various goods are dstermined by
their demand and supply and the type of market; while a large number of
considerations enter the determination of the general price level.

3.4 ‘MILTON FRIEDMAN'S QUANTITY THEORY

OF MONEY

———

Keynes argued that the quantity theory, as propounded by Fisher and Cambridge
economists, was too simplistic as it believed in a direct link between supply of money
and price level. This led to the fall in the popularity of the ciassical version of
quantity theory. In 1956, Milton Friedman edited a book entitied ‘Studies in Quantity
Theory of Money’ which helped in the re-establishment of the quantity theory. His
formulation is known as the New or Modern Version of Quantity Theory of
Money. The setting of the modern version of quantity theory is as follows:

"1) The modem theory is a theory of demand for money.

2) Like Pigou, Friedman also believes in money serving as an assel. He maintains.
that money is only one of the forms of wealth, the other forms being bonds,
equities, physical goods and human wealth. Each of these has its distinctive
features and each offers some return in money or kind. According to Friedman,
the second type of demand for money is for transaction purposes (as stated in
cash transaclions approach also), where money serves as a medium of exchange.

3) According to Friedman, the demand for money, besides being determined -by price
and income levels, is also determined by the cost of holding money. The cost of
holding money consists of: a) the rate of interest on alternative forms of B
assets, and b) the expected raiz of change in the price level. An increasein
either or both of these compon:: 15 will cause a fall in the amount of meney which
people would like to hold in cash. At higher cost of holding money, t eople will
economise on their cash balances. Conversely, a decrease in the rarz of
Interest or a fall in the price level reduces the cost of holdi-g money.
Consequently, people will have inducement to hold larger cash balances. In short,
the demand for money and the cost of holding cash balances are inversely
related.

Given the above stated framework, Friedman defines the demand for money
function’as follows :

M= f(P, Y,1.dp, b, re, w, u.) e e (13)
p_dt :




where
M = nominal stock of money.
P = price level
Y = ‘permanent” income
1. -dp = rate of return in the form of appreciation and depreciation in money

- —

p dt value per rupee of real asset .
rb = vield on bonds
re = yield on equily
w = ratio of non-human to human wealth ' .
4 = taste and pggferences of wealth earners:

Based on the specification of the demand function, Friedman argues that the factors
affecting demand for cash balances can be classified into three categories :

1) The level of real income and wealth held.in various kinds of assets.
2) The opportunity cost of holding cash balances.
3) The tastes and preferences of wealth holders.

- On the basls of this formulation of demand for money, he concluded that demand
for money being stable, it is the change In the supply of money that affects the -
economiic activity in the society. :

Friedman's application to monetary theory of the basic pnnclple of capital theory
(income is the yield of capital, and capital the present value of income) is perhaps the
most important development in monetary theory since Keynesian General Theory: Its
theoretical significance lies in the conceptual integration of wealth and income as
influences on economic behaviour. Perhaps the most important unphcahon of
Friedman's analysis relates tc the nature of the concept of * income’ relevant to
monetary analysis. As stated earlier, income in his analysis correSponds to the notion
of expected yield on wealth rather than as per the conventions of national income
accounting.

Critical Analysis of Friedman's Theory
A maijor criticism of Friedman’s empirical work is that the results he has got depend
upon the manner m which he has defined money. His definition of money is too

- broad,

Although Friedman has emphasised the relationship between monetary stocks and
ageregate wealth, still he has not found interest rates empirically significant as a
determinant of the demand. for money. Friedman’s analysis reveals that the
relationship between the demand for money and interest rates is weak. This weak -
relationship between the demand for money and interest rates results from the broad
definition of money adopted by Friedman.

Check Your Progress C
1) What is Keynesian Theory of Moncy and Prices ?

Money and Pl:lcen_
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4.) Which of the following statements are True and which are False.
i) According to Keynes money is neutral in the economy. . .
ii) Keynes has denied any direct causal relationshu:'o between; increases in the
quantity of money and the rise in the level of prices. -
iif) Revival of quantity theory has been mainly because of the ?ﬂ:Ol'tS of Keynes.
iv} According to Friedman, the supply of money being stable, it is the demand
for money that influences economic activity. . .

-

‘3.5 LET US SUM UP

Frequent occurrence of wide fluctuations in the géneral price level has attracted ~
special attention of the economists. Though causes for fluctuations in the price level
are many, according to the quantity theorists a change in the supply of money is.the
main cause for changes in the level of prices.

The quantity theory of-money has been ‘stated as the equation of exchange in its .
various forms. Its two most well kniown forms of the quantity equation are: i} the
Fisher’s version or the-cash transactions equation, written as MV — PT, and ii) the
cash balances equation of exchange, written as P= KR or M = KPO or *

: - ' M Co
M = XPT, is associated with the names of Alfred Marshall, A.C. Pigou and
D.H. Robertson respectively. : :

Fisher's v.. "1 transactions approach relates changes in the price level (P) to changes

in the quanii’ ' of money (M), its velocity of circulation (V), and the volume of )

transactions (1°. By assuming V-and T as comstant over'time, he established a direct

and proportiona - relatiopship between the.quantity of money and the price lével.

Criticism of Fishar's approach mostly emanates from the assumptions underlying the
- approach. ) ' :

While Fisher’s version of the quantity theory stresses the supply side of money, the
cash balances approach emphasises the demand side of money. The latter approach .
hypothesises that for convenience a certain portion of mcome is kepl by individual in
the form of ‘cash or liquidity. The cash balances approach, besides stressing the
importance of liquidity which is significant in the determination of equilibrivm income
and employment, also focussed on the limitations of the monetary policy in
controlling fluctuations in the economy. -

Keynes while criticising the classical quantity theory of money has dtyffed any direct
and causal relationship between increases in the quaitity of money and the tise in the
price level so long as there-are some unemployed resources in the economy. The
relationship is rather indirect and remote, because a whole complex of relationships is
set in motion throngh changes in the rate of interest. -

Milton Friedman rest_aléd the quantity theory which is a theory of the demand for
money, and not of output, money income or prices. In formulating the demand for
money as a form of capital, Friedman’s approach differs from the Keynesian theory.
He starts with the broad concept of wealth as comprising all sources of income,
tncluding human beings. Friedman relates.demand for money tc the total wealth and
expected future streams of money =..ome obtainable by holding wealth in alternative

- . forms. Friedman arrives at a.demas function for money which depends on the price

level, bond and equity yields, the rae of change of the price level, income, the rate of
non-human to human wealth and a taste variable.

3.6 KEY WORDS )

Demand deposits: A bank deposit that can be withdrawn without notice.

Hoarding : Withdrawing money from active circulation by an individual or group, by
accumulating it rather than spending it.
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Human Wealth : The skill and abilities posse,sed by mdmduals of a society by
which it generates income. -

Mnrglnal Efficlency of Capltal That rate of interest which reduces the net present -

value of a project to zero. "

Monetnry Pollcy : That part of economic policy that regulates the level of money or
liquidity in the ecanomy in order to achiev: a set of economic goals like controlling
inflation, correciing balance of payments disequilibrium, ete,

Propensity to Consume : The propomon of a small increase in income which wﬂl be
devoted to increased consumption expenditure. .

Real Income: Income measured in terms of the real socds and services it can buy.

3.7 ANSWERS TO CHECK YOUR PROGRESS

- A 3 ) False ii) Frue iii) False. iv) True 'v) False vi) True
B 3 i) True ii) True iii} False iv) True -v)True
C 4 i) True ii) True iii) False iv) False -

3.8 TERMINAL QUESTIONS

1) Explain the Fisher's equation of exchange. How is the cash balances equation an
improvement over Fisher's equation ?
2) Discuss Keynes’ Theory of Money and Prices. Is it the correct expla.nauon of
changes in price. level ?
'3) What is quantity theory of money ? Explain its significance in ‘the eontext of
understanding the factors determining the'value of money ? '
+4) Examine how Milton Friedman restated the traditional quantlty theory of money.
S) Write short notes on the following ? .
i) Cambridge Equation of Exchange.
ii) Superiority of Keynes’ analysis of Money and Prices over the classical
analysis.
iii) Basic difference between the Fisher's and Fnedman s formulation of
qua.nuty theqry of money. .

Note: These questlons will help you to understand the unit better. Try to
write answers for them. But do not submit your answers 1o the university for
assessment. These are for your practice only. '

Meoney nnd Prices

39




UNIT 4 INFLATION
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4,5 ' Control of Inflation
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4.7 Key Words
4.8 Answers to Check Your Progress

3 T Yas Terminal Questions

s

4.0 OBIJECTIVES

After studying this unit, you should be able to:
explain the meaning and definition of inflation
explain the types of inflation
outline the concept of inflationary gap
describe the demand-pull and cost-push inflation

"comprehend the effects of inflation
suggest how inflation can be controlled.

4.1 INTRODUCTION

- The modern economies in general have been facing the problem of inflation more .

severely in recent years. These economies, therefore, concentrate on the study of
specific causes of price rise and designing of policies to promote price stability.
Earlier, only the underdeveloped economies of the world faced the serious problem of .
persistent price rise. But lately even the developed countries have failen victim to this
problem. In this unit we will discuss the meaning and nature of inflation, types of
inflation, eff=cts of inflation and various methods available-to overcome this problem,_

4.2 MEANING OF INFLATION

-According to, Pigou inflation takes place “when money Income is expanding

relatively to the output of work done by the productive agents for which it is the
payment”’. At another place he says that “inflation exists wher money income is
expanding more than In proportion to income earning activity”.

! h |

R.C. Hawtrey associates inflation with “the issue of too much currency”. T.E.
Gregory calls it a state of “abnormal increase in the quantity of purrhasing
power”. In general, ‘inflation may-be defined as a sustained rise in the genera! level of
prices brought about by-high rates of expansion in aggregrate money supply. All these
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definjtions have a common feature. They stress the point that inflatiori is a process of
Tising prices (and not a state’of high prices) showing a staté of disequilibrium between
the aggregate supply and the aggregate demand at the current level of prices, In other
words, prices rise due to an increase in money' sﬂp}ly compared to the supply of
goods. This is quantity theory approach to price change. However, any rise in price
level should not be taken to'mean inflation, as prices in a dynamic economy do rise
.on account of factors other than that discusseu above.

Keynes does not agree with the quantity theury approach that it is the volume of
money that is responsible for price rise. According to Keynes, inflation is caused by
an excess of effective demand, and the state of true inflation begins only afterthe
level of full employment, employment will change in the same .proportion ‘as the
quantity of money, and when there is full employment, pricesswill change in the same
proportion as the quantity of money. He believes that we do not unduly fear inflation
because as long as there are unemployed human and material resources, an increase
in the quantity of money will go to increase employment. After full employment all.
increases-in money supply will increase the price level Keynes does not deny that
prices may rise even before full employment but such a phenomenon he called as
‘semi-inflation’ or ‘bottleneck inflation’.

Keynes introduced a new concept called the inflationacy gap. The inflationary gap
shows a situation in the economy when anticipated expenditures (demanJ) exceed the
‘available output (supply) at base prices or at the pre-inflation prices.” Thus, the
inflaticnary gap is measured by the difference between the.disposable income on the
one hand, and the output available for consumption on the other. In other words,
when on account of increased investment expenditure or government expenditure or
both, money income rises, but duc to limitations of the capacity to produce, the
supply of goods and services does not increase in the same proportion, an inflationary
- 2:p emerges, giving fillip to rise in prices. It arises only when the total money income
that people are keen to spend on the consumption exceeds the total output available
at pre-inflation prices. B

The'prices continue to rise so long as the inflationary gap exists. Look at Figure 4.1
which shows how inflationary gap arises.in an economy..

1
E=Y
5
E .
E . £4
2
= B C+I
) Eq T
2 -
E
= .
5
[ f
45
0 h i ¥! o
Income (Y}

Figure 4.1 Inflationary Gap

In Figure 4.1 income is measured along horizontal axis, land consumption and
investment along vertical axis. At the 45 line is a zero saving line. C is the
consumption curve, while C + I shows consumption plus investment expenditure at
full employlpen't level Obviously Ey is the point of equilibrium and, there; YO
becornes the full employment income. ' _

Now suppose there is increased investment expenditure by consumers, business
houses and govemnment. It will shift the C + I curve to C! + I, The C! + I curve
intersects 45° line at E,, thus, giving an equilibrium level of money income of OY!.
However the increased expenditure does not lead to increased output because

InfTatlon
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. econom.y was already in a state-of full-employment. Thus available: outpit is smatler

than the money income. This gap, which is E; G, is known as the Inflationary gap.
Keynes believed that this inflationary gap has to be lowered by reducing the excess
purchasing power with the help of appropriate tax measures, or voluntary or '
compulsory saving by the people.

Thus, the salient features of inflation are as follows:
1y Inflation is always accompamed by rise in prices and it is, mt‘act, uninterfupted
increase in.prices.

2) Inflation is essentially an economic phenomenon as it originates wit‘nin the
econormic system and is fed by the action and interaction of economic forces

3} Inflation is a dynamic process which ¢an be observed more or less. over a long
period.

4) A cycl:cal movement should not be confused with inflation.

5) Inﬂahon isa monetary phenomenon as it-is generally caused by excessive money
supply. -
6) Pure inflation start after full—employment

[

4.3 TYPES OF INFLATION

Inflationary . ituations may be oiassiﬁed on the basis of different considerations.
We may dist'rguish between different types of inflatica on the basjs of degree or

" speed with which the prices rise. The distinction may also be based on the processes

through which inflation is induced. ‘Tt is also possible to classify inflation ¢n the basis
of time. Sometimes inflation is sporadic, at another times it is comprehensive.
Lastly, inflation may be open or suppressed.

Classification based on the Degree of Price Rise

On the basis of rapidity with which prices increase, inflation may be divided into f‘our
types: 1) creeping inflation, 2) walking inflation, 3) running inflation and

4) jumping or galloping or hyper-inilation.

Creepmg inflation is the most mild form of inflation and some economists do not
consider it to be dangerous for the economy. Infact, some economists consider it to be
important instrument of economic development It is argued that it keeps the national
economy free from the effects of stagns:ion. But some economists believe that mild
inflation may ultimately become hyper inflation so why' not nip it in the bud.

In case of walking inflation, the rise in prices becomes more marked as compared
with the situalion obtaining under creepmg inflaii. n. In fact, it i1s a danger signal of
the occurrence of running and j Jumpmg mﬂauon under which the rise in prices takes
place at a faster rate. o -

In hyper or galloping inflation, priceé rise every mament and there is no limit to the
height to which the prices mlght tse. Hyper inflation is an indication of the highest
degree of abnormality in the monetary system of a country. Under the conditions of
such an inflation, all assets having a fixed income lose their real value. The best
examples of such assets and incomes are provided by salaries, savings, mortgages,
insurance policies, bonds, etc. )

Classll'cation based on the Processes

Whan classified on the basis of different processes through which it is induced, we

find the following kinds of inflation :

1) Deficit-induced inflation, which is caused by the adopdon of deficit financing or
by gevernment spending in excess of its revenue receipts.

2) Wage-induced inflation, which results fror an increase in money wages. - )

3) Profit-induced inflation, which occurs on account of an increase in the profils of
thr meaufacturers. : . :

There is also peaoe-nmc inflation which refers to the rise in prices dunng periods of
neace resultmg -om increased government outlays. Sporad;c infletion is of sectional
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nature, occurring due to abnormeai shorts.ge of some specific goods. A typical case of
sporadic inflation would be an'increase in prices of food products as a result of crop
failure ér a rise in the prices of manufactured goods resultmg from the formation of &
successful monopoly which aims at the curtailment of output, or rise in the prices of
those goods whose production has been interrupted and capacity curtailed by war,

Inﬂauon mey be open or suppressed. It is open when prices rise without any -
interruption. Suppressed inflation exists in the economy when price increases are
suppressed due to the adoption of policies of effective price control and ranonmg of
essential goods by government.

There is a vast literature on various aépects of inflation which is not possible to
discuss here. We shall, therefore, dxscuss only the major explanations of the sources
of inflation. - :

4 3.1 Demand Pull Inﬂatlon

It emerges when the aggregaje demand exceeds the level at‘ full emplo_vment output
Consumers and investors seek to buy more than the total smount of output that can
be produced. This type of inflation is also known as excess demand inflation. The
demand-pull inflation may be caused by an increase in the-quantity of money. An

. increase in the quantity of money would lower the rate of interest wluch would
stimulate investment. This wil! also lead to an incréase in consumpnon expenditure
through the multiplier. The demand-pull inflation can also occur without an increase
in money supply. This would occur when aggregate demand increases either because
of risé in the marginal efﬁcnency of capnal or a rise in the propensity to consume.

Look at Figure 4.2 which illustrates the case of ‘demand-pull inflation. In this figure
curves marked D) to D5 show aggregate demand and curve S represents the given
supply. As aggregate demand curve-moves higher*and higher from Dy to Ds, the price
level rises higher and higher from Py to P5. Shift of aggrepgate demand function from
Dy upto D3 leads to increase both in the price -and the aggregate output because the

full employment level is not yet reached. This is known as bottleneck Inflatlon. Once

full employment is reached at point C, further upward shift of D will raisé ‘only the
price level. This is known as true inflation..

G OF X
Output !
© *  Figure 4.2 Demand Pull Inflation

4.3.2 Cost-Push Inflation .

Before- 19505 inflation was largely analysed in terms of the excess demiand explained
either in' the classical qua.utlty theory vérsion or in terms of Keynesian theory. The
supply or cost analysis of inflation.attracted attention during the 1950s. The cost-
push inflation analysis, also known as the “new-inflation”-theory, asserts that
inflation occurs du2 %5 increase in thé cost or siipply price of goods. It is caused
mainly by three fuciors: i) an increase in wage rate, ii) an increase.in profit margm,

_ or iii) an increase in materiel costs. )

For exarnple, rapidly rising money wages .were not acoompamed by correspondmg
increase in productzwt}r in certdin key sectors of the economy, resu]ts in higher prices

Inflation
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in these sectors. Martin Bronfenbrenner and F.D. Holzman observed, cost inflation

“has been the layman's instinctive explanation of general price increases since the

dawn of the monetary system. We know of no inflationaryl movement thar has not
been blamed by some people on profiteers, speculators, hoarders or workers and

. peasants hvmg beyond their siation.

o

\ . .
Stated in terms of the agg_regate demand and aggregate supply functions, the cost-push

“inflation emerges in the economy due to the pressure of various factors which shift the

aggregate supply functlon upward Look at Figure 4.3 which illustrates ¢ost-push
infl4tion.”
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- . Fifpue 4,3 Cost-Push [nflation
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Let the full employment equilibrium exist at point A where the demard curve D; and
the supply curve 8 intersect each other. The equilibrium output is OQ; and price Pj.
If the aggregate supply [unction shifts to S3, output declines to CQ; and the price
level rises to Py, When the supply function further rises to S3, output declines to OQ3
-and price fevel rises to Py. Thus rise in price and fall in outbul will continue so long
as upward shift in the supply function continues. .

As pointed out earlier, the main factors responsible for ahc upward shift in the
aggregate supply functions are: 1) higher money wages secured by labour unions,
2) higher profit margins secured by business fizms in monopolistic or oligopolistic

industries, and 3) higher pncc’ of key raw materials.for the production process of the
" economy. ke inflation cause:’ by these three faclors is known as the wage-push

inflation, the ~rofif-push inflat’z=, ard the material-cost push inflation.
Check Your Pr:ogresc A
I} What is inflation?
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4) Whlch of the following statements arc True and which arg False"

i) In an cconomy if prices rise by 20% we can say.that the economy sufTers
from very high inflation. :

ii) Inflation means only a state of\higher prices.

iii) When-government spends in excess of its revenue, it is ¢alléd deficit induced
inflation.

ivy Inflation occurs only when resources are already [‘ull:,r employed.

v) -If prices rise even before full employment, such a phenomerion is called
bottleneck inflation.

vi} creeping inflation is consndered to be an important 1'1slrumenl of economic

_development.

4.4 EFFECTS OF INFLATION

Inflation is not considered bad so long as’it creates additional employient to the
factors of production. But it becomes bad the moment it goes out of ccntrol as Peter
is robbed to pay Paul, taking no account pf the sound maxim of social equity.
“Inflation may be compared to a robber. It deprives the victim of some ossession
with the difference that robber is visible, inliation is invisible ; the robber’s victim may
be one or a few at a time, the victim of inflation is the whole nation ; the robber may
be dragged to a court of law, inflation is legal”. Inflation disrupts the econoniy and
paves the way for social and economic upheavals, besides being highly demoralising.
The entrepteneur laced with the demand for higher wages and irying to keep up with
such a demand, a retired person trying to manage his living on a fixed pension, a
person with fixed income meeting his needs of household expenditure by borrowing
- from banks and thrift societies, and the housewife struggling hard to serve food in a
period of rising prices need hardly be told that inflation is a serious economic
problem. The effects of inflation on different sectors of the economy and sections of
the society are as follows :

1)- " Eifects on production : Keynes felt that as long as there were unemployed
resources in the economy a moderate or a mild dose of inflation might be in
order; because this would lead to waves of oplimism inducing businessmen to
invest more. But this cannot go on forever because the limit is set by {uil |

. employment ceiling, after whirh the prices start rising and moderate inflation '
starts assuming the nature of kEvper inflation. This will have disastrous

' consequences on production. It Aigtor; the smooth functioning of price
mech4nism, hinders capital formallo. , stimulates speculative activities and
hoarding, and leads to misallccation of aroductive resources. In short, inflation
invites business to seek proﬁts by mar‘p'ating markets rather than by- el‘ﬁcmnl

producllon s

2) E[I‘ects on distribution : Inflation has Lhe effect of redistributing income bzacause
prices of all factors-do not rise in the same proportion. Entrepreneurs stand to
‘gain more than wage earners or fixed income groups. Speculators, hoarders, black
marketers and smugglers gain on account of windfall profits. Changes in the value
of money also result in the redistribution of weaith, partly because during
inflation there is no uniform rise in prices and partly because debts are expressed
in terms of money. Inflation is a kind of hidden tax, highly harmful to the poorer
sections of sociely. Thus, poor become poorer.

3) " Debtors and Creditors : Deblors borrow from creditors to repay with interest at
some future date. Changes in the price level effect them differently at different
time periods. During inflation when the prices rise ( and the real value of money
goes down), the debtors pay back less in real terms than what they had borrowed

and thus, to that extent they are gainers. On the other hand, the creditors get less:

in terms of goods and services than what they had lent and lose to that extent.

. 4) The entrepreneurs : When prices rise, prv ‘ucers, traders, speculators and

Infintion
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Monstary Theory ) entrepreneurs gain. on account of windfall profits because prices rise at a faster
rate than the cost of production. Besides, there is time-lag between the price rise
and the increase in cost. Moreover producers ‘gain because the prices of ‘their
inventories (stocks) go up due to inflation. Also they, generally being borrowers
‘of money for business purposes, stind to gmr

~5) Investors: Different kinds of investors are affected differently by inflation. An
‘investor may invest in bonds and debentures which yield a fixed rate of intefest or
in'real estate or equities (shares) whose returns (dividends) rise and fall with
proﬁts earned by the companieg concerned. When prices rise, the returns on'
vequities go up on account of the rise in profits, while the bond and debenture
" - holders- gain nothing as their income rethains fixed. By the same logic, holders
" will Jose during depression, while the debenture and bond holders gain. .

6) Farmere : Like producers in industry, farmers also gain during inflation. The

., Prices of farm products go up faster than costs (like interest and taxes).- Costs lag
behind prices of the product reszived by the farmers. It has been observed in
India" I.hqt inflationary tendencies during war and post-war periods have helped
farmers in paying off their old debts. Moreover, farmers are generally debtors and
" have to > pay less in real terms, while the land revenue, taxes, etc., do not rise |
- much. T.us, farmers generally gain during periods of inflation.

7) {Wage earners ; Wage eamers generally suffer during inflation, despite the fact

- that they obtain a wage rise to counter the rise in the ¢ost of living. However, -
wages do not nse -as much as the rise in prices of those commodities which the .
“workess consume. Further, wages are allowed to rise mych la*er than the rise in
-srices. Thus, there is a lag between the two, which works to. the disadvantage of
.~ worker. If the workers are organised, they may not suffer much’ during

~~  inh? fon but & they are unorganised (like the agricultural labourers) they may

. sufte: - 16re a.s they maydnot find it easy to get their wages increased.

L4

8; Middic <55 and salaried persons: The hardest hit are the persons who receive
Bred incom:g, ¢ sally culled the middle class. Persons who live on past savings,
fixed intere. : or rent, pens:ons salaries, ete,, suffer during periods o/ rising prices
as their in¢ rnes remain fixed. Kemmerer states. that the middle class, . >wever,
which by ha*d work and thrift has built up a fund of saving to educate its
children and to provide a livélihood in times of sickness and old age, finds 1tse|f

' ina despe!.ate s:tuaf-on in a time of serious inflation.

9 Government: “In a mixed economy, the public sector is affected by fluctuations
- in price‘lgvel As prices rise, the Government has to spend more. 27 goods and
~ serviceg, mcludmg raw materidls, for carrying through their projects. Estimates
are revised and taxes are raised. -

10) Public morale; Inﬂatlon results in arbltrary red:smbqun of wealta favouring
businessmen and debtors, and hurung vonsumers, creditors, petty shop-keepers,
small investors and fixed intome earners., This 'owers the public morale. The
ethical standards and the public morale falls to miserably low levels dunng the
period of hyper-inflation. P

4.5 CONTROL OF INFLATION | ' .+

: Inflation must be controlled lest it turns into hyper inflation. Control cf inflation
~'should involve monetary and fiscal steps aiming at reducing the level of aggregate
demand so as to equate it with the full employment output in the economy. The level
of investment or consumption cr both may be curtsiled by increasing the number and”
the rates of direct and indirect taxes-and by ra.lsmg the rate of interest. The-rheasure
. for controlling inflation can be divided into three broad categories: i} monetary
measures, 2) fiscal measures, and 3) direct controls and other measures.

1) Monetary measures: The central bank of the country can curb inflation by
restricting the supply of moaev and credit with the heip of three important
‘measures available to it. They are bank rate policv, open market operations, and
46 .~ . . - varying the reserve requirsmsats of the membeg banks. Monetary measures,.
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however, are not very effective in underdevelopéd countries which lack a well-
developed and:integrated money market. In under-developed countries, selective
credit control is preferable to the general credit control. Selective credit control
policy, which takes the form of issuing directives to the commercial banks
prohibiting them from lending against certain commodities or reducing the total
credit limits sanctioned' by the banks against certain commodities or in.certain
regions, seeks to curb inflationary pressures in selected economic activities., -
Monetary policy is, however, subject to limitations and it alone cannot succead in
curbing the difficult problem of inflation. In India, Reserve Bank's dear-monsy
policy, aiming at curtdiling the excess bank credit, has not prevented prices from
rising. - ’ .

2) Fiscal measures: The limitations of monetary measures make-it important to
make use of fiscal measures to curb inflation. Fiscal measures refers to taxation,
government spending and public borrowings. Government should try to mop up, -
through taxation, as much purchasing power ag possible without adverse effects in
incentives to enterprises and investment. A decrease in goverament spending and
an increase in government's total tax revenue ie;, preducing a surplus budget is
an important fiscal meastre whic! - _shccessfully check inflationary pressures
in the economy. A regressive tax structure combined with scaling down of
unproductive spending can suscissfully reduce the impagt of inflation in the
é/conorny. Devising a suitable tay. policy directed towards restricting demand
without discouraping production™is another fiscal mesSure which can control

* inflation. Private savings have a-s xqng dis-inflationary effect: 1Le gavernment
should take measures to prcrﬂot'r_': rtvate savings. The government should avoid
payiog back any of its past loaps Euﬁng inflationary periods so ‘as to prevent an
ingrease in the circuiatjon of money. Keynes suggested a programrae f
compulsory seving like def:rred puy or forced,3avings to' centrol inflation,
Deferred pay implies that & part;of the pay of the workers is credited to their
savings account and would hot be available for spending so long &5 the inflation
lasts, Such compulsgry saving schemes are expedient.during wartime or_during
post-war hyperinflation, but are not practicable in peace tiine, particularly in
democratic societies. - I .

3) Direct controls : Many countries have adopted direct medsures to control
inflation. These icclude price control and rationing of essential commodities.
Rationing and price control, however, have not been very eifective in
underdeveloped countries because of lack of competent and honest machinery to
administer such measures. These have often led to the disappearance of goods
from the mrarket giving scope for black marketing, bribery and corruption.

Measures should be taken to expand the. production of necessat, -.0ds at tie expense
of luxury goods because shortage of the necessary goods raises the _:izes mueh more
rapidly than a shortage of luxury goods. Control of wages has often bzén suggested to
check a wage-price spiral. During galloping inflation it may be necessary "; apply a -
wage-profit freeze. Control of wages and profits keeps down. disposable inv* 12 aird,
hence, the level of effective demand for goods and services. Efforts should b- nade to
obtain as much foreign capital as possible. Investment financed by foreign capl.si ’s
less inflationary. Every effort should be made to increase production, Preference
should be given to investment in those projects which start yielding output at the

earliest, ' . . . R

Inflation is easy to control in its initial stages. Beyond a stage it starts feeding on
itself and the inflationary problem assumes such dimensions that it becomes very
difficult to control. A hyperinflation for instance, can.be re; oved only by repla~ing
the old currency by a new currency. .nflation is a hydra-headed .sonster and should -
be fought with many weapons. Depeadence on a single measure may ..:t help much .
in curbing inflation. - < ’ '

Check Your Progi-ess B . : . . TR
1) What is the effect of inflation on production ?

inflatlon
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2) Slate the main fiscal methods of controlling inflation.

3) State whether the following statements are True or False.
i) In inflation fixed camers benefit at the cost of profit carners.
it) - During inflation debtors are benefited and creditors lose.
tii) During inflation poor become poorer.
iv) During inflation normally equity holders gain and bond holders lose.
v} Inflation can be r;onlrol]éd by restricting the supply of money and credit.

4.6 LET US SUM UP

Inflation & % situation of persistent rise in prices. Inflation exists, broadly speéking,
when the guantity of money in the economy exceeds the supply‘of goods and services,
Accordlng 1o Keynes true mﬂauon sets in only after full emplo’vr"e't!

1:_Tation can be ¢lassified on Lhe basis of speed, time, procr"s and' Lhe extent of the
price tise. There are two main types of inflation viz., den*and-pull inflation and cost
push inri.ion. Demand- puIl inflation occurs when th= aggregate demand’ exzeed’s the
level of full employment butput. The demand pull inflation may be caused by an
increase in 1. guanlity of money. In case of cost-push inflation prices are pushed up
by a rise in the zost of production. Cost of production can rise becaase of a rise in
wages or cqst o° raw materials or simply rise in profit margins. In othe. words,
inflationary prec. ures originate with supply rather than demand and spread rapidly
throughout the cconomy. '

1

Infiation is adva. zgeous to the debtors, while the creditors lose. When prices rise,
rroducers, traders and speculators stand Lo gain on account of windfall profits.
'because prices rise a4 a faster rate than the cost of production. Inflation cannot be
allowed (o go unchecked and the various monetary and fiscal measures have to be
adopted to control it. Since it is caused by an excess of effective demand, measures
10 contro! it imply a reduction in the {otal effective demand. Among the moretary
measures we include higher bank rate, open market operaticn and other credit contro!
measures, generally adopted by the central bank of a country. Fiscal measures
include government spending, taxes, public borrowings, savings etc.

There are also certain important measures which include output adjustment, suitable
wage pollcy, price control, rationing etc. These measures are, however,
supplemenlary to gain monetary and fiscal measures.

4.7 KEY WORDS

Cost-Push Inflation : Inflation that occurs due to an increase in the cost of
production, resulting from increased money wages, raw materiais, prices elc.

Demand-Pull InMation : Inflation :2¢ emerges when the aggregate demand exceeds

the level of income and employme . _::cess demand may arise either in the public or

private sector.

Hyper or Galloping Inflation : An inflalionary situation when prices rise every
moment and there is no limit to the height to which the prices might rise.

Inflation : Sustained rise in general level of prices brought about by high rates of
expansion in aggregate money supply.

Open Inflation : An inflationary situation when prices rise without any inlerruption.
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Suppressed Inflation : Condition in which as a resulf of adoption of certain policies ' Inflatlon

P

" by the government, prices are prevented from rising.

4.8 ANSWERS TO CHECK YOUR PROGRESS

~

A ,4 iy False ii) False iii) True iv) True v) Ttue vi) T Tie
B 3 i) False ii) True iii} True iv) True v) True

4.9 TERMINAL QUESTIONS

1) Define the concept of mflﬁuoh and explain inflationary process.
2) Explain the features of demand-pull inflation and cost-push inflation. -
3) Examine the effects ‘of inflation on ‘production and distribution in a developmg

- economy. .
4} Why should inflation be controlled ? Explain the varlous measures o be adopted
to control it.

5) Write short.notes on the foliowing :

i; Inflationary gap .
it} Classification of inflation on the ba31s of degrees of price rise.
iii) Inflation and the workers

. Note: These questions will hels you to understand the unit better. Try (o
write a1.swers for them. But do not submit your answers to the aniversity for
assessrent. These are for your practice only. .
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- BLOCK 2 BANKING THEORY-AND
- PRACTICE -

' The development of moriey is intimately connected with another phenomenon, the rise of
banking, Banks are the most important of all commercial establishments through which the
internal and intemational tmde take place. Economic development of any nation may notbe
possible without & rroper Fanking system. In this block you will study the evolution,

#" sttacnne gnd the working of bihking system in general and also the banking system in India.

This block consists of five units,

-

' Usit 5 explains the evolution and struc*ure of banking system arid the economic significance

" of banking, It also describes the functions of commercial banks and the methods of caiit
creation by them., '

' Unif 6 deals with the banking structure in India, role of State Bank of India, reasons for
liationaljsalion of banks and the problems faced: by commercial banks in India, '

'Unit 7 explains the functioning of a central bank. It discusses the meaning and functions of -
a central bank, differcnce between a central bank and commercial banks, and various crediz.
control measures adopted by & central bank. C - :

Unit 8 deals with the functioning of Reserve Bank of India and discuisses various

instruments of credit control and the monetary policy of RBI,

" Unit 9 describes the Indian money market. It explains the nature, structure and drawbacks o
Indian money market ) ) . :
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-UNIT5 _ COMMERCIAL BANKING
' Sti'uctqre' _ . - . | .

50  Objectives .
5.1 Introduction
" 52  Evolutiop of Banking
* 421 Evoluan cf Banking in England
Co 522 Evolution of Banking in India
53  Brief Structure of Banks
53.1 Branch Banking

532 Unit Banking
5.3.3  Group Banking

, 534 Chaln Banking . ] -
54  Functions-of Coir...~rnual Banks ’
35.4.1 Definition of & Bank
54.2 Primary Functions .
*  "543 -Secondary Functions
7 5.5:." Economic Significance of Banking
5.6  Creation of Credit
o 5.6.1 Principles of Portfolio Management °
562 Credit Creatlon s
3.7 Let Us Sum Up-
5.8 Key Words. .
59 Answers to'Check Your Progress .
3.10  Terninal Questions

5.0 ‘OBJECTIVES

After studying this uait, you should be able to:

explain the evolution of banking

describe the structure of banks .

identify the functions of commercial banks

explain the economic significance of banking

describe the methods of credit creation by commercial banks.

i

5.1 INTRODUCTION

- Commercial banks play an important role in the economic development of any country. The
_business of &commercial bank is primarily to accept deposits and advance shori-tenm; loans,
Apart from this, a commercial bank performs a number of other useful functions tothe
community. Every commercial bank gets i‘s funds mainly from three sources: share capital,
reserve fund and deposits from the general public. Various banking systems came into
existence vith the development of banking in the world. In this unit, you will learn about the

evolution cf banking systems, the functions-of commercial banks, the economic sigtificance

of banking and the method of credit creation by commercial banks.

5.2 EVOLUTION OF BANKING

The oright of modem commercial bank:mg is traceablé to ancient times. The dev, lopmen_t. of
-early commercial banking was closely associated with the bisiness of money-changing in
private sector. Famous temples of Delphi and Olympia of Greece served as centres of ™ -

deposits and lendinig. Banking'in ancient Rome was developed on the saime pattern as *hatin

‘Greece. However, banking, as a public enterprise, made its beginning around the middle of
128 century in Ytaly Bank of Venice established in 1157 is supposed to be the most grcient

bank in the world. Therefore, 2 number of private banking houses were established in North -

Europe with the expansion of commercial activities.

o,
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- 52.1 Evolution of Banking in England -

- Foundation of early ba.nkmg in England uiay be traced to the presence of the goldsmiths. In.
. the days of Civil War, insezurity and chaos reigned in England. In order to ensure safety of

their money, people approached goldsmiths, who had good and strong rodms. Goldsmiths®
started issuing receipts for money received containing an undertaking te retum-money to
depositors. Subsequently, these receipts acquired the status of bank notes.

-Goldsmiths later found it safe and profitable to lend out some part of money. Since lending

proved prefitable, it became a regular feature. Regular accounts were maintained and pass
hooks were also issued. In due course goldsmiths lent money to Government. This further
induced them to-give up their primary function and confine their business to that of a -
banker. The huge profits camed by the goldsmiths attracted many firms and merchants
towards the banking business.

These devélopments received & temporary setback in 1672. Soon confidence in goldsiniths

was restored. The Bank of England was established in 1694. Banks in several countries in
Europe came into existence on the pattern of the banks in England, which led to the spread
of modem banking sxstem all over the world, However, the growth of juint stock
commerclal ‘banks started only afier the enactment of Ban.kmg Actin 1833 in England.

$.2.2 Evolutlon of Bankmg in Indla
Money lending developed as an occupation in India from 500 B.C. But the first modem

. bank was set up in 1688 in Madras. ‘Agency Houses’ started by the British in India paved

the way for establishing joint stock bAnks in India. Bark of Hindustan was established in
1770 in Calcutta, General Bank-of India was established in 1786. Three presidency banks

" viz., Bank 'of Calcutta {1806), Bank of Bombay (1840), Bank of Madras (1843} were

established. These three banks subsequently merged together to form the Imperial Bank of
India i.n 1921 which was nationaliscd in 1955 and named as thc Stale Bank of India,

Many other banks like Allahabad Bank (1865), Punjab Nauonal Bank (1894), Bank of India

-(1906), Indlan Bank (1907), Bank of Baroda (1905), Central Bank of India (1911) came into

existence. Howdver, Indian banking system experienced a series of crisis and asa .
consequence witnessed a number of bank failures, This is more so during the post World
War I period. Reserve Bank of India was therefore established in 1935 to regulate and
control the banking systern in India.

5.3 BRIEF STRUCTURE OF BANKS"

Stucture of banking varies from country to country. Banking siructure is determined by
several factors like traditions, economic conditions, political situation, public attitude,
governmental factors and topographical conditions. Different banking systems came into

© existence with the developmerit of banking in the world. Important among them are branch

banking, unit bankm,, group'banking ard chain ba.nkmg Let us study about them in detaik.

53.1 Bran(_:h Banking

Branch banking refers to that banking system in which two or more banking offices
are operated under single ownership and management as a single institution, Thus, the
business i operated by the head office through a network of branches soread in different
parts of the world. In this system, every bank has legal entity with one group of shareholders
and one group of Board of Directors. Banking system in India and England fall in this
category.

In Im;ha all cormncrclal banks (like the State Bank of India, Bank of India, etc.) indulge in
branch banking operaticns. In England, major banking business is done by *he “Big Five”
i.e., the Midland, the Westminster, Barclays, Lioyds and the Nal:onal Provincial. These five
banks have over 12,000 branches and control over 75% of l.he banking business in the
country.

_Advantages
"The widespread and phenomenal growth nf branch ba.nkmg is due to various advaniages
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associated with this kind of banking system. They | 'am' L -

1y Mobilisation of savmgs. Funds can be easxly mobilised from the branches having
* surplus funds to the branches suffering from deficit of funds. -

2) Efficiency In management Branch bankmg provides greater scope for efﬁc1ent )
management. In View of its siZe, experts and skilled-personnel can be employed.

3) ‘Large scale economies; Branch ban.l-ung enjoys the internal and extemnal economies of
- scale in terms of opcrauons like division of labour, utmsauon of expert services, -
u:chnolog:cal innovations, computerisation, etc.

4) Dwerslf'catlon of deppsits and advances: Branch banking prowdcs a ‘wider scope for
. the se]ecuon of diverse deposits and varied advances .

~

" 5) - Economy in reserves: Ezch branch can maintain low cash reserves because funds can
- be moved from one branch to another. .

) 6) Rem|ttﬂnce\,faulmes ‘Remittance of rnoney from one place to anotheris more
- conveniént and Jess costly. .

¥} Uniform interest rates: Branch banking facﬂnatcs mob:llry of capnal end brings-about’
uniformity in thc rates of interest over a wider area, ,

8) Fle x-i*‘“._ity in operahons As branches operate in different parts of the country, it is
T the ~sfore possible for branch banking to make necessary adjustments accordmg to -
: variations in local SOCIO-CCOIleIC cundmons of dlfferent regions. .

L9 Eﬂ’ectwe control by central bank: Thc number of banks in the counfry are less in case’
~ of branch banking system. Hence the tentral bank of the country can easily and’
effecuvely control the commercial banking sector of the economy. .

I 10) Withstands depression: Branch banking system is ablc to vm.hsl;and adverse business —

condmons hke. depressmn

Dnsadvantages
. .Branch banking system also suffers from the following dlsadvantages

' 1) Dl.fl" culty in management In view of its size of. operations and spmad of branches in
- different geographical areas; effective management becomes. difficult in Granch
banlqng Unduc expansion results in nusmanagement, incompetency, etc. '

2). _‘Red tapism: Branch banking is blamed for red tapism and abnormal dclays in lhe
dlsposal of urgent matters

_+-3) "Weaker branches: Weaker and un.healthy branches can a.lso survive in branch bankmg
' 'systcm They offset the profits came.d by other branchcs -

14) . Cut-throat compehtmn‘ Under branch bmkmg a number of branches'are opencd in
"' the same gegion by vanous banks. Tlns results in the evils of cut-throat competition,

. 5_)- Less personal contacts-and fam:Y anty with Jocal conditions: Due to their frequent
. transfers branch managers “do not zet the opportunity {0 develop personal contacts with'
- customers ‘and get fu].ly conversant with local condmons

6) Utlllsahon of funds; Local utlllsauon of funds rnay be. less n branch bankmg in yiew
of the easy avallablhty of the facility for transfer of funds.

7) Monopoly of power: Branch ban}..mg creales some sort of rnonopoly powcr ina few

" hands which is detrimental to the country. For example, the five big banks.in En,,land
¢ontrol'75% of banking business and in India 93% of bankmg business.is cbntrol'e, by
the public seclor banks. .

“I'hough there ar’- several dlsadvantages of brandh banking system, they are ovérw’ci r;d by '

its advantages. In view of this the countries, where unit banking system was prevu.ent, dre
shifting ovér to the branch bankmg system.

532 - Uml Bankmg

Unit banking refers to that system of banklng in which banking operauons are camed '

oc through a slngle of"ice rather tinn through a'network’ of branches under the control
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,.of @ slngle bank. In other words, the single office is both the controlling as well as
opcmung unit. Each banking unit is a separate company with separate entity. Each banking
unit has its own capital, shareholders and Board of Directors. The area of operations and the
size of bank ¢re cmeH ander unit bankiag system compared to branch banking system.
However, a fek: unit banks may have branches operatmg in a limited area. Thus, itis a

localmed bauhng system.

Advs.ntages . :
Um.,bﬂn’cmg syatem has some advantages over branch banking system. Thesc are:

1. Umt banks can serve local needs of amall commumues in a more effective maaner as it
is concerned with oniy ‘a limited area of operation, Moreover, personal contacts with
customers is far more easier in this system.

2) There are less possibilities of mismanagement, fraud and irregularities.

3) They are free from diseconcmies of operations of more than the optimum sizz.

4) The possnbxlme.;i of delay in operations due to red tapism are remote.

5) Funds are used only Wllfl.lﬁ the gcographlcal area of operauons

Disadvantages

- Unit banking system also suffers from certain disadvantages. These are:

1y Incase of unit banking it is difficult to mobilise savings from one place to anol.her

'2) Due to small size of operations eccnomies of large scale cannot be enjoyed, Further, its
size does not permit it to employ specialists.

3) Cost of establishiment per bank is high in case of unit banking.

4) Due to large rumber of banks, control of central bank becomes less effective,

5) Unit bank is too small to overcome adverse business conditions.

In view of the dlsadvantages of unit banking system the sysiems of group banking and cham

banking are dev=loped.

533 Group Banking

Group banking consists of the ownership and operation-of two or more banks dlreifﬂy
or indirectly by a corporation. The group is organised around a key bank wh1ch in tum is
controlled by & holdmg company.

Tlus banking system enjoys the advantages of both branch banking and unit banlung
However, it suffers from certain handicaps like less direct control over the constituents,
difficulty of supervision and control and influence of failure of one member on the ather.

53.4 Chain Bankm‘g

€hain banking is another form of group banking. It is difficult o dlffercnIJate if from group
" banking. Chain bankmg refers to a system where two or more hanks are controlled by
.a single person or group of persons thréugh stock ownership cr otherwise. Thus, there
is less formal arrangement than group banking. This system was developed in USA'to
overcome the drawbacks of unit banking system

"This ba.nkmg syslem €ajoys l.he advanlagf\- of both branch ban.kmg system and unit. bankmg
system.

Ched: Your Progress A
1)~ Llst different typcs of hanking systems.

2) Distinguish betwees hranch banking system and unit banking system.

e=rs.




J) Which of the following statements are True and which are False? ‘ : ) Commerclal Banking
i) Banking system in India falls under the category of brarich banking. )
ii) Savings from the bank branches having surplus funds to those svffzring from :
deficit funds cannot be mobilised. - .
iii) Branch banking system brings about uniformity in the rates of in.;en;sl overa wider_ _
area. N : . .
- iv) Unit banking system is better able to withstand adverse business conditions.
v) Cost of establishment per bank is low in case of unit banking.

54 FUNCTIONS OF COMMERCIAL EANKS

The nature and significance of & bank can be known by the variety and magmtude I '.h=
functions it pcrfon'np It is highly difficult to define the term *bank’ as the concept i «If is
vepidly chariging in view of changes in spmo-econnmlc conditions, government policics,

. priorties etc. However, a few definitions will nd doubt help in better understanding tic
nature o banking.

541 Definition of a Bank

According to Herber Hart “ a barker is one who in the ordinary course of business honours
cheques-drawn upon him by persans ﬁam and for whom he receives money on current
account”

Agcording to' Section 5 of the Banking Regulation Act, 1949, “q banking company means

. any company which transacts the business of banking, Banking means the accepiing for the
purpose of lending or investment, of deposits of money from the public, payable on demand
or otherwise, and withdrawable by cheque, draft or otherwise”.

This is quite a satisfactory definition of banking. Thus main functions of a bank may be
divided into two categories: 1) primary functions, and 2) secohdary functions.

.3.4.2 Primary Functions. o ‘

'_Inihally. collection of deposits and granting advances used to be the primary functions of a
cormncrcm.l bank. Huwcvcr, in modern economies creation of credit and foreign exchange
dealmgs are also treated as primary fuﬁcnons of a bank. )

R B - i
("ollechon of Deposuts B ‘

The most-important primary function of a cor'r'nercml bank is collection of deposits. These

deposits may be in the form of 1) fixed deposi's, 2) savings bank deposnts 3) current

deposits, and 4} recurring deposits. * .

1) Fixed deposits: A fixed deposit, also known as term depos:t, is one where a customer
keeps a specfled amount with the bank for a fixed period. Fixed deposit holder gets -
interest on the deposit for that period. However, if he withdraws before the expiry of the.. . g -
. stipulated period, he loses all or a major part of the iriterest eamed on that deposit. g
Generally, the rate of interest on fixed deposits is the highest compa.rcd to that on other
- three forms of deposils.

"2) Savings bank deposils: Savings bank deposits can be opened with a very small .
amount. Though money in the savings accourit can be withdrawn at will, there are,
however, certain limitations on the tolal number of withdrdwals per ‘week. The rale of
interest on this deposit is normally higher than that of current deposit but less than fixed
deposit. By mobilising sinall amounts from large number of individuals through savings

" . bank deposits, banks are v-."crally adle to gather hugc amount of funds. )

-3) Current, account deposits: It is also known as demand deposit. The bank gpens this -
"account on an initial deposit of Ks. 100 but cnly after satisfying itself about the credit
worthiness of the customer. There are no limitations on the amount of deposit and
number of withdrawals. Normally no interest is paid on current deposit.

-4y Recurring deposits: Another “ype of deposit devised recently is recurring deposits. The :
depositor is required o deposit a fixed amount once irevery month for a specified
nurmber >f years. The 'dcposito.r geis the principal amount along with interest after the
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T expu'y of that specl.ﬁed périod. The rate of interest offcred. on these deposits is gencrally
-the same as t.hat offered on ﬁxed dcposrrs

Loau.s and Advances

- Normally commercial banks gm.ut short—term loans and advarlccs to: 1) business and Imde

2} industry, 3) agnculture and allied activties, aid 4) export and import trade. Let us
understand the nature of such loans and advances '

" 1) -Loans to business and trade: Conunercral banks grant loans on short-tetm basrs

Busmess loans are divided i into ) overdmfts (n) cash credits; (iii) dJ.rect Ioans, and (w)
. brlIs d.lscounled

i) Qverdraftisan arrangemenr by wluch the borrower is allowed t6 withdraw from
* 'his account more than vitiat is depositéd in his account. Tt is granted against
] collateral security. Interest is charged on the amount overdrawn.
© i)~ Cash. credit is granted against the security of goods or personal security of one or
K more persons other than the principal borrower. Interest is charged only on the
amount made use of by the customer under this arrangement,
iii) - Direct logns are granted against security of movable properties. Borrower has to
pay interest on the gntire amount of loan sanctioned from the date of takmg the loan
-till the time of repayment.

. iv) If trade bills are allowed by banks for discounting, they are called bills discounted. .

Dlscau.nlmg of bills of exchange is the most popular method in westem countries.

'2) Loans to md'Jstry Banks grant loans and advances to mdustry for its working capital
requirement. They grant mc loans to 1ndustry in the form of overdraft, cash credit, and -

direct loans.

3) Loans to agriculiu.e ani:l allied activities: Banks provide short-term credit to

agriculture and its allied activities in the form of crop loans, loans for :mgatxon land
development, purchase of cattle, etc. -

4) Expurt and fmport trade: Commercial banks also grant loans and advances for export
_and {mport trade. They grant direct ]oans guararileeing deferred payments, discounting
bills ete. for the purpos-e

-5.4.3 Secondary Funct_lons

-

For the convenience of custoiners, banks also perform a host of non-baaking functions )
called secondary functions. These functions can be divided into two categories: (1) agency
services, and (2) public utility services,

Agency Services : .
Various functions performed by a banker as an agent on behalf of the customer are called

agency services. These agency services include: collection of cheques/drafts, payments, sale -

and purchase of securities, trustee, executor and attorney, and correspondence.

" 1) Collections: Commercial banks take up collection of promissory notes, cheques, bills,

dividends, subscriptions; rents, etc,, on behalf of their customers as agents, The bank
. charges .s‘erwr:e charges' for rendering these services to its customers.

"'2) Payments: Banks also accept the respo- sibility to pay insurance premium) rents, taxes,

 electricity bills, etc., periodically on behalf of its customers for which they charge
commission.

3) Sale and purchase of securities: Customers sometimes approach the bankers for sale
and purchase of their securities. For thesé services the benks charge.' conunissiop

4) Trustee, executor and attorney: Banks also act as trustees, executors and anorneys on
behalf of their customers. As a trustee, the banker takes care of funds of the customer,
helps in proper management of trust. As exécutor, he carries out the desires of the
deceased customer in terms of the will left by him. As an attorney. the Yanker signs
transfer forms and docoments on behalf of the customer.

5). Correspondent: Banks serve as correspondents, agents or reprecentatives of their
customers. They obtain passports, traveller nckc

All the abovementioned services are called agency services as the banks act as agents lo
" the customers in rendering these services.

b
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,General Utilify Serviees - L.

In adéition 10 agency services, com.memal banks pcrfosm various services useful to the
_custom-~, These services'include letters. of credit, draft facilities, underwntmg. guarantee for
deferred payments, focker facilities, references, business and statistical information and
foreign exchange de-almgs

1) Letters of credll' Banks issue letiers of credit to their customers. These are uscful to .
- traders to buy godds from foreign ¢ countries on credit.

3) Draft facllities: Banks issue drafts to customers and ‘enable them to transfer funds from
o plnce to place.

.,3) Underwntmg Banks u.ndemrnlc sha.re capnal and debenmre capital to be raised by
gevernment, joint stock compames ete. :

‘4) *. 1arantee for deferred paymenl.s- Importers may not beina pasmon to pay for their
-iinports immediately. Exporters may allow them to pay in future but only if the paymem
M guara.ntaed In.such Gases banks may give guarantee for deferred payments.

-5y Locker l’aclllty. Banks provide'locker facility to customers to keep lhe1r va.luablcs
- such as securities, jewellery, documents etc.

€ --Referee Banks seyve as refercc to the fi nancial standing, busmess reputatlon and
. responmbihty of their customers.

7 '_ Busme.ss and stntlshcal information: Banks collect and classify mforrnanon regardmg
pOssibilities of trade, commerce and industry and provide the same to their customers.
Some banks alsp publlsh bulletms of information for use by lhe general public.

Check Your Progress B
1) Whatis a bank?

3 State whether the following statements are True or Falsc

i} Fixed deposits cannot be withdrawn before the cxplry of the sUpulated period.

ii) The rate of interest.paid on savings bank account deppsits is hlgher tha.n that of l.hc
current account deposits,

iii) Under current account deposus there are no limits on the amount of deposit and on
the number of withdrawals.

iv) Commercial banks do r:ot grant loans and advances for export and irport trade.

v) Banks act as commission agents also.

vi ) Ban.ks also help thefr custemers in meeting theu fore:gn exchange mqu:remems

5.5 ECONOMIC SIGNIFICANCE OF BANKING

_A modern bank plays a agmﬁcanl a.nd crucial rold in'the economic development ofa
countiy, In the past bankers used to be mere dealers of money. Today, they are- playing the
role of a leader of economic growth Bankexrs render distinct services to all types of
customers. Banks not only relieve. the public of great anxiety and risk of safeguarding their
-surplus income, But also provide facilities for savings and investment, promote banking
‘habit among the people; discourage. unproﬁtable locking up of comtnunity's wealth and
reduce idle capital of thé community. Bank in'its curn supply these funds to the

‘businessmen, industrialists and entreprencurs who require funds for maning and developing -

thieir business and industry. Inthe words of B.R. Rao, “the tiny streamlets of capital flowing
into the Bank 5 vaults become rivers and these river’ fall into the ocean of national finances
-to ﬂaar :he vessels of commerce aud drive the whee!s of industry.” Banks, by their ability of

Commer+el Banking
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creation of credit, have placed at the disposal of the nations large sums of money. Economic

' s:gmﬁcanve of banks can be analysed as follows:

1) Facilitates the development of trade and indostry: The multifarious growth of trade
and industrial sector in the modem economy is possible only if there is timely
.availability of finance in required quantities, Banks provide different types of loans to
encourage new entrepreneurs and give financial help to the existing industrialists to
- diversify and develcp their industrial activity. Thus, the growth and development of
industry and trade is mostly facilitated by banks.

2) Facilitating the development of agriculture sector: Agriculture plays vital role in
economic development of third world countries. But the development of this sector
suf’ered from paucity of funds. Banks help agriculture and its allied activities like

. penltry, fisheries, plggery, etct, by providing finances and technical consultancy.

3) Facnlithtmg the development of service secior: Banks also prowde'fnance for various
scrvices like transport, eduoation, ete., t_hereby contributing to the strengthening of the-
infrasrructure of the econdmy.

F]

4) Tontribut=s for the balanced growth: Banks idennfy the nature, lhc scale.and the
_ location of industries needing special care. This helps in balanced growih of the
-econamy. Bunks also identify the backward regions. By providing finances to those .
industrial units which contribute to the growth of these backward areas, panks help in
balanced regional development as well as balanced growth of the economy as a whole.

5) Enceuragement for international trade: By extending credit facilities for cxpofts and  §

impons and providing necessary information and data on international trade, banks
encourage international flow of goods and services.

6) Social service: Banks also hélp in fulfilling various social needs like helping the needy
and poor by introducing various schemes like self-employment, village adoptian,
educational assistance, slum removal programmes, elc.

7} Tmpleinentation of monetary policy: Sound economic development needs appropriate
monetary policy. Well developed bankmg system helps the economy by 1rnplemenung
the moneta.ry pohey formulated by the central bank of the country.

§ ey L vy = ] |

5.6 CREATION Or CREDIT

Brief introduction of the principles of portfolio management is necessary to study the :
concepl of creation ot' cred|r

5.6.1 Principles of Portfoiio Mgnagement

Banks have to manage their portfolio (assets and liabilities) sucha wiy that profl': are
secured 10 meet the expenses, liquidity is assured to meet l.he demands of the ‘depositors and
safety of the funds i is assured in order to ensure solvency.

Liquidity -
Liquidity means t:« ability of the banker to pay back the deposii-rs money in cash on

- demand. It *:: words of Sayers, “Liguidity is the word th.at the Frker uses to describe the

ability 10 vansfy demand for cash in c,\change Jor deposifs”. Liquidity is necessary for
mainlaining public confidence and is influenced by various factors like:"

1) Nature of economy, i.e., developed or developing.

2) Nature of degree of development of money market.

3) Banking habits;of the people in the country/region.

4) Banking structure in the country i.e., unit banking, branch banking.

5} Nature of business conditions i.e., inflation or depression.

6) Seasonal requirements such as slack season or busy season for money need.

-7y Percentage of the minimum cash reserve.

8) Demand behaviour of the depositors.

Profitablllt}'
Bank is o business unit whose Ob_]CCthe is to eamn profit in order to ineet the working ..
expenses, pay the interest on deposits and to'declare dividend to owners. Hence the bank has




to invest funds in such-a way that it eams maximum poss:blc income, Proﬁtablhty of the
bank is influcnced by various factars like mvolvcmcnt pattern, rate of return on mvcsuncnt.
cost of opcranon et

Safety- .

Safg,{ or solvency of a bank depends upon the .clauo-aclup between assets and Jiabilities. If
ﬂwvalucofassctslsequalorgmaxcrthsnw mtuflmblhu.:-ofﬂicbank,l.h 1ssmdto
be solvcnt.

A ;.
i

/
The three pnnc:ple.s of por:fol:o managementconfhct Wit each other. The bank 'vs &)
balance them for sound portfoho mapg« zment.

.6.2 Credit Creation

When a bank accepts tash and opens deposit account that deposit is called the primary
leposit. A'number of depositors Jeposit the money with a bank. A depositor noimally does
10t demand the bank for the payment of his full #~posit money at once. Similarly, at any
soint of time all the depositors.do not demand the bank for repayment of their fuli deposit
noney. Herce the banker is left with some part of the deposits for-granting loans and earn
»ofits. The bankeér has to'keep certain percentage of the deposit as reserve to meet the-
iemands of the deposuors This percentage of reserve is called cash reserve ratio (CRR).

The pan of primary deposits lef: after meeting the requirement of cash reserve ratio are
riven out as Ican by the bank. Nonmally, the sanctioned amount of the bank loan is not
lirectly paid to the borrower but is credited to his account. Thus every bank credit creates an
:quivalent bank deposit, This type of deposits dre called secondary or derivative deposits,
After keeping certain percentage of this dérivative deposits as cash reserve, barks grant
unher credit. This facxhly of granting credit results in creation of credit.-

“reation o credit refers 1o the power of ba:iks to multiply loans and advences througn
Tea‘ing deposits. Accord.mg to Newlyn credit zreation refers fo “the power of commercial
anks to expand secondary deposus either through the purpose of making loans or through
nvestment in securities™. )

'hus lhe banks can rnulnply a given amount of cash {nr primary depos:t) to many times of '
redit or derivative deposits. The ralo of total derivative deposrts fo the total pnmary
leposlts ofa bank is called credlt mulupher

“redit Creauun by a Single Bank- /.

‘uppose a depositor deposited (i.e., primary deposit) Rs. 2,000 in Canara Bank and. whose

ash reserve ratio is 10%. Now Canara Bank after keeping Rs. 200 (10% of Rs. 2 L000) as
:serve, can grant credit of Rs. 1,800 (o a person by crediting the amount to his account. The .
ank can again grant a loan 3f Rs. 1620 (after keeping Rs: 180 i.e., 10% of Rs. 1800) to-

scond person by crediting the amount to his account. The bank can furthey grant another

»an to a third person’of Rs. 1458 after maintaining 10% reserve fe., Rs. 162. This process
rilt conunue until the primary deposit of Rs. 2,000 and the mmal"excess reserve of Rs. 18G0 -
-€. excess of 10% of Rs. 2,000) lead 1o derivative: déposit of Rs. 1800 + 1620 + 1458 +-
veenr= RS, 18,000. Total primary, and derivative deposits will be Rs. 18:000 + 2,000 = Rs.
0,000. Credit multiplier is the reciprocal of cash reserve ratio i.e., 3+1/10= 10 and the
redit creation (total derivative deposits of Rs. 18,000) is the ten timés of the initial

kcess reserve. Thus, credit creating ability of a bank is the preduct of credit multiplier
nd excess reserve of primary deposit {i.e., 10 x Rs. 1,800 = Rs 18 0{}0) -

ssumpuons of the Credit Mu]ﬂpher

¥ The cash reserve ratio remains the: same at alt l.he. stagqs of credit creanon
) The-is no leakage in the ¢redit creation process.

) There i a well developed banking system in the country,

¥ People in the country have banking habits.

) Credit control by the Central Bank is absent.

) Nonnal%usmesscondnmng. are in existence in the .,ou.nlry

(ultiple Credit Creatlun by Banking System
ormally :here would be more than one ba.nk and the borrower of a bank may wuhd:aw the

1...
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money and may deposit the amount in the bank which in turn can create credit. This ransfer
. of cash within the barking §ystem creates primary deposits and ther=by provides the facility
" of creation of derivative deposits. This process of creation of credit through primary and

derivativé deposits Is called multiple credit creatlon by banking system. '

B We study the process of multiple credit creation with an example. Ifa depositor deposits |
_ Rs. 2,000 in Canaia Bank and the cash reserve ratio is 10%, the bank can grant a loan of

. person pays the amount of Rs. 1800 to the suppliers of material by a cheque and if the
- primary deposit to State Bank of India. Now State Bank of India can grant a loan of
" -Rs. 1620 after maintaining 10% cash reserve (Rs.1800 — 180) 1o another pesson. If this
~ person'pays thic amount to his creditors and if they deposit the amount in Syndicate Bank,
tum can grant a-loan of Rs 1458 after maintaining 10% cash reserve (Rs 1620— 162) which
" in'tuin can be deposited in another bank. Thus the credit creation or the creation of
. ‘derivative deposits by the banking system will be Rs 1800 + Rs. 1620 + Rs'1458 + ... =
© Rs.’18,0007i.e., 10 times i.e,, credit multiplier. o ‘

" Conceptually either the individual banks or the banking system as a whole can create credit

. problems may be viewed as the limitations of credit creation.

RSV} The ability of the credit creation of a bank depends upon the amount of cash. The bank

", '3)." The bank cannot create credit practically as discussed in the concept in view of leakages

"4) The required number of reliable borrowers to avail the entire credit created by banking
8 Business conditions of the banks like inflation, depression, etc., also affect the credit

-9)  All the banks may not have the salne nature and extent of programmes of credit

.1} Mention important aspec'is which show the economic significance of banks.

.5.7- LET.US SUM UP

Rs. 1800-(Rs. 2,000 — Rs, 200) to 4 person by crediting the amount to his account. If that

supphers of material deposit that cheque in the State Bank of India, the deposit will be

this amount of Rs, 1620 will be the primary deposit to Syndicate Bank. Syndicate Bank in its

Limitations of Credit Creation

as discussed above. But a number of problems crop up in credit creation in practice. These

.. can create more credit, if it has larger amounts of cosh and vice versa.
2)- The cash reserve miio also affects the credit creation. The lower is the ratio, the greater

i§ the ability to create credit.

. Tike excess reserves and currency drains.
. ' system may riot be available.
5) Required number ind nature of seclrities may not be available to offer to the banks as
.. security.” | - .
6) CreditPolicy of the, Central bank affect the cash reserve ratio. _
7). All the péople in the country may nol have the banking habis to the required order.

crealion process. - .
‘sanction and disbursement.

Check Your Progress C

2) State whether the following staiements are True or False.~
i) Banks provide different types of loans [o encourage new entrepreneurs.
ii) Banks help in balanced growth of the economy by providing finance to these
industrial unils which comribute 10 the growlh of backward areaz, . v
iii) Banks do not encourage intermat’cnal flow of goods and services,
iv) The ability of a bank for credit creasisis depends upon the amoint of cash
- availability. A o . '
v) . ‘The cash reserve ratio is not affected by tie credit policy of the <entral bank.

Structure of banking varies-from country to country. It is determined by several faciuis.
Different banking systems came into existence with the development.of banking in the
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‘world. Importari; among them are:. 1) branch bariking, 2) unit banking, 3) group banki:ng,'
and 4) chain banking, ; .

The nature and significance of'a bank can be known by the variety and magnitude’of the-
functions it performs. These functions can be divided into (i) primary function and (i}
scconda.i'y function. Commercial banks are the most important source of instirutional credit
in th= money market. The business of a commercial bank is primarily to a.ccept déposits and

advance loans.

Commarcial banks have come to play a significant role in the economic development of
countries, Without the evolution of commercial banking in the 18th and the 19th centuries, -
Industrial Revolution would not have taken place in England, It may be stated that without
the development of sound commercial banking, underdeveloped countries cannot hope to
join the ranks of advanced countries. This is because industrial development requires the use.
of capital which will not be possible without the existence of banks which provide the
necessary funds. ) )

Commercial banks manage their assets and habihues ‘with three conmderanona in mind,

namely, liquidity, profitability and solvency. These three principles of portfolio rnmagement'

conflict with cech ether. Bt the bank must balance lhem for sound portfolio management.

»

Creation of credit is 2 ma]or function of a commercial bank. When a bank advanccs loans,
there tends to be a mulnple expansion of credit in the banking system. Primary deposits
SErve Bs'a bas:s for creaung derivative d= posus that is, credit creation, and for i mcreasmg
money supply Howcvcr ﬂqen’: are certain limitations of credit creation by thc banks. -

On’ the whole, banks play a dynam1c role in the economic life of every modern state, An

efficient and comprehensive banking system is a cmcml factor in the dcvelopmenm.l Process.
'Ifhus. in the'j ‘{nterest of rapid economic gmwth itis necessary to reform and develop a sound
,ba.nkmg sysicm -

‘5 8 KEY WORDS

Bra.uch Bankmg* A banking system under whlch two or more banlung units operate under
single owncrshlp and managcm:. t as a single institution,

Cash Resewe Ratio: The percentage of the deposits which the banker has to keep as llquld
funds :

Chain Bankmg A banking system where lwo or more banks are controlled by a single
PETSON Or group of persons thiough stock ownership or otherwise. .

k}redlt Creation: The power of the ban.ks to mulupl} toans and advances through creating -
dcposns

Credit Multlpller. The ratio of total derivative deposits to thc lota.l pnmary deposits of a
bank.

Group Banking: A banking system where the ownership and opcranon of two or more
banks are held dm:clly or indirectly by a corporation,

Liquidity: The ablhty of the bank to pay back the depositors money in cash on demand,

Overdraft: An anaugcmcm by which the borrower is allowed to withdraw from his accoum

meore than what is deposited in his account. \

anary Dep051t Adeposu account.opened by bank by accepling cash from the publlc

Umt Banklng A banking systcm in which bankmg opcrauons are camed on mrough a
smglc rFﬁcc - .

5.9 'ANSWERS TO CHECK YOUR PROGRESS .
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C)

3) i)False i)True iilf True iv)False . v) Trye- vi) Tyue
2). )True i) Tre i) False iv)Tme v)False, -

FE

510 TERMINAL QUESTIONS"' -

ey T

)
2}”

3)

4
5)
6)

7
8)

Comparc the evolution of bankmg in England and India.
‘What.is branch ban]ung'l Explain its advantages and disadvantages.

Explain the concept of ‘unit banking'. What are the merits and dermerits of unit bankmg
-systern? Suggest measures to overcome the demerits of unit banking system. '
Define the term ‘bank’. What are the primary funttions of a commercial bank?

Bxplmn the secondary functions and general utility services of commercial banks.”
Explain the contribution of commencial banks to the economic development of &

country.

Exp'ain the concepts creauon of credit, hqmdxty, proﬁl:ab].hty and safety. \ -
What is credit creation? Explam how banks can create crc.dlt What are the hmuauons

.of credit creation?

Note: ‘These questions will help you to understand the unit better. Try to write
«  answers for them, But do not submit your answers 1o the University far
assessmcnt. These are for your pracnoe only
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UNIT 6 COMMERCIAL BANKING IN

INDIA o

6.3

6.4

6.5

6.6
5.7
6.8
6.9 -

Structure : . -
60  Objectives '
6.1 Introduction
6.2  Banking Structure in India
Role 0F State Bank of India

63.1 Establishment
6,3.2 . Objectives
6.3.3 Progmss
Naticnalisation of Commercial Banks
6.4.1 Arguments for Nationalisation =~ = .
.6.4.2  Arguments against Natfonalisation - -~
6.4.3 ODbjectives of Bank Nationalisation - -
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OBJ ECTIVES

By the end of thls unit you should be able to:

\o,.'_o.

describe the basic components of bankmg structure in India . -
list the objectivés of the Siate Bank of India -

" state the contributions of SBI
_explaif the reasons for nationalisation of banks in India -
: pciinl: out the problems faced by commercial banks in India. :
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INTRODUCTION

'In Urut 5 you have Iearnr about lhe evolution of ba.nkmg system, the lunetions of
commercial banks’and (he methods of credit creation by commercial bunks. Now you )vill-
study.the ba.nklhg system in India. In this unit’you will learn about the bankKing structure in

_ India, the role of State Bank of India, naticnalisation of commercial b.mks and thc problems

of sommercial banks in Indla

:2 BANKING STRUCTURE ININDIA .

The

structure of banking in India depends upon severat factors like India’s economic

system, economic goals, palicies and programmes, and the need for flow of finance to

-various sectors, like export and 1mport sector, small scale and large scale industrial sectors,

agriculture and rural economy ete.

Banking structure in India can be broadly divided into seven categories: 1) Central bank,

. 2) development banking, 3) commercial banking,4) cooperalive banking, 5) rural bank:ng..

) export import-banking and 7) hoysing banking. ’

1)

2)

Central Banking: Reserve Bank of India is thie Central Bank of the country. It
performs all the functions of a central bank like note-issue, bankers’ bank,_c]caring

house and credit control. In addition, it helps the country in ils economic development.-

Development Iiaﬁking{ Development banks provide Iong-tcnh finance. particularly o

industry. They also underwrilte the capital issues of companies, invest in equity shares,
preference shares, debentures, etc. The development banks in India include Industrial .
Finance Corporation of India, Industrial Development Bank of India, State Finance
Corporations and Industrial Credit and Investment Corporation of India.
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-etc. There was a change in the status and working of the Imperial Bank after the~__

" position in'the banking industry by virtue of its large resources, business and branches. Out

" national policies adopted by Government without departing from the principle of

" Indore, Bank of Baroda, Bank of Mysore the Hydcmbad State Bank and the Travancore

3) Commercial Banking: Comm:rcnal banks provide short-term finance to business,
trade, industry, agricvture transport sector, housing and export and import sectors.
Commercial banks in India can be- broadly divided into three categories: 1) public sector
banks, 2) private sector banks and 3) foreign banks, Public sector banks.iriclude State
Bank of India alongwith its subsidiaries and twenty nationalised banks. Private sector
banks are the non-nationalised banks like Vysya Bank Ltd., the Kamataka Bank Lid.,
etc. Foreign banks like Grindlays Bank, Bank of America, Bank of Tokyo, British Bank
of Middle East, etc., are the branches of the commercial banks incorporated in various
foreign countries, '

# ey wn e P Ty oy

4) Cboperalive Banking: Cooperative bank is an institution established on the basis of
cooperalive principles and dealing in ordinary banking business. They include industrial
cooperative Banks, State Cooperative Banks, District Central Cooperative Banks,
Pr|mary Cooperative Banks, etc. . ,

3} Rural Banking: Rural banks ﬁnancc all kinds of agriculiure and rural activities.
Regional rural banks are specialist institutions established for the purpose of providing
finance exclusively to rural activities. National Bank for Agriculture and Rural
Development (NABARD) is an apex bank providing finance to commercial banks and
regional ruval banks for the purpose of directly providing financial assistance-fer
agnculture-and other rural activities,

6) Export-Import Bankmg Export-import banks prbvidc finance exclusively for foreign
trade. Export-Import Bank of India was established as an apcx bank to i‘nancc exporters
and importers through commercial banks. .

e e g A

7) .Housing Banking: Housing banks are those anks which provide finance for
construction of houses, plats, house repairs, etc. Nationai Housing Bank was established
at apex level in the country to provide housing finance through commercial banks and
other agencies.

6.3 ROLE OF STATE BANK OF INDIA

The Imperial Bank of India was instituted by the amalga.mauon of three prcsxdcncy ban}cs of
Bombay, Calcutta and Madras in 1921.

Before lhe establishment of Reserve Bank of India (RBI), Imperial Bank acted as the sole
banker to the government, custodian of government funds, bankers® bank, clearing house,

establishment of R.B.L in 1935, It remained a commercial bank. It occupied apwoml

of 1he 101al deposits of all the scheduled banks by the end of 1954, the share of Imperial
Bank was 24.5%. It also acled as an agent 1o the Reserve Bank of India where the latter had

no branches.
. ]

6.3.1 _Establishment | | :

Thie govenment took the historic decision of nationalising the- Imperial Bank on 20th
December, 1954. This decision was taken on the basis of the recommendations of the
Committee on All India Rural Credit Survey appointed by the R.B.]. An important
recommendation of the commiltee relates to the setting up of “State Bank of India as one
strong, integrated, statc-partnered commercial banking institution with an effective
machinery of branches spread over the whole country for stimulating banwing
development by providing vastlyextended remittance facilities for cooperative and.
other banks and followed a policy which would be in effective consonance with the

sound husmess »o

The government accepted the recommendation and estabhshed the State Bark of India'on
Ist July, 1955 by nannahsmg the Impenal Bank of India. The State Baik of India
(subsidiary banks) Act was passed in Sepiember, 1959 and in course of time, § major State-
associated banks were amalgamated with the main bank as its subsidiaries. They are: Bank
of Saurashtra, Bank of Pasiala, Bank of Bikaner, Bank of Jaipur, Bank of Rajasthan, Bank of

Bank. - .
¥




"6.3.2 Objectives o

Dne of the main objectives of nationalising the Imperial Bank was t2 spread banking
- facilities by establishing a large netivork of branches all over the rountry, According 0.

‘ie State Ba 1k of India Act, the bank had a statutory obligation to opc & 480 new branches in

the rural, semi-urban, and unbanked areas during the first five years of its-existencg or such
extended period as might be permitted by the Bank, In this connection, the bank created a

special fund known as the Integration and Development Fund, whish wo 1d be uuhsed
for meeting partially the losses attributable to the additional branches established in
pursuance of the Act and such other losses or expenditure assmight be approved by the
Central Govemnment in consultation with (he Reserve Bank of India. This fund was created

* with the dividends due to Reserve Bank of India, the contribitions of the Reserve Bank of-
India and the Central Government.

The State Bank of India was expected to operate its activities in conformilty with the broad
economic policies of the government. Another imporiant objective of the bank was to
promote agricultural finance and to solve the problems of the exlstmg system of
agricultural finance. . :

i addition, 'the bank aimed at providing specia'l-facilitics for the training of the perédnnel of
the bank and imparting knowledgc on cooperatwe pnnc1p1cs

. The SBI was also expected to help the Rcscrve Bank of Indla in its credit policies and in .
-helpmg the RBI i i checking zmy monelary disequilibrium in the money market,

6.3.3 Progress

At'the time of cstablishment of the State Bank of India, two main responsibilities were
placed on its shoulders. Firstly, the State Bink had 10 ensure smooth transformation from
profit-seeking commercial banking to a truely socially oriented institution to serve the cause
of the country. Secondly, it was required to undertake dévelopmental activities which were
not normally included in the business of commercial banks. The State Bank of India made a
commendable progress during the last 35 years (upto March 1990) in different spheres of the
economy. It has become a pioneer in the banking indusiry and has emerged as a miodel bank
to all other commercial banks in the country. The significant ach:evements of SBI are
discussed below: <o

"} Branch Expansion: The objective of the bank during the days of its establishmcnt was
fo open 400 branches within 5 years of its establishment. The bank achieved this target
well in time. Since then it has been opening its offices in rural, semi-urban, unbanked
and under-banked areas. The number of branches in India increased fmm 466 at the end
of June 1955 to 8,422 by the end of March, 1990.

2} - Deposit Mobilisation: The State Bank of India formulated several innovative schemes

¢ of deposit mobilisation. Further, its vast branch network was an added advantage for
accelerating deposit mobilisation. The bank’s aggregate deposits increased from - .
Rs. 188 crore in June 1955 to Rs. 37,666 crore by the end of Oclober, 1990. A
substan‘ial amount of these deposits was rmobilised from rural and semi-urban areas.

] 3) Advances: The bank’s total advances at the end of 1955 were R.. :ores. The total
advances of State Bank of Ind.la and its assaciates (excludmg mvcstmcnt in government
. secunues}-mcreased to Rs. 25, 322 crore by Qctober, 1990.

The bank has become the major financial institution, provxdmg finance for short-term
and medium term for agriculture, small-scr "e industries, medium and large industries,
weaker sections of the society, etc. Nommaily, commercial banks are not allowed to
enter into medium term financing but RBI'was allowed to provide medium-term finance
to industries. Bulk of the credit of the SBI fell to the share of industries like iron and
steel, engineering, fertilisers and chemicals, and the sma_l scale mdustncs

4) Export Finance: The bank’s role in the, field of export pmmouon mcludcs export
financ’ng, exploring and developing new markel.s for Indian exports (both traditional
and non-traditional), T Bank maintaing ari information service for its customers on
export possihiLties of various commndities. The Bank also circulales information to
Indian exporters and imposters. It established the international division in Boibay in

Commercial Bankiny in Indiu
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1970, Thrs division seeks to bring together Indian exporters and foreign unporteﬁ*m
addition to providing 2 wide Tange of mformauon The Bank also assists in sécuring -

foreign currency loans. : ; o o

Leiid Bank Scheme: Under the Scheme thié State Bank of India and its assocrates and
_the 20 nationalised banks were allotted the districts and were asked to play the ‘lead
role’. The allotment of districts to the various banks was based on such critesia as the

size of the ba.nk the adequecy of its resources for handling the volume of work,

* contiguity of drsmcts the regional orientation of banks, the desirability of each State ta to
-have more than one lead bank operating in the territory and, to the extent possible, for - _

each bank to operate in more then one state. Thus, under the Scheme leading banks
share the responsibility for surveying and developing the banking potential of al] the
districts n the country. Under the Scheme, 90 districts were allotted to the State Bank
of India and its subsidiaries, The SBI has. prepared detailed survey reports for almuost all
the 'drstpcts TThe bank has also taken yp various SI‘I.IdlBS in all the community
development blocks in the leacl drslnets allotted to it.

Small;Scale Industrles. A scheme for 'ﬁnanemg small-scale industries was formulated
by the State Bank of Indie immediately after its inception. The scope of the scheme was
extended in 1960 to cover the grant of term loans for the purchase of fixed assets also.

In addition, the bank decided to reach out to the prospective borrowers through a system _
of surveys and offer a package of credit covering the entire requirements of the

borrower, In addition to the comprehenswe credit facilities, the bank aiso lrberahsed the

lemms and condmons
. 'Ihe bank aiso introduced the Entrepreneur Scheme in 1967. Under this scheme,

importance Wwas given to the compeience of the entrepreneur and te~hnical feasibility -
and economic viability of the project. The Bank also introdused the Rural Industries
Project in 1969 to help small artisans; The Bank was also hctively associated with the
half-a-million jnbs programme sporisored by the gove ni—ent for the educated
unemployed. The Bank started implementing the recommendations of its study-team
from-1975 on all aspects of small industry financing and aimed at impr6ving the
qualitative nspecls of financing, implementing, nursing programmes, etc. :

Bank ass:stance t6 small scale industries which was Rs. 10 lakh at the end of 1956

) 'mcreased to Rs. 3,412 crore (including that of associate banks) by the end'of March, '
1990, benefiting 13.51 Iakh small scale units.

Agricultural Finance: The Bank .grants direct advances to farmers for all agncu]tura.l
activities mainly on the basis of the progressiveness of the farmers and the economic’
vrab:llty of the schemes. .

Thc ba & rr-tmduced the Small Fan'ners Scheme and Fa.rm Graduate Scheme in 1969. In

- tho-first scheme the Bank primafily insisted upon group guarantee of the small farmers

~ithout i insisting upon any other sécurity. The Farm Graduate Scheme sought to extend

credit to technically-qualified persofinel, parncu]arly Graduates in Agnculture Dairy

- Sclence etc

Total dr.rect assistance of the State Bank of India groug to agriculture increased from ,
Rs. 176 crore in 1975 10 Rs. 2,757 crore by Jurte, 1985, Similarly, indirect finance
prpvided by the banks increased from Rs..63 crore at the end of 1975 to Rs. 511 crore

by~ end of Jime, 1986. Total advances, to agriculture were to the tuie of Rs. 3, 168

crpre by the.end of March, 1990.
In 1971, the:SBI decided 1o move away fro:n scattered len1'ng and to adopt -

. mtenmﬁcauon of the.area approach. Ap important festure of the strategy was to select
intensive centres, prefernbly in backward areas. Agricultural Develcpment Branches

(ADB) were set up at such centres. Upto. the =nd of 1977 the Back had opened 314

. agncultuml developmenr branches, each providing credit to agncu‘lru.nsts by way of
‘crop loans, investment loans and other nieeds in the ared comprising about- 100 villages.

Finance is also pruvrded for activitiés allied ta agricultrre like dairy and poultry, and
also for the constructren of godown:. transport facilities and marketing of crops ¢lc,

A village adoption scheme has Coan formulated by the Slale Bank. According to this
scheme, a branch adopts a few viliages for intensive and mtegrated financing of farmers
for rneetmg l.he yarlou.s Ioan ﬁ:qmrements irrespective of size of holdmg. nature of loan
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reqmrement and size oﬂloa.n A system of group gumfantees has becn msl:ltur.r:d in the
case of fori-viable farmers. =

_In addition to providing direct finance to fa:mers the Bank also prov:des finance
, mdn:ectly l.hmugh primary credit socmhcs .

Financmg Land Mortgage Banks: The. bank as&sfance to land mongage banks is of
three-types
1) suhscription to the debenrures issued by the Central land mongage banks;
2) grantire advances on the security of such debentures;
3) provision of interim finanéial accommodation to central land mortgage banks
~ against govemmcnt ouaranles,

8) Small BUSmess Finarce: The Bank has formulated its pohcles for meeting the cred:t
need of the small borrower engaged in economic activities such as distribution, " -
transport, etc. :

'9) Employment-oriented Lendmg. ThJS scheme was initiated in 1971. The Bank was mc
first to formulate an employment orjented lending scheme to finance, on concessio1al
terms, :cchmcally-quahf‘ ed or experienced persons to set up small industrial upits, A
similar scheme was also extended to agricultural graduates: Schemes such as

entrepreneur scheme, farm graduate scheme and scheme relating to agro-service centres .

‘were implemented more vigorously, in addition to devising new schemes for doctors/
_dentists, engineers, gradustes etc. Initially cmphasis was laid on self-employrrent, but
was subseqilently modified to cover self-employment/additional employment on .
.account of expansmn and removal of underfpamd cmployment.

l“) Dlﬂ‘erent Interest Rate Scheme: This scheme was introduced in August, 1972; Bank
‘. v+ group's.advances under this scheme increased from Rs. 3.9 crores to Rs. 1,36 ccores
. during December, 1973 to March, 1990. This scheme resulted in the generation of
gainful economic activities. Loan is gran‘ed on reasonable terms and conditions under
Iajs scheme. Total beneficiaries under this schéme stood at 18.45 lakhs by thé end of
- Jans, 1986. -

l I) Merchant Bankmg Division: The Stat» Bank set up the merchant bankmg division in

... 1972, which in addition to serving the clients, helps the small and merium
entrepreneurs who wish to set up industrial-enterprises and enter the capital market for
the first time. This division assists technocrats and new entreprencurs who do not know
how to make m-ra.ngements regarding fi nanc:al planning, arranging capital structure,
public issue, etc,

S

Check Your Progress A
1) State the seven cmcgones of the banking structure in India.

..........................................................................................................................................

2) Fill in *he blanks: C .
1) After the establishment of ............... . the status and workmg of the Impena] Bank -

undérwent a basic change.
ii) Intergration and Development Fund was created to help SBI in pursumg the pohcy
(1) P expansion.

iii) Developmcnt banks provide long-term finance, particularly to............... -
lv) The SBI had'to ensure smooth transformation from proﬁt-seehng commercial
- . :bankingtoa- LU S oriented institution.

3) State whether the foﬂowmgam True or False.
i} SBI was expected to follow policies whlch conform with the broad economic
policies of the country.
"ii) SBI has given priority to export fmance over mdusl:nal finance.
iii) In spite of its best efforis SBI has not been able to significantly influence the credit
scene in miral India. )
iv) - SBI is the only commercial bank allowed to extend medium term loan.

_ Commerclal Banklng !ri'lndsa
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6.4 NATIONALISATION OF COMMERCIAL BANKS

Prior to their nanonallsanon Indian commerc:al banks neglected agricultural sector, small

" industry, export sector, weaker sections of the society, etc. The agricultural sector accounted
for only.2. 1% of the total éredit in March, 1967 as against 64. 3% for industry and 19.4% for

commerce. Commercial banks were found falling short of meeting the social comnut}hents
and‘(.he needs of economic development

The Govemment of IndJa hed, therefore, to u'npose social control over banks with a view to
prevem monopolistic trends, concentration of econommic power and misuse of | economic
resources. Thus the basic goal of social control was to achieve the social ends w,nhout takmg
over the banks into public ownerslnp

Consequent upon this, National Credit Control Council was set up on December 22, 1967 to
assess periodically the available resources of credit and to ensure its equitable and
purposeful distribution among the several sectors. This council was expected to assess the

-demand- for bank credit, determine pnonry for the grant of loans, coordinate the 'ending and
‘investment policies of commercial and cooperative banks. But such an arrangement was not

-considered satisfactory by ma.ny Thus, opinions and arguments continued for and against
nahonaheatlon

6.4.1 Arguments for Nationalisation

" . 'The supporters of nationalisation argued that;

#  Banks in India were owned and controlled by a few big’ sha.reholders and industialists.
Thev influenced the pattern of allgcation of bank credn.
¢ Banks used to grant loans only to the directors out of lhe deposus mobilised from the
_ public.
» Banks used to participate in speculative activities and anti-social acu\rlues in order to
maximise profils.

‘e Banks prov:ded credn to big industries and completely neglecied small scale mdusmal

Eector.’

e Banks did not finance the agriculture and allied activities- Lhough the Indian economv

was basically agncultu.ral eCOnomy. -
o Banks credit flow was not in accordance with the priorities of Five Year Plans and
policies of the government.
» - There was no complete safety to the depos‘tors money.
v

6;4.2 Argunients Against Nationalisation

Some people criticised the nationalisation. Their ar'gumenls were as follows:

s Nationalisation of banks would result in reduction in efﬂmency as was the practice in
other nationalised industries in the country.

¢ Nationalisation will generate monopolistic tendenmes in banking industry, which would
not be possible to control.

#-  There were several other ways and means to eradicate malpractices rather than
- Aticnalising the banks. ~

o Since nationalisation of banks was aimed at financing agriculture, weaker secticns of
the society etc., there would not be any secr=ity of funds of ‘the depositors.

e  Natnualisation involves huge burden in the form of paying the compensation to the
shareholders. »

- @ Nationalisation would not result in- socmllcm but result in State Capitalism.

- Trwas eventually felt that nationalisation was necessary for the ach-evemenl of the:

objectives of social control viz.,
1) Removal of control by a few.
ii) Provision.of-adequate credit to agnculn.re, small industry and rxports

iii) Giving of profesrtona.l bent tc bank manag\cment and . IR
_lv) Encouragemenl )

O new class of enu‘epreneum

An ordinance was promulgated on the night of July 19, 1969, nanonallsmg 14 leading

. '_ scheduled banks each havmg deposits of more than Rs. 50 crore. The 14 nationalised banks

+
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. were: Allahabad Lok, Bank of Boroda, Bank of India, Bank-of Maharashtra, Canara Bank,
Central Bank of India, Dena Bank, Indian Bank, Indian Overseas Bank. Punjab National

. Bank, Syndicate Bank, United Bank of India, United Cominercial Bank and Union Bank of -

" India. -

' Later the Govemment nationalised six more commercial Banks on 15th April, 1980. These
banks were Andhra Bank, Corporation Bank, New bank of India, Oriental Bank of
Commerce, Puniab and Sind Bank, and Vijaya Bank.

6.4.3 Objectives of ﬁank Nationalisation

.More specifically the objectives of nationalising banksin India-were: ) .

1)* to mobilise savings of people to the rhaximum extent possibie and 1 utilize them for
productive purpose; - o - - S T

2) o ensure that the banking operations are guided.by a larger social purpose and are
1§ubject to close public regulations; - S - :

" 3)" “to-ensure that the legitimate credit needs of private sector industry and trade, big and

. small, are met;- . T ' . : . :

4 10 ensure the needs of the productive sector and in particular, agriculture, small scale
industry, self-employed professionals are mét;.

<) " to actively foster the growth of the new and progressive class of entrepreneurs and

create fresh opportunities for hitherto neglected and backward areas in differerit parts of

e country; and : . _
.6)- to curb the use of bank 9rédit_for speculative and for other unproductis e purposes.

6.5 BANKING DEVELOPMENT SINCE
NATIONALISATION . - '

Nationalisation of banks en 19th July, 1969 changed the complexion and dimensions of
‘commercial banking in India. It helped hasten the pace of geographical and functional
-diversification. The new dimensions placed varying responsibilities on the shoulders of
commercial banks such as expansion of bank offices in unbanked and remote rural areas on
‘2 massive scale, meeting the credit requirements cf export sector, agricultural sector, small
scale sector, cottage and rural industries, self-~mployed persons, artisans, weaker sections of
" cociely and small traders, ete. L :

1; = Branch Expansion: The branch expansic~ of commercial banks is very significant in
fulfilling the socio-economic goals of the couniry. After nationalisation, the traditional
concentration of banks in and around urka- rertres has reduced. There is wide dispersal
of branches in semi-urban, rural, backward aad unbanked areas. During the 18 years of
nationansatioh, i.e., up to June, 1987 banks opened a record number of 53,890

* branches. The number of rural branches increased from 1,832 10 30,201 during the -
" period June, 1969 to June, 1987, '

The rhassi‘{e branch expansion in rural, underbanked and unbanked gre_as' resulted in
reduction in regional imbalances in banking facilities.

~

2) Growth of 'Deposits: Another area of bank progress is the acceleration of deposits.

- Consequent upon the massive efforts made by banks, deposits increased phenomenally

-from Rs. 4,645 crore to Rs. 1,81,260 crore during the period June, 1969 to November,
1990. The propertion of fixed deposils in the total deposits increased during this period.

3) Credit Expansion: There is significant improvement in the credit of banks during the
post-nationalisation period. Total credit shot up from Rs. 3,599 croré in 1969,t0 Rs.
rl,96.603 crore.in November, 1990, '

4) Growth of Farm Credii: Commercial banks have been giving special attention to'°
agricultural sector after natjonalisatipn. Several measures were implemented to provide
credit to agricultural sector, viz., lead bank scheme, area-approach, differential int€rest
rate schene, village adoption scheme, financing through cooperatives, Small Farmers’
Development Agency, Marginal Farmers® and Agricultural Labourers’ A gency,
Organisatior: of Farmers® Service Societies and sponsoring of regional rural banks.

- -The baiks provide dimct'ﬁnancq toagr -ilturists in the £orm of short-term crop loans,,

Commerclsl Banklng'ln_ Indly
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3)

F ' '

tertn loans for purchasing of bullocks, bullock carts; agnculmral melcmems digging of

wells, land developr-ent etc., and also loans for allied activitiés like poultry, dairy,,
piggery, fisheries, bce-keepmg etc. The percentage of credit (o agriculture increased .
from 5.4 to 18,3 during 1969 and 1986.

Finance t-. Small Scale Industry: Small Scale industriés have been playing a pivotal
role in our e>onomy. Commercial banks have been financing small scale mduslnes
based or thé guidelines of the Reserve Bank of India which stipulate three categories of

. small scale industries: (a) artisan and village cottage industries, (b) small industries in

o

8)

the tiny sector, and (c) large size small scale units. Commercial banks finankial
assistance to small scale industries incrensed from Rs. 251 crore to Rs. 636 crore
during the period 1969 to 1986,

Fmancing to other Priority Sectors: Commercial banks also prov:de credit to other -
priority sectors like self employed persons, transport operators, re'ail traders and small
business, assistance to education, housing etc. Loans to this sector increased from

Rs. 28 crore to Rs. 4,719 crore during the period June, 1967 toJune, 1986.

‘Export Credit: After nationalisation, commercial banks have been providing credit to

export sector on priofity basis and on concessional'terms and conditions. The amount of
loans granted to this sector was to the tune of Rs. 2,377 crore in June, 1986.

. . - s
Credit to Weaker Sections: The rationalised banks provide loans and advances to the
people ol ¥werker sections also.- These include small and marginal farmers, landless
labourers ; fenant farmers and share croppers, artisans, village and cottage industries,

_beneficiaries of Integrated Rural Development Programme, Scheduled Castes and

. Sc_hedulcd Tribes and _befl_eﬁciarie's of differential rate of interest scheme.

Check Your Progress B

D

2)

3)

4)

What is bank nationalisation?

List out the names of the banks nationalised in India.

State whether the following are True or False.

i) Nationalisation of commercial banks has achieved its objectives.

ii) Prior to nationalisation, ‘commercial banks in India were generally conccmcd with
profit maximisation only.

iii) Nationalisation has enhanced the efficiency of commercial banks. »

iv) Bark nationalisation in India was prompted by the necessity of credit facilites
reaching the rural sector and weaker sections of the socicty.

Fill in the blanks.

1. 14 major commercla! banks in India were nationalised en July 19, .

if) On April 15,1980 another .......... banks were added to the list of nﬂnonahscd banks
in India. . .

iif) The percentage of credit to agriculture increased from .......... o .....ou... during 1969
end 1986. ‘
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in regional .......... in banking facilities.

6.6 PROBLEMS OF COMMERCIAL BANKS IN INDIA

Though the commercial banks made significant progress in terms of branch expansion,
deposit mobilisation; loans to priority sector and weaker secuons of the society, they are still
' facing a number of prohlems in different respects. .

]

2)

- 3)

0

Problems in Branch Expansion: Banks were asked to open their branches in ruraland
backward areas where minimum infrastnicture facilities like roads, communication,
transport, education, safe buildings for bank operations are not available. In some place
there is a problern of even the security to the bank employees.

Problems in Degosit Moblhsatlon There has been heavy compeuuon among, pubhc
sedtor banks in deposit mobilisation as all of them have been providing the same
service. Banks also face competition. in mobilising deposits from National Savings
Organisation, Non-Banking Companies, Unit Trust of Indid, Mutual Funds etc. It is felt
that despite their efforts deposit mobilisation efforts- of banks have not been adequate to

meet the nr~ds of the present economic needs. It was aiso criticised that the schemes of -

deposit mr bilisation of banks are not suited to the heeds ‘of the prospeclive deposnors in
rural-arces,

Absence of Coordination For providing finance to the same borrowers, there are
several financial agencies like comr 1ercial banks, cooperative banks, regional rural
bankr and state financial corporation. Tn view of these multiple organisations and .
absence of coordination among these institutions it has resulted in duplicate financing,
over-financing or under-financing. -

In~dequate Finance to Agriculture: Though the commercial banks have made
spectacular efforts to meet the financial needs of the agricultural sector and its allied
activities, still a more vigorous effort is required as the total assistance of commercial
banks to agricultural sector is not-even 10% of their nccds

Inadequate Banking Facilities in Rural Areas: The number of banks in rural areas is
quite lnadequate compaﬂ:d to the needs of banking services, as is evident from the fact

‘that only 5 per cent of the villages are covered by the banks.

- Reglonal Inmibalances: Though the commercial banks have spread their branches in

different parts of thé country, these are not cequally distributed, According to Reserve

-Bank of India’s Report about half of the branches concentinte in the Southern and
-Westemn regions. The states like Assamn, Jammu & Kashmir, Mampur Nagalmnd,

Orissa, Tripura, Uttar Pradesh and West Benga] may be termed as underbanked areas.

Low Profitability: Financing of priority sectors, opening branches in rural as well as
unbanked and backward-areas, granting loans tp weaker sections at low rate of i inlerest,

" inciease in cost of salaries and establishment and increase in overdue resulted in decline

- 'in the rate - t'prof'tab:h(jr of most of the commercial banks in India. The low

profitability is also cavsed due to 1ncreasc in costs, inefficiency, bureaucratic atritude, -

- . absence of effective cost control, increase il Statutory quutdltv Raitio and Cash

8)

9)

Reserve Ratio ete.

Low Efficiency: Nationalisation of banking industry has brouéht in all theVlimitations

. of public sector 10 it. These are bureaucratic attitude of the managers, absence.of
. Initiative, red-tapisr, inordinate delays, lack of commitment, respon51b|llly,

indifference 1o work etc. These resull in low efficiency of the banks.

Political Pressure: Nationalisation of banks has brought = - -1.. al interference and

.political pressure at all levels of the banks. The political pyu sure results | in the poor
- selection of staff, grinting loam and advances Lo undeserving, elc.

10) Problems of Liberal Credit Pol:cy L|beral Credit Policy which is essential 10 meet

the credit requirements of the weaker sections, agricultutal sector, elc. resulied in
insecurity of bank funds and ultimz'ely of depositors money. Liberal credit policy has
also'resulted in poor recovery of funds and absence of recyc]mg of bank funds.

*

' iv) The bank expansnon in rural underbankcd and unbanked areas resulted in r&ducu:m .

Commercial Banking in Indla
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1 i)' Unfalr Competitipn Ma.ny nauonallsed banks generally ‘have their branches in the

same area. Each of them, therefore, facesunfair and unnecessary competition in deposlt
mobilisation.

12} Problems in Financlng Sﬁhﬂ Scale Industry ; The basic problem a.ss,oclated with the

.financing of small industrial uritts is the chronic sickness of small units a.nd
consequently mounting overdues and poor recoveries, :

Check Your Progress C
1) Commercial banks in the post-nationalisation period have faliered on the front of :
i) export finance
it) agriculture advances
jii) large scale industry
iv) deposit mobilisation
v) weaker seclions of society

2)- Which of the following problems are faced by commercial banks most acutely?
i}* Shortage of staff
ii) Safety of funds
ii1) Regional tmbalances in branch distribution *
iv) Low efficiency

3) Which of the following may be stated as the objectives nL h.mk natignalisation >
i) providing maximum credit facility to trade
ii) ensuring adequate credit facilities to unbanked and underbanked arcas
iti) helping the emergence of new entreprencurial class
w) sausfymg customers

6.7 LETUSSUMUP .

Pit"kmg strizcture in India consists of a central bank, commercial banks, development banks.
cooperative barks, export-lmport banks, rural banks and housing banks :

7
State Bank ofIndla is the oldest, 'a:gest and premier commercial bank in Indla. Itis
primarily oriented lowards social needs like branch expansion, deposit mobilisation, -
advances to agriculture, industry and exports, special financial schemes for rural areas, small
scale industry and weaker sections of society. Though SBI has contributed significantly. .

- -towards meeting these needs, yet 2 lot more is needed to make an impact.

-

* In order lq' orient banking’ to the social and development 'ne'ed_s of the country as well as to
- reduce the control of big industrialists, Government of India nationalised 14 leading

commercial banks on July 19, 1969. To this were added 6 more banks on April 15, 1980,
Nationalised banks h..v& no doubi been able to work in the stipulated direction. There has
been significant expansicn in branches, deposit mobilisation and advances of these banks.

Credit to small sc&b_i.ndgglﬁ'y; agriculture and allied activities, rural sector and economically -
*.weaker sections has grown remarkably. However, nationalised banks have been facing

problems like political pressures, opening new branches in areas devoid of any
infrastructure, low profitability ar4 efficiency and unfair compelition. :

6.8 . KEY WORDS = o

Comme;'ciui Daniks : Banks which provide short loans and advances.

Cooperative Banks : A banking institution established and‘run on cooperative principles.

" Development Banks : Banks which pro:-idé long term and'medium term credit. -
' Expoft-_lmporl Ban'k.s': -Banks .which'pr':-';'ide_ financr. =xclusively for foreign rade.
Lead Bank Scheine The banks should =dopt pasiiralar districts for intensive development:
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6.9 ANSWERS TO CHECK YOUR PROGRESS

'A) 1)

iy Central Bank, Developmcnt banking, Cornrnerc:al bankmg. Rural bankmg,
Export-Import baaking, Housing banking,
2_) DRBL, i) branch, iii}industry” iv) socially
3) i)True . ii)False iii) True iv) True '
B) 3). i)False ii)True iii)False. iv) True
T 4) iy1969 -ii)6 it} 5.4; 18.3  iv) imbalances
C} 1) iiyandiii) .
2)- iii) and iv)
3) fiyand ii1) !

1 . \

6.10 TERMINAL QUESTIONS

1) «c4plain the banking structure in India.

L) . Argue for and against nationalisation of commercial banks inIndia,” - .
3) 'What are the objectives of nationalisation of commercial tanks in India.”

4)  Evaluate the extent of achi=vement of ob_;ecnves of nanonahsauon by nauonal:sed
_ commercial banks in India. .

5) Explain the establishment, structure and funcuons of the State Bank of India.

6). Evaluate the growth and achievements of the State Bank of India.

7) Explain the development of commercial banks in India.

Note : These questions will help you to understand the unit better. Try to write .
- answers for them. But do not submit your answers to the Unwerslty for ~
- assessinent. These are for your pracuce only
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7.3  Functions of 2 Central Bank

.15 Control of Credit

7.6+ LetUs Sum Up

- After reading this unit, you should be able to:

7.2 WHATISA CENTRAL BANK? ‘

- Oldest central bank in the werld, was set up in 1694 as a joint stock company by an Act of

.- Reserve Barx of India was set up on April 1, 1935 under the Reserve Bank of India Act,

“country. It °s the highest mone.acy . . ution and a leader of the financial system of the

banks vary bemcen countries and over time, so does the definition of a central bank

UNIT 7 CENTRAL BANKING -

[T ot | ey

Stracture - ' : |

7.0° . Objectives _ i
7.1 Introduction - . :
7.2  Whatis a Central Bank?

7.3.1. Tmditional Functions
7.3.2  Promotional Functions
7.4  Role of a Central Bank as a Controlier of Money Supply and Credit

7.5.1 -Quantitative Methods
7.52 Qualitative Methods

7.7  Key Words “ |
7.8 Answers to Check Your Frogress ‘
7.9  Terminal Questions | _ ;

==

7.0 OBJECTIVES

define what a central bank is.

identify the main differences between a central bank and a commercxal bank
list the various functions performed by a'central bank

explain the effectiveness of variqus instruments of credit control used by a central bank.

7.1 INTRODUCTION

A central bank is the apex institution of a country s monetary and financidl system. It plays =
leading role in organising, running, supervising and regulating the activities of commercial
banks and other financial institutions in the-country. The design and conduct of monetary
and credit policies are its special responsibilities, Hence, thé central bank plays a very
‘mportant role in the balanced development of a modern economy.

In this unit, you will study the meaning and functions of a central bank, the difference :
betv-zin a central bank and commercial banks, and various credit control measures used by
a centrai bnk and their ef“ecl.wcness : 3

All developed and most of developing countries have a cem.ra] bank. However, in most
cotmixies the central bank is a 20th century financial institution. The Bank of Englmd the

Parliamen*, The Federa. Reserve Bank in USA was established in 1913. In India, the

1934.

- Y
The cegtr: | bank occupies a pivuiw ;- - ition in the moretary and banking stracture of e.very

country. Hawever, it is not easy o give any precise and accura‘e definition of central bank.
The definition of a central bank is largely derived from its functions. A5 functions of central

Different economists ha e defined central bank differently. Ir the opinicn of W.A. Shah,
‘Central Bank is that bank which controls credit’ whereas Hawtrey holds the view that. ‘the
central bank is the lender of the last resart’. In the statules of the Bank fr International
Settlements, a central.bank has been defined as ‘the bank in any co: ‘ntry to which has been
enfrusted the duty of regulating the volunie of currency and credit in the country.’
According to Kisch and Elkin a cenrral bank is ‘that bank the essential duty of which is




wintenance of s}éb:hl}; of ﬁmheMry standard.” RP. Kent has defined it as an “institution : . Central Banking
harged with the responsibility of managing i the expansion ahd contraction of the va!wne of /
wney in rhe mteresr of the general public we.ffare .

1is evident from all these definitions that various.econom ' have defined central banking
y laymg emphasm on its different functions like controi. *f ‘Credit, lender of the last resort,
ote issue, regulation of turrency and credit, and stabﬂ;gyof the value of money in the
iterest of general public welfare. However, we may conclude that central bank s that
dghest financial institution of a country whose main functlon is to regulate,
oordinate, integrate and guide the monetary and banking structure so as to realise.
ertain desired goals of national and public welfare.

‘he banking s.lem zan work efficiently only if there is an institution at the top to direct and
oordinate its activities. Failing this, the banking system would be nothing but a collection

f unconnected units, each following an independent policy, often contradictory to each

lher. At present there is hard.ly any country i the world which has not set up ¢ central bank
f its own. The govemnment s=eks *o influence the working and policies of the centra! hank
u'ectly by active parnmpanon in the formulation of broad policy framework within which

1¢ bank has to function. The govemnent can also influence indirectly througl, appointment

f directrs, govemor and other high officials of the bank.

Mstinction between a Central Bank'and Comimerclal Banks

: will, how=ver, be useful to identify the area of activities'of a central bank and to
istinguir.y the functioning and objectives of a central bank from the cc.nunercial banks,
ome -if e points of difference are'as follows:

) W iere the commercial banks mam.ly aim to earn maximam profit for its shareholders,
_tae prime objective of 2 “#nfral bank is the ecoz« ~ic interest of the nation and not
profit maximisation. The c2+ral bank airs at controling the banking, 'vstcm and
support ecoricmic pclicy of the government.

, “I'he central bank is genarally an organ of the goemment, Its actions are, thcrefore. .
closely cootdinated with those of the other departments of the government, pamcu'arl"
with the departments of finance, industry and foreign trade. However, unless
nationdlised, the commercml banks are joint stock banks which are privately owned and
privately managed.

)} An important requisite of areal ceniral bank is that it should not perform such ba.nking ’
transactions Wwhich are meant to be performed by commercial bianks e.g.. accepting
deposits from general public and accommodating regular commercial customers with
discounts and advances. Except under such circumstances when it becomes absolutely
necessary to have direct dealing with the general public, the central bank, deals with the
public only indirectly through the commercial banks and money market.

) The central bank 2njoys the monopoly power of issuing.currency notes and regulating
. the working of the commersial banking system of the country. No such powers are

vested in-commercial banks; rather they operate under the supervision and within the
" policy framework of the central bank. . - -

) Generally thereare.a number af cnnunerclal banks, but only one central bank in a
country, the USA being an exception where there is a group of 12 Federal Reserve
Banks functioning as central banks. :

‘heck. Your Progress A
} .Indicate whether the foll- —-ing statements are True or False.
i} A commercial bank is the apex banking institution.
ii) Bank of England was set up in 1894,
-iii) Central bank is normally entrusted with the duty of regt.latmg the volurne of
currency and credit in the country.
iv} Prime objective of a central bank is profit maximisation.
v) Ceniral bank has the monopoly of note issue.

) Fill in the blanks:
i) _ Generally there are a number of .......... banks, but only one .......... bank in the ’ -
" country. ' .
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i) - .. bank aims to contro! banking system. -
ii) Thc de51gn and conduct of monetary and credit policies are specm.l responsibilities
of ......... bank.

7.3 FUNCTIONS OF A CENTRAL BANK

There is no pnanimity about the powers and range of functions of a cent: 1l bank. These have

undergone a change over time and have differed between countries. How¢ ver, we can
broadly classify the funictions of a cenu-al bank into two broad categories: '

1} Traditional Functions

2) Promotional Function$

7.3.1 Traditional Functions .

According to De Kock, a central bank should essentially perform the following seven
functions which are now considered to be the traditional functions of a central bank.

1) . Monopoly of Note Issue: The most important function of a modern central bank is that
it enjoys exclusive right to issue currency notes. This function is so important that uuiil
the beginning of 20th century the central bank was known as the bank of issue. In th,e
early days of banking, even commercial banks had the riglt to issue notes. But later on
this practice was done awgy, and the power of issuing curr=ncy notes is entrusted lo the
central bank for the following reasons;

i) It brings about uniformity in note issue, which is so important for the development
' of trade and industry.

ii) -It ensures reasonable supply of money in the economy and avmds any possibility of

. over-issue by individual banks.
Ty R tends to render its control over the unwa.rranled credit expansion by the )
. commercial banks.
iv) It ensures better clasucny in note issue, It is because there may be careless
- expansion of money supply by commercial banks. Even the government may be
. tempied to increase its revenue by over-issue of currency notes which may lead to
“ > . inflation in the economy.

_ Henee, for the sake of uniformity, safety and elastlcuy, it is necessary that centra] bank
should enjoy the monopoly of note-issue.

‘ 2) _Banker, Agent and Financial Adviser to the State: The central bahk functions as the
custodian of government funds. As a banker of the government, the central bank accepts

deposits on behalf of the government, and maintains banking accounts of both the
" govemment departments and government enterprises, It advances short-term loans to

_the government in anticipation of collection of taxes or raxsmg of loans from the public.
It als> makes ex‘raordinary advances dunng depression, war or any other national
emergercies. As an agent of the government, it conducts transactions on behalf of the

. govemnment-involving the purchases or sales of foreign currencies, management of
national debt, and also sale and purchase of gover- ment securities in the. open market.
In the.role of financial adviser, central bank givss mmuch sought-after advice to the

. goﬁemmeng on impor*art rna‘ters relating to economic policy. The REI, for instance,
has been advising the government of India on various economic policy matters like the
stability of prices, funding of national debt, amount of deficit financing, etc., during the
last two decades. . . ' '

™ Hankers’ Bank: The central bank functions as a banker to comme. cia' banks. All

‘comnmercial banks are required to keep certain percentage of their - sh reserves with *he,

- central bank, by custom or by law. In fact, such an arrangemen is useful for the.
‘banking system for a varicty of reasons, Firstly, it cnables the central hank to provide
additionakfunds [0 such member banks which are in temporary financial difficulty,

- Secondly, it forms the basis forhighly liquid and more elastic credit structure. Thirdiy,
it helps central banks to have an efféctive control cver the credit creation by commercial
-be “¢-. Fourthly, it ensures high degree of publ.- confidence in the banking system and
acuords prestige to the currency notes issued by the central bank. Lastly, it helps in
opnmum utilisation of funds durmg periods of seasonal strain apd in financial crises or
general cmergenc:es :
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Bl Custodian of Gold and Foreign Currency Reserves: Today, most of the central banks

all over the world function as the custodians of nation’s gold end-fcraign exchange
reserves. Even before World War II, the central banks were required to keep gold and
foreign exchange reserves for issning paper ‘currency which used io be convertible in
those days. This right of central bank enables it to exercise a reasonable contro! over

key foreign currency, reserves which is very vital to maintain the country’s intemational.

liquidity position at a séfe margin. Besides, it also helps the central bank to stabilise the
external value of home currency against foreign currencies. The central bank may buy
its home currency in the foreigr. exchange market when its value is declining, and vice
versa. The | possessmn of gold and foreign exchange reserves also nive emendeus .
strength to a country in'international financial dealings as geld is -~ -~ ruationally
accepted medium of payment. :

Controllér of Credit: Controlling the credit operations of commercial banks has

become probably the most important function of central bank in moedem times. Tlus is.
due to the fact that credit has become even more important than money, though money
is the basis of entire credit system. Underlining the significance of control of credit by
the central bank, M.H. De Kock has stated that it is through this function thar all other

Sunctions of the central bank are united and made to serve a common purpose.
W.A. Shaw considers control of credit to be the primary function of a central bank as’

expansion or coniraction of credit result in inflationary or deflationary conditions in .
the economy. These unwarranted fluctuations in the volume of credit ¢reate wide
fluctuations in the purchasing power of money and thereby cause great social and
economic upheavals. It is, thus, of great importance that there should be some authority
to control and regulate the credit creation activity of commercial banks.

Bank of Central Clearance, Settlements and Transfer: The clearing function is now-
2-days regarded as d necessary function of a central bank, As the central bank keeps
cash balances of all commercial banks, it is quite easy for member banks to adjust their
claims 2gainst each other in the books of central bank: This function of clearance,

- settlernents, transfer of mutual claims was first evolved by Bank of Englarid in 1854

‘which in course of time becarne an accepted normal function of a central bank ali over
the world. Since commercial banks keep their surplus funds as deposits with the central

.bank it is far easier to effect clearance and sertlement of claims between them by

makmg transfer entries in their books of accounts maintained with the central bank. If
each bank were 10 enter into separate clearancs and settlernent transaction with other
banks individually, it becomes difficult and laborious. Moreover, such an arrangement
economises the use of money and the convenience that is experienced in the individual
system of clearance and settlement.

-Lendcr of the Last Resort: Being the apex bank of the economy, central bank has to

function as the lender of the last resort. This implies that the central bank assumes the
responsibility of meeting directly or indirectly all reasonable demands of commercial
banks for funds in times of difficulty and financial crisis. The importance of central
bank’s function as the lender of the last resort was stressed by Waller Bagehot in 1873
i his book ‘Lombard Street’ wherein he drew ihe attention of the Bank of England to

accommodate any eligible borrowe.: in times of crisis. In the abseace of this facility, the -

commercial banks wil! have to carry substantial cash reserves with them to meet such
emergencies.

'3.2 Proh{otiona_l Finctions

\part from the traditional functions diccussed above, the central bank also performs a
umber of developmental and promotivnat functions. The scope-of central bank’s functions
as wid=ned during the Post-Cecond World War era and specially in the less developed
ountri<s where fast economic.devclopraent has acquired urgency and high priority. Hence,
n a developing economy like ours, the central bank assumes the responsibility of
naintaining economic stability and assisting growth precess in the following .~ ~Z=r

Y

It helps to create and develop specialised institutions of agricultural finance in the
country. In India, the RBI has helped in the creation of ¢ooperative societics and
agricultural cooperative banks by subscribing to their share capital so that farmers, get
timely financial help at reasonable rates of interest. .

In-order to ensure adequate supply of funds to industries, the centzal banks of some of
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the Hevelaping counl:rids_ have actively parlfcipatcd in setting uf: specialised'i.nstimtion“.
‘of industrial finance. Besidés, it has elso ensured that theismall and tiny industries and
the exporters are able to secure sufficient cmd.tt facilities at a relanvely Tow rates of
mterest

3) In addition to supervisior: and regulation of banking institutions, the central barks in
develeping countiies have undertaken the respoumb].llty'of expansion of banking
facilities, specially in rural and scnu~urba.n areas whxch is so vital for balanced regionial;
growth vf the eoonomy :

4) Promotion of well-organised and well integrated institutions and agencies of money
market and capital market has become an impartant function’of central.bank in a
develdping economy. Thus, the central bank tiies to remove institifional gaps in the

- money market and cap‘ml market which hinder the process of economic growth.

5) Above all, the cantrt bank undertakes the ﬁmctmn of collection, compilation and
publication of statistical data relating to the bankmg and financial sectors of the _
_economy to highlight trends in the money market and capital market. This helps the ¥
state to take suitable economic decisions to tackle specific situations like contml.l.mg
prices of essential goods, black money, etc.

Check Your Progress B
I) What are the seven tradidonral functions of a central ba.nk‘?

2) Stve whether the followmg statements are True or Fa.Ise
i) The power of issui~g currency notes lies only with the central bank of the country.
ii). Central bark is the department of government. )
iii} All functions of a central bank are united threugh the function of credit control.
iv) Central bank also has the promotional role of expanding banking in rural a.nd semi-
vrban areas.,

'7 4 ROLE OF A CENTRAL BANK AS'A CONTROLLEK
OF MONEY SUPPLY AND CREDIT

Central bank of a country tqkes care of the money supply and bank credit in an economy.

While doing 50, it tries to enisure that the total supply of money and bank credit, at any pomt i

of time, is in the best interest of the economy. In planned economies central banks have *

develop such mouctary policies whick coordinate well with the overall plan fra.mawork :Lud
eis. Emergente of the system of managed paper currency in present day economies puts

added responsibility on central banks of using restraint while issuing-additional cusrer-cy

~The role of central benk in managing money supply and credit in the economy -assumes

further importance when the economies suffer from strong inflationary tendencies. In fact,

* the central bank oiten tries to mcﬂncne several competing goals. For exampie, fo; the

smooth fu.ncnomng of economic activities and their expansion, it is necessary that there s/
growth in money supply and-cfedit. But at the same time such growth must not lead to
inflationary tendencies in 7 cconomy. Furlhc.. the monetary policies followed by the,

.cetitral bank are to be formulated in such a-way that they help in acccleranng econom..c
prowth without ad\re.mcly affcctmg distributive justice.

R

For, achlevmg its diverse goals, 2 central bank may use varigus msu'uments to control niurey

_ _supplv and crecht. You wiil know about them latcr in this unit.

7.-5 _C_ONTROL OF CREDIT'

There are severa! measitres which a central ba.nk may adopt to control the volume of money
supply and credit in ihe economy. Broadly, these mrthods-can be divided,into two,
categories:
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1) The quantitative mcthods or general instruments of credit control,
2) The qualitative methods, also known as selective credit controls.

While the quantitative controls relate to control of volume and cost of bank credit in general
without regard to the field of economic activity in which credit will be used, the selective
zontrols (qualitative methods) aim at affecting both the volume and cast of credit as well as
‘he purpose for which credit is being offercd by commercial banks. - f

; o .

7.5.1 Quantitative Methods -

Under this category, there are four distinctive methods: 1) bank rate-policy, 2) open ﬁ:a.rket
pperations, 3) variable legal cdsh reserve ratio, and 4) secondary reserve requirements. '

Bank Rate Policy

Bank rate refers to the rate of interest at which central bank rédiscounts the eligible
securities of member banks when they approach the central bank for accommeodatiaa so as
lo augment thels tiquid funds. They need these funds to expand credit facilities to their
slients, specially during busy season. That is why bank rate is also called as rediscount
rate. The bank rate policy is based on the following assumptions:

1)} The lending rates of commercial banks are closely related to the bank rate. The
businessmen will borrow and invest less when banks increase their lending rates due to
increase in bank rate. , )

2) The banks keep only the ‘ninimiim cash reserves with them and, hence, they have to ‘

. approach the central bank for their additional cash requirements as and when need
arises, -

3) The banks possess eligible securities in sufficient quantities. .

4) Prices, employment, wages and prodiction are all flexible such that they will expand or
contract aczording to changes in borrowing and investments .of industrial and business .

houses.

Working of the Bank Rate Policy: The central bank -2ontrols the volume of credit
indirectly by causing appropriate chaages in the bank ra.e and thereby influence the lending
rates of irierest of the commercial baks, When there is i-. rationary condition in the
economy, it reflects a state cf excessive credit creation. To ¢ .L70u i‘r;ﬂalion, the central
bank, therefore, raises the bank rate. Increase in bank rate resu-ts ‘n an increase in the ™ |
lending rates of commercial banks. A hike in cost of bank loanc will dissacde borrowersto
seek more loans which will put a check on excessive credit creation by omm.ercial banks.
On the other hand, businessmen may liquidate some of their stock of g-o.s to repay their
Joans. This will augment supply of goods in the market and help to check the rising trend of
prices. When confrlonted by a deflationary situation, the centrat bank reduzes the bank rate
and thereby make borrowing cheaper so as to stimulate investments. However, the bank rate
policy has lost much of its importance in recent years. The bank rate policy may become
less effective when: . T

1) Commercial banks may have enough cash reserves and hence there is no need for them
to approach gentral bank for additional cash. . ’

2) Itis possible that bank can -aise funds from other sources and do not feel the necessity
1o approach central bank f:r accommodation, . , .

3) Commercial banks miav r.ct have enough approved first class bills and scow itis to get
them rediscounted by th: central bank. - . . .

4) In less.developed countries where a large unorganised sector exists, lending rates of
interest may not rise wi:h incréase in bank rate.

5) When profitability of investments is very high due to inflationary conditionsin the
econoiy, a bank rate hike will increase only cost of borrowing and may not affect
demand for fonds for investments. For example, in India, there has been a continuous
rise in démand foy bank credit ini spite of rise in rates of interest.

Bank rate policy is cénsidered to be an indirect method to,control credit and for its siiccess i

is‘necessary that either the assumptions, on which it is based hold good or it should be used

along with some other tools of credit control like cpen market operations.

Open Market Obernlions

Open market operations imply direct and deliberate buying-and selling of securitles
and bills in the money market by the central bank to control the volume of credit.

Centra! Banking
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" Variable Legal Cash Reserve Ratio

* resorted to most frequently.

" At present évery commercial bank is mqmred, cither by law or by custom, to keep a certain
~ percentage of iis fotal depogit liabilities with the central bank in the form of minimum iegal

- 1) Itcannot be used very frequently as it creates & lot of uncertainty for the commcrcaal

2) It generates a depressing effect on the security market and thereby hampers the process

Working of the "pen Market Operations: When there are inflationary conditions in the .
economy, the c-utral bank sells securities in the open market. This reduces the cash reserves
of banks direct'y to the extent that they buy these securities. Besides, this also reduces the
amount of customers’ deposits with commercial banks to the extent that these customers
acquire the securities sold by the central bank. Hence the sale of securities in the open

market by the central bank reduces thic credit creating base of the commercial banks and
thus lead to contraction of credit and reduction in supply of money in circulation. This helps
in controiling the rising demand for goods and services, thereby controlling rising trend in
their prices. Conversely, the central bank parchases securities to augment cash reserves of
commercial banks to increase volume of credit to combat deflation.

This method of credit control is considered to be superior to bank rate policy as it affecis

credit-creating capacity of banks directly by reducing their cash reserves, Howeéver, even

this method has certain limitations which make this too], at times, less cffective. They are:

1) Open market operations succeed only when there is a broad, strong and active securities

- market However, in less developed countries like India, there may be lack of such a
market which rende. this policy incfective.

2) The sale of securities may not adversely affect liquidity of commercial banks as they
may replenish the reserves by rediscounting facilities offered by the central bank.

3) Open market operations may not prove to be effective in controlling deflation, It is
‘because cven when central bank pumps more money into circulation by purchase of
securities in the open market, it cannot force borrowers to borrow and invest more
during deflation because prices fell and investments-result in losses.

In view of these limitations, this weapon is gﬁncral]y used as a supple,mént to the bank rate
policy. Therefore, both these met1ods are termed as complementary to sach other for .-
effective control of credi. :

The variable cash reserve ratio is a comparatively new method of credit -r:onlm'll by central . -
banks, It was adopted for the first time by Federal Reserve System of USA., In countries
where the money. market is unorganised or underdéveloped, this method of credit control is

cash reserves. Variation in this reserve ratio is likely to change the extent of liquidity with
the commercial banks and consequently their lending powers. When credit-contraction is -
desired, the central bank raises the cash reserve ratio, and when credit expansion-is
required it lowers the ratio. This method is more direct and has immediate effect on the
volume of credit created by commercial banks. Cash creating capacity of the bank is
caleulated with the lielp of the following formula:

AD=Cx L
- r
where )
AD = Change in total deposits
- € = Cash deposits )
r = Minimum cash reserve ratio

For examnples, when cash reserve requirement is 10% and the banks have a total of Rs. 100 .
«rore worth of cash deposits, their capacity to grant loans will be ten fold, i.e},

©
AD=100x% =Rs. [,000O ¢ .
- 1o/100 o oot

Elowever, ihis credit creating capacity of banks will come down only to 5 times of Rs. 100
crore (i.e., Re. 500 crore) if cash reserve ratio is increased to 20 per cent.

However, in spite of being a powerful 100l to control credit, this method suffers from the - '
following limitations: ) :

banks. ’

of cconomic development by adversely affecting investment.
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3) Itis discriminstory in nature as it does not apply to non-banking financial
intermedisries. _ C :
4) 1t may prove ineffective if the banks already have excess reserves.

5) A variation in minimwa cash reserve ratio has to be only marginal as any large change
in this ratio wﬂlcreate alot of problems forcommemalbanks to make qmck
nd;uslments

Seeoldnry Reserve Requlrements

Theccnu'alhanksmmwcmpowmdmﬁxforoomnmnlbanksnotonlyammmum
cash reserve ratio but also a proportion of liguid assets to total assets. This further limits
their capacity to create credit. The underlying idea is that commercial banks should not be -

' given liberty to convert govemnment securities and other liquid assets into business loans and
advances. A higher secondary reserve requirement will mean less loans and advances for
longer periods which prove inflationary. This weapon has been used by many countries
including India to fight inflation by curbing the lending capacity of commercia! banks.

De Kock believes that this weapon can be made to play a valvable role in containing
conditions of exceptional inflationary pressures. Normally, this method of credit control is
used along with vanauons in minimum cash reserve ratio so as to make it more effective.

The above discussion of gcncm] mstrumenls of credit control bring out three facts. Flrslly, .

no single method of: credlt control can prove to be really effective unless it is supplemented
. . by some other method, Secondly, these methods may prove useful to control inflation but
none of them is really a potent method to control deflation. Lastly, these methods fail to

give favourable treatment to priority segments of the economy whose needs for bank credit -

. are more urgent and socig!~- desirable.

_7.52  Qualitative Methods

Qualitative methods of credit controbare also termed as selective instruments of credit
, contml. Selective credit controls are considered to be superior to the general instruments of
' credit control as they are directed not only to control total volume of credit but also the
specific uses for which credit is granted, In fact, selective controls draw a distinction
-between desirable and essentizl -15es and undesirable and non-essential uses for which credit
is granted. Its object is to diversify the flow of credit from undesirable uses to more ~
nnportanl, desirable and producuve uses. Selective controls include the followmg measures:

1) Variation in Margin Requirements. The pracnce of margin requirement is adopted by ,

banks to determine the loan value of a collateral security offered by the borrowers. "~ 1e
loan value of the security equals the matket value of security minus the margin. For
example, the loan value of an equity. share having market value of Rs. 125, at 20 per
cent margin requirement is Rs,'125 — Rs. 25 = Rs. 100. Hence bank cannot offer loan
more than Rs. IOOagamstmlssccunty ' _

The cental bank is cmpowered to fix the margin for various types of collateral securities
and thus inflience the maximuimn limit of the loan. An increase in margin requirement .
will reduce the amount of loan which can be granted against a security. This will limit
the quantum of credit and help combat inflation. Variation in margin requirement is a
very cffective device to regulate credit in speculative spheres without, at the same time,

limiting availatdlity of credit in other productive and socially desirable fields. Besides, -

this method is easy to administer effectively if the central bank can enlist the
cooperation of commercial banks,

2) " R.:gulation of Consumer Credit: This method of credit control was first used in
America during World War I to restrict consumer demand for goods which were in
short supply. Regulatior. of consumer credit has significance in those societies where
there exists a system of _i rge scale consumer credit through instalment—payments and
hire-purchase. This metk.3~ iinplies fixation of minimum amount of down-payment and
the number of instalments ‘n which loan is rcpayable The céntral bank regulates
consumer credit by fixing n .naximom limit for the loan which can be granted by
commercial banks to consumers of listed durable goods. For restraining consumer
credit during inflation, the central bank instructs to increase the amount of down
payment ind decrease thé number of instalments to resirict demand for goods and
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3)

4)

5

lhcrcby control pnccs However. in less developed nations where sysiem of hire-
purchase is not yet 50 populnr it has only limited scope in monetary ma.nagcmcnt of the
econorny.

Rahomng of Credlt' ’I'h.ls method plays a very significant role in dwenmg financial
resources into th¢ channels fixed by the planning authorities. Rationing of credit is a:

.method by which the central bank seeks to {ix ceiling of loans and advances and,

also in certain cases, fix limit for specific categories of loans and advances. In this
way it tries to restrict credit in the non-prierity segments so as to divert availability of
credit in fhe desired sectors of the economy. This method, however, is often not liked
by membcr banks as it me.s to curtail the freedom and initiative of commercial banks.

ue of Directives: In recent years central banks have started issuing directives to
commercial banks to seek their help and cooperation in effective implementation of its
monetary policy. Directives may be in the form of oral or written statements,
appeals and warnings, particularly to curb individuat credit structures and
restrain total volume of loans, The success of directives depends on the extent of
willingness of banks to cooperate with the central bank. Though flouting of directives'is
not punishable, yet commercial banks cooperate with central bank as the former
depends heavily on the later for its smooth functioning. Direclives are usually
supplemented by some other tools of credit control.

Moral Suasion: It imi:lias persuasion and request made by the central bank to

. commercial banks to follow the general monetary policy of the counitry.In a period

of mﬂatmnary pressures, commercial banks may be persuaded to curb loan facilities for

. financing speculative and non-essential activities. During deflationary periods banks
: may be requested to expand (heir loans and advances even against inferior securities
" which they norma]ly do not accept, This method involves only putting moral pressure

on commercial banks to seek their cooperalion as it does not carry any threat or legal -

i sanction. qucver, in India moral suasion has been used successfully and effectively by
. the RBI, The Bank of England has also used this method with a fair degree of success in

6)

7

UK.

Direct Action: Tt refers to the penal action which a central bank may take against erring
" bank in any of the following forms: ,

1) Central bank may charge penal rate of interest, over and above the bark rate, lor
credit demanded by a commercial bank beyond a prescribed limit.

i}y The central bank may refuse rediscounting facilities to those commercial banks
whose credit policy is nof in line with its“general monetary policy.

ili) The commercial banks whose borrowings are found 1o be in excess of their capital
and cash reserves may be refused further credit facilities by the central bank.

However, in practice it may not be easier for central bank 1o initiate action against any
commercial bank as it is not always easy to ascertain non-gssential and unproductive

“uses of credit. Besides, it is also difficult to ensure that a loan given, for productive

purposes has not been diverted to any speculative or non-essential use.

Publicity: The central banks ir-modern times try to bring psycho]ogica[ and moral
pressures on banking sysiem by giving publicity to unhealthy practices in the credit
system and also what should be the right policy of the banks, The central bank regularly

publishes statements of assets and liabilities of banking system, review of credit and

business conditions and trends in the money market to help mcmbcr banks to know
what they ought to do.

: Lmulahons of Selective Credit Controls

Selective credit controls also may not prove very effective to control credit and direet it to

'desued channels due to the following limitations in the credit system. .
: 1) Slccess of seleclive controls is lmutcd as these measures do not aﬂ'ccl non-banking

financial institutions.

- 2) ‘Tt may not be poss:ble to ensure that the loans advanced by the commercial bank-\ are

“actually spent for the purposes for whichhey are granied.

3) Ina limited way commercial banks guided by: profit motive may grant loans for

forbidden purposes and then make entries in f.he:r books of accounts under different
" headings to escape any penal action,

== Al




Hence we can conclude that success and efféctiveness of monetary policy of central bank to -

.agreatextcntdcnendsonthcdcgrecofrcspectﬁcommand and thé willingness of the: . -
commercial banks to extend full cooperauonm the realisation of natlona] economic
objectives.

‘Check Your Progress C
1) Which of the following is a measure of selective credit control?
i) Bank rate policy .
.ii} Meoral suasion
iii} Statutory cash reserve ratio
iv) Open market operations

'2) When credit expansion is desired, a central bank should; .
i) -Buy government securities in the open market
if) Raise bank rate
'jii) Fix higher margin requirements
iv) Increase secondary liquidity ratio

3) Whichufthe fol]owmg is not an objective of credit conirol:
* 1) . Economic growth’
ify Economic welfare _
iii) Stability of prices - . .-
iv) Stability of forc:gn exchange rate

4) Indicate whether I.hc following statements are True or False,
1) . Moral suasion has generally proved to be very effective instrument of credlt control.
if) Bank rate policy is the suitalie measure to check inflation. '
. iit) Increase in minimum cash reserve ratio will have immediate effect to curb

expansion of credit and thereby help control inflation,

iv) Open market operations are more effective than bank rate policy as the bank rate
policy operates only ‘indirectly’, '

v) -In underdeveloped economies, it will be proper to rely on any one measure of éredit
_control for effective monetary management. ) B

5) Fill in the blanks: . '
" i) Toexpand consumer credit the banks will .......... number of instalments for _

repayment of Toans.

u) To chcck .......... the central bank wxll resort to hberahsauon of cmdxt

7.6 LETUSSUMUP '

The deﬁmuon ofa central bank is derived from the finctions which it is supposed to '
perforin. A central bank is a.1 apex institution of a country’s monetary and finar.c.e: system

which plays a leading role in vrganising, supervising, regulating and: guidir,.. he activities of .

commercial banks and offier financial institutions. The central bank is in clos. . uch with
the government for ¢fféctive inplementation of the couritry’s sconomic policy.and helps in-

. mmmmntheeconamy mgoodhealth Lot R

.

The broad pohcy fra.mework of the monetary managcrncnt is- dc\nsed b} the govemnt i

. consultation with the central bank which is te>e implemented by the latter: Besides, the. -
* Govemor and other high offirials of the sditcral bank are also appomted by e KO ?:-7; ine

‘The central bank may be dlstmgmshed from comrnercial banks in respect of their obJectwes :

_and the a.rea of. functioning. The commercial bariks act as a link between the pubhc and the-.

-centrid Lo nd afm at profits wi-reas the central bank's prime objective is national
econo:m\. welfare, Further, th. central bank has the monopoly of note issue, apart from
being the Ieader of th- entire . » w-fary sysiem. :

Traditionally, a central ban.k pe..” -..ns sever importafit functions. It acis as bank of note -
issue and the lender of the last res’ = It funciions not only as govemment s banker and
adviser but also as a banker t5 all i -ommercial banks. Besides, it acts as custodian of
nation's gold and t‘orelgn exchange rcierves. Abovz all, it controls volume of credit in the
econorny However, in recent years, the centrat barks of developing countries havé taken

realising rapid economic growth with stal:uhty of intesr=! pricwr and foreign exchange Iate o

Central Banking
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upon Lhemsel\.res the msponmblh'y of helping in the promotion of such sectors as
agriculture, industry and foreign trade for rapid economic development.

The most challenging task of a central bank is tp control volume of credit in the-economy.

¢ 2eneral instruments of credit control are emplqycd to ¢ontrol volume of credit whereas
ouah'atwe methods (selective.credit controls) are employed to influence the direction of
credit. The central bank, depending upon the circumstances, uses bank rate policy and open

market operation$ to check fluctuations in the level of prices but may resort to variation in

minimum cash reserve ratio and secondary reserve ratio to realise quick and immediate

-effect in controlling prices. ' N

~ Qualitative methods 1o control credit have gained popularity in recent years. Through
- ‘variations in margin requirements, changing number of instalments for loan repayments, and

rationing of credit, the central bank aims at diversifying credit in the desired channels. The
directives issued by the central bank and moral suasion have proved very effeclive measures
of credit control. Besides, the threat of use of direct action prohibils commercial banks to .
flout the directives of the central bank.

7.7 KEY WORDS

Monetary Policy: That part of economic policy which regulates the level of monc)'( in the
economy so as 1o achieve some desired policy objectives like price stability, growth,
equilibrium in balance of payments, etc. ’

‘Securities: Income yielding papers traded on stock exchange orina scconaary market.

78 ANSWERS TO CHECK YOUR PROGRESS _

A) 1) i)False ii)False iii)True iv)False v)True

2) i) Commercial, central . i) central iii) central

BB i) Monopolyuof note issue, ii) Banker, agent and financial adviser to the state, -

iii) Bankers' bank, iv) Custodian of gold and foreign exchange reserves,
v) Controller of credit, vi) Bank of central clearance, settlements and transfer,
vij) Lender of last resorti. ’ .

2) 1) True ii) False iii) True iv) True

G n oy )
2) 1) S
3) i) ' .

4} i) True it) False iii) True iv)'I:ruc v) False
~ 5) 1i)increase ii)dc.‘lation

79 TERMINAL QUESTIONS

1) What is a central bank? What makes a central bank different from commerctal banks"
2)" Discuss the traditional as well as promotional functions of a ccnlral bank in a modern .
economy.

" 3) What do you mean by scleclive credit controls? In what way 1hey are superiorto

traditional instruments of credit control?
4) Differentiate between quantitative and qualitative methods of C[‘Cdlt control and discuss
the effectiveness of quantitative methods to control quantum of credit in an econemy.
5) Discuss the working of the bank rate policy and open market operations and show how
the two techniques are complementary io each other.

" Nole: These questions will help you to understand tHe unit better. Try to write
 answers for them. But do not submit your answers to the university for
assessment. These are for your practice only:
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UNIT 8 .RESERVE BANK OF INDIA-

Structiire
-'80  Objectives
8.1 Introduction
8.2  Functions of the Reserve Bank of India

821 Trditional Functions

. 822" Developmental and Promotional Functions

2.3  Note Issue ’
' 83.1 System of Note Issue

8.3.2 Principle of Note Jssue

84  Conol of Credit
h 8.4.1 Objectives of Monetary Policy
842 Techniques of General Credii Control

- - 843 :Direct Credit Reguletion

8.5 Appraisal of the Monetary Policy of the RBI
86. Let{JsSumUp
8.7 Key Words
8.8 Answers t2 Check Your ngress
89  Tenninal Questia.s

8.0 OBJECTIVES

. Aﬁer studying this unit, you should be able to:
describe the functions-of the Reserve Bank of India (RBI)
state the system of note issue in India
explain the pnnclplcs follawed for issuing the curréncy notes
. discuss various instruments of credit control adopted by rhe RBI

appra.se. the monetary pohcy of the RBL.

8 1IN !‘RODUCTION

ln Unit 7 you have learnt aboist the oenu-al bank. As you know, the central bank of any
country is vie apex instimution in its banking system. Its authority to issue currency noies
and its role as a government's banker and a bankeérs’ bank impart to it a unique position m
the banking structure of a country. The Reserve Bank of India (RBI) which is the central -
bank of this country, performs not only those functions which central ‘banks in developed
countries perform but also certain promotional and developmental functions to help the”
development of the less developed financial markets and institutions.

In l.hlS unit you will study in detail about the funcnons of RBI, system and prmmples of note
issue by RBI, and the instruments of credit control adopted by RBI. It-also critically .
examines as to how efficiently the RBI has used its monetary control measures o realise the
stated objectwes of its monetary pohcy

1

8.2 FUNCTIONS OF TI-IE RESERVE BANK OF INDIA

The Reserv& Bank of India (RBI) is the central bank of India. It was established as a
shareholders’ bank on April 1, 1935. The RBI retaind this character for a little less than.
fourteen years. C'n Ianuary 1,1949it was nanona.l.lsed and smce then 1t has remained wholly -
state owned. :

The RBI performs two types of functions: i) traditional functions of a central bank, and ii) -
developmental and promotional functions. The traditional functions are more or less the -
same which a central bank normally performs-in both developed and less developed
economies. In contrast, the deveiopmental and promotional functions of a central bank
operating in less developed countries are determined by the’ unique requirements of the
economy in general and financial markets in particular. In India, the inadequacy of
-agricultural finance and'lack of specialised institutions of Iong—term industrial finance have




- mainly determined the developmenul and pmmo&onal functions, 6f the liBI.

* 8.2.1. Traditional Funcﬂons _ , ,
' TthBIwasestabhahudonthemodeloftheBankofEngllnd.Itwas. tlwrefare.enu-usted

r

with the 1ask of performing all those functions whxchﬂ:eBmkaofEnghndhadhcn
pcrfonmng 'Iheac funcuons. wluch are usnally known as traditional ﬁmcﬂons of a2 eenlrel
bapk are:

1)
2)
3)
4)
5)
6)

21}

To issue currency notes

Te act as & banker to the Government

To act as a bankers' bank

To control and supervise banks

To mansge-and control the forelgn exchange
To control credit

Issue of Currency Notes: The RBI is the.sole amhonty for issuing currenc,r notes in

. India, We know that currency constitutes a significant part of the money supply in
Indlg. In 1989-90 around 57% of the money supply. {considered inthé namow sense,

that is, M).was in the form of currency, The issue of currengcy ‘notes, thcrefme. becomes

- . ong of the principal functions of the RBL All currency norr 5 1ssued by the RBI are legal

)

" tender i in Indm.

The Reservc Bank of India Act permits the issne of cun'ency notes in rupees in the
denomiriations of two, five, ten, twenty, fi fi fry, one hundr=d, five hundred, one ﬂmusand,
five thousand and ten-thousand or such other denomins -; s not exoeedmg rupees ten
thousand as the Central Government may specify. At present notes in dénominations of
rupees one thousand, five thousand and ten thousand are not” issuéd. One hundred rupee
netes are most important as they account for around half the total valie of ¢urrency
noles. The system and the pnnc1ple of note issue by the RBI will be discussed later in
this unit.

BanXker to-the Government; The RBI is a banker to both Central dnd State

" goveraments. As 3 banker it renders a variety of barking services to the government,

including acceptance of money deposity withdrawal of funds by cheques, receipts and
colfestion of payments to Government and transfer of funds. The RBI is under statutory
obligation to render. banker’s services to the Central Government. The State
Governments, however, obtain these services from the RBI by virtue of agreements

. entered wilh it. The public debt management which is now done by the RBI was earlier

the responsibility of the Govemnment. Since the RBI operates in gilt-edged market, it .
has intimate knowledge of it. The RBI can thus provide useful advice to the [ﬁg vermment
on the amounts, terms, conditions and timing of new bonds, issue. In India, the Treasury
Bills now constitute a significant proportion of the public debt of the Central - >~
Govermnment, The Tr-asury Bills are issued by the RBI as the agent of the- govermuent
Apart from handling the public debt, the RBI also makes short-‘erm advances to the
government. These short-term advances are provided to overcome temporary
difficulties uf the government arising from shortfalls in their reveue.

Finally, the RBI acts as an adviser to the government. The RR;, vnth its experts
specialising in various areas, isina posmon to advise the government not only on

‘banking and financial matters, but also on issues pertaining to overall economic

. planining. The unportance of this function has increased due (o the need for i integration’

between the monetary and fiscal policies.

Bankers' Bank: Like other central banks, the RBI coes niot deai with the pubhc or
business firms, it is only a bankers’ bank. The commercial ar.d cooperative banks avail
the financial assistance from the RBI in the form of rediscornting of bills as well as
loans angd advances against approved securities, for periods not exceeding ninety days.

" The RBI has been entrusted with the tesk of chapnelisirg banking development on

. D

. sound lines. Therefore, while giving - re§ to banks it has to discriminate between

banks o1 tle bases of their financial ; .- uns, lcndmg policies and the securities

. oﬂmd, The RBI is within its powers 10 .deny ﬁnancral assistance td any bank wantmg-

to borrow: from it w:thout assigning any reasomr.

Conlroi and Supervmon of Banks: Under the Reserve Bank: dof Tnd:a Act, 1934 and
the Ba.nkmg Regu.[auon Act, 1949 the RBI has becn given extensive powers 1o’ control
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commercial banks; The regulatory functions of the RB relating to commercial banks _ The Reserve Bank of India
_cover their licensing, branch expansion, liquidity of their assets; management and . )
saethods of working, amalgamation, reconstruction and Yiquidation. For the purpose of
.,ontml. thc RBI conducts inspection of the banks and cafls for returns and information
_ Trom thenit In case the operations ofanybankmboundunsauﬁactory the RBI may
. recommend remedial measures to improve the functioning of that bank.

Any compzny wanting to do banking business-in India must obtain a licence from the
RBI in terms of the provisions of the Banking Regulation Act. However, the banks in
thepubhcuctorandlheregona]nnalbanksmnotrequmdtoobmmhccnccto
undertake banking business. Control over branch expansion of commercial banks is

. required for dispersal of banking facilities. At present the RBI encourages commgreial |
bankstoopcnd:nc:rbmnches_mmalandmu -urban areas, .

~ In order to ensure that commercial banks are organised and operated on sound financial
lines, the Banking Regulation Act has determined the minimum requiremerits 6f paid-up
capital and reserves, transfer toreserve fund, and maintenance of cash reserve and other
liquid assets. However, the most important supervisory function of the RBI is the -
mspecﬂon of banks, It safeguards the interests of the Yepositors and helps in developing -
_banking system in conformity vnth the banking laws and regulations. :

5) Foreign Exchange Mnnngemnt and Control: Foreign exchange management and

contro! involves three main functions: (i) maintaining the external value of the currency,

(i) management of external reserves of the country, and (iii) exchange control. The

RBI, being the central bank of the country, is réquired to perform all these functions.

~ Presently the exchange value of the rupec is determined with reference to the daily -

cxchange rate movements of a selected number of ciirrencies of the countries which are
India’s major trading partners. The selection of the currency uhits and the weights to be
dssigned to thém has been left to the discretion of the RBI. As a custodian of foreign
exchange reserves, the RBI manages the investment and utilisation of these réserves. .
The exchange control js presently governed by the Foreign Exchange Regulation Act,
1973. The Act is administered by the RBI in accordance with the general polu:y laal
d.own by the Central Government in consultation with the former.

6). Credit Control: Regulation of credit in accordance with the needs of the economy is
:perhaps the most significant functidn of & central bank.- M.H. De Kock, a leading
. authority on centfal ba.nk-.ng has obscrved. “it {eredit control) is the function which
- embraces the most jmportant guestions of central bankjng poiicy and one through
- which pracncaﬂy all other functions are united and fo skrve a common purpose.”
" De Kock’s observations are no doubt relevant in the Indian context. In this country the
- objective of economic policy is growth with price stabitity. The monelary policy relying
primarily on credit control also aims at realising thls\ob_]cctlvc Thus the coritrol of
credit fiiriction of the RBI assumes unique importance. In order to regulate the supply of
credit, the RBI used bath quantitative and qua].ltauve techmqucs wluch are discussed
later in thisunit. - .

8.2.2 “Developmental and Premotional Functions

In the pre-independence days the RBI did not perform any developmental functions. But
after the' country got Independence | the RBI has beguc performing a number of
developmental and promotional functions. Broadly these may be ¢lassified under four heads.
First, it hns {érgely ipstitutionalised agricultural credit. With this isi view, it first tried to
integrate indigencus bankers with the organised money market. Havirg failed in this
attempt, it not only ¢ncouraged development of cooperative credit in rural areas but also
exercised its licensing power in such amanner that commercial banks have pow reached
rural areas in‘a big way Seeondly, inorder to channelise the savings of depositors -
cularly the small saveTs, it-played an active role in the establishment of the Unit Trust of
dia (UTT). The UTI présently offers the best i investment opportunity to both persons and
institutions lacking in ‘investment expemse It ensures steady income, liquidity, low risk and
‘expert management to its investors, Thirdly, by helping in setting up the National Bank for
Agriculture ang Rural Develppment (NABARDY, the RBI has filled th= gap in agricultural
finmce. The NABARD is the apex.organisation in- L.gncultu.ral finance. Half of its share ‘
capltal has been provided by the RBI. Finally, the B BI has contributed greatly to the setting -
up of a number of development banks-in India. In fact, the Industrial Development Bank of ~ B
~fndia (IDBI) was originallv establishéd as 4 subsjdiary of the RBIL, However, in 1976 it 41
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8.3 NOTE ISSUE -

_ ' beetmue : 2rtonorous insl:imtioq.

Check Your Progrm A
1) Llst the ma.m ﬁ.mcnons of the Reserve Bank of India.

2) State which, of thc fo]lcwmg statements ere True and which are False. .
i) The Reserve Rank of Ind.m is the ccntnl bank of India.
i) Right from the day the RBI was set up, it has been a public sector organisation,
iit} The RBI has the sole right to issue currecy pates in India.
iv) The currency notes issued by the RBI are legal tender throughout the world.
v) The RBFis a bankerto both Central and State Governments.

. * -vi) The Treasury Bills 2re sold by the RBI for raising its working capital.

vii) The RBI is a bankers’ bank.
" viii) All commercial banks, including those owned by I.hc Govemnment, necd a licence
from the RBI to do La-king business.
ix) The exchange control ‘n India is managed by the Central government

. independently.
x} The developmental and\;romouanal functions which the RBI has performcd are lhe

same as the Bank of England has performed in the UK. 4

As explained earlier in this unit, riote issue is one of thic basic functions o/f thé RB}. The RBI.
has the monopoly power to issue cuq‘ency notes In this sect:on we shall djscuss the system
and the principle of note issne.

~ ~

8.3.1 System of Nete Issue

In terms of the Reservé Bank of India Act, the RBI conducts note issue mrough two scparate
departments: I} the Tssue Department, and 2) the Banking Department. The Issue

" Department is liable for all the currency notes put into circulation from time to time. The

Issue Department is required to maintain eligible assets for equivalent valve. In terms of the
Reserve Bank of India-Act, the assets of the Issue Department against which currency notes
can be issued consist of gold, forign securities, rupee coins, Government, of India rupes

securities and bills of exchange, and promissory notes payable in India which are eligible for

purchase by the RBI. In practice, the distinction betwezn the Issue Department and the
Banking Deparl:mcnt does not have much ecohomig significarice because the assets of the
two Departments keep on shifting frequently’ Howewer, the Issue Department does not hold |
some of the assets of the Banking Department. The assets which are not eligible for ‘)emg
held by the Issue Department are State Government sccunucs and coins.

The responsibilities of the Issue Department include arranging the printing of notes from

the cwrency printing presses of the Govemment of India, distdbution of cumrency notes
amoeng the public and withdrawal of non-usable notes. On the other hand, the functions of
putting the currency into circislation and its withdrawal from circulation is performed by the
Banking Department. An illustration will help you to understand this clearly. Suppose, a
commercial bank wanis to withdraw Rs. 5 crores from its deposit with the RBI, the |
transaction will be handled by the Banking Department. The bank concerned will get
currency in the denominations required by it and its account with the RBI will be debited for
the amount withdrawn by it For meeting this kind of demands the Bankmg Department -
holds stock of currency. Whenever it feels that its stock 6f currency is not sufficient, it
replenishes it from the Issue Department agalnst transfer of eligible assets. The commercial

'banksalsomakedcposus with the RBI on a-repular/basis. Suppose, aparﬂcularbanktmders
-cashtoﬂwRBItobedcpomtedm:tsamount,hscthvnﬂbemwdhythB ng

Dcpamr:mt and ‘will be held as stock of currency. As a result of this receipt of cash)if there

. is surplus ho]d*ug\ of currency in the Banh.ug Department, the excess cash will be

transferred to the Issue Depariment in' exchange for the assets 6f equal value. For.
exchanging cu.m:ncy notes of one denomination for another or for coins and vice versa, l.he




‘Issue Department deals with the public: directly. As a related function of note iﬁsuc, the RBI . The Rescive Bzok of Indis

‘provides currency to the central and state governments o facilitate their transactions. From

-this point of view the RBI has made elaborate arrangements like maintaining offices of the

'Iséue Department in a/number of cities. At other centres the currency requirements are met
through currency chests 1aaintained by the RBI with the State Bank of India and its

associated banks, other nationalised banks, and the Govemnment Treasuries and sub- '
treasuries. The agency of the RBI, namely the State Bank of India or any other nationalised

bank or the Treasery at which the chest is provided, can withdraw cash therefrom according -

to its requirements. It is also required to deposit into the chestany cash in excess of its
immediute needs, as these funds can be withdrawn later when a need arises. -

8.3.2 Principle of Note Issue

- Atthe ume of establishment of the RBI, gold standard (that ié-. amonetary jystem in which
the cuTency of the country was directly or indirectly convertible into gold) was still

preveiling at the international level. -
. / N

Therefore, in India the principle of linking gold and foreign reserves to note issue was
fo'lowed by adopting proportional reserve syster. Under this system the RBI was

required Lo razintair. a reserve of gold and foreign securities (until Janbary 1, 1949 sterling-
securities), not less than 40% of the tatal assets. However, at any time geld reserve was not

to fall below Rs. 40 crore in. yalue. The proportional reserve system requirement could be
suspended.\i-im the previpusisanction of the central government. Nonetheless the RBI was
required to pay a tax on the shortfall in the statutorily requirad gold and foreign securities
reserve. This system of note issue worked well for about two decades as it put 2 checkon
money. supply in the economy and therefore, keeping an effective control on commodity and
facter prices. . : : ' B

However, in 1956 with the adoption of the Second Five Year Plan a big push was to be
. giveén to development effort. Moreover, the process of monetisation became faster. Under
snch circumstances the demand for money was expected to increase which under the
constraints of the proportional reéserve system could not be easily met. Further, it was felt
drat blacking of foreign exchange in reserve to back issue of currency notes served no useful
. purpose; rather they serve greater purpose if used to cover unavoidable deficits in the
balance of payments. The system of note issue was, therefore, made more flexible' i 1956.
The proportional reserve system was replaced by the minimum reserve system’: This
"implies that the note ssuing authority is under an obligation to maintain only a certair
minimum-of gold and foreign exchange reserve; the “rest to be kept in the form of
‘other eligible securities La terms of the Reserve Bank of India (Amendment) Act, 197 " he
. minimum reserve prescribec * 7as Rs. 400 crore in foreign securitics and Rs. 115 crorein® - ~
-gold, adaing upto Fs. 515 crore. In 1957 the provisions governing the minimum amount of ~
feserve backing ncts issue were modified and the minimum requirement of the gold and.
forgign exchange reserve was fixed at Rs. 200 crore, of which the minimum value of gold
was to'be Rs. 115 crcre. The Second Amendment Act of 1957 also empowered the RBI to
dispense with reserve ‘n foreign securities with the prior sanction of the Central - '
Govemment, Howeve:, gold reserve of Rs. 115 crore is to be kept all the time. This system
of note issue is no dou.t flexible, but it does not provide for any check on inflationary
. tendencies. : ' - :

-4

Check Your Progress 5 o - y
1) State the two methoos of note: issue which have been adopted in this country from the
time the RBI was se; up in 1¥35. :

i
; : :

2) State which of the following statements are True and-which are False:

. 1) *. The RBI conducts its note issue through the Issue Dcpam'nept;i}i;d the Banking
. .Department. - o '
ii) The Banking Departmént is liable for all the currency notes put into circulation.
'iiiy The issue of currency notes is backed by the eligible assets. o
iy) The function of pusting, the currency into actual circulation is performed by the’
Issuc Department. ' . - 43
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v) For exchanging currency notes with coins or nates of onc denomination for another,

the Issue’ Department de :Is with the public dircctly. :
vi} When the RBI was set up, the minimum reserve system of note issue was adopted.

vii) When proportional reserve system of note issue was adopted in this country, the,
amount of reserve held in gold and foreign securities had tQ be at least 40% of the
(otal assets. '

viii) The proportional reserve system put a check on inflationary cxpa.nsmn of currency

eies,
"ix) ‘The minimum reserve system of note issue follows the pnnclple of flexibility in

curiency issue.

x} Presently the minirum gold reserve backing the note issue in India has,to be of not
less than Rs. 515 crore.

-8 4 CONTROL OF CREDIT ~

As d1scussed earlier in this unit, control of credit is one of the most important functions of
the Reserve Bank of Tndia. In fact, thraugh the RBI's credit contro. the gcvemi en: attémnts
to influence overall economic activity and the.price level. In this section we siall first
discuss the objectives of the menetary policy of the RBI as Lhey provide its framework for
credit control. Thereafter, the instruments of general credit eontrol and direct cre'ht
regulation shall be discussed,

8.4.1 Objectives of Mc.etary Policy

Monetary policy réfers to use of different instruments under the cont. ol of the central
bank to regulate the supply of ironey and credit with the aim of acliev ng optimum
levels of output and employment, price stablhty, halance of payments equllhrmm or
any other objectives decis-d by the State. At present the main obi=ctive of monetary
policy in India is believed tG be the promotion of economn:_: growth coupled with- high level
of cmplo yment and price stat#lity. It hzs induced economic growth by facilitating adequate .
volume of credit tc industry, trade and agricufture. This ob -jusly necessitated the RBI to
follow poZ.cits that lead to expansio, of credit.

But cuc'r a policy could lead to inflation. Therefore, the RBI has been following a cautious
policy in-credit ehp&ns;on To keep inflationary pressures under control, it has to restrain
credit expansion and.prevﬂnt flow of credit to socially undesirable activities like speculation-
and hoarding. Thus, the RBI's function has been to ensure adequate availability of credit to

. sustain the-tempo of development without ?dversely affecting the internal price stabjlity.

This policy is often charactenscd as the policy of controlled expansmn

8.4.2 Techmques of General Credlt Conirol

As discussed in the previous unit, the techmques of credit control arc of two types: i) gcnera]
or quantitative, and ii) selective or qualitative. The techniques of credit control in the first
category are the bank rate, open market operations and reserve requirements. All these three
methods affect loanable funds of the commercial banks, and thereby influence the volume of
credit and thus total money supply. In the case of qualitative or selective credit control
{which will be discussed later in this unit), the i impact is on the direction of credit rather than
its amount. Following are the general or quaniitative techniques of credit control.

1) Bank Rate: The bank rate is that rate of interest a: which the central L znk makes
advances to commercial banks. Tlie central bank provides financial accommeodation
to banks against approved securities or purchases or rediscounts of eligible bills of
exchange and other commercial papers: The purpose of making changes in bz - ratz is
ta vary the cost of securing funds from the central bask. If bank rare changes, it brings
about changes in the structure of market interest rr tes, which in-turn influences the leve]
of economic activity, In ﬂ.nmﬂanonary situation when policy of reducing money supply

_istobe pursued, the bank rdte is raised with the hope that unwarranted investment
activity wili be checked. On the other h:md in the recessionary sitvation the bank rate is
raised with the expectation that it will induce investment- -activity thereby providing

“impetus 1o overall economic activity. ‘

However, the effectiveness of bank rate is rather limited in India. The changes in the




bank rate have very litile operative significance. They mbrely indicate the changes in -
the direction of the credit pelicy of the RBI. It is for this reason that changes in the bank
reto ars dimost always accompanied by some other techniques of credit control. Making

~ his observations on the efficacy of the bank rate in India, H.V.R. Iyengar, a former
Govemor of the RBI, has remarked, “in a plannéd economy which has a large public
sector of investment and where governmefit liave a battery of powers of direct” :
regulaijon of invesiment, the efficiency of bank rate changes is far less clear tian it is in
industrially advanced countries with a free economy.”

2) Open Market Operations: Open market operations are a technique of credit control by
means of which the central bank changes the liquidity position of banks by operating
directly in the market. Open market operations involve purchase and sale of government
securities, foreign cxchal_l"ge. gold, bills of ‘zxchange and company shares by the central
bank. However, in India open market opefations are'generally confined to the buying
and selling of govemment securities, incliding Treasury Bills. _ '

Open masket operations have two aspeclﬁ’ The first is the buying of securities. When
the central bank purchases securities from banks, the iatter’s cash reserves increase and
this improves their capacity to create credit. The other aspect is the selling of securities
- to the commercial banks which resnlts in the decline of their cash reserves, As a '
© conseduence the banks’ credit creasion ¢apacity is reduced. -

Ir India, the government securities market is narrow which is constraint on open market
: operations. A sizeable proportion of the govemment securities is held by some leading
" financial institutions.and the volume of transactions in them is limite’. Furtheron
account of the virtual absence of a ury bill market, open market operations of the '
RBI are entirely in government bondg. Given the narrow government securities’ market, *
any attempt by the RBI 1o conduct latge scale operations would unduly disturb security

prices. -

3) Reserve Requirements: The Central bank can change the reserve requirements and can
thereby affect the credit creating cdpacity of the comumercial banks. It is a direct and
effective instrument of credit conn'ol. In India, ‘the RBI regulates the liquidity of the
banking system by two 6b.hp1emq’ntar3 methods: 1) cash reserve ratio, and 2) statutory
liquidity ratio. The cummercial banks are statutorily required to maintain a cash reserve
with the RBI equal to a certain pércentdge of deposits. This cash reserve ratio is

- prescribed by the RBI and can b in the range of 3 to 15 per ceat of the deposits.
Whenever the RBI wants to put a check on the expansion of eredit, it raises the
cash rezerve ratio. Converselj, ‘When credit expansion is to be induced, the cash

reserve ratio is lowered. i :

The 'efjfec!iveness of changes in cash reserve ratio is limited by the tendency or't e
commercial banks to offset their irnpact by liquidating their government seccrity holdings.
Theréfore, along with a change injcash reserve ratio, a change in statutory Jiquidity atio also
becomes necessary. In India, unl:u’ 1962 the commercial banks were required to maintam a
liquidity ratio of 26% against their deposit liabilities. Cash in hand, cash with the RBI and
other banks, gotd and unepcumbered approved securities constituted liquid assets. The,
statutory provisic. until 1962 ei‘fabl_éd commercial banks to liquidate some govemment
securities wheaever cash reserve ratio was raised. Hence their capacity to create credit -
remained intact. The Banking Rzgulation Act was thus amended to plug this.loophole. Now
liquid assets are to be maintainkd exclusive of the cash balmnce maintained in terms of
stamutorily determined-cash reskrve rado. The statutory lquidity ratio is also determined by
the RBL., . !

8.4.3 Direct Credit R;Agulation

The regulation of credit by means other than contro! of bank reserves or the cost of
credit is known as direct credit regnlation or qualitative credit control. The wicely used
qualiative techniques of credit control are: (1) selective credit control, aad (ii) moral suasion. -

The quantitalive or genwral techniques of credit cor:trci operate effectively in weit organised
money markets but are-not very effective in countries where money markets are 1ess
developed. Qualitative techniques are more suitable for less develzped money markets as -
these techniques help in regulating the distribution or direction of bank resources to
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partiGwar.sectors of the econgmy in accordance with broad national priorities. In fact, '
qualitative credit control measures are considered complementary to genéral credit control

“and-their effecuveness increases greatly when these are, used toget.her with general credit

control.

1) Se.lectlve Cradit Regulstion: The RBI cXercises sclectwe credu conirol under the
" provisions of the Banking Regulation Act. The main techmqucs of selective ‘control in
India are: 1) margin requirements for [Ending against selected commodities, u) ceﬂmgs
on levels of credit, and iii) charging of minimum rate of interest cn advances against
specified commodities, The first two techniques contro! the amount of credit, while the
third technique operates through its impact on the cost of credit, These instruments of
credit control are operated by the RBI in such a manner that they meet particular
situations or achieve the desired direction of flow of credit. The rmargin against a
particular commedity is determined keeping in view the sacial~: and economically
legitimate requirements of bank credit to that sector. Ceiling limits are fixed in order t0
restrict the capacity of the lending bank to grant credit agginst controlled commodities.
The rate of interest mechanism is used to achieve policy objective of increasing or
decreasing the credit flows to particular sectors. It is in fact through. this technique that
credit is made available 10 centain preferred sectors on concessional interest rates..

"2) Moral Suasion: Moral suasion refers to the advice given by the central bank to

commercial banks in respect of thelr lending and other operations with the
expectation that It will be accepted and the latter will operate accordingly. Moral
suasion rnay be'quantitative in content, that is, the quantum of credit that a bank may

grant may be fixed. It can also be qualitative, that is, banks may be advised not to give '

credir against certain mmmodlues as their prices may be subject to speculative
tendencies. In India, the RBI has found the technique of moral suasion quite useful.

. Since the nationalisation of major comriercial banks, effectiveness of moral suasion has

increased. An added reason for the effectiveness of moral suasion in India is that it is
backed by thé RBI's vast powers of direct regulation.

Check Your Prograss C

"1y State the three quantitative techniques of cmdu control operated by the RBI.

1Ty S
2) List the three methods of selective credit control operated by the RBI.
ii)

3 Staic which of the following stalements are True and which are False.
i) " Monetary-policy refers to the policy of the central bank with regard to issue of
© CIUTEncy noies.
i} The RBI's monetary policy is often characterised as the pohcy of controlled
expansion. .
iii) Bank rate is the rate of interest charged by the ccntral bank from the commercial
. banks on advances given to them..
iv) Bank rate pol:cy T'&;Qlatwcly ineffective ta:hmquc of credit contrel in India.
¥) Open market opcrauons refer to buying and selhng of govemment securities by the
central bank in the open market.
vi) Open market opeiations are quite effective in Indla.
vii) Cash reserve ratio and statutory liquidity ratio when used by the RBI can prove to
be effective for credit regulations.
_viit) Since the money market in India is less developed, selective credit controls have no
relevance in this conntry,
ix) ‘Backed by the vast powers of direct regulation, the RBJ has found the technique of
moral suasion quite useful, _

==
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8. 5 APPRAISAL OF THE MONETARY POLICY OF
THE RBI

In developed countries the monetary pohcy generally aims at full employmem with pnce
stability: In developing countries, however, its objective is optimisation of growth with a
high level of employment and price stability. In a country like India where all the time there
has been a stress on accelérating the rate of growth, there has'to be a continuous expansmn
of money supply and credit to meet the legitimate credit needs of industry, agriculture and
trade. Therefore, the RBI's approach cannot be one of credit restriction, The RBI's
resp0n51bﬂ1ty under the circumstances is only to prevent availability of credit for
unproductwe and speculatwc purposes. The RBI has, thus, rightly claimed lhat ts
monelary policy is one of controlled expansion. )

We have earlier discussed in ﬂ'llS unit that the RBI possesses-extensive powr-rs of credit
control, both quantitative and qualitative in nature. We shall now consider in this section as
to how effectively the -BI has used these instruments of monetary control during the four
decades of developme "¢ ¥lapning. We dre restricting our discussion to this penod only
because prior to 1951, rh.. .?B! did not: have any specific monetary policy. :

The era of development planning began in 1951. This was the period when most countries

world over were pursuing the cheap money policy’ implying that the bank rate was kept low. -

in 1951, however, under the impact.of the Korean War, inflationary pressures had built up
and thus the RBI raised its bank rate from 3% to 3.5%. The rate of increase in money supply
(M3) during the First Five Year Plan was as low as 3.4% per annum. But this was not
sufficient to meet the increased demand for money arising from expansion in output and .
growing monetisation of the économy. Hence, the wholesale prices registered a decline of
2.7% per annum. Situation changed substantially during the Second Plan period. With
increased emphas:s on industrialisation and attempt to gwe a big push to'the economy the -
demand for creditincreased rapidly. The annual increase in the money supply (M3) thus-was
8.2% during 1956- 61. In order fo moderate the growth of i money supply, the RBI'not only -
raised the bank rate to 4% in May 1957 but also resorted to selectwe credit controls. The
price level, however, rose at an annual rate of 6.3%.

Dunng the Third Plan penod as agamst a modest performa.ncc on the pro-ducuon front
resulting in a mere 2.3% annual increase in national income, M3 increased at 9. 1% per
annum.- This gave rise to inflationary pressures which the RBI tried to contain by raising
bank rate to 4:3% in January 1963 to 5% in Ociober 1964 and further tc 6% in March 1965.
For four years from 1960 to 1964 the RBI operated quota-cum-slab system for providing
refinance and'in 1964 adopted a system of differcntial rates. Both these instruments aimed al
credit restraints. In September 1964 the statutory liquidity ratio was raised from 20 to 25%.
These measures should have been effective had the output position been satisfactory. But -
+his was mot to be. Due to failures on the supply front expansion jn the supply of money in
spite of adoption of credit control measures proved to be quite inflationary. I7-1967- 68

however whien supply position improved due to encouraging performance on the production -

front the inflationary pressures ensed and the bank rate was lowered from 6% to 5%.

Durmg the period ot‘ Fourth Fwe Year Plan f: ilures on the production fronl coupled
with an increase in expenditore on delence ana evacuee relief operations increased
inflationary pressures, ¥n this period the supply of r=eney should not have been
allowed to increase at a high rate. However, the annual rate of increase in M3 was 16.2%
which certainly contributed to 2 lot of inflationary pressure. The RBI nonetheless tried

different measures of monelary control. The net liquidicy ratio was i1aised from 30% i April

1970 (o 34% in January 1971 -and further to 37% ini 1973. The bank.rate was raised i in May -
1972 from 6% to 7%. The cash reserve ratio was raised from 3% to 5% and further to 7% in
September 1973. Al these measures however fa-ied io contain infiationary pressures and the
wholesale prises rose by 20.2% in 1973-74. During the Fifth Five Year Plan period, while
the national income increased at an annual rate of 5.3%, the supply of M3 increased at thie
rate of 17.9%. This did not ease inflationary pressures. Hence the RBI not only raised bank
rate frowe' 7% 10 9%, the gavemmem also adopted certain fiscal measures.. These measures -
arrésted inflationary pressures to some extent and made the RBI a bit compla~ent about
‘inflationary situatior. As a result, the grip of the monetary pollC)r was logsened. The cash
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reserve rmm was leduced i‘mm 7% to 5% in June 1974 and further to 4% in December 1974

These were unwarranted concessions. The year 1979-80 was a drought year. In this year in
spite of the fact that the national income declined by 5.5%, the supply of M3 was allowed 10,
rise by 17.3%. As o consequence the wholesale prices rose by 17.2%.

The Sixth Plan period showed complacency on the part of monetary authorities. In this

- periodsin spite of 5.3% per annim increase in the national income the wholesale prices rose

at the ratz of 9.3%. This happened due to an annual j increase of 16.9% in M3. The raising of
berk rate to 10% in July 1981, fixation of cash reserve ratio:and stamtory liguidity ratio at
9% and 35% respectively in 1984 had little impact on mﬂahonary smmuon.. .

During the Seventh Plan period the supply of money (M3} - :d.naticnal income rose at the
rates of 17.6% and 5.4% per annum respecnvely The wholssale prices during this period
rose at the rate of 7% per annum. This indicates that the RBI did not move, carefully on the
money supply front. During the Seventh Plan period the cash reserve ratio was I:msed,a.-- ’
number of times and was.finally fixed at 11% effective from July 30, 1988. The statutory
liquidity ratio was alsp revised upward a number of time's and Sixed at 38% in April 1987,
These along with selective credit control measures proved ineffective to stabilise the general
price level. In 1990-91 the inflationary situation had gone out of control, as the wholesale
prices rose at about 12%..The RBI in this period did little to arrest price rise. Only the
statutory liquidity ratio was mised to 38.5% in September 1990,

To sum up, the monetary policy of the RBI has been rather weak. All the time there seems to
be some hesitation, in operating drastic measures of monetary control. Mey be dilemma of
the RBI in pursuing effective measures eranates from the risk of 4 decline in growth rate as
a result of adopticn of drastic credit control measures.

Thkeck Your Progress D

iy State the monetary policy of the RBI in one sentence.

2) Slate whct.her the follomng statements are True or False.

i) In India the entire emphasis of monetary policy cannot be on credit restriction.

ii) During the first sixteen years of its existence, the RBI like many other central banks
pursued cheap money policy.

iii) During the First Plan period, increase in the supply of money was in two digits
which led to inflationary pressures.

iv) The annual increase in M3 was 8.2% during the Second Plan period.

v) During the Third Plan period an annual increase of 9.1% in M3 was not excessive
because in this period the performance of the economy on producuon front was
excellent.

vi) Various measures which the RBI adopted to check mﬂat:on dunng the Fourth Plan

period proved to be effective.
. vii) During the Fifth Plan period the annual rate of increase in M3 was as hj gh as

179%.

viii) The mon..tary policy of the RBI was not entirely imational when it zllowed 17.3%
. increase in M3 in 1979-80.

u:) The monetary authorilies in India were somewhat complaccnt o] mflauonary
pressures during the Sixth Plan period.

x) Various easures of credit-control adopted by the RBI during the Seventhr Plan
period proved to be quite cffective as prices remained stable in this period.

8.6 LETUSSUM UP

The Reserve Bank of Ind.m (REI) was set up as the (,entra,l Bank of India on Ist April 1935.
Though originally set up as a shareholders’ bank, it was nationalised in 1949.

The RBI performs both traditional and developmental-cum-promouonal functions of a

-central bank, The traditional functions of the RBT are: i) to issue currency notes, if) to actas -

a banker to the government, iii) to act as a bankers’ bank, iv) to control and supervise banks,
V) to manage and conirol foreigniexchange, and vi) to control-credit.




In India, the maih objective of the economic policy being growth with stzbility, the policies
of RBI are also directed to realise this objective. Among the developmental and promotional
functions, selting up of speciaiised institutions of industrial and agricultural finance have
received particular agtention of the RBL '

Of the various functions performed by the RBI, the function of ncte issue is very important, .
The RBI conducts note issue through its Issue Department and Banking Department.
Whenever there is demand for currency, the Banking Department offets eligible assets to the
Issue Department and obtains currency. The assets against which currency can be issued are
gold, foreign securities, rupee coin and bills of exchange and promissory notes payable in
India. Fresently, gold and foreign securities reserve against the issue of cusrency cannot be
less than Rs. 200 crore, of which gold reserve in any case must not be less than Rs. 115
crore, '

During the planning period, the RBI's attempt has been to ensure adequate supply of money '

and credit needed to sustain tempo of econemic growth without generating unnecessary
inflationary pressures. This approach is often known as the policy of “controlled expansion”.
The RBI can use all the instcuments of credit control, both quantitative and qualitative.
However, in India due to lack of adequate development of bill and the securities markets the’
bank rate policy and open market operations are not very effective. The RBI thergfore relies
more on changes in cash reserve ratio and statutory liquidity ratio. Selective crédit controls
are miore suitable in India as they regulate the distribution and direction of bank resources to
parucula.r sectors of the economy. The RBI has also found that since it enjoys extensive
powers of direct regulation moral suasion proves quite-effective.

The RBI has all the possible weapons of monetary regulation in its arsenal, yet its actual
monetary control has been weak, The supply of money (M3) over the past two decades has
increased at a rate exceediny 15 per cent per annum, while the national income rose at the
rate of 4.1 per cent per anatm. This Yas resulted in inflationary pressures. The measures
adopted by the RBI 1o comoz* them have been found lacking.

8.7 KEY WORDS * -

Bank Rate.\That rate of interest at which the central bank makes advances to commercial
banks or rcdmcounls their bills, .

Cash Reserve Ratio: Ralio of cash reserve Lo bank s agpregaie deposils,

Curren..\v ‘Chiests: Receptacles in which lssuable notes are stored.

Exchange Coukrii: {Ioutrol of the monetzzy authority over ali trapeactions involving ©
foreign exchange. .

Margin Requirement: A porion of the value of the security charged to the bank, which is
required to be paid by the borrower out of his own resources. :

Minimum Reserve System of Note Issue: A system of note issuc requiring that 4 certain
minimum amount of reserve backing of note lSSUl.. should be in the form of gold and forelgn
securilies.

Money Supply (M3) Supply of currency plus all deposils with banks.

Moral Suasion: An instrument of central b..nk‘s pressure upon thc lending activities of
commercial banks mrougn exhortations lh‘l[ they follow certain resirictive practices.

Opeén, Market Operations: Purchase or sale of ehglb[e securities by the central bank in the - :

open market

Propurtmnal Reserve System of Note Issue: A syster of note issue mqumnw that a certain’

percéntage of reserve backing the note:issue sheuld be in the furm pf’ gold and {oreign
securities.

Selective Credit Control: Such credit contro] that it regulates the distribution or direction
of bank resources Lo particular sectors.

Statutory Liquidity Ratio: The ratio of liquid assets to totnl dem:md and time liabilities
deLermmed statutorily. . .

© The Reserve Bank of Indla
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ook Theory mdFricges 0 g ANSWERS TO CHECK YOUR PROGRESS.

/

A Z) DTue H)Fése .ifi)True -iv)False 'v)True vs) False '
vil) True  viii) False ix) False x) False :
B 1) i) The Proportional Reserve System
i) The Mmnimum Reserve System Lo o
2) Tme ii)False iii)True iv)Falsé. v)True vi) Falte
© vi)) True  viii) Tme ix)True x) False
1) i) . Bank Rate Policy o
ii) Open Market Operations
iii) Reserve Ratio Changes
2) i} Margin Requirernents Changes - S .
ii) Ceilings on Levels of Credit ' ' ‘ !
" iii) Charging of Minimum Rate of Interest cn Cenam Advanccs
- 3) i)False. ii) True iii) True  iv) True v) True vi) Fnlsc
i vii) True  viii) False  ix) True i
.D 1) The monetary policy ¢ of the RBI can be chamctensed as the pohcy of conlrol]e.d
- expansion. i
" 2) i)Tre i) True - iii) False iv) 'I‘rue;r ¥) False - w) False - vu)‘ True .
viii) False ix) True x) False T ) T
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89 TERMINAL QUESTIONS

' 1) Discuss the various functlons of Lhe Reserve. Bank of India,
' 2) Explain the system of note issue in India. ‘
3) Explain the methods of credit control adepted by the Reservc Ba.nk of IndJa. DlSClISS
- their relative importance alsg. .
-~ 4) Why is the Reserve Bank’s monetary pohcy oflcn cha.raclcnsed as the policy of
- controlled expansion? Critically evaluate the monetary policy of the Reserve Bank of -
‘India during the four decades of dcvelopmenta.l planning, -
(/“'

' Note These  questions wnII help you to understand the unit bem:r Try to write
‘answers for them. But do not submit yeur answers to tha Unwc’s:ty fo. ’
T assessment These are.for your prachcc only. '
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UNIT9 INDIAN MONEY MARKET
. S_tru;;ture | | |

9.0 Objectives
‘9.1 Introduction’” ' ol
9.2 °, What is Money Market? , S
9.3  Structure of the Indian Money Merket
9.4  Characteristics of Indian Money Market
i 9.4.1 Fchmr_esoEnDe\ﬁc!oped’MoneyMukex
942 Nawre of Indisn Money Market
9.5 Problems of Indian Money Market
95,1 - Natre of Problems
9.5.2 - Role of RBI in Fackling the Problem.s
o 9 53 Suggesuons for Improvement
9% LetUsSumUp . '
9.7  Key Words
9.8 Answers to Check Your Progmss
9.9 Term.mal Quesuons .

| 9.0' OBJECTIVES

* After reading this unit, you should be able'to:
define money market . :
distinguish between money ma.rket and capual market
expla.m the role and significance of money markef in a modern economy
identify components of Indian money market . .
identify drawbacks of Indla.n money market whu:h make it an underdeveloped money S
market '
*  list the steps 1mt1aled by the RBI to remove defects of Indian mone}' market.

1

9.;1 INTRODUCTION

Financial markets and institutions have acquu‘ed great importance in the modem econorrues -
as ﬁnam:e has become an integral part of modern business and an essential component of -
econormc development. Financial markets deal in financial assets and "redlt instrumenis of -

" yarious kinds such as currency, deposits, cheques, bills and bonds, ‘etc. Finarcial markets, in-
essence, are the credit markets. "They cater to the various credit needs of the in-ividuals,
firms and institutions on the pne hand, and help in mobilisation of savings in the conomy
on the other

The structure of financial markets can be studied from three anglcs 1) funcuonal

2) institutional, and 3) sectoral. The functional classification is based on the term of credit
{i.e., short- term or long-term credit), the institutional classification is based on the nature ot'
organisation (i.e., Grganised or unorgamsed credit market) and the sectoral cIassnﬁcatlon Is.
based on the credit arrangements for various sectors like 1gncullure rrade, mdustry, ete.

L

Based on the funciional classification of the financial rnarker.s we thus have the money .
market dealing in shori-lerm credit and the capital market handling long-term credit. In
this unit yous will smdy the nature, structure, and drawbacks of the money market in India.
_ You will also study the steps taken by the government to improve it.

9.2 WHAT IS MONEY MARKET?‘

Money market refers to the v:'hole network of ﬁnanc;al mshtuuons dealmg in short- \
term funds which provides an outlet to lenders and a source of supply of funds to
horrowers. The short period varies from a day to a few months. Funds borrowed against -
differeént types of credit ins-. uments such as bills of exchange, shori-term securities, -
promissory notes and treasury bills drawn fer a short permd etc., are called near
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W maney, Thut, the term money ma:ket-may—sound misleading as it does not dea] in cash or

money but i in near money assets,

Elaboral:mg on the essential me.anmg of mont:y merket, the RBI dcscnbes money market as;
“the centre for dealings, mainly of short-term character, in monetary asseis. It meets the
-short-term requirements of borrowers and provides liquidity or cash 1o them by the lenders.

. It is the place where short-term surplus investible funds at the disposal of financial and
. other institutions and individuals are bid by borrowers, again compnsmg institutions and

mdmdua!s and also by the Government.”

_Demand fon short-term funds comes from Government; business concems and private
individuals. The Government probably. the biggsst borrower everywhere, requires short-term
funds to meet current deficits. Firms need funds for workmg copital requ:rcmen(s and also "~
carry additional su)cks ‘Other important borrowsrs include stack exchange brokers,

manufacturers, mercharnts, ‘etc. The supply of leanab!s fui-is comes mostly from thg central

bank of the country, comme.cial banks and other financial institutions.

The money market may be dis;inguished from Icapnal marke:. The capital market is
concerned with the sypply of and demand for long-term investible funds, whereas the
money market is essentially con rerned with only short-term fun-s, The ~agital market
deals in bonds, stecks and shares of corporate sector and mortgage credit for 120g period,
while money markst d=als with skor-term needs such as working capital requizsments of
business concems, individoal borrowmgs and short-terin governmerit obligations. However,
these two markets are closcly related with certain amount of overlapping as the sane
institutions, many - time, deal in botia types of loan.

Check Your Proéres:. A
l) Fill in the blanks:
i) Money market proviaes . . term funds. Ny
_ i} Inmoney market, funds are borrowed againstvaricus .
~ iii) Distinction between money market and capital market is based on.

classification. - -
2) State whether the followmg statements are True or False.
i)  Money market deals i in money. N . ~

iy Cap:(al market is a part of money market. ,
iii) Capital market and money market arc closcly related to each oLher
iv) Fipancia! market and credit market are csscnuall_} 1he same.

:i9‘.‘3 STRUCTURE OF THE INDIAN MONEY MARKET.

_The Tndian money market is divided ifito three:distinct paris: 1) arganised sector,
2) unorganised sector, and 3) coopcratwe sector. However, technically the cooperative
sector may be considered as a part 6f the organlscd secror. '

[} Organised Scctor: Thls sector consists of the Reserve Bank of India, Staie Bank of
India and its subsidiaries, foreign exchaige banks, nationalised banks, all scheduled and-
non-scheduled comniercial banks and the regional rural banks. Besides, scr:". non-
banking companies and financial institutions like the Life Insurance Corporation of
India, the General Insurance Company of India, the Unit.Trust of India, elc., also

‘operate in the organised money market. Chit funds and post-office savings banks also’
' play a significant role specially in semi-urban areas and small towns.

12) Unorganised Sector: This part of the money market consists of indigerous bankers and
- the money-lenders called mahajans, seths, shroffs, chettiars, etc., in different parts of the
- -country. Many of the indigenous bankers combine banking business wilk trading and
commission business, whereas others deal primarily in banking activities. The
indigenous bankers deal in *hundis’ and *promissory noles'. Nearly fifty per cent of the
intemnal tradc depends on finance from the unorganised Sector.

3) Cooperafive Sector: The cooperative sector occuptcs a somewhal mlen‘nedmry
-position between the organised and the unorganised parts of the money market. Thls/
sector pnmanly comprises cooperative banks, rural banks and cooperative credit
societies, Their main purposc is 10 supplement the indigenous sources of rural credit.
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They finance farmers, WEavers, rurai arisans, etc., in their production and marketing
activities.

The money 'market is eomposed of many financial agencies that deal with different. types of
short-term credit everfin the orgadised sector. We may discuss the followmg important
components of money market. '

1) Call Money Market: It is an 1ntegral part of develuped money rnarket which prpv:des
credit fecility for a very short duration, not cxceeding seven days in any case. It is the

most active and sensitive part of the organised segment of the money market. Bill L

brokers and stock-brokers usually borrow call loans from commercial banks against
which no collateral security is demanded. However, in India inter-bank call money is
very Common. Apart from.the scheduled and non-scheduled commercial banks, foreign
banks and cooperative banks, other financiai intermediaries like tire LIC, the GIC, and
the UTI ha\re also started actively participating in the call money market,

.2} Bill Market. 'Ihe bill market or the discount market s it is called in London, is a sub-
. market in which short-term bills are bought and sold. The most important types of bills
are treastry bills, bank bills and trade bills which are usually dratwn for a period of 91
days..As these bills are basically post-dated cheques, they are easdyfdmcoumed in the .
money market. In India, there is no well developed bill market, though ma_;nr banks
discount bills of established customers.

3) Acceptance Market: It refers to the market for bankers’ acceptance involved in trade,
both internal as well as for,elgn trade. Acceptance houses, in whom both the importers
and expotters have full confidence, act as agents, They get commission from both the
exporters and importers for this service. The acceptance market helps international trade
by providing guarantee for payment on time and thereby reduce the risk involved in
foreign trade. The bill is drawn on behalf of the acceptance house and not on the
importer so that the bill is easily discounted at a relatively lower rate of interest

‘4') Collateral Lean Market: When Ioans are o"fered against collateral securities like
stacks, bonds, merchandise, etc., the loans are called collateral loans. The chief lenders
.. inthe mongy market are commercial banks. The borrowers take collaterals in the form
'of overdraﬂs and cash credits.

It should be noted that the different sub- markets, as d1scusced above, can be combined into
one market. For exa.mple, call loans are taken by those who deal in discount market and
many of them whe discount bills also act as acceptance houses. On top of them all is the-
‘central ‘bank of the country which is an apex body central bank is an accepted leader of the
. money market which controls and guides the entire activity of the money market.

94 CHARACTERISTICS OF INDIAN MONEY MARKET

941 Features of a Developed Money Market

A moncy ma.rket is considered ‘developed’ if it sallsfies lhe following condmons
1) Highly organised commercml banking system..
2) Presence of an efficient central bank.

3) Centinuous supply of negotiable securiries such as bills of exchange, treasury Dils,
" short-term Govemment bonds, etc.

4) Existence of a number of sub-markets, each specialising in a particular type ot‘ short-
. term asset. The larger the number of sub-markets, the broaderand more developed will
be:the structure of the money ma.rket. :

5) Moreover, th= sub-markets should form an integrated structure in which every segment
- of the money market is i intimate rwlationship with each other. This is essential to '
ensure uniformity of interest raies ir, various sub-markets and also for the frec flow of
funds. : ST

There are not many developed money markets in the world {vflii;h.havc_all the abc:,ves'ai"l;l‘
characleristic features. London and New York money markets-are the best examples of

Indian Money Market
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developed money markets, Other examples of inlematjonai financial centres are Paris,
Zurich, Frankfurt, Amsterdam and Vienna which. contam most of the featl.::es of developed
money markets : .o .

9 4 2 Nature of Indian Money Market

Indian money. rnarket is'not a very well organised and lruly coordmated entity sC as to be o

“'placed in the category of highly developed money market. In fact, it is composed of two

categories of financial agencies: 1) organised, and 2) unorganised scgments. The organised ..

sector contains well- establ:shed scientifically-managed financial institutions, whereas
u"orgamsed sectar comprises agencies which have diversified policies, without unifSrmity

" and ¢onsistency in the lending business. In belwcen lhese two segments lie post~ofﬁce

savings banRs and the cooperative banks

1 Orgamsed Segment: At the apex level l'.here is RBI, Wthh i§ leader. of the money
‘market and controls the »anking sector. Besides, there are ioint stock commercial banks
which ; are’ ‘of two typez. i) scheduled banks and (i#) non-scheduled banks. Since July
1979, all major- banks ir. “ndia’ have been nauonal:sed Besides, State Bank of India and

- jts subsidiaries are also owned by the Cental Govemnment. The puolr‘ sector banks
control nearly 90% of the finances of organised banking system. There re fifteen. -
foreign exchange banks as well. Besides, the post office savings banks, cooperative’

‘banks, rural ban’s and chit funds-also play a significant role by mobilising savings and
calering 1o Lhe needs of small holders patticularly in semi-urban and rural a/eas.

n 2y -Unorgamsed Segment It compnses of indigenors bankers and money-lenders.

including unreglstered chit fund companies. In India there.are more than 2,500
indigenous bankers. who provide nearly 50% of the' ruraH{iniance, The financial""
activities of indigenous bankers and meney-lenders are mostly confined to smiall’ towns
-and rural areas which lack modem banking facilities. They operate in a limited way in
blg cities aiso. n'hey basically cater to the needs. of local demand for funds and grant '
loans lo those who are persunaliy known to Lhem, nom'lally against collalcral securities’
to minimise risk. _

" Hence, it is ewdent that Indlan money ma.rkel is neither a well organised nor a coord lnaled

“and homogeneuus enmy -Some of the major features of Indian money market can be lisled

.as under

Ly Duallty The Indian money- ma.rket is composed of two segmems viz., the organlscd
and unorgamsed sectors. The former consists of modem, ‘well orgamsed and. -

* scientifically operating fi financial msntuuons like the RBI, scheduled and non-scheduled '
banks in the privale and public sectors, ‘foreign banks, post office saving banks and the -

cooperative banks falling somewhat between organised and unorganised sectors of the-

money market. The-unorganiséd sector consists of widely scattered indigenous bankers, ‘

-money [endcrs chit funds, etc., whlch lack scientific org.m.aanon

- 2 Predommance of Government and Semr Government Secunt.es The bilt market

an important and the mdst-sensitive constiluent of the organised money market, is also

: underdevelope\d in India. As compared to advanced countries, there is great paucity of -
good commercial bllls in the country. Hence, the lion’s share of the secunlles bought
and soId are government and semi- govcmment securities,’

3) 'Absence of Discount ‘Houses; Theré is a]most- eomplele absence of acceplance

-business and diséount houses in the Indian money market. This 1§ due lo'the fact that
there is no market for commercial bills. Traders in India resort to hundls rather than
scientifically drawn bills Dfexch:mge :

4) “Seasonal Strmgency of Funds and Fluctuauons in Interest Rites: Indian economy;
bemg essentially agricultural in nature, has its ‘bearing on activities of the Indian money
market. Considering the demand for funds, there are busy and slack seasons in India.
The busy season coincides with production ahd marketing activities of agricultural
produce. This requires addmonal funds during October/November 1o April/May which
creates monetary-stringency, and results in higher interest rate during the bu5)r season

_and lower interest rates in slack scason.

. 5)__, Limited Scope of Banking Fauhhe:' Betore nationalisation of 14 major banks i in

India’i i 1969, there was one branch for aboui 65,000 persons with majority of banks

-
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' being in big cities only. There were practically no banks in villages and small towns.
Sitaation has improved a tot due to expansion of branches during the last 20 years.
Some ban}.mg facilities have no doubt reached rural areas and small towns, but these
are inadequate. ‘

'6) . Isolation from International Money Markets: The Indian money markel has
remained more or less isolated from foreign markets, There is hardly any movement of
funds between the Indian money market and the foreign markets. This is partly due to
exchange control restrictions on capital movements and partly due to underdeveloped
nature of the Indian money market. .

Check Your Prugrcss B
1) Siate whclher the following statements are True or False.
i) The Indian. -moncy market is a well-organised market.
ii) Al non-banking companics are a part of the unorganised sector of Indian money
. mageet.,
iii) The short term bills are basically post- dzm:d cheques and, therefore, casnly
discountable.
iv) Acceptance houses act as agents in which cither importer or exporter has tull
-confidence.
'v) ‘The Indian money market is more or less isolated from forcngn marxels.

2) Which of the following are the major features of Indian money market?
i) Predominance of govemnment and semi-govemment securities.
ii) Highly organised commercial banking system.
ili) Existence of a number of sub-markets, cach dealing i ina pamcular typc of shert-
term assets.
iv) Existence of duality.

9.5 PROBLEMS OF INDIAN MONEY MARKET

9.5.i ~ Nature of Problems o y

Ir: terms ‘of both organisation and development. Indian money market is not comparable to
any of the developad money markets of the world like the London or the New york money
. markets. [t z]so cannot match the extent of resourges, stability and efasticity of tnese
" developed moaey markets. It also suffers from a number of drawbacks, of which the
following are rjore prominent: .

1) Laék of I.1teg| atioi:: The organlsed and-the unorgamsed sect=7s of Indian money
market are completeiy separate from each other in thejr financial activities. There is
more of competition than cooperation and coordination among various cors-ituents of
the Indian money market. The banks compete among themselves rather than having a
healthy cooperation. The RBI has no effective control on the indigenous bankers as they
seldom use rediscounting facilities offered by the organised banking system. This has
made monetary policy of the RBI (specially the bank rate policy) aimost ineffective.
Besides, there is no all India money market in its'true sense though there are only
reasonably developed local money markets.

2) " Difference in Rates of Interest: In India, interest rates prevailing in different parts of
the country are niot uniform, i.e., there is coexistence of high as well as low interast
 rates in different parts of the money market. Ever the rates of interest charged by banks
differ widely depending upon the locality in which hey function, the type of security
that is offered, the nature of the advances and the comipetition they have to face.

1@ Besides, interest rates during busy season are always higher than what they are during
slack season, Another peculiar feature of the Indian money market has been that short-
‘term interest rates are higher than long-term interest rates. However, there has been
somg improvement in this regard in recent years.

3) Relatively Under Developed Banking Habits: Even after considerable branch
expansion, the use of cheques and credit instruments is somewhat less popular. People
prefer cash transactiond. Besides, hoarding is a popular habit in India, specially in rural
and semi-urban areas. This has led to investments in gold and silver ornaments and
other non-monetar)‘ assets. .-

Indian Money Market
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4 Shortage of Funds: Thc Indian money rnarket suffers from shortage of fund.s as
demand for loanablg funds always exceeds their supply. The shortage becomes moré
pronounced in the busy season. Widespread paverty and huge population in India has
resul'ed in low per capita income which has limited the capacity to save. Apart from

" this, *hg existence of black money has also cons:derably reduced the supply of financial
resources in the Indian money merket. ;

5) Absence of an Organised Bill Market: In spite of the New Bill Market Scheme of the
RBI in the vear 1970, organised bill market is yet to fuily develop in India. It is duc to a
variety of reasons like: () lack of uniformity in drawing bills between different parts of
the country, {ii) general prefercncc for cash transactions. (m) high stamp’ duty on usance
biils, ete.

- 6) Inadequate Banking Faclhtles. Even after expansion of branch banking in Lhe post-

nationalisation period, the money-lenders still continue to be the primary source of
credit to ths Indian farmers and village artisans, This has hampered the process of
mobilisation of small savings in the countryside. Apart from this, lack of clearing house
facilities and of specialiscd banks to provide credit to small and tmy sectors are some of
the other problems faced by Indian money market.

9.5. 2 Role of RBI in Tacklmg the Problems

The B:ll Marl.ct Scheme was introduced in 1952 by the RBI to grar.t loans to commercial
banks against approved usance bills of their customers. To provide loans liberdly to genuine
exporters-in 1958, this facility was extended to cover export bills as well. The New Bill
Market Scheme was introduced in 1970 to revitalise the money market and eliminate certain
defects of the 1952'Bill. The new bill schemé proved to be a major step in creating a
genuine bill market in India. Some of the shorteomings of the money market have been
overcome after nationalisation of commercial banks and introduction of the New Bill
Market Scheme like expansion of branch banking in semi-urban and rural areas, inter-

" linking of different parts of the money market, rationalisation of interest rates, and rduction

in seasonal stringency of money. However, the REI has not been able to achieve the desired
results as the new scheme provides benefits to scheduled banks only and it remained
concentrated mainly in the fields of wade and industry and has failed to help the agricuitural
sector. Moreover, the banks have to fulfil many prerequisites to aveil of the rediscounting
facility.

Hence, a lot more remains to be done by both the Government as well as the RBI to improve
the working of the'money market so that India has a really developed money market.

- 4 " t-

9.5.3 Suggestions for Improvement

In order to improve the functioning of the money market the ;o]lowmg steps need to be
1n|1|:ned by the RBI:

1) Regulation of Indigenous Banking{ For proper organisation of the Indian money
market, registration of indigenous bankers may be niz-'e wompulsory. They should be
brought under the control of RBI and should be provided with loan facilities.

2) Standardlsauon of Hundis: In order to populanse commercial bills, it is essehtial to

standardise indigenous Hundies agd bills so that uniformity of rules can be achieved -
with regard 1o the contents, langLage and usage, This will help i1-developing the bill
market in the real sense.

3), Expansion of Rediscouniing’ 'amhues For wider use of bills, the RBI.should offer all
"~ sorts of facilities for rediscoun ing of bills. This will help in expansion of financial
activities in the money market ind recuce stringency of funds as well.

4) Clearing House Facility: For zxpansion of banking services, it ischsentinl to expand
clearing house facilitizs throug: yut the country. For this purpose, e number of
clearing houses should be iricra: sed and improved on the pattern in whlch European
cleanng hiouses function.

3) Lowenng Stamp Duty: To popularise the use c? bills of exchange, the stamnp duty

should be reduced to a reasonable level.

6) Other Measures: I addition to the above steps, the folloxvmg measures may also help
in improving the money market in Indla )

2.
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i) Establishment of acceptance houses and discount houses.

ii) Expansion of the functions of all' India Bankers Association,

iif) Development of a system of agricultural bills against standing crops
iv) Cheaper and quicker transfer of funds facility.

Cherk Your Progress C
1) Statz whether the following statements are True or False.
i) Indian money market may not be as organised as any developed monecy market but
it is definitely equally stable and elastic.
ii} Various constituents of Indian money market compete more than cboperate with
each other.
iii) ‘The dOmlnanoe of money-lenders in Indian money market remains almost mlact
x even afier expansion of banking in India.
iv) Indigenous banking sector should also be brought undcr the control of RBI.
%) Uniform rates of interest prevail in different parts of our country.

2)  Fill'in the blanks: - .

) RBI introduced the New Bill Market Scheme in the yeur .. -
. i) Black money in India has significantly ... . the supply of ﬁnancml resources
ih the money market.
1I) Thc organised and unorganised sectors of Ind:an money market are completely.
T e from each other in their financial activities,
.1v} "The Indian money market suffers from ............... of funds.

96 LET US SUM'UP

The money market 3 one of the most important jnstitutions in a modem cconomy. The

, industrial geowth'and expansion of trade, particularly foreign trade, arc greatly facilitated by
the existence of a deve!oped money market. The uséfulness of the money market is not
fimited to business and industrial sectors but is available also to the staie and the central:
bank authorities to implement their policies effeciively for realising desired goals of
econoﬂ‘uc activity.

'Money market may be distinguished from the capital markek T'he money market is the-
coﬂecuve name given 1o various firms and institutions which deal in short-term credit, i.e.,
-near money assets, The capnal marKet js concerned with the supply of long-term mvcsnble
funds. ] )

The Indian moncy markel is composed of two segments—organised and unorganised. The
organised segment comprises call money market, bill market, commercial banks, '

cooperative and rural sanks, post office savings banks and regisiesed chit funds. The RBLis .

- the leader of the organised money market. The unorgamscd segment includes indigenous
banks and the money-lenders. .

The Indian money market cannot be termed as a developed money markct like the London
and New York money markels ‘are. The presence of a large unorganised sector, lack of
developed bill market, fack of banking facilities i» the rural areas and stringency of funds
specially in busy season have resulted in keeping Indian money miiket underdeveleped.

In order to tide over this difficulty, the RBI introduced a New. Bill Scheme in the year 197C
The Government aiso naticnatised 20 major commercial banks to belp RBI to tigh'en its
control on the rhcney market. Thougll various steps initiaied so far have definitely nelped in
. improving the performanee of the money market, a Iot more remains to be done. In this
regard the following suggestions will be warth consideration and implementation by the

RBI: popularising the usc of bills by standardisation of kundis, promotion and expansior of '

. bill market, regulation of indigenous bankers and money-lenders, creation of a rietwork for
clearing house facilitiés, lowering of stamp duty on usance bills, etc. These measures will go
a Iong way-to enhance the effectiveness of monctary policy of the R " and help develop the
Indian money mark. . o

"Indlan Money M- ke,
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9.7 KEY WORDS

"Acceptance Market: Refers to the market for banker's acceptanccs involvad i in trade

transactions. - .

Call Money: Credit facility for a very short duration, not exceeding seven days,

Capital Market: Concerned with the supply of and demand for long-term investible funds,
Collateral Loan: A loan 6ffered against securities like stocks, bonds, ‘merchandise, etc.
Indigenous Bankers: Those dcalmg in Hundis and prom:ssory notes.

Money Market: Refers to the instirutional arrangements facilitating borrowing and lendmg
of short-term funds. :

Treasury Bills: Bills issued by RBI on behalf of the Government,

" - Usance Bills: Bills with a time specified maturity.

98 ANSWERS TO CHECK YOUR PROGRESS

A 1) i)yshort ii)credit instruments  iii) functional
2} i)False ii)False iii) True iv) True ’
B 1) False ii)False iii)True iv)False v)Tre °
2) iandiv , _ -
C 1) ) False ii) True iii) True  iv) True v) False e
2) 1970 ii)rediced iii) separate  iv) shortagc :

9.9 TERMINALQUESTIONS RN

1). What is meant by money market? Discuss the s:gmﬁcancc of muncy ma.rket ina
modem economy.

2) Discuss various constituents of money market and their functioning in Indta

3) Discuss varicus characteristics of a developed money market. Can Indian money ma:ket
be termed as developed money market? -

4) Distinguish between.money market and cdpital market. nghhght the drawbacks’ of
Indian money market which make it an underdeveloped money market.

5) Write the characteristics of Indian money market. Outline the measures to 1mprove the
functioning of Indian moncy market.

Note: * These questions will help you to understand the unit better. Try to write
- answers for them. But do not submit your answers to the University for
assessment. These are for your practice only,
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BLOCK 3 NON-BANKING FINANCIAL

INSTITUTIONS IN INDIA

-

In the previous block you have studied the theory and practice of commercial banking
and the role of various banking institutions in the economic development of the
nation. It is equally important for you to undérstand how the non-bank finangial
institutions in Indid play a crucial role in mobilising savings from public and
providing assistance to business enterprises. In this block you will study the meaning
and importance of non-bark financial institutions. You will also study the [unctions
and.performance of various all India level and state level non-bank financial’
institutions. This block consists of four units

Unit 10 presents an overview of non-bank financial intermediation ir *ndia and

descri%es the role and performance of investment (rusts viz., the'LIC, GICs and UTL -

Unit 11 e4i=lains the meaning, functions and origin of devclopment banks and .
discusses the role, functions and performance of various national level development
banks in India. '

Unit 12 deals wit" the state level developrhent barks in India. It discusses in detail
about the role and performance of State Finance ““orporatjons, State Industrial
Devglopment Corpor aiions and Technical Cons “Itancy Organisatiors..

Unit 13 deals with various financial institutions which provide assistance mainly to
agriculture and allied activities, * )
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UNIT 19 NON-BANK FINA\TCIAL
INTERMEDIATION—~AN
OV_ERVIEW

Stlfh'cture

- 10.0  Objectives
10.1 Introduction-
10.2 Non-Bank Financial Intermediation
10.2.1  What is Non-banking Financial Irrermediation ?
10.2.2  Role of Non-bank Financial Intermediarics
10.23  Types of Non-bank Financial Intermediaries
10.3 Life Insurance Corporation of India (LIC)
10.4 General Insurance Compames
10:5 Unit Trust of India (UT)) ' 5
10.6 Other Non-banking Financial Institutions ia India
10.7 Let Us Sum Up
10.8  Key Words
12.% Answers to. Cheek Your Progress
19.10 Terminal Questions

10.0 OBJECTIVES

~ Adte-studying this unit, you should be able to:
. explair the meaning of financial intermediation - - - -
desctibe the role of non-bank financial intermediaries
identily various types of non-bank financial inter.~ edizsi = In india
describe the importance and role of Life Insurance Corporahon of India, General
" Insurance Companies and Unit Trust of India as non-banking l'nanclal
intrrmediaries. :

10.1 INTRODUCTION

In the previc us block you have studied the theory and practice of commercial bankmg _
You have alsc: learnt about the rol¢ of vdrious banking institutions particularly.the R
commercla.l banks and the ccntral bank in the economic development of a cuunlry

x

*In this unit you w:ll study the rols of various non-bank financial institutions mcludmg
the Life Insurance Corporation of India, General Insufance Companies and the Unit
Trust of India. Before taking up a detailed discussion of these institutions, .t < is
necessary fo know the meanieg of financial intermediation and the manneér in which
non-bank financial intermédiariss dl.ffer from the financial mlermcdlancs \nz
ﬂommercml banks :

1

1102 NON-BANK FINANCIAL INTERMEDIATION

10.2.1 What is'Non-bank Financial ‘Interm'ediation 7 -

Fmancxal mtermedlauon is the modern lerm used for "Financial Institutions’. The

* financial intermediaries act as mediators to “bring together the savers and users of .
‘capital. They mobilise money from the savers b selling securities to them, and lend
‘the same ‘o the borrowers. Broadly, the term fi.- ancial intermediaries can be apphcd
to a rariety of institutions, some of which =2re liz:ad- bclow

— ---'nmcrmal Banks

— Titsnrance Companies

— Provident Fund Organisations -
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— -Investment Companies: ) )
— Special Financial Companies °

— Share Brokers and Dealers

- Hire Purchase Finance Companies

—- Chit Fund Companies

Of these institutions, the commercial banks come under the category of bank financial

- intermediaries,.since they mobilise money from the public and pay them on demand.

They lend oroney to individuals as well as business firms mainly on short-term basis.
Generally, commercial banks do not directly participate or undertake promouonal

-activities for the development of business or mduslry

On the other hand, the non-bank financial institutions, acting as financial
intermediaries, mobilise savings from the public and lend the same to bus:ness
firms=- All the other institutions specified above, other than commercial banks, are
non-bank financial intermediaries.

The following are the differences between the bank and non-bank financial

intermediaries, ~

I} The banking institutions mobilise demand deposits and other deposits [rom the
public and pay the same on demand to the customers. Non-bank financial
institutions generally pay back the money taken from thie public only after a
specified fime. -

2) The banking institutions gencrally provide loans to individuals as well as business
firms mainly on short-lerm basis. Non-banking financial institutions lend funds

. mainly or: lerm basis to business firms ofily. They also subscribe for the. shares
and debentures of industrial concerns.

3) The commercial banks do not directly participate in the promotional activities in
gencral. The non-bank institutions, on the éther hand, undertake many
promolional aclivities for the rapid industrial development of the country.

4) Al the banking institutions in the country are in the organised sector. The
Banking Companies (Regulation) Act, 1949 is applicable to all banking - ~
institutions. The non-bank financial intermediaries, on the other hand, come
under the categories of both organised and un-organised sectors.

* 10.2.2 Rale of Non-bank Financial Intermediaries

The non-bank financial institutions acting as intermediaries play a crucial role in
bringing together the savers and Lthe borrowers. The intermediation process of these
institutions helps the individuals Lo invest their funds safcly and enables business ﬁrms
to borrow funds without problems.

For instance, an automoblle manufacturing firm wants to borrow Rs. 100 crore, In
the absence of financial intermediaries it has o seek out incividuals who would lend
that amount, which is a very difficult problem. In the same, way assume that you have

.asum of Rs, 1,000 to lend. How would you, as an individual, find a borrower who

needs an amount of Rs. 1,000 only. It is in this context that the financiai institutions
come into the picture, They solve the problem by providing benefit to all the parties
involved. They serve as intermediaries between. the savers (by poaling their funds).and
the users (by lending them the money thus pooled). In addition to this thc pooling of
funds provides reriain administrative economlcs of scate.

Acting as intzrmediaries; the non-bank financial institutions help the individuals,
business firms and the nation as a whole in the following ways:

‘1) The non-bank firancial institutions help the individual investors by previding

them triple benefits viz., low risk, steady return and capital azreciation.

2} They help the business ﬁrms in securing funds at reasonable cosl and in time.
They take the risk of mobilising savings [rom nufmerous small investors. The
business firms are, thus, relieved of the problem of approaching smali investors
scaltered throughout the country.

.3 The non-bank financial institutions also hclp the dilferent sectors of the econamy

according 1o the prioritics fi fixed by the Government [rom time to time.

4) -By providing financial help on softer terms to the enterprises sel up in backward .
arcas, these institutions help-in correcting regional imbalances in the country.

5)  When the programmes ol rapid industrialisution gel bogged down due to the
inadequacy of finance. these non-bang finenucial institutions render valuable
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 assistance in the form of loans; underwrifing services or direct subscription of Noo-Benk Fiaandl Intermediation
shares and debentures. ) : —An Orerview
6) They provide technical, financial and managerial assistance to entrepreneurs.
Thesc institutions undertake various promotional activities such as the formation
of project ideas, conducting viability studies, the implementation of the projects,
elc. Thus, financial institutions play a very crucial role in accelerating thg pace of -
industrial development. - . :

10.2:3 Types of Nﬁ‘n-]_aank Financial Intermediaries

. On the basis of the functions they perform, these non-bank financial institutions are -
classified broadly into the following three categories: ,
I} Investment Trusis : The¥e institutions are also known as investment banks, They
mobilise the savings of scattered masses and channelise them to productive uses. They
invest their excess money in various securities in addition to the provision of long-
term loans. They also undertake merchant banking activities including underwriting
of securities. This type of institutions include the Life Insurance Corporation of India.
(LIC), General Insurance Corporation of India {GICI) and the Unit Trust of India
(UTI). . ; :
2) Development Banks : These institutions are also known ag special Financial
Institutions. They provide long-term financial assistance to jndustrial undertaking in
various forms. Since they also undertake many promotional functions, they are”
known as development banks. These institutions include Industrial Finance

“Corporation of India (IFCI), Industrial Credit and Investment Corporation of India
(ICICI) and Industrial Development Bank of India (IDBI) at national level *vhile the
State Financial Corporations (SFCs) and State Industrial Development Corporations
(SIDCs) exist at the State level, ) .

3) Other Institutions : Generally some institutions do not provide linancial assisipnee.
They mainly undertake promotional activities and provide various services to
entreprencurs. These institutions include National Small Industrias Development
Corporation (NSIC), State Small Industries Development Corporatinns (SSIDCs)
and Technical Consultancy Organisations (TCOs). :

-We (irst discuss the role of investment trusts in this unit, followed by all Indiz tevel
term-lending financial institutions in Unit 11 and state level term-lending financi.!
institutions in Unit 12, ‘

Check Your Progress A . . ' -

1) Non-bank institutions arc broadly of three kinds. What are they?

2) Which of the following statements are True and which are False 7

i) Financiz' intermediaries bring together the demanders and suppliers of
capila.

i)y Non-bank institutions lend money to individuals and business firms.

1ii) Banking institutions provide funds mainly on long-term basis, while non-
banking institutions look after the short-term loans.

iv) To entreprencurs in backward areas the non-bank institutions provide
financial help al easy terms. .

v) State Smali Industries Devclopment Corporations mainly provide
consultancy and other such'services to the entrepreneurs.

[N

10.3 LIFE INSURANCE CORPORATION OF INDIA
(LIC) | | -

‘The Life Insurance Corporation of India (LIC) was constituted under the LIC Act,
1956 as a wholly-owned government corporation by nationalising 244 private ) N
companies operating from Y7 centres in India, The main objective behind the

-establishment of this corporation was to carry on the business of life insurance to the

best advantage of the community and to channelise the funds into investment in

accordance with plan priorities. . : 7




Non-Banklng Finandal Inliutory
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Objectives’ :

The following are the specific objectives of the corporallon

1} Spreading the gospé! of life insurance as far and wide as possible, reaching out
beyond the more advanced urban areas into the previously neglected rural areas;

" 2) Affording life insurance protection to-¢very cligible man and woman :in the

country through insurance schcmes suited to different sections of the
community;

3) Mobilising pubm.-savmgs or effectively for nation buiiding activities;-

4) Providing complete securily and prompt and efficient service to the pohcy—holdcrs

- at econowmical rates.

5) Conductiag its business with the utmost economy a..& «iith e full r"ahsal'on
tHat ™ inonay belongs Lo the policy-holders, investing the funds in such a way as
to secure maximum yield consistent with the safety of capital;

6) Develcping a dynamic and vtgorous orgamsatwn under a management conduc;ed '

in a spisit of trusteeship. . .o,

Resources.

' When the LIC was nationalised, an initial cafital of Rs. 50 crore was prowded by the -

Government ‘of India. Premiums paid by the policy holdens are the principal source of
funds of the LIC. Besides, the LIC receives intérest, dividends, resayments and
redemptions which add upto its investible resourees.

Invmment Policy. -

The Corporation is essentially an mvestment institution. Its mveslmcnt po. .cy has

been designed taking into account the cardinal principles of safety of the prir.cipal

amount. Diversification of funds in terms of various types of securities, number and
types of enterprises, maturity and regions. The corporation is supposed to function on
businesz principles and its investment pol:cy is guided by the consideration of ithe
interest of its pohcy—holdcrs unless it is*in the larger interest of the country.

The pattern of Investment policy of the LIC until rccently was governed by Section.

27A of the Insurance Act, 1938 which was amended in April 1975. The following are_

the general guidelines relating to the investment policy of LIC:

I3 The keyncte of the corporation’s investment policy is that it should invest its
funds in such a manner as to safeguard and promote, to the ma:imum extent
possible, the interest of the policy holders. The larger 1ntercst of ! €. country

"~ should not however be. ignored. ~

2) Investment should be dispersed over dlffcrcr-t classes of securities, industries and
regions. The Torporation’s policy has been not {o acqulrc more thar 30%.of the
outstanding equily shares ol a compars.

3) The corporation should act purely s an investor, It should not assume the role of
an operator or speculator in order to take advantage of temporary fluctuations.in
the market prices of securitics.

4) The Corporz‘ion should underwiite s=curity iscies after a careful invcsligation of
the oroject from financial, economic, technical, managerial and socig’ a.ngles i

5} 'The Corporation should review its investment scfolio from time *ciime and
raake such changes in.its composition as may be ~varranted under the
circumstances. . '

6)" The Corporation should not acquire control-of or participa-.te in the management

of any concern in which ii has an interest a5 an investor, unless exceptional
circumstances warrant- such pamclpatmn

" Invesiment Pattern
" The'aggregate investible funds of LIC, comprising life insurance business and capital

redemption insurance business increased from Rs. 17,318 crore in 1988 to Rs. 20,428
crore as at the cnd of March, 1989. Thus, in the year 1988-89 it recorded a rise of 13%
compared to 15.7% and 14.1% in the preceding two years.

Total outstanding investments of LIC (in Government and other approved securitics,
infrastmcture facilities, assistance to industry, housing ete.) in March, 1989
aggregated to Rs, 18,702.3 crore, recording an increase of 17.7% over, that in the
previous year. i March 1982 LIC's investments in Govern.ent and other approved
securities ard its direct acciztance to mdustry constiluter: 49.2% and 13.2% »f L1C’s
tetal investments.
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The Corporauon is authorised to assist the public sector-undertakings and public New-Bank Fiusacie! [oiermodintion
limited companies by way of investment in their securities. The LIC subseribes to the —An Ovarview
share capital of companies, boih preference and equity and also to bonds and

' xlebentures, It underwrites shares and debentures but it does not guarantee deferred .
payments or loans asin the case of other f'hancial institutions.

As shown in Table IO 1, LIC's direct asmstancq lo mdustry by way of loans and
underwriting direct subscriptions to shares and deberitures sharply rese from
. Rs.362.7 croré m 1987-88 Lo Rs. 660.2 crore in 1988-89. Sanctions by way of term
loons increased from 'Rs. [27.2 crore’in 1987-88 to Rs.-325.7 crove in 1988-89.
Assistance sanctioned by way of underwriting/direct subscriptions increased by 4%
durmg 1988-89 as against a decline of 20.6% registered in the previous year.:
- Disbursement of direct assistance to industry, which had registered a decline }
{Rs. 342 3 crore) in the previous year, recorded anincrease (Rs. 442 crore) during 1988-89,
Tahle‘ 10.1 Assistance Sanctioned and Disbursed ,
. (Rs. in crores)

Year Sanctions ‘Growth Disburse- - Growth
- Rate % ments Rate %
1964-65 15.0 ' — 1S . —
1970-71 ' 17.8 e . 81 -
1971-72 -~ 23.1 298 - 5.3 (-) 34.6
1972-73 20.1 {(-)13.0 " 14.0 164.1
1973-74 25.9 B9 20.0 429

- 197475 . 438 "89.1 - 54,1 170.5

. 1975-76 61.0 39.3 27.5 (-) 49.2
1976-77 ) 57.0 (-) 6.4 38.9 415
1977-78 52.7 (-} 7.7 T 428 10.0

. 1978-79 - 65.5 24.3 31.7 D () 259
-1979-80 80.0 22.1 70.9 123.7 .
10R0-81 70.0 (-) 12.5 . 655 )75
1981-82 165.5 136.4 135.9 107.2
1982-83 o 1365 . () 175 86.6 (-) 36.3
1983-84 166.8 222 . 140.9° 62.7
1084-85 219.9 31.8 161.5 © 146
1985-86 . .. 385.6 744 261.9 ‘ 622
1986-27 . 363.8 (=)52 380.8 . 48.8
1987-38 362.7 03 3423 (<) 122
1988-89 T 660.2 82.0 4420 29.1 L
Cumulative Lo : ’ -

upto’ o .

March 1989 3067.7 ' 2413.6

.Source: {DBI, Report on Develcpment Banking in Lidia 1988-89

Aggregated assfs]tance sanctioned by LIC; upto March 1989, totalled to Rs. 3,067.7
crofe comprising term loans of Rs. 1,379.9 crore (44.7%) and underwriting/ direct

‘ subscnpnons of Rs.-1,696.8 crore (55 *%). Likewise, term loans and
underwriting/ direct subscrlpuoﬂ.s corstitu-ed 45.29% and 54.8% respectively of the
cumulative assistance dlsbursed upto March, [989.. )

The chemicals and chemlcal product industry accounted for the highest share of

33 1% of direct assistance-sanctioned tc industries, followed by basic metals (25.6%),

textiles (14. 4%) and machinery (9.79%). Assistance o chemicals and Chemical *

products, which was around Rs. 75 crore during the last three years; shot up to

Rs, 218,6 crore during the year 1988-89, recording a growth of nearly three times.

-Among other major lndustr:...s assrstance to basic metals increased by over two umes
and to lexules by nearly’ three times.

-'_'Ass1$ta.nce to mar'hmery and clectrical. machmcry increased by 51.7% and 51.5%
“respectively while assistance to the electricity generation industry witnessed a marginal
decline. of 0.4% as compared to the previous year. A little over two-thirds of the

__cumulative sanctions upto March, 1989, was accounted for by ﬁvc industries viz,, 9
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. ‘chemicals an1 ch=mical products (20.5%), machinery (15.79), textiles (149), I;asic

metals (11,19%) and elécl’ricitypgcncration (8.1%).

Now let us see the state-wise direct assistance given by LIC. Kerala State recorded
maximum growth of 26 times in assistance sanctioned and its share increased {rom
0.08% in 1987-88 to 1.2% during 1988-89, Rajasthan and Madhya Pradesh registered

‘appreciable increase of about 15 and 11 times respectively in assistance sanctioned

and their respective shares increased to 5.7% and 10.2% during 1988-89 from 0.7%and
1.7% in 1987-88. Assistance to Goa rose by four times; while assistance to Assam and
Orissa almost doubled. Andhra Pradesh received maximum assistance sanctioned by
LIC at Rs. 184 crove followed by Gujarat (Rs. 166.2 crore) their respective shares
increasing to 27.9% and 25.29% in 1988-89. Thus, sanctions to these two states alone

- constituted more than half the total assistance sanctioned by LIC during 1988-89.

Assistance sanctioned to Bihar and Tamil Nadu declined in 1988-89 compared with
11987-88. Since from the inception, Maharashtra a~~cunted for the highest share in
sanctions (22.2%), followed by Guiaral (17%), .Andhra Pradesh (10.4}%), and Tamil
Nadu (8.5%). Sitilarly, in 1988-8¢ in cumulative disbursements also Maharashtra

" secured the ['rst position with 20.". %, followed by Gujarat (15.7%), Andhra Pradesh

(129%), Tamil Nadu (8.6%) and West Benga_ll 240, '

“LIC assistance o backward areas’has not been substantial and it does not also grant

loans on concessional terms. It, however, participa‘es in extending assistance 10 such
units on normal terms. LIC's sanctions to backward areas rosc from Rs, 37.3 crore in
1987-88 to Rs. 71.6 crere in 1988-89. Of backward areas in total sanctions marginally
improved to 10.8% during 1988-89 from 10.49% in 1987-88. Orissa, which had not
reccived any assistance fcr its backward areas in 1987-88, was sanctioned Rs. 5.3 crore
in 1988-89, Maharashtra received the maximum assistance of Rs, 12 crore, accounting
for 30.7% share in the total assistance fanctioned to backward arzas during 1988-389,
followed by Gujarat (17.2%) and T4dmil Nadu (11.2%). :

If we analyse the sector-wise assistarice, the Corporation invested major portien of its
resources in public se3tar. The investment in. public sector increased from Rs. 9.064
crore in 1986 tc Rs. 24.022 crore in 1989 consisti 1g of 80.9% of total invested funds.
The investmaa! in private corporate sector ir._luding joint sector accounted for | 1.9%
followed by cooperative sector 7.29.

Evaluation of the Investment Policy

The:LIC has achieved a major breakthrcugh in mobilising the savings of the people
and building up a'big reservoir for financing socio-economic schemes of national
imporianrce ard the needs of public and private sector undertakings. The bulk of the

+ Corporation’s investment is in the government securities and Joans 1o socially oriented

schermes and projects. ‘Only a small proportion has gone to the financing of joint stock
companies. Obviously, the public sector has claimed more than three-fourths o ...e
Corporation’s total assistance, while the balance (one-fourtk) was shared by other
sectors. - .

There has not'been a:y signifirznt diversification of the corporation’s investment
porilolio smong different indcstries and regiens. It has not extended its _
assistance ‘¢ agricultural sector which is considered to be the backbone of Indian
economy. A more realistic appreach on the part of the LIC in‘investing its funds for
ind sstrial and agriculiural sectors will help the country for a balanced economic
growth.in future.

The Corporation has been Playing a pivotal role in the capital market since its
formation. Although only a small share of the funds is used for financing the needs of
Private sector enterprises, the magnitude of the Corporation’s resources is such that

" @ven this small proportion constitutes one of the largés\l single sources of industrial

finance in the country,

In spite of its achievements, the investment policy of the Corporation has been the
subject of controversy. It is said that LIC’ contribution to the new industriz® verures
is very limited. There is no doubt that the fqndéﬁat._the disposal of the Corporation are
the hard earned savings of the common marl. S0 the corporation.is not in a position
take the risk of investing its funds in new industrinl ventures. However, the LIC can

help them by forming underwriting consortius, = with other credit institutions and by

—
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purchasing libcrr.'!'.v m._ secuities, shares and debentures of other financial
institutions. It is 52! .at *+= LIC has not.played any significant role in social
development pl‘ijL Jke W using, drainage, water supply and other basic amenities.

Thus, the LIC occupies a unique position among the various financial inst’ luuor!s that
. constitute the Indian Capital Markgl: Because of its handling huge funds, tha -
decisions of the Life Insurance Corporation exercise a decisive influence on the capital
‘markel, whether they relate to government bonJs, industrial securities, or real estate.

| 1_0.-4 GENERAL INSURANCE COMPANIES

Tir Severnment of India natiorialised general insurance companies in India by taking
over [Z7 general insurance companics. For managing these companies, it.established
Generai Insurance Corporation of India in 1973. The General Insurance Corporation
of Indis (GICI) is a holding company having the followmg four subsidiaries,

1)  “ational Ins::rance Company Ltd.

A New India Assurance Corpany Lid.

3) - Oriental Fire and Ge -erzl’Insurance Company Ltd.
.4)  United India Insur-.ice Comparw Ld,

Management - . "
"Management of the Corporation is vcsted in the hands of Board of Directors
consisting.of one Chairman and ninc Directors including two Managing DlrvP.ctors
. The rcg1slcrcd office of the Corporation.is located in Bombay

[nveslment Policy - .

The main objective of the GICI’s investment policy is to invest funds in socially
oricnted sectors of the economy. Such investments include Central and State
Government securities, bonds, and debentures of public sector undcrtaklngs and also .
loans on soft terms to State Governments and other agencies engaged in housing and -
urban developmcnl In addition to this the Corporatlon helps the industrial units by
prov;dmg direct and 1ndlrcct assistance.

GICI's investments in 1989 amounted to Rs. 3,409 crore. The investments in"shares,
debentures and term loans of companies went up in absolute terms to Rs. 1,115 crore
registering a grewth of 16.29% over the previous year, Study Table 10,2 carefully for
the data relating to the financial assistance sanctions and disbursements by GICI and
ils subsidiaries.

~As shown in Table 10.2, assistance sanstioned by GICI and its four subsidiaries
during the year 1988-39 to the industrial sector by way of term loans,
undenmtmg,-‘dlrcct subscriptions Lo shares/debentures firm allotments and rights
issue of shares/debenturss nggregaled to Rc 123 erope, rccordmg an increase of 24.7%
over the prewous year.. ' :

Table 10. 2: Assmtance Sancnoned and Dlsbursed i
(Rs. in crores)

v S Growth Disburse- . Growth
i 3 Sanctions “Rate % ments Rate %
'1980-81 .. 308 o 44.0 —
198182 50.1 62.7 33.7 ()23.4
-1982-83 C 92.7 . 85.0 . 447 326
1983-84 -108.5 17.0 - 84.% g9.0
198485 14817 32.8 10.5 30.8
1985-86 153.0 R . 1073 (29
1936-3? [53.3 - 02 131.6 T .26
. 1987-88 883 -)15.8% -- ©.o 1035 (-)214
1988-89 - 122.6 ' 247 | 115.4 i1.5
. Cumulative - ‘ ‘ '
“upto .
March 1989 1097.3 — 8579

Source: TDBI, Report on Development Banking in India 1988-89.
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. lhe grant of concessional assistance to backward areas.

Ind'uslry-wisc. fertiliscr industry was Lhe-largest recipient of GICIs sanctions during
the year, followed by lextiles and machinery industries.

The analysis of GIC’s stale-wisc assistance reveals that Maharashtra received major
share during 1988-89 followed by Gujarat and Tamil Nadu. While coming to
assistance to backward areas, in view of its primary concern for maintaining a sound
and profitable fnvestment portfolio, GIC has gencrally rei’ramed from parumpalmg in

]

On the whole GIC and its four subsidiaries are helping the nation in building.a very
good basc for the provision of gencral insurance facilities. While doing so it has been
assisting the industrial sector (inancially in different ways. But it would be socially
desirable if in [uture the GIC take more interest in providing finance for industries
located in backward arcay as instead of concentrating on the unils Jocaled in
mdu,mally dc\ eloped areas.

Clhieck Your Progress B .
1) 1n 1988-89 the L1C’s share of investment 1o privale corporate sector including the
joint sector, the public seetor and the cooperative sector were
I} Private SCCLOV wcovrvvivirs v vsnsreenanas :
i1} public SCCLOT .covrrercrecrrre e
i) cooperalive sector. ... [ S

2) Stale whether the f'ollowing statemients are True or False.

i) The LIC is a holding company.
i) The LIC should invest in securities with an aim to speculate.
iii} The interest, dividends, repayments and redemptions received by the L1C are
. a part of us investible resources.
iv) The LIC must do a detailed scrutiny before underwriting a sccurity issue.
v} The LIC has:treated bath public and the private sector equally in its
investment policy,

10.5 UNIT TRUST OF INDIA (UTI) -

The Unit Trusts are quite popular in the western countries and they have made far
greater progress than even genuine investment companies. This is particularly on
account of certain advantages which the unit trusts enjoy over other forms of
intermediation. The notable advantages of the unil trusts are:
[} Diversified portfolio or peoling of risks '

2) Professional management

3) High degree of liquidity

A small investor onr his own canngt avert risk if he directly makes investment in the
shares and debentures of companies. With small resources to invest, he cannot have
diversified portfolio. However, by making investment in the shares of unit trusts, risk
is averted duc to their investment policy. The unil trusts as a policy do not make
concentrated investments in a few companies whatever be their financial position. In
addition, they have the advantage of professiondl managemeni. The redemption
feature of units ensures high degree of liquidity. It is in fact this advantage which
induces a large number of small savers to make investment in units.

Establishment of UTI : The importance of unit trusts.in mobilising savings of small
savers in India was recognised as early as 1931 by the Indian Central Banking Enquiry
Committee. The nzed for setting up these trusts was stressed once again by the Shroff
Comumittee in 1954. However, it was only in 1964 that the Unit Tryst of India was set
up under the UTI Act, [963. The UTI is an investment institution which offers the
small investor a share in the Incia’s industrial growth and productwc investment with
a mmmum risk and reasonable returns.

Th= Usit Trust of India (UTI) is not a development bank. As the name itself suggests
it is ar. investment trust. It falls in the category of financial institutions which collect -

savings of other econcmic upits-and lend them to those who wish to make progductive
use of them. Unit Lrust is compér;?ble to Mutual Funds ir- the USA.

. [ '
Objectives of UTL: The primary objective of UTI is lc’r encour._gc and moblhse savings

of the commumty It channehscs them into; produclwc corporate 1nvestmenls 50 as to
f
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promote the growth and diversification of the country s economy Spcmﬁcalfy, the - Non-Bank FiﬂA-M‘-'_':'::T}"d::ii::
objectives of the Trust are the followmg . .
iy It mobmscs the savings of the community and channehses them into productwc
investmen(. By promising savers the triple benefits of safety, Jiquidity and
profitability of their investments, the Trusi encourages individuals to save.
_ii) It gives every one a chance to indirectly own shares and securities in a large
number of select companies and enables the investors 1o share in the widening
prosperity 'conscqucnl or. industrial growth.
Resources
* Initia] Capiial : The initial capital of the UTI was slatulon]y fixed at Rs. 5 crore.
I was to be contributed by the Reserve Bank of India (Rs. 2.5 crore), the Life’
Insurarce Corpomuon of India {Rs. 0,75 crore), the State Bank of India and its .
subsidiaries (Rs. 0.75 crore) and other financial institutions including banks (Rs. 1.0°
- crore). In 1976 the initial capital held by the Reserve Bank of India was trans...rred o
the IDBI and thus the UTE became an associate institution of the latlcr

Unit Capital: The main source of thé funds of the UTI is the unit capital which is
raisec from the sale of units to public under various schemes. The bulk of the funds
obtarhed in this form are under the Unit Scherae, 1964 and Capital Gains Urits-
Scheme, 1983, These two schemes presently account {for more than two- thirs.of the
_collections from the sale of units, The Unil Scheme, 1964 was. the first scheme to be
introduced by the UTT and has always been popular with the investors. The units sold
under this scheme are of the face value of Rs. 10 each, However their market price is L
“perindically determined and ic higher than the face value. The basis for determining -
the market price of tinits under this scheme is the. market valuation of the aggregate
_investmenls of the UTI over the previous period. The purchase price is kept lower
“than the sale pncc and between the two there has been always a margm of 30 paise or

. morc . - -

Investment Policy : The investment policy of the UTI atternpts to strike a balance. v
between security of principal and return on capital, From the point of view of the
security of capital; the scewrities in which investments arc made must be of proven -

- soundness »nd shauld be easily marketable. This implies that in the choice of

securities safe andiliquid securities should bg preferred. Often Lhese securities also
ensure rcaaqriiblle’}!return on capital together with fair prospects of capital
appreciation/. } . ' ' .
i T-";i 1 - ,
' The UTI is. ﬁp‘t consirained like the LIC and banks Lo invest a certain proportion of
its funds in government and other approved securities. It has the freedom to decide
where it wants to invest its funds. However there are certain guidelines in this regard -
which suggest that the investment.by the UTI in any one company should not-exceed -
5% of its- (the UTT's) total investible [unds or 15% ol the value of the securities issued
- and outstanding of such a company. Moreover, iiivestment in the initial isoues of -
- securities of new industrial underlakmgs shouid in any case be less than 5% of the
UTI’s.total investible fund. The purpose of laying down these guiding principles. for
making investment by the UTI is to ensurg that there is a reasonable amount of
diversification of the investment portfolio.

Ad‘-’m‘llages to the Umt Holders :
The investors derive thc following advamagcs by investing in lhe units of Umt Trist
of India.

. 1) Safety ‘of Investment : Thc investment made in the units of UTI is qui‘e sale. The

UTI reinvests this money in wide range of securities covering risk and return.
Hence Lhe investors are assured safety for their investment. '

2} Steady and Reasonable r¢turn ¢n Investment : As per the statulory gu1d"1mcs the
UTI has to distribute’not less then 909 of its total income among the unit
holders. It means. that the pnit holders are a.ssured of a sleady and reasonable rate
of Teturn on their investment.

3} . Liquidity : The unit holders ¢an easily convert their units into cash. The UTI
repurchases the units anytime at thie prices fixed by it. Further, the unit holders

“can transfer their units to third parties or can get loan from banks by putting
- umits as securiljr.’

Workmg of UTI
“Theestablishment of the UTI in 1964 may be said to be an impo:iant landmark inthe -~ 3
development-of capital market in India. The Trust played a crucial role for i increasing
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.activity in new issues market and for the development of the sccondary market for

industrial securities in the country.

For the jast 25 years, the UTI lntroduced many new schemes for channeling the
savings of the pcople into productive sectors, The Trust so far introduced 22 schemes.
Al these 5 :he~ s received tremendous response {rom public. Study Table 10.3
carefully fer the highligifts of the UTI’s performance during the last five years.

Table 10.3 : Unit Trust of India — Growth in rerspective

o

tRs. in crores)

Indicators 1984-85  1985-86 198687 1987-88  1988-89
1) Sales under all Sthemes - 756.19 891.75 1261.06 205942  3855.01
2) Unit Capital 1757.30 2586.39  3726.11 5449.58 8905.11
3) Unit-holding Accounts

(in lakhs) 17.01 20.38 2979 - 38.56 48.56
4) Investible Funds B 2209.61 321834 4563.68 673B.B1 11834.65
5) Reserves and Provisions 290,87 445.08 567.18 940.72  2075.10
6) Gross Income . © 257.05 389.97 524.58 84090 1687.02
T} Gross Expenditure 11.77 15.39 22.21 41.36 64.03
8) Income Dlstnbutlon : 214.92 316.79 427.86 682.68 1246.46
%) Sanctions 357.30 696.60 465.00 102480 1973.10
10) "Disbursements 236.20 528.90 417.60 74920  1091.20

Source: Annual Report of UTI, 1988-39.

It can be observed from the table that the sale of units by UTI under all schemes
scaled a new peak (Rs. 3,701 crore) during 1988-89 recording significant growth of
79.7% over Lhe previous ycars (Rs. 2,059 crore). The UTI added 9:2 lakh unit holder
accounts in 1988-89 as compared to 8.9 lakh in the previous year, refllecting the
growing.>opularity of its schemes, The tolal number of unit holder accounfs as al the
end of Tune, 1989 was 47.8 lakh, - .

Inveslihle fuitds : The total invcslible funds of UTI as on June 30, 1989 crossed
Rs. 1C 000 crore-mark [or the first time, increasing 1o Rs. 10,859 crore from Rs. 6,739
crore s at the end of June, 1988 and registered an increase of 61.1%. Investments in

- -the cor; orate sector in terme of equity/ preference shares.and térm loans registered

significant growth rates of 87,19 and 93.4% respectively. The trust invested a major
portion of its income in the privately placed debentures (Rs. 1,790 crore).

Industry-wise and state-wise assisfance: As shown in Table 10.4 the miscellaneous
industry continued-to be a largest recipient of UTI's assislance in 1988-89. The
industry accounted for the highest share of Rs, 1,114 crore of the total cumulative
assistance of Rs. 5,203 crore since the inception of UTI upto the end of March, [989.
The other industries which received assistance from the trust include machinery

(Rs. 828 crore), basic metals (Rs 329 crore}, cleclncuy generation (R., 458 crore) and
serviceés (Rs 643 crore).

Table 10.4: Industry-wise Assistance Sanctioned

(Rs. in crores)

) Cumulative
Industry 1986-87  1987-88 1988-89 up to
- March, 1989

Textiles 66.7 599 . 90.0- 448.0

Miscellancous 78.1 298.9 3875 . 1114.2
Chemicals, Basic Metals 248 66.6 151.4 328.8

. Machinery 50.1 29.8 336.3 828.3
“LZlectricity Gencration 39.1 150.0 170.3 - 458.6
Services - 20.8 168.6 382.0 642.7
Total ) 465.0 l024 8 1973.1 5202.9

Source: IDBI, Reporl on Development Banking in India,
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While coming to the siate-wise assistance, as shown in Table 10.5, at the end of
March, 1989 Maharashtra accounted for the highest shar¢'in pssistance sanctioned
(32.26%); followed by Uttar Pradesh (9.9%), Madhya Pradesh (9.5%), Gujarat (8.59%)
and Andhra Pradesh (8.3%).

Table 10.5: State-wise Assistance Sanctioned

(Rs. in crores)

- . ' Cumulative

Stale 1986-87 1987-88 -  1988-89 up to
- : . March, 1989
Andhra Pradesh 10,9 3Li '314.0 432.9
Gujarat 479 90.1 137.2 458.4
Madhya Pradesh 1.2 161.2 241.5 492.2
Maharashtra ‘1741 3228 602.2 1675.3
Uttar Pradesh , "398 134.9 255.1 513.1
Union Terrilories 24.9 228 1368 244.5
465.0 10248 1973.1 5202.9

Source : IDBI, Report on Development Banking in India, 1988-89.

, During the year 1988-89, Public sector received Rs. 1,116 crore (56.69%) fellowed by
Rs. 101 crore by the joint sector, Rs. 75 crore by the cooperative sector and Rs. 681
crore by the private sector. ° -

On the ather hand; the purpose wise assistasice analysis-reveals that the assistance
sanctioned by che UTI to pew projects rcgtstcrcd almost four-fold increase to
Rs.233.4 crore from Rs. 62.7 crore in 1987-88, improving its share in total sanctions
from 6.1% to 11.83% in 1988-89. Expans:on]dwcrsmcatlon -schemes, which had
received maximum assistance in.the pre\;lous year, rccorded a decline of 9.3%
(Rs.416.6 crore) in 1988-89 their sharé in 16tal sanctions also fell from 44.8% to 21.1%.
Share of modernisation rehabilitation acquisilion of balancing equipment, which was
10% in [987-88, declined to 3.3% (Rs. 65 during the yeaf under review).

Though the UTI has shown remarkable ffrogress from year to year for the last 27

years, the performance of the Trust has been criticised due to the following reasons:

I) Bias towards developed states : One-of the important criticism on the working of
the trust is that it is showing more bias in investing its funds in industrially
deveioped states instead of helping the backward regions. But this argument is niot
true as the UTI has to invest its funds inmndustrial securities taking into account
safety of unit holders funds followed by the necessity to provide stable return to
them,

2) Urban bias: Another cr1t1c15m is that the Trust is concentrating its activities more
in urban areas while the-rurai masses are denied the advantage of sharing the
industrial prosperity of the country. In the recent past the trust is trying to

" mobilise even rural savings but still there is so much to be done in this respect.
There is no denying the fact that the Trust has not been able to provide any
savings schemes particularly suited to the needs of different types of investors
from rural areas. - )

3) Conservative investment Policy : The Trust follows a conservative investment
policy’in deciding investment matters. More than hali of its investments are in
fixed income-bearing securities which offer very limited scope for capital
appreciation, In future the trust needs to show more dynamism in this maiter.

4) High maintenance expenditure : The maintenance expendnture of the Trust is
increasing many fold from year to year. The expenditure is well over 10% of its
income. Considering that the.trust d'stributed 90% of its income among the unit
holders, there is little amount left for investment or for adding to its reserves.

5) Return is not high : The rate of dividend given by the trust to ils unit holders is
not high. No doubt, it has gradually stepped up its dividend rate; but the dividend
paid out by the UTI does not compare favourably with the return on equivalent

risk investments in other companies, The trust might have auraclcd more savers if

it had promised a competitive dividend rate,

Nan-Back Feranela] Intmedlatlon
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110.7 LET US SUM UP

6) Future of UTI: At-present (2 st March, 1989) the Trust has 48.56 lakh unit
helders who are spread t‘lroughoul the length and breadth of the country
covering exch nook and corner. 1t is hoped that the trust continues to experience
rapid growth and is destined to make an important contribution to the Indian
cconomy and in particutar to the capital market. But its success in future depends
apon its capacity in mobilising the rural savifigs and elficicnt service to wne unil
holders,

7 Ly g g by | TP Pt T

10.6 OTHER NON-BAN‘KING FINANCIAL
' INSTITUTIONS IN INDIA

In additio. :o LIC, GIC UTH thcrc are a number of other ron-banking Fnanc:al
institutiens n India. They are: .

1) Hire purchasc finance Companics;

2) Investment.Companies;

3) Housc Finance Companics;

4) Finance Corporations;

5) Mutual benefit Financial Companies; and
6) - Chit Fund Companies ete,

These non-banking (inancial institutions are partly in organised sector and partly in
unorganised seclor. They may also be divided into non- -banking financial companies
and non-banking non-financial campanics. While the former category includes hire
purchase companies, investment companies, finance corporations, etc., the latter
category covers ail industrial and (rading companies including companies which are -
non-linancial and miscellangous non-banking comparies such as Chit Fund
companies. These Institutions solicit deposits both far short-t2.r and medium-term
{rom the public. Generally these institutions do not accept demand deposits.

.The other non-banking financial institutions are also playing a crucial role in the

cconomic development of the country. They are mobi'ising-good amount of reséurces
both from urban and rural savers. Theugh statistica. aata are nol available, their
contribution for cconomic development cannot ne underestimated.’ '

Owing Lo the absence of regulating mechanism by the RBI and other government
agencies, they are able to exploit innocent public, They offer-very high rates of
interest und after grabbing good amoun( of 'money, they disappear from the scene
making the investors 1o suffer.

It-is high time that the R_'Bl and government stopped the -cxploitation of }Ia;d earned
sources by bringing these institutions under regulatory framework.

Check Your Progress C

. 1) What are the sources ol investible funds of the UT1?

2} Qlale whelher the followmg statements are True or False: -
i)  The UTI is iike mutual funds in Western countries.
i) The main source of funds of the UTIE is the government.
it) The UTI tries to choose sale and liquid securities.
iv) Till 1988-89, the UTT has introduced, 12 different schemes.
v) More than half of the investments of the UTH are in fixed income-bearing
securities, ) .

Financial intermediaries bring tegether the supplicrs and demanders of financial 1',
resources. These include commercial banks, investment trusts, insurance companies,
share brokers, hire purchase companies, ele. Except commercial banks, all other

institutions mentioned above fall under the category of a&-bank financial institutions,
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“\Icn -bank financial institutions help the individual investors by providing them steady 'on-Bank Financlal Intcrmechilon
returns with capital appreciation. These institutions provide funds to business and TAn Orerer
industry in backward areas at softer terms and reasonal cost. Moreover, these non- -
bank financial institutions also provide technical and managerial consultancy.

The Life Insurance Corporation was constituted under the LIC Act, 1956as a wholly-
owned government organisation. Its main objectives include sprcadm[, the message af
life insurance to every corner of India, to conduct the, busmcss of life insurance to the
best advantage of the society and to channelise the accumulated public savings in .
accordance with the economic policy of the nation. While investing funds the L1C
takes into account several considerations like saflety of funds, diversification of
investment portfolio, ume of maturity of the securities, étc.

Since inception the mvesublc funds of the LIC have bccn conlmuously growing.
During [988-89 it grew at 18% and stood at Rs. 20,428 crore. Out of its resoutces,
maximum investment {lows to the government and othgr approved sccurities — its
share in the total investment being 49.2% in 1988-89. The chemicals and chemical
product industry was sanctioned niaximum direct assistance (33. 1%) followed by basic
metal (i4.4%) and textiles (9.7%). During 1988-89, Andhra Pradesh and Gujarat
Llogether were sanctioned more than half of the totat sanctioned investment.

The LIC has succeeded in mobilising large amounts of savings of the people, but it has
not been successful in diversifying its investment protfolio, region-wise or industry-
wise. Its contribution to new mdustnal ventures and to the agricultural sector is very
limited.

GICl is a holding company with four subsidiaries. It invests funds in socizity oriented
seclors of the economy which include povernment securities, and agencies engaged in
housing and urban activitics. During 1988-89, fertiliser indusiry was sanctioned
maximum funds, followed by textile industry. GICI has not provided any
concessional financial assistance to backward areas. However, GICI has helped in
building up 2 'g00d network of general insurance facilitics.

The UTL is an investment Trustset up in 1964, Its main objective is to channelise the
surplus funds of the community into productive use so as 1o achieve growth and
diversification of Indian economy. The investment policy of the UTI aims at striking a
ireasonable balance between security and return on investment. Unlike the LIC and
commercial banks, the UTI is not constrained Lo invest any proportion of its funds in
government and other approved securities, The UTI has come up with many schemes
over time to tap resources from every segment of society. Its investible {unds have
crossed Rs. 10,000 crors in 1989, "t-has becn observed that'the UTI has preferred to
invest :ts [unds in developed areas A criticism of the 'UTI is that a major part of
investible funds have flowed into urban areas. Forthe UTI, there is definitely a need
and scope for developing new sthemes to. mobilise rural savings and 1o indentify rural
industries to get financial assistance. Further thére is also scope to reduce
expenditure of the UTI and raise dividend to unit holder.

10.8 KEY WORDS
Mutuai Fund: A company without issued capital stock owned by those members that
do business with it. The profits of a mutual fund (net of reserves) are shared by its
members.

10.9 ANSWERS TO CHECK YOUR PROGRESS

A 1} ~Investment trusts; development banks; Other institutions mainly undertake
promotional activities anc provide services to entrepren~urs.
'2) i) True ii) False iii) False iv) True v)True -
B. 1) iJ11.9% ii)80.9% iii)7.2% ‘
2) - i) False ii) False iii) True iv) True - v) False vi) True
C 1) Initual capital, :=it capieal, .
2Y i) True ii) False iii) True iv)lrue v) False vi) True. - 17
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10.10 TERMINAL QUESTIONS

1) What is a non-bank financial intermediary? What are its features?

2) Discuss the role of the LIC in mobilising savihgs and helping in (he fulfilment of
national cconomic objectives. _ .

3) The UTI has brought professionalism to the non-hank financial intermediation
sector in Indja, Comment.

4) -Write a short note on General Insurance Corporation of India.

Note: These questions will help you to uqderétand the unit better. Try to write
answers for them. But do not submit your answers to the University for
assessment, These are {or your practice only.
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UNIT 11 TERM-LENDING FINANCIAL
INSTITUTIONS — ALL INDIA
LEVEL

'Stl:ucture

11.0 Objectives
11.1 Introduction
11.2 What is a Development Bank ? ?
" 1.3 Functions of Development Banks
11.4 Origith of Development Banks
~ 11.5 . Industrial Finance Corporation of India (IFCI)
11.6 Industrial Credit and Investment Corporation of India (lCICI)
11.7 Industrial Development Bank of India (IDBI)
11.8  Other Development Banking Institutions

JFLB.1  Industrial Reconstruction Bank of India (IR BI)
11.5.2 Small [ndustsies Development Bnnk of India (S1DBI)

11.9 Evaluation of Development Banks in India
1§.10 Let Us Sym Up
“1L11 I\cy Words
.12, Answers to Check Your Progrcss
11.13 Terminal Questions- - - :

i1. 0 OBJ ECTIVES

Aftcr studymg this unit, you should be able to:

® describe the meaning, functions and objectives of development banks

® * discuss the origin of development banks in India |
"® cxplain the working of ail India level development banks

® assess the performance and prospects of development banks in India.

'11 3 INTRODUCTION

In the prcwous uml you l'avc been mtroduccd to the role of noti-bank ﬁnancml '
institutions in India in linkis g the savers and users of capital. In particular, you have
been exposed to.the growth, workmg and.problems of various non-bank financtat
institutions including Life Insurunce Corporation of India, General Insurance
Corporation of India, Unit Trust of India and other non-bank financial institutions.

In this unit you will study the meaning, lmporlance and evolition ol’development banks, -

_rolc functions’ and performantce of various national level dcvelopmcnt banks-in India.

11.2 WHAT IS A DEVELOPMENT BANK ?

Devéldpmem banks are special financial institutions established for the supply of
three basic ingredients of develbpmem 1) capnal 2) knowledge, and 3}

cntrcpreneurshrp to the industry. They have been set up during the post World War III

period in both developed and underdevelopcd countries. They are designed as a
catalyst for quickening industrial development. In an undcrdcvclopcd country, where

‘here is scarcity of capital and dearth of entreprencurship, a set of banks which do not
: 3strict- their activity Lo the conventional function of providing term capital to the
entrepreneurs are neeced,

These banks shouid also assume a promeotional role by undertaking potential
industrial surveys, idcptifying' growth projects, and providing technical, managerial
and other %ssislant:e,lo interested entrepreneurs right from the stage of project
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" formulation to the commissioning and operation of the project. Thus. emerged the
concept of deveiopment banks. ' . :

According to William Diamond ‘a developnient bank is o hybrid mstitution which
combines in itself the functions of a finance corporation and a deelopment
cerporation.’ A.finance corporation is an institution which is concerned primarily

" .” with long-term loan capital, while a develepment.corporation is concerned primarity

with t;qtiit_v-capita.l and with fosicring and mariaging specific.companies as welt as
providing financiaksupport._ - - :

Thus, developli{eni- bank is a financial agency engaged in providing medium and long-'

" term assistance 1o industrial undertakings in the form of loans. It guarzntees loans in
- addition to undertaking of underwriting, and direct subscription to shares and

debentures. It also provides technical knowhow and training to enirepreneurs.

113 FUNCTIONS OF DEVELOPMENT BANKS

The following are the functions of development banks :

1) Sa‘,nc(it..n of loeans : The important function of the mgst of the development banks
is to provide long-term and medium term loans to industrial concerns. Certain
development_banks grant loans in foreign currencies also. ) -

2) Guarantee of loans : They also provide guarantees for loans raised by business
concerns from other sotirces. They extend guarantees for deferred payments for

. purchase of capital goods from abroad. ' ’

3) Underwriting of industrial seturities : Another important function of development
banks is to underwrite the issue of shares, bonds or debentures of industrial
concerns. o -

4) Investment in shares and debentures : [ addition to underwriiing. the
development banks also dircctly invest in indusi:ial undertakings by subscribing
to their shares and debenty:es. : : '

5) Merchant banking : In the recent past some development banks have established
subsidiary companies, for undertaking various merchant banking activities.

€) . Deveiopment functioris : Special financial institutions not only act as term lending

', institutions but also as development banks. They formulate projects, conduct
techno-cconomic surveys, provide training and consultancy to entrepreneurs, and
Imipreve managesent of industrial units.- '

11.4 ORIGIN OF DEVELOPMENT BANKS -

Ali::gughi the term ‘Development bank’ was used for the {irst time _ﬁgr the.Second

Wisld War, similar type of institutions were in existence in the early part of the 19th

" Crrntury in some countries. The first development bank, known as Societe Generale de -

=:.gique, was establishec in Belgium to finance commercial and industrial ventures.
However, its activities did not arouse muc: intzrest. In 1852 French Credit Mobiliser
was established. Later jt becamea model for similar investment banks in Germany,
Austria, Belgium, the Netherlands, Italy, Switzerland and Spain . :

The'post-Depression perio’l witnessed the second phase of development banks during
which the need to cater. for smail-scale industries was recogrised. Accordingly, special
financial institvtions wers f6rmed in several countries,

In India, the firsi step towards bu'ilding up a structiire of development finance
institutions was taken with the establishment of the Industrial Finance Corporation of
India (IFCI) in 1948. The IFCI was established to provide medium and long-term

‘credit to units in the corporate sector and industrial co-operatives. A set of parallel

financial institutions, known as the State Financial Corporations (SFCs), were set up

- at the State level in 1951 to extend the benefits of long-term loans lo medium and -

small sized industrial undertakings in the respective states. The Industrial Credit and
-Investmcm Corporation of India (ICICI) was set up at all India level in 1955 a5 2
Joint stock company with suppert from the Government of India, the World Bank,

the Commonwealth Development Finance Corporation and other loreign institutions
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to finance the foreign exchange components of industrial projects parucularly in
private scclor

State level institutions, namely the State Industrial Development Corporations
(SlDCs) were established in'the 1960s mamly {for promoting medium scale industrial
units. The State Smail Industries Developmcnl Corporations were also established at
state level during sixties for catering to the requirements of small scale units. For co-

“ordinating all the development banks al the national and the State levels, the
Government of India established an apex institution known 4s Industrial
Development Bank of India (IDBI} in 1964. The Government of India in 1990
established Small Industries Development Bank of India (SIDBI) as an apex. Bank 10
meet the needs of small scale units exclusively.

Thus many developmem banks were set up in Indla both at the natioral and
state levels.

Let.us now discuss the funcuons ahd workmg ofthe various national level
,development banks in India (their state level _counterparts are dlscussed in Unit 12).

Check-Your Progress A
[} Which of the following statements are True and which are False?

i} ©  Development banks hélp in accelerating industrial growth.

ii)  Development banks provide medium and short-term I'nancml ass! .,tanee 1o
industry.

iii) Irdustrial underiakings ralsmg loans from sources-other than the.
development banks can avail of the i‘aeillty of guarantee of the loan-by.
these development banks:,

iv) Development banks can directly subscribe to the shares and debentures of
mdustnal units. .

v) Industrial Developmenl Bapk of India was the ﬁrst development bank in

India.
2) Fill-in the Blanks : . .

l) Societe Generale de Belglgue was the .......... devetopment bauk in the .
- world. oo o ’

ii) Development banks extend guarantees for ........... payments for purcha.se of
. Gapital goods from .. '

iiiy Development banks provlde three basu: componenls of development of

industry. They are.. DYPORROIVPIRIN 11T SV

Term-Lending Flasnclal Insitatlom

11.5 INDUSTRIAL FINANCE CORPORATION
. . OF INDIA (IFCI) '

Indusmal Fmance Corporauon of India (IFCI) is the first developmem Bank
established in India: It was established in Juiy, 1948-through a Special Act of the
Parliament for prowdmg long-term fi menc;al asmstance to large and medium scale
‘undertakmgs

Objectives

The primary object of the formauon of this. Corporat:on was to make medxum and
long-term credit facilities easily available to the industrial concerns especially in the
areas, where normal banking facilities are inappropriate or recourse fo capital issue
-method is.impracticable. It provides ﬁnancml assistance to those companies or Co-
operative societies that have been registered in the country and are concerned with

maﬂufaclunng, mining, shipping, hotel etc. It daes not provide finance to small scale )

“industries and unregistered companies.

Snureee o!' Funds

Tts; authorised capital is Rs. 250 crore. As on'31st Marcb 1990; its pald—up capital was
Rs. 100 crore, Industrial Development Bank of India owns 509 of its paid-up capital
ans the balance by scheduled banks, cooperative banks, Insurance Corporations,
Investment Trusts, etc. In addition, it borrows from market through bonds, gets loans
from Central Government and oblams foreign credits.

“.
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" Noo-Ranking Fauscal {msitutions

IManag'émehl and Organisation : -
Industrial Finance Corporation of India.(IFCI) is managed by a Board of Directors,
which consists of partly elected and partly nominated directors. The Central

. Government appoints the wholt-time Chairman of the Board in consultation with the

Industrial Development Bank of India {IDBI). The Board consists of the following :

One Chairman ~— appointed by the Central Government
Two Dirzctors ~ — nominated by the Central Government
Onz Director . — nominated by the Reserve Bank of India

. Three Directors .~ —, nominated by Industrial Development Bank of india
Two Directors- — elected by Insurance Concerns, [nvestment Trusts, etc.
Two Directors — elected by Co-operative Banks. '
Functions

Following are the important functions o Industrial Finance Corporation of India:
1) Granting loans and advances to industrial concerns and subscribing to debentures -
floate” by them which are repayable within 25 years,

- 2) Guaranteeing the loans raised by industrial concerns in the open market or irom

scheduled banks and cooperative banks.

3) Underwriting the issue of shares, debentures and bonds by industrial concerns.
But it is required to dispose of thesc sccurities within 7 years,

4) Granting loans to industrial concerns.

5) Guaranteeing loans in foreign currency raised by industrial concerns from any

" bank or institution in a foreign country. However, prior approval of the Central
.Government is required for this purpose. ' _

6} Acting as an agent for the Central Governmcpt and for the World Bank with

. regard to loans sanctioned by them to ind-1strial concerns in India. .

7) Guaranteeing credit purchase of capital-goods from foreign manufacturers. With
the approval of the Central Government, the IFCI can guarantee the loans raised
in foreign cusrency from foreign institutions. )

8) Subscribing directly Lo the shares issued by industriat concerns.

9) Providing assistance urider the soft loan scheme to selected industries such as

- cément, cottdn lextiles, jute, engineering, etc., to expedite modernisalion,
replacement and renovation of their plant and machinery.

10) The IFCI has been undertaking various promotional activities financed out of its

* benevolent Reserve Fund and allocations of Interest Differential Funds received
from the Government. The corporation has been emphasising the development of
.backward areas and the helping and the developing of small and medium scale
industrial entrepreneurs. It has been providing them with the needed puidance for
the establishment and management of these units. h '

Performance .

Industrial Finance. Corporation of India had completed 42 years by Jyne, {990,

During this period.it acted as a pioneer in th- provision of industrial finance.

It sanctiéned financial assistance Lo various enterprises of national importance. The
assistance sanctioned by the corporation since 1970-71-till recenily can bé observed

“from Table11.1 .-

During the 42 years of its existence, the corporation had sanctioned a net total -

financia) assistance of Rs. 6,570 crore and disbursed Rs. 4,295 crore. In the recent
past, the-.sancliqns and disbursements of the corporation increased substantially, .

. During 1988-89 itself it sanctioned Rs. 1,005 crore. This itself shows the increasing

importance of the Corporation in the provision of industrial finance in Inaia.

The assistai.ze given by the Corporation in the carly years of its establishment mainly
confined to traditional industries like sugar, textiles, jute, etc. But sabsequently, in
pursuance of the natichal priorities and objectives, it has extended considerable
assistarce in recent years to non-traditional industries like basic metals, fertilisers,
chemicals and a wide range of engineering industries. During 1988-89, the maximum_
assistance was sanctioned to the fertiliser industry (Rs. 238 crore} followed by the
basic metals'{Rs. 16! crore), cement (Rs. 144 crore), electrical machinery (Rs. 134
crore), food products (Rs. 133 crore) and textile industries (Rs. 126 crore). These six

industries together agcounted for almost half of the total sanctions.

There is a little controversy on thc p_arfoi-mance of Industrial Finance Corporation of

. India. I we see the growth of capital, financial assistance sanctioned and disbursed
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; ‘Table 11.I : Assistance Sﬁ'nctioner! and ljisb_utsed by IFC! -
' ) (Rs. 1n crores)

Year - . Sanclic_ms_ . Growthrate % Disbursements 'r.‘::\-:!': rate 95,
9771 323° 174 - ‘
1971-12 ' 28.7 {-) 111 . 23.3 339
1972-73.- 45.7 59.2° . 280 - 20.2
1973-714° 419 . {-)8.3 31.9 13.9
197475 292 {-)30.3 37.0 16.0
1975-76 © 513 75.7 34.7 {~16.2
» 1976-77 ¢ 76.6 . 49.3 54.9 55.2
1977-78 L34 - 48.0 57.5 4.7
1978-79 138.5 - 221, - 735 . 27.8
1979-80 1379 - {-10.4 C 9.0 238
1980-81 - 206.6 49.8 108.9 - 197
1981-82 218.1 5.6 169.4 55.6
1982-83 230.2 5.5 . 196. 1 15.8
1983-84 3219 39.8 224.5 . 14.5
1984-85 . 4154 - 29.0 272.9 21.6
1985-36 4992 20:2 4039 . 48.0
1985-87 798.0 - . 59.9 4516 ~11.8
[987-38 1025.1 . 28.5 660.0 - 46.1
1088-89 1095.6 859 - 1005.3 52.3
Cumulative Tt L .
upto March ' ' o
1989 6569.8 4295.3 _ -

<

Source : | 7 BI; chlo_rl on Development Banking in India, 1988-89, p. 22.

and also its profits, its performance is impressive. But we get a different picture when
we go deep into lIs operations. Many criticised the working of the corporation on the
following grounds. . ' .
1) Déspite the fact that the assistance to the backward regions has shown a

- . remarkable increase in recen’ years, a sizeabls portion of this assistance has been

. _confinedto the backward praiects of develcped stages.. It is difficult to justify
- -{inancial assistance to under ‘eveloped areas in developed states like Maharashtra, ..

* Gujarat, etc., on par with thz ones located in backward stales like Assam, Orissa,
. Kerala, Rajasthan, Madhy» Pradesh, etc. - .- '
2) _Another crilicism on the working of the Corporation is that it offered financial

"+ -assistance to big c‘on_cq;ns which could easilyraise resources from the capital
. market. - ' R

.3) Risifailing in exercising i\‘s, control over defaulting borrowers.

11.6 INDUSTRIAL CREDIT AND INVESTMENT
. CORPORATION OF INDIA (ICICI)

Industrial Credit and ‘Investment Corporation of India (ICICI) was the second all-
Itidia level financial institution to be established in India. It was established in
January [955. Unlike other development, banks.in India, this is a privately owned and
_operated cor‘p‘oration. The World Bank played a crucial role in the establishment of
this E6rparation. :
Objectives - . ,
- The Tollowing are the objectives of the Corporation. . .
. 1) "To provide financial resources o, industrial concerns for their promotijon,
~-development and modernisation. ' : :
2).- To encourage inflow and participation of foreign capital in the private sector °
units, . '
3). Toencourage private ownership in industrial investment and to increase the scope -
of investment market. . '

Term-Lending Fia
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_ Source IDBI, Report on Development: Bankmg in India, 1988-39 p. 28.

Resources
The authorised capital of ICICI is Rs. 200 crore. The issued capital of ICICI as on
March 31, 1990 was Rs.91.56 crore. Borrowings constitute a major source for ICICL

Its borrowings included those from the Government of India, the world Bank, the

. Development Loan Fund {(new merged with the Agency for International
Development), ereditanstaltfur-Wiedejaufbau (an agency of the Government of

- Federal Republic of Germany), the Brmsh Government and Industnal Dcvelopment
Bank of India.

Management
. Ownership and management of ICICI is vcsted in the hands of a Board of Duectors
consisting 12 directors. The Chairman and a managing-director will be appointed by

. Govcrnmcnt of India after consulting Industrial Development Bank of India.

Types of Assistance

The following are the various types of financial assistance available from ICICL.

I) It provides loans repayable over a period of 15 years.

2) .1t provides fi finance through eqmty participation.

. 3) It sponsors.and underwrites new issues-of shares and cther securities.

4) It makes funds available for investmeni by revolvi=g investment as quickly as
r possible;

5) 1t guarantees loans from pnv..tr investment sources. )

-6) It provides loans in foreign curiency to import capital equipment.

D It furnishes managerial, technical and administrative services to the industry.

) It underiakes promotional activities with a view to fostering growth in the
backward areas.

1

. Performance

ICICl1 is the crly Corporation which specialises in securing assistance for industrial
securities from abroad. Ikis helping in a significant way for setting up of industrial
units in private sector. During the last 35 years its financial assistance 1o the private
corporate sector was substantial. As shown in Table 11.2, the cumulative {inancial
assistance sanctioned by the Corporation upto March 31, 1989 amounted to Rs. 9,313

-TFable 11,2 : Assistance Sanctioned and Disbursed by 1CICI

(Rs. in crores)

]
I G e — s — - —rm mires = T

Yenr ) Sanctions Growth Rate %  Disbursements = Growth Rate %
1970-71 . 439 — 28.9 .
1971-72 39.7 25 - 30.3 ‘ 48 .
1972-73 - 494 24.4 : 39.7 ©3.0
1973-74 . 6L 23.7 T . 435 9.6
1974-75 k 62.9 .. 2.9 45.4 4.4
1975-76 78.6 . 250 61.1 34.6
'1976-77 ' 98.7 250 - 67.3 10.1
1977-78 108.3 9.7 ' 91.6" 36.1
-1978-79 S 1828 688 . 1092 . 192
1979-80 2043 'x (.8 135.8 24.4
1980-81 3141 53.7 -~ 1853 36.5
1931-82 302.4 -3 264.7 _ 42.8
1982-83 : 3921 . 29.7 282.2 " 6.6
1983-84 SR X 29.5 - . 3342 18.4
1984-85 . 6207, 223 - - 3927 175
1985-86 708.2 14.1 4822 22.8
1986-87 1118.3 57.9 . 6955 44.2
1987-88 12833 T 148, 771.2 10.9
1988-89 2056.1 60.2 10856 40.8
Cumulative - : S
upto March . '

989 - - 193133~ _ 64450 T —




é:%ore and disbursements to Rs. 6.445'crorc. In the recent past, the cqrpﬁration :
substantially increased its'assistance. It sanctioned Rs. 2,056 crore and disbursed -
Rs. 1,085 crore during-1988-89 itself.

Of :he total sanctions of Rs. 2,056 crore.during 1988-89, rupee loans amounted to -
Rs. 1,400 crore followed by'Rs. 539 crore in foreign currency loans, Rs. 19 crore for
underwriting and direct subscription %nd Rs. 7.9 crore for guarantees, :

The major recipients of the ﬁnar_ncial‘assistancc from the corporation are the non-

- traditional industries, such as chemicals, petro-chemicals, heavy engineering and
metal products. While coming to the state-wise assistance, Maharashira, Gujarat,
Uttar Pradesh, Tamil Nadu and Agdhra Pradesh received substantial assistance from
this institution. However, in the recent past, the assistance to underdeveloped states
like Orissa, Himachal Pradesh; etc., increased substantially, =~ -

" During the year 1988-89, new projeets continued to receive maximum assistance. But
assistance to expansion/diversification schemes recorded the highest growth. While
coming to the sector-wise analysis, the private sector received maximum assistance
(84%) followed by joint sector (12.9%), cooperative sector (2.3%) and public sector
(0.9%) : - '

"ICICI had been playing a very important role in providing financial assistance to the
industrial units particularly in private sector. Its pioneering work as the underwriting
institution in this country tas been widely acclaimed. The provision of foreign
currency loans is another area where the corporation has distinguished itself.

Despite the above achievements, ll}_e'working'bf the corporation has been criticised

slue to the following reasons: ' '

¢) The ICICI has been concentrating in providing financial assistance to a few
industries like chemicals, textiles, cement, fertilisers, etc.

2) Itis not working towards éffectively balanced regional development of the country
- as per national priorities. For instance, of the cumulative financia assistance

sanctioned upto the end of March; 1989, 23.49; went to Maharashtra followed by .

- Gujarat (14.89%), Uttar Pradesh {9.8%), Tamil Nadu (8.7%), and Andhra Pradesh
(8.195). It means that aroupd 65% of the total assistance sanctioned (Rs. 7,923
crore} by the Corporation since its inception went to these five developed States.

. 3) It has been assisting only larger units in private sector contrary to the policy of
the Governmént.

Check Your Progress B
1) - Fill in the blanks :

i) Main objective of creation of TECI was to provide .............. and ...._.........
. lerm financial assistance,
i) The IFCI acts as agent for the loans sanctioned by the ......... ‘... gOVErnment
and the ........., St eeevereeenn
iii) The authorised capital of ICICl is Rs. ....... .. crore,

2) State whether the following statemenis are True or False,

) ICICI s the only corporation that specialises in securing financial assistance
for industrial securities from abroad. . ' '

ii)  The World Bank played 2 crucial role in the establishment of IFCI.

ii)  The financial assistance provided in the initial years of the establishment of
FCICI mainly confined to traditional industries like sugar, jute, elc.

iv)  IFCI has financed to promolional activities from its Reserve Fund and
Interest Differential Funds.

v} IFCI has been providing soft ioans for maodernisation, replacement and
renovation of plant and machinery.,

-11.7 INDUSTRIAL DEVELOPMENT BANK OF INDIA
(IDBY) .

Industrial Development Bank of India had come into existence in July 964 by an Act
of Parliamént. This Bank was a wholly owned subsidiary of the Reserve Bank of
Indiz. Since 16th February, 1976, it has been delinked from the RBI and madé an
autonomaus corparation. This was done mainly to enlarge its role as un apex
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,i'nancnal institution to achleve effective coordmauon among all thé financial

msmuuons in the country

. Objectives =~ - e Coe

The pnnclpal objective of seumg up Lthe IDBI was to makc a coordinated effort to

“achieve maximum industrial growth. The overall activities ol’ the Bank may be
: classified into three broad categories namcl}', coordination, ﬂnancmg and promotion.

The objcctwes aof the bank arc summarised below:
I} Toserve as an apex 'rlsu*uuon for term finance I'or mdustry

.2 To co"-dmatc working of institutions engaged in financing, promoting or

L developing industries and to"assist Lhe dcvclopment of thcsc 1nsmuuons
3) To provids term finance to industry.

~4) To plari, promote and develop industries to {jll gaps in'the 1ndustna1 structure of

. the country.
3 -Ta provide technical and administrative assmlancc for promouon and cxpansmn
-- of industry.”

6 To undertakc market and mvestmcnl rescarch and surveys as also tcchmcal and

. economic studies in conneclion with the development of industry.
7)" T: act as lender of last resort to finance projects that are in conformity with
. national pnormes ) -

R&sources .

As on March, 1989 its authorised capital was Rs. 1,000 crore, while its pald up capital
stood at Rs. 540.crore. Its reserves as on date accounted for Rs. 608 crore. Besides
securing loans from RBI, Central Government foreign sources, it also secured funds
from internal cap:tal market. ' ~

] Management and Orgamsa(mn

The management of the IDBI is vested i 1n a Board of Dlrcctors consisting of 22

_“directors including a full-time Chalrman-cum-Managmg Director appointed by the

‘Central Government. The other Board members comprise a representative of the

" Reserve Bank of India, two officials of the-Central Government, 5-representatives of

financial.institutions, 6 representatives of public sector banks and SFCs, 2 employees
of financial institutions, and 5 persons with special knowledge and professional -

expsrience, nominated by the Government of India.

The Board has constituted an Executive Committee consisting of ten directors
including the Chairman and Managing Director. The Board of Directors deal with the
overall policy matters and the Executive Committee deals with proposals for the )
sanction of financial éssistancc and other matters.

The central office of the bank is located in Bombay. It has five regional offices at

* Calculta, Delhi, Madras, Bombay, and Ahmeda’.z-!. Resides these regional offices,

the IDBI has éleven branches at Bangalore, Bhopal, Baubaneswar, Chandigarh,

-Cochin, Hyderabad, Jalﬁur Jammu, Kanpur, Patna and Simla. \

* Yunelions
The followmg are the functions of IDBI:

1) Direct financing : It provides direct financial assistance to industrial concerns by
giving them long-term loans and advances.

-2) Guaranteeing of loans : It guaranteesloang raised by industrial concerns in lhe

open market or from banks or other financial institutions.

3) Acceptance and discounting of bills : It accepts, discounts and rediscounts bills of
exchange, promlssory notes, hundis, etc., of industrial concerns.

4) Direct subscriptions and underwriting : Il subscribes to shares, bonds, and

. debentures issued by industrial concerns. It also underwrites such i issues.

5) " Refinancing : It provides refinancing facilities Lo scheduled banks and other
financial institutions. Its refinances include: 1) loans between 3 to 25 years
granted by IFCI, SFCs or any other financial institution, 2) loans between 3 to 10

"years* granted by a schedvled or a cooperative bank to any industrial coricern,
3) export loans between 6 months to 10 years given by a scheduled bank or a co-
. operative bank or any other financial institution.
6) Promotional-activities : Tt provides and arranges technical and managerial
- assistance for an industrial concern (or person) for promotion, management or
expanswn of any industry. It is also entrustcd with the respbnmblhty of planning, -
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promoting and de\elopmg industries v.lth a view to filling gaps in IhE industrial . Teem-1.ending ¥irancial Insiitutiar
structure. . . _—_;\II Indla Lesel
' .7} Other functions : It underlakcs rcscarch and surveys in the fictds of mdrkcung

‘and investment. [t may establish subsidiaries to carry out its functions and..

’ undermkc any business which the Central Govcrnmcm may ask itto undermkc

Performance

The Industrial DeveloPmcnl Bank of Indla i5 the leading. dcvelopmem bank of. India.
Its progress. if judged by its operations, has really been °"""‘mr-uL r gl <hrough'but
.more so during recent years. Let us now discuss the various . ies of the bank
under the following hcadings ' '

The total financial a551stancc sanctioned and disbursed by the bank since its inception -
can be observed from Table.11.3. [t can be seen from the tabie that the [DBI’s
cumnulative assistanceupto the end of March, [989 reache< to'Rs.34,400 crore. During
the samé period the bank disbursed Rs, 25,112 crore. The assistancs sanctioned and
disbursed for the latest three years is significant. During '1988-89 it sanctioned .

Rs. 7,117 crore and dlsbursed Rs. 4,746 crore.

Industry-wise analySIS of financial assistance sanctioned by 1DBI reveals that the
services industry received major (17%) sharz in cumulative .15515l.mcc
‘sanctioned upto March, 1989 followed by Textites (12.8%), electricity generation

( 10.6%5), mlscellaneous chemicals (6.6%2). feruhsers {6.6%), and food produc.ls (5.5%]..

Table 11.3 : Assistance Sanctmned and Dlsbursed
(Rs in croreq)

-_Year Sanciic_ms Growth rate %  Disbursements. '_Growlh,‘ratc%
1964-65 28.6 = o207 - -

. 1970-71 : 69.6 — 576 —
1971-72- . 1489 . 1i3.9 - 80.1 N N )
'1972-73 96.6 (-} 35.1 81.7 S 2.0
1973-74 167.0 72.9 1370 C 617 -
1974-75 253:7 . 519 203.1 - 482

' 1975-76 . 304.6 20.1 - . 2235 - 10.0
1976-77 - 539.6 S/ I 1 .- 528
1977-78 679.5 25.9 L 4103 - 20.2
1978-79 7248 . 6.7 6!8.1 50.6
1979-80 1131.9 56.2 T 7529 218

i 1980-81 1291.2 14.1 1014.1 4.7

. 1981-82 1549.8 20.0 1217.9 .20.1
1982-83 1800.2 _ 16.2 - 1498.5 . 230
1983-84 2303.4 279 17743 184 -

' 1984-85 3342.0 45.1 2073.7 16.9 : .
1985-86 3517.2 '5.2 2783.9 34.2
1986-87 . 44270 25.9 32059 . 15.2
1987-88 47913 ' 8.2 - 3613.6 12.7
1988-89 . TH76 486 4745.8 31.3
Cumulative - "

- upto '

March 1989 34400.4 — . 25112.2 -

Soum: : IDBI, Report on Development Banking in india, 1988-8%, P. 17.

A few developed States continued to receive major portion of the assistance
sanctioned by the Bank. During 1989-90. Maharashtra (Rs. 737 crore), Gujaral.

(Rs. 845 crore), Tamil Nadu {(Rs. 722 crore), Uttar Pradesh (Rs. 784 crore}, Andhra
Pradesh (Rs. 552 crore) and Rajasthan (Rs. 523 crore) received 60% of the total
assistance sanctioned by IDBL In [act, out of Rs. 32,942 crore cumulative aSSlSlanCB
'sanctioned, 6!% went to these states only. However, in the recen past, the bank
extended its assistance substantlally to backward areas.

Assistance sanctioned to private sector projects accounted for three-fourths of the

cumulative sanctions as at the end of March, 1989. Public enterprises, on the other 27
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hand._recc'ivcd Rs. 5,797 crore followed by joint sector Rs. [,895 crore and co-
operative sector Rs. 675 crore, ’

The role of IDBI in Nation Development )

As an apex bank, the IDBI has been playing a very important role in the nation

brilding activities. Its contribution is noteworthy particularly from the following :

1} Creation of inore employment opportunities : The Bank has given a big impetus
to creation 6f employment opportunities in the country. As a result of the
assistande given by it to the enterprises, about 84,7 lakh jobs were created so far
since its inception. : -

2) Assistance to weaker units : It is speciaiiy helpful to industrial coneerns which, for
‘ORE reason or another, find it difficult to raise finance through normal channels.

3) Development of small-scale units : The Bank took special interest, for;the
development of small-scale sector in India ur.il the establishment of Svaall
Industry Development Bank of India in 1990. It played crucial role in the
establishment of this apex level institution for solving the problems of small-scale
sector. . :

4) Assistance to ne# enfrepreneurs : I addition to the grant of finance on liberal
terms, it-has done alot to discover and enc-a-age new entreprencurial talent in
the country. It provided a wide variety of services to the new entiepreneurs in
addition o training facilities. , T - _

5) - Sponsafing of technical consultancy organisations : The bank has sponsored eight
Technical Consultancy Organisations (TCOs) in different parts of the cauntry.,
The TCOscater to the needs of new and small entrepreneurs in areas such as
project identification, project formulation, market surveys and various reports.
They also provide technical and managerial’assistance. The TCOs are also
making ~fforts to identify new entrepreneurs and provide traini~g facilitics to
them. '

6) Development of backward regions : The bank has channelled a substantial
portion of its funds to industries established in backward regions. It is taking
active role in correcting regional imbalances in the industrial development of the

- country. ’

7) Soft loan scheme : The Bank provided sofl loans to industrial units in selected
industries, namely Cotton textiles, Jute, Cement, Sugar and Engineering. Under
the soft loan scheme the IDBI sanctions loans to industrial units of these
industries to bring about the much negtected madernisation, replacemgnt and
renovation of plant and machinery. '

8} Coordination between term lending institutions : It hag brought about effective
cooperation among the term-finance institutions in the country. The proposals -
for finance put up by industrial concerns are now jointly appraised, processed and
financed. As a result, there is no overlapping of activities, risks are diversified,

and finarcing is in ture with the national priorities.
. ¢

Criticism . : ]

IDBI achieved tremendous growth in loan sanctions, disbiirséments, assistance to

small sector, assistance to backward arcas during the period between [964-65 and

1988-89. However, if we lock at the things closely, we notice certain gaps.in the

activities of IDBI. _

1} . Fall in disbursements : There was a steady growth in‘the loans sanctioned by
IDBI in the 1980s. As against this, there was a declining trend 1n disbursements
during the same period. For instance sanctions as‘a percentage of total was 56.0%
in 1980-81 which increased to 62.4% by 1984-85 as against adecline from 449 to
37.5% in the case of disbursements during the same period. " i

2) Inadequate care on the development of backward areas: IDBI is criticised for its
lenience towards’back ward areas of developed states than the backward states
themselves. For instance, of is total assistance 46.89% was shared by four
developed states, Maharashtra (13.5%), Gujarat (12.2%) Uttar Pradesh (11.09)
and Tamil Nadu (10.1%) by March, 1989. As agdinst this, nine backward states
received 2.4% only. Further, none of the backward states could get more than 1%
in respect of percentage of total assistance of IDBI, S

3) Urban culture : Since its head ofiice, regional offices and branch offices are at .
metropolitan cities and State Capitals, it developed elitist and urban culture.
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43 Delay in disposal of applications : Il is said that 1DBI takes unduly long ume in . _- T--!--hr'hﬂﬂhﬂ-ﬂ—
appraising and processing the appllcalxons for ﬁnan-:lal assistance received from

industrial concerns.

5) No links with outside agencies : It has not made adequate effons to cstabhsh close .
links with the outside agencies like Asian Devalopmcn( Bank, World Bankand.
other such Intcrnauonal agencies.

11.8 OTHER DEVELOPMENT BANKING
INSTITUTIONS

Besides IFCI, ICICI and IDBI, there are some other de\rclopment banking -
institutioris at national level. They are Industrial Reconstruction Bank of India and
Small Industries Development Bank of India. Now let us dlSCl.ISS about these two

JInstitutions in detail, '

11.8.1 Industrial Reconstruction Bank of India (IRBI)

.The Industrial Reconstruction Bank of India (IRBI) was established as a statutory

corporation on 20th March, 1985 to take over the operations of the Industrial

Reconstruction Corporauon of India (IRCI). Its main objective is to function as the

principal credit and reconstruction agency for the revival of sick industries. Another -

important objective is to bring coordination among various agencies working for the

revival of such umits. Its management is vested in the hands of Board of Directors

with one Chairman and Managing Director and 12 direclors. All of them are ' - .
appointed by Government of India. Its authorised capital was Rs. 200 crore, while its

paid up capital was Rs. 98 crore as on June 1988. It has the privilege to receive interest

free loans from Central Government to the tune of Rs. 80 crore every year. It can also

ralse forelgn loans guaranteed by Government of India.

The following are the functions of IRBI:
1) It can take over the management of sick industrial units, fease them out, sell them

as running concerns or prcpare schemes for reconslructmn by scahng down the
Irabilities.

2) 1t can also assist and promote industrial dcchOpmcnt by granlmg loans and
advances and also by subscription and underwriting of shares and debentures.

'3) Iis range of activitics also includes services like provision of infrastructure t

facilities, consultancy, managerial and merchant-banking activitics.

Performance
It sanctioned Rs. 208.7 crore dunng 1988-89 as agamst its disbursements of Rs. 116.5

. crore. As shown in Table 11.4, till June, 1988 it assisted 535 units with Rs. 522 crore.

I( we take industry-wise, cotlon textiles (14.89%) received a major share of funds,

followed by paper and paper products (6.1%) and Steel (5.6%). West Bengal (Rs. 219

crore) stood first in receiving financial assistance disbursed from IRBJ, followed by . -
Maharashtra (Rs. 55 crore) and Gujarat (Rs. 50 crore) by June, 1988. '

By June 1988, of the total 535 units assisted by IRBI, productlon of 257 units
accounted for Rs. 6,362 crore and sales Rs. 6,450 crore. Thus, 1t has rendered aletin _ /

remaining the sick unmits. . ) /

Table 11.4. Loan Sanctions and Disbursements of IRBI
' {(Rs. in crores) *

Year ‘ Sanctions Disbursements _ R
1986-87 1489 . ' 94.6 ' ,
1987-88 . 186.5 101.5

" 1988-89 : - 2088 116.5

. Cumulative Total : -

“till 31.3.1989 912.2 624.1

Source : IDBI, Report on Development Banking in India, 1988-89. _ ' ‘ 29
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Inspitc of its contributions, IRBI is also being criticised becrus: of the following

Teasons !

i) It was alleged that the asswtancc is gwen only to a set of selccled industries like
engineering and textiles. Nearly two-thirds of IRBI’s assistance was taken away
by these industries.

- iy  There was a wide gap between sancuons and dlsbursemﬂnls On average, only -

559% of the loans sanctioned were being disbursed.
iit) It is considering only a fraction of the total dppllcauons Hence many
-applications are pending unscltlcd

.11‘8'2 Small I_ndustrie_s- 'Developnjlent Bank of India (SIDBI)

Small Industries Development Bank of Indja (SIDBI) was set up as a whoily-owned

subsidiary of 1DBI under the Small Industries Development Bank of India Act, 1990. .

It is the principal financial institution for promotion, financing and development of
small-scaie industries. It is also cxpected Lo co-ordinate the functions of existing

. institutions engaged in similar activities. SIDB1 commenced .its oeeranons on April 2,

1990 and has takenover. from IDBI the responsibility of administering the Small
Industries Development Fund and the National Equity Fund.

.11.9 EVALUATION OF DEVELOPMENT BANKS IN

INDIA - .

All India financial institutions (AIF1s) viz., IDBI, TFCI,.ICICI, LIC, GIC and UTI
have made rapid progress in their operations in recent years. Over the years, AIFIs
have emerged as major caltalysts for citannelising development finance to industry and
related sectors. New and innovative schemes have been devised.

. The data relating to sanctions and disbursements made by all {inancial ’- <::utions in

india-is presented ir Table 11.5. Tt can be seen from the table thatt’ . wzgiegare
sanctions and disbursements of loans by development banks ha< ..tnessed 1 sieady
increase over the years. During the period 1948-64,aggrepate a.sistancs sanctioned by
them was 1o the order of Rs. 458 crore.+Assistance sanctioned increased from Rs. 118
crore in 1964-65 to Rs. [77 crore during 1969-70. Particularly there was a spectacular
growth in their sanctions and disbursements during the 1980s. Thus. loans sanctioned
had touched Rs. 13,722 crore during 1988-89. Their cumulative sanctions till March
198% accounted for Rs. 59,104 crore. Same trend is noticed in respect of their
disbursemenis,also. Thus, their disbursements which stood a1 Rs. 91 crere in 1964-45,
shot up to Rs. 8,375 crore during 1988-89. Their cumulaiive disbursements Lili *arch,
1989 were to thesorder of Rs. 42,112 crore.

" Tablell.5: Assmlance Ssnclloned and Dishursed by AlFls
) . * {Rs. in crores)

Year Sanctions Growth Rate ¢ Disburscments Growth Rate %
1980-8 < 22935 —_ . 1599.6 - —
1981-82 2367.1 32 18256.,2 14.2
-1982-83 2907.2 22.8 21522 17.9
1983-84 3721.4. 280 - 7 26873 249 -
[984-85 5031.9 152 3180.1 18.3
1985-36 5942.9 18.1 4552.9 43.2 .
1986-87 7237.6 21.8 5204.0 14.3
1987-88 8379.3 S 185 6233.5 19.8
1588-89 T 137228 60.0 S X YL E 34.4
Cumutative ’ -
upto March i '

1989 59103.8 ’ — 42112.5 —

Source : IDBI, Report pn Development Banking in-India, 1988-89 p.11.
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Critical Appraisal ’ : Tam-Lending Financh! ratltutlors
All India financial institutions suffer from the followmg weaknesses ! Al tndia Level
I} Procedural delays : Due to complicated procedures invoived from the stage of

application till the final stage of disbursement of loans, inordinate delays are

‘taking place. Cost of the projects are tilting away by the time the !oan received.

As a result, the beneficiary units are drastically affected.

2) Urban and elite culture : Since all thé offices (head offices, regional offices and
branch offices)of ail development banks are located at metropolitan cities and state
capitals, their staff have no access to rural and backward areas.'They had no
opportunity to understand the problems of those areas. On the other hand, they
develop some sort of urban and elite culture, which deleats the very purpose for
which they are started in a country like India.

3) Bias towards developed states : Almost all development banks cxlendcd assistance
to forwaid stales like Maharashtra, Gujarat, Tamil Nadu and West Bengal
instead of assisting backward states like Assam, Orissa, Meghalaya, Arunachal
Pradesh, Tripura, Mizoram, Sikkim and Nagaland. This is perhaps due to

- absence of infrastruetural facilities. But it is to be noted lhat as long as financial
assistance is not provided or industriaj.units, there is very little scope to develop
infrastructural facilities.

4) - Overdues : Overdues of development banks are increasing day by day and they
have reached an alarming stage. Of the amounts given as loans;, ne arly one-third
dre standing as overdues inspite of several legal measures.

~5)  Paucity of funds : Yet another problem of development banks is paucity of funds.
Obligations are many bul resources are limited. Further, Governments are unable
to extend their helping hand due to obvious reasons. As a resuit of growing
inflation and increasing mdustr:al activity, their limited resurces tould ot meet -
the growing demands.

6) Coordination : In spite of IDBJ's elforts, they lack coordination in
the course of their activities with each pther. As a resu.t, dupllcatlon of work,
contradictions in proccdurcs elc., are taking place

Check Your Progress C .
I Stalc whiether the following statements aré True ¢ - False.
1) IDBI is the apex institution of term finar ce in India.
ii) The paid.up capital ol IDBI on March 1389 stood as Rs. | ,000 crore,
i)  The Board of Directors of IDBI deals with propocals for sanction of
financiai assistance. :
tv)  iDBI is also catrusted with the responsibility of planmng, premoting and
developing industries with a view to filling gaps in the ind-istrial structure.
¥) 1DBI is also entrusted with the respousihility of planning, promoting and
- developing industries with a view to {illing gaps in the industrial structure.
viy . IDBI has sponsored eight Technical Consultancy Organisations,
vii) . IDBI is the principal agency {or promoting small scale industry.
viii)  Disbursement as.a percentage of loag sanctioned has declined lately in casc
of IDBI.
i%) IDBY’s activities have Lampered the growth of new entrepreneurial tatent.
X) IDBI also undertakes survcys in the field of investment.

11.10 LET US SUM UP

Development banks arc a special kind of institutions which are a combination of 3
finance corporation and a development corporation. These dévelopment banks are
established to supply three basic ingredients to industry : 1) capital, 2) knowledge and
3)entreprencurship. - '

Though-origin of development banking may be traced to the early 19th century, it
came upin its modern form after the World War 11, The first development bank
established'In India was the Industrial Finance Corporation of India. It was
established in 1948, followced by State Financg Corpurations, Subscqucmly ICICI,
IDBI, SIDC and SIDBI have been established.

“The primary objective of IFCI is to provide medium and long-term credit 1o industrial

units. In addition, it guarantees the loans, underwritcs the issue of shares, debentures 3

— LTI L




Now-Rankin

ta sidie

32

§ Flasmial Inut it

and bonds and subscribes directly to the shares issued by industry. During its 42 years
of existence the IFCI has sanctioned about Rs. 6,600 crore out of which Rs. 1,005
crore have been sanctioned only during 1988-89. Thougt. the performance of IFCI has
been good, yet it is criticised for providing resources to big concerns, and primarily to
backward areas within advance states.

The ICICI was established in.1955 as privately owned and operated corporation. "ts
two mgyin aims, besides the normal aims of a development bank, are to encourdge
foreign capital participated in the private sector and to encourage privale investment
in industry. 1t provides the facilities of loans, underwriting, guaranlceing and equity
‘participation. The non-traditional industries were the major beneficiaries of ICICE
This Corporation has significantly contributed to the growth of pr'vate industrial
financial assistance to a few industries and geographical regions.

The IDBI was established in 1964 as a wholly owned subsidiary of the RBI. But it was
made autondmous in 1976 and was asked to play the role of an apex financial
imstitution. It provides term finance, technical and administrative assistance, and co-
ordinate working of those institutions that are cngaged in-financing and promoting _
industries. It alsc acts as a refinancing agency for scheduled banks and other financial
institutions. In terms of financial assistance sanctioned and disbursed, the
performance of IDBI has been quite impressive. However, developed states [ike
Mahanjashira, Gujarat, Tamil Nadu, etc., received the major share of financial
assistance, About 75% of assistance went to private sector. However IDBI has
contributed significantly by helping weaker industrial units, devéloping small scale .
units and channelising funds for the development of backward areas.

IRBI was established to help in the revival of sick industries in India. Though it
played a significant role in reviving sick units, it has been criticised for giving
assistance to only a set of selected industries, slow working and the wide gap between

" sanctions‘and disbursements. The SIDBI was established in 1990 to promote, finance

and develop small scale industrigs:

11.11 XEY WORDS

Authorised Capital : The amount of share capital in the memorandum of association

and the articles of association of a company as required by the Companies Act.

De;relopment Bank : A financial agency engaged in providing medium and long-term
financial assistance to industrial undertakings in the form of loans.’ ]
Paid-up Capital : That part of the issued capital of a company that has been paid-up
by the shareholders. - B

11.12 ANSWERS TO CHECK YOUR PROGRESS

A 1) i) True ii) False iii) True iv) True v) False

2) i) eatliest ii) deferred; abroad iii) capital, knowledge, entrepreneurship.
B 1) i) medium; long ii} Central; World Bank iii) 200 \ -

2) i) True ii) False iii) False iv) True v) True :

"C 1) i} True i) False iii) False iv) True v) True vi) True vii) False viii} 1rue ix) False

x) True

11.13 TERMINAL QUESTIONS .

I) What do we mean by term lending? Discuss the role of special institutions that
- have been established recently in India with 4 view to solve the probler of term
finance, ' . :
2) Critically examine the role of Industrial Development Bank of India as an apex -
institution. '

-3) Review the objectives and achievements of the Industrial Credit and Investment

Corporation of India.
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4) Has Industrial Finance Corporation of India become irrelevant recently given the
emergence of a number of specialised financial institutions in Indig? Discuss.

Note : These questions wiil help you to understand the unit better. Try to write

answers for them. But do not submit your answers to the University for
assessment. These are for your practice only.

Term-Lesding Finsncial Taxistens
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UNIT 12 TERM-LFNDING FINANCIAL
INSTITUTIONS — STATE LEVEL

Structure

120 Objr:clwcs.-

12.1 [ntroguction® -

2.2 Need for State Level Term-Lending Institutions

12.3 State Finance Corporations (SFCs)

124 State Industrial Development Corporations {SIDCs)
12.5 Technical Consultancy Organisalions

+ 12,6 Let Us Sum Up

127 Key Words
12.8  Answers to Check Your Progress
12.9 Terminal Queslions

12.0 OBJECTIVES

[4

Arler sludylng this unit, you should be ablc to:

@ explain the need for the statc level development banks .

® describe the ObJECllVCS resources and l'unctmns of term-lending institutions at the
state level .

® " critically evaluate the performance of term-lending institutions at the state level.

12.1 INTRODUCTION

In the previovsunit you have been introduced to various all-India term-lending
financiai inslitutions. You have studied their objeclives, management, functions and
working. In this unit you will study about various issues refating to the development
banks =t the State level in India.

12.2 NFED FOR STATE LEVEL TERM-LENDING
INSTITUTIONS

;- Industrial Finance Corporation of India (IFCI) was established in 1948 at all india
level to prowdc finance exclusi~ely to large scale industrial units. Financial needs of

medium and small size industrics were not covered by IFCIL. The government,
therefore, feit the need for starting development hanks at the regional level Lo provide
assistance to small scale industrics. Consequently, State Financial Corporauons
(SFCs) and State Industrial Development Corporations (SIDCs) were established in
all the states. State level development banks were established with the following
objectives :

1y To prowdc financial assistance Lo mdus' rial unitg n= 'llruldriy small scale units in.

the Spate.
2) For estabiishing and managing Lhc indusirial estates.

3 Te canccntratc on the development of less developed parts »f the States, through

provision of infrastructure [acilities like roads, electricity, drainage and watgr
supply.

4) To establish instituies to provide training to the middle and high level technicians.

5) To decentralise the development banking activities and take them to semi-urban
areas in the State. )

6) To provide betier access to the borroweérs and clientle.

7) To have lhorough knowledge about the focal condluons and problems

8) To overcome the problem of language and communication,

Now let us study the {unctions, types of assistance provided and the working of ihe

two importani term: lending institutions at State level namely State Financial

|
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Corporations (SFCs) and State Industriatl Development Corporations (SIDCs) along
with Technical Consultancy Organisations (TCOs).

'
. Term-Lending Finandal'T

123 STATE FINANCIAL CORPORA {IONS (SFCs)

State Financial Corporations Act, 1951 was brought into force to enable all State
Governments (exr:epl Jammu and Kashmir) to set up State Financial Corporations as
regional development banks. They aré to mect the financial fequirements of small and
medium size industrial units in the respective States. The first State Financial
Corporation was eslablished in Punjab in 1953. Subsequently Andhra Pradesh and

Bihar State Governments took the lead to set up SFCs in 1960 followed by Uttar
Pradesh, Karnntaka, Gujarat, Maharashtra and Orissa. At present, there are 18

SFCs operating in different States and Union Territories in the country.

Financial Resources

Capital structure of an SFC is determined by the concerned State Government with a
minimum of Rs. 50 lakh and maximum of Rs. 5 crore. They are also authorised to
raise {unds by issue of share capital, and isstie of bonds and debentures guaranteed by
State Governments. They can also accept medium and long-term deposits from
public. In addition, they can borrow {rom other financial institutions.

Management

Every SFC is managed by a 12 member Board of Dlrectors The State Government

concerned appoints the Chairman and the Managing Director, and nominates three:
directors. IFCI and 1DBI nominate one director each. Three directors are elected by-
financial institutions. The rest will be chosen on the basis of one cach lrom schedule
banks, cooperative banks and other finanéial mstlluuons One dirzctor is elected by
non- msmutmnal share holders. -

Types of Ass:stancc -

SFCs provide the following types of assistance:

1) Granting of long-term loans to industries for the purchase ol’ land, buildings and
machinery. :

2} Guaranteeing payment on behall of the entreprencur for purchasing machinery on
deferred payments from suppliers within [ndia, )

3} Underwriting issuc of shares, bonds and debentures of industrial concerns,

4) Guaranteeing loans raised by mduslnal concerns for a period not exceeding 20
years,

5) Guaranteeing l6ans raised by lnduslncs [rom commcrcml bunks or co-operative
banks for acquiring {ixed assets.

6) Subscribing to debentures of industrial units.

7} Provision ol [ereign exchange loans to industries under the World Bank line of
eiedit.

8) 3Special capital assistance upto Rs. 2 lakhs.

’

9) Loans 10 industries in collaboration with the central financial institutions [ll\l.. the

" IDBI, the IFCI and the ICICI, and joint finarcing of projects along with lhe
S1DCs and the commercial banks,
10) Acting as an agent of the Statc or Central Government or any other [‘n.mudl
institutions notified on this behall by the Central Government.

Eligibility

Industrial concerns under any form of ownership viz., a proprictary concern, joint
Hindu Family, registered co-operative society, private or public limited company
engaged in or proposed to engape in ene or-more of the following activities are
eligible for financial assistance,

1) Manufacture ol poods

2) Preservation of gocds

3) Processing of goods _

4) Mining

5) Hotel industry

6) Development of industrial estates :

7) Generation and distribution of c]ccmcny or any other form of pow-..r

8) Transport industry

'il:uuw?-
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9) Assembling, repairing or packing any article with the aid of machinery or power

. 10) Fishing or providizig Shore facilities for: fishing or maintenance thereof

[1) Providing special or technical knowledge or other services for the promotion of
mdustnal growth.

Perfurmance of SFCs - :

Operations of SFCs were on modcrate scalc dunng the fifties and sixties. But there
was a rapid increase in their activities during seventies. It was due to the emphasis laid
by Government on promotion of Small scale industries, new cntrepreneurs and
development of backward areas. By March 1989, their cumulative sanctions and
disbursements stood at Rs. 8,651 crore and Rs. 6,356 crore respectively. In 1988-89

alone, sanctions and disbursements accounted for R.s,. 1,405 crore and Rs. 1,053 crore -

respectively. The details of financial assistance given by State Financial Corporations

.can be seen (rom Table 12.1

Table-12.1 -
Assustance Senctioned and Disbursed by the State Finance -
Corporations from 1965-66 to 1938-89

T~

Yeag. ‘ o ' Sanctions Disbursements
. Amount. Growth Amount Growth
o T (Rs. crores) Rate(%) (Rs. crores) . Rate (%)
1965-66 o 253 — 18.0 —
1970-71 DN 49.6 : — 33.5 —
1971-72 ‘ 64.1 29.2 39.6 18.2
1972-13 - T 787 22.8 44.7 12.9
1973-74 - ' - 103.1 Lo 54.6- 221
HATE 9 ’ 141.8 373 79.6 45.8
1975-76 © 7 I55.5 9.7 98.8 24.1
1976-77 - 1633 . 5.0 105.2 6.5
1977-78 N 166.2 1.7 107.4 2.1
1978-79 o 200.7 20.8 [35.0 25.7
1979-80 ’ - 263.83 314 .184.8 36,9
1980-8! 370.5 . 40.4 2480 342
1981-32 . ' . 509.6- 37.5 317.7 28.1
1982-83 o 611.6 20.0 404.0 - 272
1983-84 - 644.9 5.4 435.5 ) 7.8
1984-85 743.1 15.2 497.7 14.3
1985-85 1,009.1 358 . 608.5 22.3
[986-87 1,210.8 20.0 791.9 : 30.1
1987-88 i 1,284.7 6.1 938.0 18.4
1988-89 o 1,404.7 9.3 1,053.1 C123
Cumulalwc uolo
March, 1989 8,651.5 — 6,356.2 -

Source: IDBI Report on Development Banking in India 1988-89, P, 49.

SFCs are playing an important rele in financing sinall and medium scale concerns in

their respective States. They, however, are being criticised on the following grounds :

I)  Recovery of Dues : Recovery of dues is nol satisfactory. For example, their arrears
had trebled from Rs. 215 crore in 1979-80 to Rs. 623 crore in 1984-85, In case of
many SFCs, overdues exceed their disbursements. Another disturbing trend is
that the percentage of overdues to outstandmg loans was increasing as is seen

from Table 12.2. The mounting arrears are severely affecting resource position of -

SFCs.

Z) Assistance 1o Tiny Industries ; Financial assistance of SFCs to small industries
sector is declining. This is evident from Table 12.3, Share of units which received
assistance upto Rs. 50,000 is declining both in terms ol number aind amount.
Contrary to this, share of units which were sanctioned assisiance above Rs. 10
lakhs is continuously increasing m terms of numuer as well as amount. Futiter
6.2% of the units sanctioned loans above Rs. 10 lakh- accounted for about 50% of
total assistance of SFCs.during 1984-85. As against this, small units which .
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accounted for 4245 of the total units received only 3.5% of the total sanctions
gwen by.SFCs

Tal:le 12, 2: Percentsge of Overduw to Outsund.ing Loans

Year Percentage
1980-81 J. 25
1981-82 . 26
1982-83 26
1983-84 . 27
1984-85 29

-Source : Economic Times, Scptember, 15, 1986.

Table 12.3 : Size-wise Classification of Assistance

(Rs. i.n_crores_)

Assistance upto

Aassistance above

Year Rs. 50,000 Rs. 10 lakh
Nugz‘;.trsof Amount Nu%:;:trsof " Amount

1980-81 19,603 28.82 - 787 14295
(67.8) 71.8) Qn (38.6)

1581-82. 19,158 28.42 1,158 291.07
‘ (59.8) . (5.6) (.6 (43.4)
1982-83 17,382 27.99 1,366 256.63
(51.0) 4.6) .1) (42.0)

1983-84 14,930 28.46 1,528 295,70 -
(48.1) 4.4) @4.9) (16.0)

1984-85 13,087 | 26.89 1,955 385.13
@é1.5) (3.5 6.2) (49.4)

Note: Figures in bracke:s >adicate percentage to total,

Source: Eco‘r:onﬂc Times, September 15, ‘1.986.

-

3) Inadequat: Resources : Many SFCS do not have sufficient funds to meet growing
demar s for fheir financial existence. In the recent past, the State Governments
2r¢ found to concentrate more on welfare programmes.” Hence, the SFCs are

finding it dlﬂ"cult to arrange funds to meet their needs.

4) Increasing Sickness : Many of the assisted umts are becoming sick rcsultmg in an
_ increase in the burden of debts.
5) Too many Formalities : The SFCs follow the same old process of scrutmy and
processing of [oan apphcatmns Corisequently, by the time a loan is finally
sanctioned and disbursed, business scene may have undergone so much change,

that the project is no longer an attractive proposition.

Check Your Progress A )
1) Stuule level lerm-lending instilutions were nceded to provide :

...............................................................................................................................

2) State whether the following statements are True or False.
i) All the Board of Directors of SFCs are nominated by the concerned State

Government,

iiy SFCs grant loans to large scale industries.
jii}y SFCs hdvé not been able to recover their dues cfﬁc;ently

iv) Aimost all SFCs have surplus funds.

v) SFCs provide the facility of guaranteeing the payments on behalf of the

industrial units.
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12.4 STATE INDUSTRIAL DEVELOPMENT
CORPORATIONS (SIDCs)

Since 1960, mar-ly-States and Union Territories started State Industrial Development
Corporations (SIDCs) for aceclerating industrial development in their respective

States. In certain States these are called State Industrial Investment Corporations.

Andhra Pradesh and Bihar were the first to set up such corporations in 1960 [ollowed

“by Utlar Pradesh and Kerala in 1961 and Maharashtra, Gujarat and Orissa | 1n 1962. .

By the year 1988 there were 26 STDCs spread all over the country.

F¥inancial Resoun:es

.~ Besides paid-up capital and loans from. Statc Governrnents, SIDCs also borrow funds

from market by way of bonds and debentures and refinance from IDBI. Of the total
resources aggregating Rs. 1,113 crore mobilised by SIDCs during 1988-89, break-up
of contributions from different sources was as follows

I) Increase in paid-up capital 10.1%

2) Borrowings by way of bonds 2.8%,
'3) Repayments by borrowers . 14.8%

4) Institutional borrowings - - 33.5%

5) Others _ . 33.8%
-Management

The SIDCs function under the gnidance of respective Stale governments. Except for

one nominee of the IDBI, all other members of their Boards of Direclors are -
nominated by State governmcms The boards constitute special commiltees as and

when they [cel necessary. Those committees advise the board on various issues
relating to the business. Managing Director is the Chiel Executive of an SIDC. He
160ks after its day- lo-bay management.

- Functions

The following are the functions of State Industrial Development Corporations

1} Promoting industrial activities such as project identification, preparauon of
feasibility reports, identilying entrepreneurs and assisting them in pr0_|cct
implementation.

2) Setting up of medium and large scale industrial pIOJECtS either 1n101nt sector or as
wholly-owned subsidiaries. -

3) Provision of infrastryuctural facilities and market intelligence services.

4) Granting of financial assistance by way of term loans/bridge loans and
underwriting or subscription of equily and preference shares.

5) Acting as agent of State and Central Governments in respect of granting
subsidies, incenlives, etc.

Performance of SIDCs

Sanctions and disbursements of SIDCs are given in Table 12.4. As is seen from the
Lable, their cpmulative sanctions and disbursements stood at Rs. 4,356 crore and

Rs. 3,136 crore respectively by March 1989. During the year 1988-89 they accounted
for Rs. 742 crore and Rs. 531 crore respeciively. Rapid expansion of operations of
SIDCs in recent years is broughl out by the {act that their aggregate assistance during
the four year period, i.e:,-1985-89, was more than the total assmtance given by the
SIDCs from their 1ncept10n till 1985.

SIDCs are contributing a lot to the structural transformation of industry. In fact
three-fifths of their total sanctions were in respect of units in non-traditional’
industries like chemicals, basic metals and metal products, machinery, ete. Their
assistance {o¢ accelerating industrial development in backward regions is increasing ]
substantially. For instance, by March, 1989, industrial units in backward areas
accounted-for 62.99% of the cumulative sanctions of SIDCs. Look at Table 12.5 which
provides the details regarding the assistance sanctioned by SIDCs to backward areas.

Seed Cupital Assistance

SIDCs huve been playing an important role in widening the entreprencurial base by
operating Lhe secd capital schemt‘. on behalf of Smali Industries Development Bank of
India,
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Table 12.4: Assistance Sanctioned aud Disbursed by SIDCs ' Term-bman: Finaacia! Thstiruisons

B A = ey e £y T

| . . L T Lo, .- . =Stale Len-
Yedr = . : ' Sanctions . .~ . Disbursements
Amount Growth ' Amount Growth
(Rs.crores)  Rate{%) (Rs.crores) . Rate(%):
1971-72 . , ' 23.6 — T 144 L=
1972-73 T . 23.5 (004 -7 166 © 153 ;
1973-74 I 27.9 18.7 - 2206 ;. 2401
1974-75 ' 335 -7 201 - 267.° 296 -
1975-76 = . 37.5 ~ 11.9 . 264 (L1
1976-77 ~71.8 9Ls . 350 T326 .
1977-78 -819 224 . 448 . 280 .
1978-79 - -~ 98,3 118 ° " 607 .- G 342 T
1979-80 =~ - - 1577 - 604 T 853 . -419
1980-81. ' 2164 . 2 - 1246 - 461
198182 . - .+ 299.6 38.4 TI9L1 - 534 - .
1982-83 i . 296.6 10 2080 - .88
1983-84 . 3646 229" 2365 . . .I37 . i
1984-85 477.9 31.1 297.6 258 -
1985-86 _ 527.0 10.3 364.0 T223
1986-87 , 570.3 8.2 425.1 16.8 ' -
1987-88. ' " 619.4 8.6 449.1 56 - M
11988-89 - 742.3 198 ¥ 5307 182 “
Cumulative upto - ) . . ;
Macch 1989 -, 43564 3135.8

Source : IDBI Repon on Dcvelopmcnt Bank.mg in Ind:a 1988-89. P. 56

Under the scheme, equity type of assistance is prowded to dcscrvmg new generauon -
_entrepreneurs who possess necessa.ry skill but lack adequate resources,

Table 12.5: Assistance Sanctioned to Backward Areas by SIDCs v S v
) i ~ (Rs. crore)
Year ) Backward Non-backward Total
Areas " Areas _
. 1986-87 - 362.00 © 2083 570.3
‘ (63.5) (36.5 - (100.0)
1987-88 . 4112 208.2 S 6194
- (66.4) 7 (33.6) _ (100.0) : f
1988-89 4389 - 3034 o 742.3 -
_ (59.) (40.9) (100.0)
Cumulative upto - : -
March, 1989 2,741.4 1,615.0 4,356.4 B

(629 - @y (100.0) , , '

Note: Figures in brackets indicate percentage to Lotal
Source IDBl Report on Development Banking in India, 1988- 89

But $lDCs also suffer I‘rom the followmg problems and drawbacks:

1) Many of them are {acing the problem of funds, The present availability of funds is
ifot sufficient [or growing needs of industrial units. -

2) Overheads are hecoming a big problem for almost all SIDCs.

3) Political interference in activities of SIDCs has been i lncreasmg

1‘2'.'5_ TECHNICAL CONSULTANCY ORG“ANISATIONS.

In addition to the availability of finance, technical consullhncy scrvices play a very
important role in the industrial growlh of the country. The large scale industries’ can
afford to maintain and cqulp separate technical consultancy departments or else lhcy
can spend good amsunt of money and can take the assistance from well L:,L.zbhshed

consultancy organisations, Bul the small scale units cannot aﬂ'ord the cosl of scrwccs 39




of brwan: carlsulua.nr.:)r units operating purely on cOmmcrclal cons:derat\lons Itis.in
this context that the technical conSultancy organisations {TCOs) were set up if. tﬁe .
early seventies. The IDBI, IFCI and ICICL, in collaboration with State-level -
financial/development institutions ad commercial banks, established a network of

.. TCQs. At present, therc are 17 TCOs in the country, some of them covenng more
_ than one Statc T

L

o T.COS habe been set up to provlde a _package of total consultancy services coverin 8 alk
.. stages i the project cycle under a- single roof."TCOs also provide consultancy serviees

" to-State Governments, State-level devolopmcut financing iostitutions and banks, The
" major thrust of operations of TCOs is in the area of prcpa:ahon of project. rcporr.s

- and feasibility studies, Having gained expericnce over the years, TCOs have

- diversified into: the fie)ds of identification of potential entrepreneurs and their

e trauung, progact implementation; rchablhtatlon management consultancy, detaile
dmgn cngmccnn_g, and tum—kcy services, besldcs cnergy aud:t and conservanon

E ‘Dunng thc yca.r 1988-89 ’lfCOs complctcd a total of 3,550 assignments, as agamst

3,082 during thie previous year: The assignments included :

- == 2,983 feadibility sludlr.sl pro;ec‘. rcports/ p:oi' les

— 31 pro_|cct appraisals |

C 7— 170 industrial ﬁotcnt:a]/ market/area dcvelopment and other surveys
=29 furictional industrjal complexes/turn-key assignments .-
- 219 modermsauon frehabilitation/ diagnostic studies

— 133 othcr asmgnmcnts[ spcclal studies

" TCOs ﬂ.lS" prcpared techno-cconomic feasibility reports mvolvm E investmént of
" Rs. 503i 3>t and cmploymmt potential for 31,438 persons. Besides, they conducted

118 cnqcpr'n-ursh.lp development programmes (EDPs) where 3, 316 entreprcncurs

“weré trained. TCCs also conducted 54 entrepreneurship awareness canips and 12
~'.training programmcs under the sclf-employmcnt scheme for educated unemployed
. youth (SEEUY) -

Check Yom‘ Progrcss B
1} What are the major activities of SIDCs?

------------------ l-----q--"-“--u--\-u-p--.-u--u-J....."h..-"---"-----n--u--u\u----------u-u--.-...----.--.---
1\ 2z w bl
2) Fi_ll in the blanks : _
ih 280G e were the [irst states to set up SIDCs. -
ii) Thc SIDCs funcuon under the guidance of réspeetive .o ovneees o, v
iif} Underthe ....cooiioivins v scheme, equity Lype of assistance is

provided to deserving new peneralion entreprerieurs,
3) State whether the following statements are True ar False.

i) SIDCs have been playing an |mportant role in widening the emre.preneunal
base.

ii) Except for ane nominec of Slalc govcrnmcnt all other members of the
Board of Directors of SIDCs come from IDBI. '

iii) SIDCs are contributing a lot to the structural transformation of industry.

iv) TCOs provide lechnical consultancy to only the State level development
{inancing institutions,

126 LETUSSUM UP ' -

Stafe Jevel lérm-lenqiﬁé institutions’ were needed *o-provide infrastructural lacilities,

"-training facilities and financial assistance to- small scale unils, besides helping in the '

dcvelopmcnt of backward ‘areas in the State.

~ State Fmanr;c Corporations were estabh.shed in 18 Staies-and Union Territories to -
. {inance small and medium size industrial units. Every SFC is managed by a Board of




Directors with 12 members at b-;_'esen't. It grants loans to industries to purchase land,

buildings and machinery. It also guarantees payment on behalf of the entrepreneur,
besides directly providing foreign exchange loans and subscribing to dcbentur{:s of
industrial units. The SFCs are playing an:important role in financing small and .- '
medium scale concerns in their respective states: However, recovery of dues is oot

saiisfactory and _ﬁnﬁncjal assistance to small industries is declining. Howeve

suffer from inadequacy of resources and unnecessary formalities. v -
, .

State Industrial Development Cofporations (SIDCs)/ State Industrial Investment -

and large scale-industrial projecis by providing financial snd infrastructural

assistgnce. There has been rapid expansion in the activities of SIDCs/SIICs in _reccni'

r, SFCs

- Corporations (SIICs) have been set up by-different states in India to promote medium’

years, particularly in non-traditional industries, development of backward areas and

.providing seed éapilal ussistance. Like-SFCs, SlDCsfSI!Cs.a:c also facing the

problem of shortage of funds and overheads:

At the Sate level Technical Consultancy Organisations (TCOs) were set.up l_; help
small scale units. At present there are 17 TCOs in India and ‘have significant
contribution in providing technical consultancy. ' mo

12.7 KEY WORDS .

_ Term Lerding A bank advance for 4 specific period (normally 3 to 10 years) to be

repaid with interest usually at regular intervals. -

Seed Cépital Assislance : Equity typc' of assistance is provided- to deserving new

_generation entreprencurs-who possess necessary skill but lack adequate resources.,

"y

r

12.83 ANSWERS TO CHECK YOUR PROGRESS

A

B

1). Financial assistance to small-scale units; helping the development of less -
" developed aress; providing infrastructural & Lratning facilities,
2) i) False ii) False iii) True-iv) Falsé v) True _ '
{) promoting industrial activiiies; providing infrastructural and financial
. assistance; setting-up industrial projects; Acting subsidies efc. on behaif of .-
Stale governments. - , ,
2} - i) A.P. and Bihar ii) State government iii) seéd capital '
3) 1) True ii) False iii) False

-

12.9 TERMINAL QUESTIONS

1)
2)

3)

Describe the structure of term lending financial-institutions at the St%lc-level in
India. - oL i "
Critically*evaluate the role of SFCs in the industrial development of states in
India. : ) -
Discuss briefly the management, funaiions and performance of SIFCs/SIICs.

]

[

Note: These questions will h_c[p you to understand the unit better. Try to write
answers for them. But do not submit your answers to the Uni\{ersily for
asscssment. These are for your practice only. '

- f—
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UNIT 13 : AGRICULTURAL FINANCE
IN INDIA

I'Stru'cture

130 Objectives

13.] Introduction _ I
13.2 -Importance of Agriceltural Finance

13.3 Cooperative Credil Societies and Banks

[3.3.1 Primary Agricullural Cooperative Credil Socielies
1342  Central-Cooperalive Banks

13.3.3 'S:ate Cooperalive Banks

13.3.4 - Land Development Bazks

"13.4 Commercial Banks ',

1341 . Typesc? agrine I*ural Finance
1347 Lipsitatians of Zommercial banks as a Source of Rural Credil
13.5 Regional Rural Banks
13.6 National Bank for Agriculture and Rural Developmcnl (NABARD) ,
1361 Functions .
1362 Perlofmanze ; '
13.7 Let Us Sum Up
13.8 KeyaVords

13,9  Answers to Check Your Progress

13.10 Terminal Ques’ions -

13.0 OBJECTIVES

After studymg this unit, you should be able to :

® discuss the importance of agricultural finance in India

identify the sources of agricultural finance in India

explain the role of commercial banks in agricultural finance

describe the working of regional rural banks

examine the role of National Bank for Agriculture and R.lral Development
(NABARE ' extending refinancing fac:l:t:cs to agnculture and rural
'dcvelopm‘ in India

® poinlo. pcrsmlent problems of agricultural finanée in India.

e ——

13 11 qTRO_DU(""__"‘.,‘N

12 the | previous units you have sludled about various financial msmulmns which

:>rovide assistance mainly to industrial units. In this unit you will study thosc fnanrﬁlal

institutions which prowde financial assistance parucular v to agriculture and allied

_ sectors,

13.2- IMPORTANCE OF AGRICULTURAL FINANCE

The importance of ‘agriculture as an occupation of nearly 709 of the population needs
no emphasis. It is a well known [act that the Indian peasant is poor, illiterate and-
heavily indebted. For the reliel of agricultural indebtedness. the Government of India
and the State Governments have tricd Lo regulate money lending, restrict transfer of

“land from agricultural to non-agricultural classes. and cxiend direct financial

assistance in the form of Taccavi loans. Unfortunately, notwuhslandmg these sincere
efforts on the part of the government. the economic conditions of agricultural masses
has steadily deieriorated and the indebtedness increased. Before the advent of
institutional credit, the major source of eredit to the farmers was the village mahajan
{money lender). Besides following many unfair practices, the village mahajans charge
abnormal rates of interest, '




With the breaking up of the viliage cconomy, loans were not available on personal
security but'on securily of land: The new laws like the Indian Contract Act and the -
Civil Procedure Code were also in favour ol money lender, and enabled him not only”
to secure his exorbitant claims but also to attach the debtor’s land, cattle and
implements. Consequently, the farmer was ruined. -

The Government of India realised the urgency of the situation and appointed various
.committees in recent years to suggest ways and means to provide banking faciljties in
rural areas to mop up surplus funds and also to help the farmers with needed finance.
On their recommendations cooperative banks, commercial banks and regional rural
banks were created. The establishment of National Bank for Agriculture and Rural
Development (NABARD) has further contributed to this process.

Depending on the period for which [inances are required, the ﬁnancial needs of the

farmer may be broadly classified into three categories as foltows:

1) Short-term or seasonal credit : Short-term loarn is required by the farmers for
purchasing seeds and fertilizers, paying wages and meeting other casual expenses
such as payment of rent, interest on debt, etc. Short-term loan is generally

_ repayable out of the proceeds of the next harvest. ’

2) Medium-term credit : This is required by the farmers 1o purchase live stock,

" .eapensive implements and to carry out land improvements of average duration.
The loan is repayable in instalments spread over lwo to [ive years.

3) Long-term credit : This gives farmers the means to purchase land and agricultural
machinery or to'effect permanent improvement on land such as drainage and
irrigation. The returns from investments on such items are very slow and Lenge
the farmers can repay the loar. only in small amounts over a substantially long
period {upto 30 years). :

133 COOPERATIVE CREDIT SOCIETIES AND BANKS

Cooperative movement seeks to protect the agriculturist against economic evils as well
as moral degeneration, while at the same time emphamsmg the lmportance of mutual

help.

The cooperative mpvement in India-may be said t5 begin with the passing of
Cooperative Credit Societies Act of 1904. The publication of Rural Credit Survey
Report in December 1954 was a landmark in the history of cooperative movement in
the country. The various recommendations made in the Report were accepted by the
Government of India, and State Governments were direcled (o draft their proposals
for development of the cooperative movement during the plan period. The Sccond
Five Year Plan envisaged setting up of an integrated rural credit structure based on
three fundamental principles: 1) state partnership at different Ievels 2) full
coordination between credit and economic activities (cspecially marke:i:z and
processing}, and 3) administration witl adequate trained personnel r2spcncive 1o the
needs of the rural population, -

The medium and =hort-term cosperative credit structure in India has a theee-tier
structure : i) at the village level there are Primary Agricuyltural Cooperative Credit
Sacieties, 2) Central Cooperative Banks at the district level, and 3) State Cooperative
Bank ‘as.an apex body at the state level. The State Cooperauvc Banks supply funds tc
affiliated district level coonerative banks which i turn lend moncy to village level
cooperative credit societies. The other wing of cooperative credit structure prov:des
long-term loans and it has a two-tier system : [) ihe Primary Land Developm°nt
Banks at the taluk level and 2) Cenial Land Development Banks ai the State ievel.
Let us study about these types in ircre detail,

13.3.1 Primary Agricu'Itural Cooperative Credit Societies

Piimary Agricullural Credit Societies constitute the pivot of the cooperative
_movement in Indig, A socicty can be formed by ten or more persons by filing with the
Registrar of Cooperative Sacietics a capy of by-laws and other prescribed particulars.

The area of operations is usually a vitlage or a group of wllages with a reasonably
large membership and adequate share capifal. The headquarters of a blgger primary
credit society is conveniently located for the people of villages in its jurisdiction.

Agricotueal Flounce [n Indls-
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ana.ry Agncullural Credit Saciety has to play a vital role in the socio-economic
development ~f the rural areas of the country. They are serving as mini-banks to
supply finarnics; besides serving as counters to supply agricultural inputs and consumer
goods, These societies also provide the facility of warehousing to preserve and store
the foodgrains of the farmers, PACs are to be provided with adequate assistance in
the form of subscriptions and grants by th= higher level institutions such as Central -
Cooperative Bank and State Cooperative Bank wlthln the fedcral structure of
“cooperative financing system.

Tie number of primary societies in India hsll.s-been increasing over the years. B‘y the
end of 1983-84 the number of primary societies was 89,925, of which 83,766 societies

- were active and remaining were dormant, The working capital of these sacietics was
* Rs,484.7 crore in 1983-84 while the loans issued during the year amounted to

Rs.415.44 crore of which Rs. 289 crore were for shcrt term purposes and Rs. 126.4

“crore for medium term purjoses.

13.3.2 Central Cooperative B,anlts

The centrai banking organisations are geperally located zt tie district héadquarters of
other impcrtant towns in the districts: A Central Cooperative Bank derives funds for

"its working capita: irom two sources : [)-owned cagital (comprising capital and

reserves), and 2) borrow:d capital (comprising deposits and loans). The business of
these central cooperative banks consists of finarcing primary credit societies.

The Central Bank of a predominantly agricultural country like India has a very
special role to play In India, the district central cooperative banks form the -
connecting link in the chain oi cooperative cradit structure. Progress of cooperative
credit programme largely depends on the strength of these banks because all the fund

* available fiom Reserve Bank of India for financing seasonal agricullural operations

-13.3.3 State éoopera!ive Banks

" At the top of the cooperative mevzment, there is State Cooperative Bank. The neec'
for establishing these banks was cmphasised by the Ma¢lagan Committee, which

and marketing of agricultural produce are advanced to them on the basis of their -
financial strength and stability, The flow of fresh loans and advances d.ring 1983-84

from the central coopcraﬂvc banks increased by Rs. 468.4 lakh aad workmg capn.?l of

these banks registered an increase of Rs. 465 crore during the last 13 years.

recommended the creation of a provincial cooperative bank capable of attracting
deposits from the urban classes and channel thcm to agricultyral-sector through
district central banks. .

The State :ooperative banks finance, coordinate and control the working of central
b=nks in :-~h state. They serve a5 clearing-houses of Lhe excesses and deficiencies of
the working capital of these central banks. They SErve, MOTEOVEr, as a link between
the general money market and the cooperative primary societies in the villages,
Generally speaxing, the apex bank does not deal directly with primary societies but
through central bank except in areas where central banks are not developed.

Functions of the apex banks include giving financial accommodtion to the central
cooperative banks and through them to ths primary societies. Besides the normal
banking activitics they have also taken interest in other ccoperative activities such as
helping various coop#rative organisations Lo come 'ogcthcr financing the supply and
distribution of esszntial comrnodmcs etc. .

13.3.4 Land Develppmen_t Banks

The ordinary cooperative societies and banks cannot grant lotg-term ice s t¢ their
members because the principle of cooperative lending demands that ica s should be
advanced on personal credit of members. But it is not possible to gron long-term
advances on personal security aione. The Land Dcvelopmenl Banks, therefore, supply
long-term credit to the cultivator who offers his land'as a secunt.y These banks also
give long-term loans to their members for the partial repayment of ‘their debts, for
undertaking permanent improvements on their lands and for purchasing new plots of
land. In Tamil Nadu and Maharashtra, the Central Land Development Banks issue
debentures for obtaining finance. These debentures are usually guaranlced by the
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State Government. The LDBs also accept long-term deposits from the public. These
banks get ﬁnancial assistance from the Life Insurance Corporation of India also. -

Land development banking, as in the case of rural cooperative banking, has made
some progress in the states of Maharashtra, Gujarat and Tamil Nadu. Like the
primary cooperative banks, the land development banks have aiso been charging
rather a high rate of interest on the loans which they advance to the cultivators.
Moreover, there is considerable amount of delay in the sanctioning *f loans because
of shortage of trained staff. Due to these sho'-tcornmgs, the LDBs in India are able to
provide only a negligible proportion of the long-term credit required by the
cultivators.

.Check Your Progress A : -
1) The three tiers of the cooperalive credit structure in India are:

2) Land Development Banks give loans to its members for the purposes of :

3) The central cooperztive bank derives funds for jis working capital from rwo

sources;
1 SO capital comprising capual and reserves; and
ii) Borrowed capital comprising .............. e and

4) "Fill in the blanks; :
i) Prior to the advent of msmuuonai credit, the main source of rural credit was
the village ................. '
i) Credit required [or purchasing sends and I'emhsers 15 the...cvvceeeeees term
credit.
11} Long-term loans can Ye rapaid upto ........ ... yEBIS.
iv) At the apex of the ccoperative movement js the ...............

13.4 COMME RCIAL BANKS

In spite of thé fact that agriculture and allied activities were contributing about 40%
to' India’s-national income and supporling almost hree out of every four employed
persons in the country, the contribution of commercial banks to agricultural
development till 1955was not even or.c per cent of their aggregaté resources. Thlngs
‘have changed after nationalisation of.,commercial banks in 1969,

The real involvement of banks in agricultural financing commenced with the
introduction of sacial control in 1967. The study group appainted under the,
Chairmanship of Professor-D. Rs Gadgil in October 1969, and the Committee of
Bankers sgt.up.by the RBl in 1969 urnder the Chairmanship of F.K.F. Nariman
recommended an Area Approach for providing banking facilities in unbanked
districts. As a result, the Lead Bank Scheme was introduced by the RBI in December
1969. Under the scheme, various districts in the country came Lo be apportioned
among all the public sector banks and three banks in the private sector. The banks
were charged with the responsibility of preparing development programimes for their
respective districts. The.scheme, by introducing commercial banks Lo rural areas,

involved them in (inancing agriculture. Nationalisation of the 14 major banks in July.:- .

[969 accclcraled the assocrauon of-barks with agncullural l'nancc

. Apart from the threc maisr forces (viz., the sozi=l control the Lead Bank Scheme ang
Bank Nationalisation) that are responsible for the assotiatton of c.mmercial banks
with agricultural finaricing, sharp rise in the number of bank branches
in rural areas also contributed tc the development of agnculturc and relate.
actwmes ;
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- There are three distinct phases in involvement of commercial banks in financing

agriculture. The first phase, spreading roughly between 1952 and 1967, was a period
when bankers were thinking that financing agriculture was not their job and that this

: I'BSPDI'ISlblllly would be withdrawn soon. No wonder, the growth in agncultural

1] nancmg was haphazard during these years.

The second phase, commencing from 1967 till 1975, was the period when the banks
realised that agricultural financing has come to stay. During this period the
banks engaged in experimenling with various schemes-and setting the pace for

. promoting farm {inance. During this period, commercial banks attained valuable

experience in agricultural finance, They acquired the necessary knowledge of their
clientele as also of the areas, whlch helped them to evolve a smrablc approach towards
financing agriculture. .

" The third phase, commencing with 1975, marks the awareness among banks that their

own efforts would not suffice. They have realised the magnitude of the task and are
convinced that the cooperation of other agencics is essential. They.are dlso

“experimenting in agricultural financing with organisations like-the Farmers

Service Societies, the chlon‘al Rural Banks, the anary Agncultural Cooneratwc
Societies, etc. .

13.4.1 Types of Agricultural Firiance

The commercial banks provide loans for all agriculturat operations and a]lmd
purpases, These may broadly be classified into 1) direct advances, and 2) mdlrcct
advances, . . :

Direet Agricultural Credit .

- It takes the form of short-term, medium term or long—'.-erm loans. Short-term loans

may be in the form of i) crop loans; or ii) preduction loans. Crop loans are required
to meet the cost of raising annual crops such as cereals (like rice, wheat, etc.,) oil seeds
(such as groundnuts), and.cash crops (such as sugarcane; chillies, tobacco, cotton,
etc.). Production lozns cover the annual maintenance cost of percnmal plantatlon
Crops such as tea, colfee, cardariiom, etc. :

Though short-term credit is mainly in the form of loans yet in a féw cases production
credit is also granted in the form of cash-credit limit. Short-term credit assistance
granted by banks normally carries a stipulation for repayment within a month-or two
after the harvest of crops. In order to ensure recovery of funds lent and effective
recycling of furids, the banks normally go in for a system of tie-up arTangements,
wherever possible, For example, often tié-up arrangements are entered with sugar
mills in the case of loans granted to sugarcane growers; with the Coffee*Board for
financial assistance granted to coffee plantations, ele. . N

Medium and-long-term loans are generally granted to meet the. investment costs
relating to various agricultural development programmes which are capital intensive
and which ensure flow of benefit over a period of time ranging normally from three
years onwards, depending upon the type of project undertaken, The repayment

_schedule of term loans granted by banks ranges between 3 to 15 years, depending

upon the nature and size of the project and-the likely cash flow therefrom. Almost all ~
types of investments in such agricultural projects which are otherwise economically

viable and technically feasible come within the ambit of banks credit portfolio.

Term lending is assuming greater importance in view of the need Lo bring
additional area under the plough in the country and the consequent need to

revilalise the existing cultivable area and thereby increase its productivity. However,’
the long-term credit requirements of agriculture are massive and hertce cannot be fully
met by commercial banks alone. However, in providing refinance assistance to banks
in respect of most of the term loans granted by them, NABARD has provided. the
necessary fillip to commercial bariks to take to agricultural financing in a massive

“way.

Indirect Advances

The indirect advances include the following four types:

1) Advances which fulfil the criteria laid down for direct agricultural credit; but
routed through other agencies (such as farmers® service societies, primary
agricultural credit societies, etc.) which in turn finance their members,




2) Advances made to State Electricity Boards for electrification and thereby helping ' . Apicditend Flawnce bn Indha

energisation of pumpsets for agricultural purposes.

3) Credit granted to dealers in fertilisers to meet their working capital requlrcmcnts
4) Advances made to cooperative milk societies, sheep rearing cooperative societies,
etc., which in turn extend credit assistance to their members for. purchasc of

cattle etc. .

13.4.2 Limitations of Commercial Banks as a Source of Rural Credit

During the last two decades the commercial banks have gone around their task of

providing banking services in rural areas quite carnestly. However, in the progess the

commercial banks faced a number of problems, some of which are,dis#u_sscd below:

1) The commercial banks havé probably not been sufficiently frank to bring to.
public notice the cost of conducting agricultural advances as they are incurring’
huge loss in opening and operating rural branches. They have also problems in
training their staff to go to rural centres for making agricultural advances, Qver

. the last twenty years a number of their officers have been found gullly of

malpractices andfor gross negliptnce.

2) Of the 5.75 lzkh villages in the country, the commercial banks have spread their
activities to 46,000 villages only. :

3) The commercial banks are quite selective in their wllage adoption approach The
villages which are relatively more backward and deserve immediate devetopment
assistance have not been adopted by them. Besides, farmers-engaged in dry land
agriculture constltutmg about 75% of the Indlan apricultural population have not
got their due attention.

4) Although small and marglnal farmers have been included by commercial banks

" on their ‘target popuiation’ list, the rates of interest charged on advances are
" wery high. In a number of commercial banks the old system and procedures of .

granting advances continue to exist. The farmers have to, therefore, spend a lot of
avoid able money and waste time in satisfying legal formalities.

Thus, there is stilf a Iarge gap persisting between the demand and supply of rural ’
eredit in India, This calls for 2 long range, careful and realistic planning taking mto
account the existing operational deficiencies and problems.

Check Your Progress B o - ; -
I} ~ What is lead bank scheme ?

2)- Ziate whether the following statements are True or False. -
i)  The contribution of commercial banks in financing agriculture was very
high till 1969,
i) The Lead Banks are charged with the responsibility of preparing
development programmes for their respective districls.
iiif Commercial banks also route funds for agncpltural crcdit through Farmers’
* Service Societies. .
‘iv)  Rates of interest charged by commercial barks on. advances is very low.
3) Fillin the blanks: P '
Iy} Producnon loans are required to mect the mhaintenance cost cl ..................

e crops.
i)  ........ceeeee... advancee-include credit, lo dea.lers in femhscrs to meet their

“orkmg capltal needs. )
i) Commercial banks have been 10 be quite .................. in their village

adoption approach.

13.5 REGIONAL RURAL BANKS

The Banking Commission in its report submitted-to the Government in. 1972 -
recommended the formation of rural banks, These rural banks were described as
primary banking ins.itutions for serving a compact group of villages, covering a -

e
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. the Ordinance, the authorised capital of each rural bank will be Rs. 1 crore. The

principles and should have due regard (o public interest. Besides the Chairman, the

. nominated by the Central Government, not more than two Directors to be nominated

* credit business, currently handled by their rura) branches, to the regional rural banks

. Development (NABARD), refinance facilities lo RRBs (hitherto available from RBI)

| rp————

population of 5,000 to 20,000. In the context of the urgency for the liquidation of
rural indebtedness, the Government was keen on establishing rural banks as quickly °
as possible. The Regional Rural Banks Ordinance was, therefore, enacted on
September 26, 1975, and it came into force with immediate effect in the whole of i
India. oo . ]

The main objective of the Ordinance is to provide for the establishment of Regional’
Rurai Banks for provision of credit and other facilities specially to the small and
marginal farmess, agricultural labourers, artisans and smail entrepreneurs in rural
areas. The Central Government on the request of any bank (usually the Lead Bank of
that area), called the ‘sponsor bank’ can establish in a State or Unton Territory one or
more rural banks. Each rural bank will operate within the local limits. If it is
necessary, a rural bank might also establish branches or agencies at any place notified §
by the Government. - : . i

A sponsor bank will assist the-rural bank in several ways. It will subscribe to the
share capital of the rural bank, assist in its establishment, recruitment and tra'ning of
its personnel during the initial period of functioning of the rural bank. According to

==

issued capital of cach rural bank will be Rs. 25 lakh. Of the issued capital, 50% will be i
subscribed by the Central Government, 15% by the concerned State Government and
35% by the sponsored bank. There is a provision for increasing both the authorised
and issued capital after consultation with the Reserve Bank and Sponsored bank and
with the prior approval of the Central Government,

The general supervision, direction and management of the rural banks is vested in a
Board of Directors. In discharging its function, the Board should act on business

Board of Directors of a rural bank will consist of not more than three Directors to be’

by the concer.ed State Government and not more than three Directors Lo be
nominated by the sponsor bank. The lending rates of rural banks will not be higher_
than the prevailing lending rates.of cooperative societies in that particular State, The
rural banks are permitted to give half a per cent higher interest on the deposits kept
with them. The staff of rural banks will be compcsed of men who have knowledge of
local conditions and are résponsive to the rural needs. '

. |
On October 2, 1975 the first five regional rural-banks were set up in West'Bengal,
U.P., Rajasthan, ard Haryana. By the end of [985 there/were 187 regional rural
banhks with 2,000 branches covering 337 districts. The fotal deposits mobilised by
thesc banks-aggregated to over Rs. 1,159 crore and total'advances amounted to
Rs. 1,333 crore.

[t needs to be mentioned here that the Dantwala Committee set up by Reserve Bank
of India im June 1977 to review the performance of regjonal rural banks came out
strongly in favour of their.continuance and extension. The Committee carge to the
conclusion.that the establishment of regional rural banks should be encouraged as
these are well suited for progressively filling up the credit gap in rural areas. It was of
the view that commercial banks be persuaded to progressively entrust their rural

=ArEouEm rm—T-_-n-

keeping i1. view the RRBs capability to shoulder the responsibility. The Daritwala
Committee was not in favour of total replacement of the rural branches of the l
commercial banks by the RRBs. [t, however, suggested that steps be taken to initiate
the process of making regional rural banks an integrated part of the rurat credit
structure.

/4

Following the establishment of National Bank for Agriculture and Rural

are now available from NABARD. Durirlg 1984-85 the NABARD's refinance policy
for RRBs underwent a change. The composite limit, hitherto sanctioned to RRBs was -
bifurcated into short-term limit and medium-term (non-schematic) limjt. Undeér the
new policy, RRBs which have completed > years of existence as on July 1, 1984 are
required to apply for separale limits under short-term and medium-term. Other
regional rural banks are, however, eligible for a-composite limit as hitherto. During
1984-85 the NABARD has sanctioned medium-term (ron-schematic) loans




aggrégaling Rs. 202.5 crore to 126 regional rurral banks. The oulstanding amounts
against medium-term (non-schematic) limits were Rs. 124.7 crore and Rs, i82.7 crore
in respect of short-term limits as on Junc 30, 1985,

The regional rural banks, which have be¢n set up in rural India are desgined to play a
sivotal role in rural credit: They have been evolved as low cost and rural based
ristitutions. Their operational area will be relatively small and their staff is to be
ecruited locally so that they will be familiar with the local condition: and local
anguages. The regional rural banks, by bringing credit facilities verv nearer to the

loor of the.poorer sections of the rural people, will help to relieve (.2m from the grip_

f the money-lender. Incidentally, it should be mentioned here th. small/ marginal
armers, agricultural labourers, artisans and other weaker secticns in rural areas
onstitute the main beneficiaries of loan assistance from regional rural banks. _

| should be noted kere that the lead bank scheme and the proposal for the setting up
f regional rural banks are complementary to each other. So far, the lead bank has
een the sponsoring bank for the regional rural banks and as such, the establishment
['the rural bank should be viewed as a suitable institution for strengthening the
istitutional structure in the district where the lead bank is expected to play a
ominant role in financing. ) : . '

s the rural banks are now taking up the implc’mcnlation of a'l bankable schemes

hich concern the small and marginal farmers, rural artisans and landless labourers,

is desirable that these rural bar.ks have their representatives in the disttict
ynsultative. committees in all the districts where these banks are operating; This will
'ing about greater involvement of the rural banks in the lead bank scheme, -
loreover, the opening of regional rural ba.aks in the distiists will help to remove the
fo big constraints Which the banking system has hitherto been experiencing in
ipleinenting the lead bank schems : 1) inadéquate number of banking offices in -

mote parts of the couniry, and 2) high cost of servicing small ‘accounts, |

ludies undertacia oy KBl in 1980 have brought out that it was 'nol"jzossible for some

:anches of RRBs to become economically viable owing to corpetiticn from
ymmercial and ceaperative banks and aiso because of their Ioca*on at centres
idowed with limited potentiality. Nevertheless, it is heartening to riote that the RRBs
id been able to {ulfil the prime objective of meeting the credit requirements of rural
YOT. :

~

3.6 NATIONAL BANK FOR AGRICULTURE AND

RURAL DEVELOPMENT (NABARD)

1t NABARD came into existence or: June 2, 1982 following the-recommendations
the Committee to Review Arrangements for Institutional Credit for Agriculture

d Rural Development (CRAFICARD). The Commyittee set up by the RB! in

arch 1379 submitted its final report in March 1981, The.setting up of NABARD as
apex body for rural credit could be construed a5 a logical step in the organisational
siution of Reserve Bank to decentralise its functions retaining the essentia, conirols.
though NABARD has been entrusted with the tesk of overseeing the entire rural
«dit system, the organic link of RBX with NABARD nas been retained by formally
ntributing half of its share capital and by noninating three of its Directoss on the
ard of NABARD with a Deputy Governor of RBI as Cnairman. NABARD has
ien over entire functions of the Agricultire Refinanzz and Development

rporation (ARDC) as well as the refinancing role of RBI vis-a-vis Staté

operative Banks and Regional Rural Banks.

e capital of the Bank is Rs. 100 crore subscribed by the Central Government and
RBI in equal proportions. For its term loans, the NABARD draws furds from the
vernment of India, World Bank and other multilateral and bilateral agencies us

I as the domestic money mdrket.

+ Agricultursl FTn :nte In [odls
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13.6.1 Ftinctions R ‘ ' e

Financial Functions : .

One of the most important functions of NABARD is to extend production and
marketing credit which include, inter alia, refinance loans and advances repayable
over periods not exceeding 18 months to State Cooperative Banks, Regional Rurai
Banks and other financial institutions. This facility of loans and advances is available
for agricultural operations and- marketinig of crops, markeling and distribution of '
agricultural inputs, marketing activities of artisans or small scale industrics, etc: The
NABARD is also empowered to extend loans and advances apainst the security of
stocks and promissory notes. Incidentally, the shart-term loans granted to state
cooperative banks {SCBs), Regional Rural Banks (RRBs) and financial institutions as
approved by the RBI can be'converted intp medium-term loans for a period not
exceeding 7 years under conditions of femine and other natural calamities. Medium-

* term loans for periods not less than 18 months but not exceeding 7 years are granted

to SCBs and RRBs for agricuiture and rural development and some other purposes as

. the NABARD determines from time to time. The NABARD has been permitted by

the Act to contribute to the share capital of or purchase and sale shares of, or invest
in the securities of any institutior: engaged in agriculture and ruvai development.

In an effort to promote agriculture and rural development, lh;_?- NABARD also grants

‘long-term loans and advances to Land Development Banks (LDBs), RRBs,

commercial banks, SCBs and other {inancial institutions. Furthermore, NABARD is
entitled to extend loans and advances to the State Governments from the National
Rural Credit {long-term operations) Fund for periods not exceeding 20 years 1o
enable therm 1o subscribe directly or indirectiy to the share capital of a cooperative -
credit society. '

Coordinating, Advisory and Miscellaneous Functions

Aparl from being a source ol different types of loans and advances, NABARD is also
entiusted with the task of coordinating the operations of several institulions engaged
in the field of rural credit and also to maintain expert staff for studying the problems
besetting agriculture and rural development. :

NABARD maintains 2 Research and Development Fund (RDF) to help and promote
research in agriculture and rural development including the provision of research and
fraining facilities. The Central Beard of NABARD is also empowered 10 establish a
sReserve Fund’ or any other fund as it deems fit. NABARD undertakes the inspection
of RR Bs; besides the cooperative banks. Applications from these banks seeking
permission for opening new branches are, however, submitted to the NABARD for
onward transmission with commenis to the RBI. Furthermore, the RRBs and the

“cooperative banks have to furnish to NABARD the copies of the returns which the
_ former submit to the RBI under various sections of the Banking Regulations Act.

13.6:2 Performance

Since its inception in 1982, the NABARD has initiated a number of measures for
augmenting the flow of credit to the rural sector in general and to small and marginal
farmers in paiticular through strergthening the itistitutional rurai credit structure.
Recently, the NABARD has also decided to liberalise the terms of lending in ordef to
stimulate credit flow to the rural non-farm sector. The quantum of refinance

 assistatice to the commercial banks, cooperative banks and RRBs has been stepped-up

" [rom 90% _lo' 100% of bank loans. * .

NABARD hes helped in achieving the growth targets in farm and non-farm sectors.

Its aperations and objectives have been dovetailed into other national objectives like
balanced regional growth, economic improvement of the weaker sections of the rural
sociely, etc. ‘

Aggregate short-term credit limit sanctioned for financing seasonal agricultural
operations to State Cooperative Banks amounted to Rs. 1,233 crore during [984-85 as

“against Rs. 1,245 crore during 1983-84. The performance of NABARD in respect of

medium and long-term credit was equally impressive. NABARD’s medium-term loans
for approved agricultural purposes increased sharply from Rs. 32 crore at the end of -

_ June 1984 to Rs. 158 crore at the end of June 1985, IRDP was tlte second important
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programme to which NABARD committed Rs. 302 crore and disbursed Rs. 291 crore Agicullutal Finance I Tndie
during [985-86. \

NABARD has laid greater emphasis on agricultural credit. As a result, its assislance

to agriculture and allied activities has gone up. tremendouslty. NABARD has also,

provided substantial relinance for IRDY and for bringing about necsssary

improvements in lending for poverty alleviation programmes. : 3

A close analysis of the flow of rural credit reveais that NABARD has met with little
success in reducing imbalances in rural development, as North Eastern region
wccounted foy about 2.1% of its refinance in 1985-86 as against 2/3 oi cumulative
lisbursements in Northern, Southern and Western regions.

‘heck Your Progress C )
) State whether the following statements are True or False, . .
1) The Regional Rural Banks Ordinance was enacted in 1975, ' '
1i) A sponsored bank compctes with the RRB.
iii)  NABARD cxtends refinance facilitics to RRBs.
iv) RRBs are taking up all such schemes which help the marginal farmeys,
rucal apiisans and Jandless labourers.
v) NABARD was set up in 1972.
vi)  Subscribed capital of NABARD is Rs. 100 crores.
vii} NABARD grants long-term loans to LDBs and RItBs.
viii) RRBs undertake the inspection of NABARD.
ix} . NABARD is making efforts to strengthen the base of rural cradit,
x) NABARD has succeeded in eliminating regionat imbalancg.

~

(3.7 LET US SUM UP

he magnitude of rural indebtedness has been continuously increasing indicating the
00r economic situation of peasants. Farmers require two types of loans:

) Consumption loans, and ii) Production loans. On the basis-of time, loans can be
Jlassified into threg categories as short-term, medium-term and long-term loans.

Sarmers can borrow irofm non-institulional agencies as well as iastitutional agencies.
With the establishment of cooperative banks, the share of institutional crédit in the
‘otal has gone up over time. Since 1970 India has relied on multiagency approach to
-ural credit in which inslitutions like cooperatives, commercia banks and regional
'ural banks have participated.

Cooperative institutions, with three-tier structure of Primary Agricultural
Zooperative Credit Socicties, Central Cooperative Banks and State Cooperative
3anks, provide short-term and medium-term loans while Land Development Banks
srovide long-term loans. However, these could not provide adequate finance to
igricuiture sector. Since 1969, commercial banks have starled pamcxpaung in rural
:redit by providing crop loans and term loans. -

Regional Rural Banks have been set up to help the weaker sections ix: ihe rural areas.
The public sector banks have been empowered to sponsor RRBs by participating ie
‘heir capital and also organising and staffing them in the in'tial stages. Tnough RRBs
1ave largely succeeded in helping the poor and weaker sections of the society, they -
1ave been caught up by problems like inadequate resources and mounting overdues.

NABARD has come into existence in June 1982 mainly to extend refinance facilities
.0 agricultural cooperatives, rural banks and commercial banks for short, medium
ind long-term requirements. The real purpose of the NABARD will be 12 =asured by
‘he transformation it can bring about in the rural cred:: system so-as to shape it mto
o effzctive instrument for the welfare of poor pcasanls

5)
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13.9 AN'SWERS TC CHECK YOUR PROGRESS

13.8 KEY WORDS

' Credit Strucldre : Various levels at which the credit is made available.

Sacial Control : When the producuon is asked to serve social priorities, along with.
the commercial objecuves

—

A-1) Primary Agncu]luml Cooperalive Credlt Societies, Central Cooperatwc Banks,
State Cooperative Banks,
2) Purchasing new plots of Iand, pcrmanem 1mprovcment in existing Jand,
reduction of debt,
3) 1) owned ii) deposits; loans
~ 4) i) Mahajan ii) short iif) 30 iv) State Cooperative Banks.
B 2) i} False ii) True iii) True iv) False
3) i) perennial plantation i) indirect iii) Selective
C B 1) True ii) False iii) True iv) True v) False vi) True vii) True viii) Falsc ix) True
x) False

13.10 TERMINAL QUESTIONS

I) Explain the need for institutional finance for agriculture in India.

2) Discuss how cooperalive banks are helpful to the farmers in solvmg the problcm
of indebledmniéss.” '

3) Explain the contribution of cooperatives to the financing of agricuiturc in India.

-4) Explain clearly the main sourcé of agricultural credit in India. How far the

nationalised banks have been able to meet the credit needs of the farmers?

3} Assess the achievements of commercial banks in India.

6) How far NABARD has bcen success{ul in creating refinance facilities to the other
banks in India? .

7)- Examirie the salient features of Regional Rural Banks. _

8) Discuss the recent changes in the supply situation of rural credit in India,

Note': These questions- will help you to understand the unit better. Try to write
*answers for them, But do net submit your answers to the University l'or
assessment. Thesc are for your practice only.

SOME USEFUL BOOKS

.Gupta, 8.B. 1982, Monetary Economics, 5. Chand & Co. New Delhi. (Chapter 9)

Mishra, S.K,, 1990, Money, Income and Financial Institutions, Pragathi
Publications, Delhi. (Chapter22)

Mithani, D.M., 1990. Money Banl;i'ng International Trade and Public Finance,
Himalaya Publishing House Delhi, (Chapter 17)

Sundaram, K.P.M., 1989. Money, Income and Financial Institutions, Sullan

" --Chand & Sons, Ncw Delhi (Chapter 5)
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In Block 3 you have learnt about the Indiau Financial Instiations whxch assist in !
providing the medium term and long term financial assistance to Indian industries. i
For any student of economics and commerce, it is equally necessary to know about -
the role of intemational financial institutions which help the transfer of funds from
one nation tg the other and constitiite an important component of the international
financial system. In this block you will study about the concept of international
financial system and the working of the two main international financial institutiors,
viz., International Monetary Fund and World Bank. This Block consists of thres o |
- umts (Unit 14 to 16) ' I

Unit 14 explains.the need for international finance and the institutional mechanism -
that exists'to facilitate the flow of funds between the nations, «

Unit 15 explains the objccu\res and the working of the International Monstary Fund
(IMF) and discusses the problems of exchange rate stability and international .
liquidity. :

=— ==

Unit 16 describes the objectives and flmcnons of the World Bank. It also discusses
the role of the World Bank, its contribution and failures.
¥
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UNIT 14

Structure
14.0  Ohbjectives
14,1 Introduction
14.2 Need for International Finance
14.2.1 Short Term Flow of Funds
1422 Long Term Capital Flews
143 Foreign Exchange Market .
14.3.1 Composition of the Foreign Exchange Marke:
14.3.2 Spot end Forward Markets ..
. 14.3.3 Exchange Rate Regimes . '
14.4 International Money and Capital Markets
1441 Money Markets
. 14.4.2 Capital Markets .
14.5 International Financial Institutions
14.5.1 The Intenational Monetary Fuind
14.5.2 The World Bank
14.5.3 The Affiliates of the World Bank
14.6 Let Us Sum Up ' |
14.7 Key Words ’
- 14.8- "Answers To Cheek Your Progress’

14.9

_ Terminal Questions

INTERNATIONAT, FINANCIAL
SYSTEM—AN INTRODUCTION

- i rems

- 14.0 OBJECTIVES.

?

. Tnternational financial system refers to the system for the flow of funds between
‘taiions, The need for the flow of funds arises on account of two reasons. First, the

-

After studyirg this unit, you should be able to:
. o Expldir ‘2 need for international finance
.. -& Describe U & structure of international finance”

o Discuss the working of the foreign exchange market
e State the natu :e and working of intérnational :ﬁdncy and capital markets
.® Describe - role of leading internationsl financial institutions,

K

-

14.1 INTRODUCTION

trade between the nations often requires international teansfer of funds. Since trade

+ rdrely assumes the form of barter; there is normally either a surplus or a deficit in the
balance of trade of a.conntry. This will require transfer of fands betwetn the :

cavatries, A second category of transfer of funds from one country to another

involves long-term capitel flows. These may be at both the government and the

pr-vate levels, In this unit you will study the need for international financial flows as
well as the institutiona} arrangement that exists {o facilitate such flow of funds. In
warticular, you will study the functioning of foreign exchange market, international

money and capital markets, roles of
. Bank and its affiliates, .

the International Monetary Fund, and the World

8

" 14,2 NEED FOR INTFRNATIONAL FINANCE

A

The need for international finance is of two kinds: 1) short-term, and 2) long-term.

LT T vl By
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Internationhl Financial
System

. The balance of payments of almost all countries are invariably in disequilibrium. This

implies that there is,either a surplus or a deficit in the balance of payments. This
would require flow of short-term funds from 2 surplus to a deficit country. On the

-other hand, flow of long-term capital between the countries is guided by two factors:

1) the fore:gn capital needs of developing countries and 2) the investment
opportunities available abroad. Now let us discuss in detail about short-term
requirements and long-term requirements separately.

14.2.1 Short Term Flow of Funds

As discussed earlier, the need for short term flow of funds at their international tevel
arises from the disequilibrium in the balance of payments of the various countries.
But what does this disequilibrium mean? The balance of payments of a country refers
to the net claims of a country against the rest of the.world arising from the
transactions -over a certain period. When these claims are positive, the balance of
payments is said to be favourable, while if these claims are negative the balance
of payments is termed as unfavourable. In order to follow this statement, it is
necéssary to understand the book-keeping of the balance of payments. In Table 14.1
given below, dccounts of a country's balance of payment*: have beeri presented in a

summary form,

-

Table 14.1
Accounl of a Counliry's Balance of Payments (An Illustralmn)
Receipts (Credit) Amount Payments (Debit) Armount
‘ ® )
Exports of goods 1,300 Imports of goods 1,400
Exports of services 140 Imports of services 120
Unilateral receipts - : 160 Unilaterzl payments 40
Capital receipis - 300 Capital paymenis ' 400
Exports of gold ) 100 Imports of gold 40
Total receipts _ 2,000 Total payments 2,000

The balance of payments of a country involves double entry book keeping aad is, -
thus, always in balance. This implies that total receipts are equal to total payments, If
you look at Table 14.1 carefully, you will observe that both credit and debit sides
have the same total, that is $2,000. Still the balance of payments of this country may
not be in equilibrium and may require flow of short-term funds between this country
and the rest of the world. This is really a paradoxical situation and it deserves-careful

" attention. Since this is a somewhat complex sitnation, it is necessary for us to

consider-each item of the balance of payments account separately.

1) Commodity exports and imports : In the balance of payments accounts of a
country the most important item is commodity trade, i.c., exports and imports.
While commodity expotts from a country create claims on importing countries,
commodity imports result in debt gbligations to the countries which have
exported goods to this country, Unless exports and unports are done by a
countiy strictly on barter basis, they are not equal. Even in cases where foreign
trade is planned and regulated by the government of a country, there may be
either a deficit. pra surplus in the balance of trade of a country. This would lead
to flow of short-térm funds between the country and its trading partners,
provided payments and receipts under the other heads (as shown in Table 14.1)
do not eliminate the need for this flow.

/

2) Invmhl&s, exports and I.InPO‘l"S Along with exports of goods a country also
exports services in its various forms which create claims against-the foreigners.
All ,these claims appear in the balance of payments accounts of a oounlry on the
receipt side. In Table 14.1, you will observe that the exports of services appear
on the credit side of the ba.lance of payments accounts. Now, the form in whiich a

‘country exports services requires some explanation. Major services items ~
generally included in the balance of L-iyments accounts are paymeénts-for
- smppmg and freight services, payments for banking, insurance and brokerage
" services, returns on foreign investments, expenditures by the foreign tourists and
. the residents of the country abroad, and expenditures incurred by government
agencies abroad, and the foreign govcmrqent agencles in the country. Let us
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consider the case of some country, say India. Suppose, shipping, banking
insurance and such other services are provided by the Indian companies to
foreign firms, claims would be created against them and thus these services
weuld appear in India’s balance of payments on the receipts side. Conversely
when ti1e Indian firms avail the services of foreign shipping corporations, banks
and insurance companies, they would have claims against the Indian concerns
and these would appear in India’s balance of payments on the payments side, -
The same is true of other receipts and payments items.

3) Unilateral transfers : Unilateral transfers, such as personal remittances, gifts,
grants, and indernities. etc., do not involve any claim for repayment, and are,
therefore, termed as unrequired transfers. These transfers may appear on both
credit and debit sides of the balance of payments accounts of a country. Let us first
see what unilateral transfers would appear on the credit side of the balance of

payments,

A country may receive grants and gifts from forsign governments and institutions
- involving no repayment obligation. In the balance of payments account, these
-would be shown as the receipts item on the credit side, Over thé past three
decades the less developed countries have received substantial grants from the
developed countries. Remittances are a-recent phenomenon. In India's case
remittances have constituted the substantial portion of the unilateral transfers on
the credit side of the balance of payments account. Indemnities and separations
are not normal transfers. These were collected by the USA and its allies from
* Germany after World War 1. These receipts appeared in the balance of payments
accounts of the recipient-countries of réparations. When thesé unilateral
transfers appear on the debit side of the balance of payments account, then it
means that the country has made gifts and grants, has paid reparations, and has
permitted remittances. ' o

. 4) <Capital receipis and payments : Receipts and payments on account of exports

.. and imports of commodities and services and unilateral transfers constitute the

. - current account of the balance of payments. There is invariably a deficit or a'
surplus in this account. In the capital account of the balance of payments of a
country, all autonomous transactions involving receipts and payments of money
capital are registered. Capital flows between countries take various forms such as
borrowings, repayments of loans and foreign private and public investments.
When z country receives loans or raises equity capital the amount raised is shown
as capital receipts on the credit side. The repayment of loans and repatriation of -
foreign capital are shown on the debit side of the balence of payments accounts.
Like the current account, the capital account of the balance of payments shows
either a deficit or a surphus. However, it is only when we take both the current
and capital accounts together that we know whether there is 2 net deficit or a net
surpius in the balance of payments accounis-of the country.

5) Gold movements : Gold movements between the countries is of two kinds. First,
it may be exported or imported like any other commodity. In such a case it is not
to be distinguished from other commodities. In the second case gold movements
are caused by the need to offset deficits in the balance of payments. When this is
done, gold performs the function of the medium of exchange at the international
level. In the balance of payments accounts of a country, import and export of
gold are treated in the same manner as exports and imports of other goods, i:e.,
exports of gold are.shown on the ~redit side while imports of gold appear on the

. debit side. Thus merely from balance o2 paymeits accounts one would fail to
know the actual reasonr for. gold movements.

Having discussed the book keepfing of the balance of payments, we are now in a
position to follow the meaning of disequilibrium in the balance of payments. The
differénce between the exports and imports of a country is known as the balance of
trade. When exports exceed the imports, the balance of trade is said to he
favourable. Converse!v when imports exceed exports, the balance of trade is
considered to be unfavourabls, The deficits in the balance of trade may be offset or
accentuated depending upon whether the other heads have a surplus or a deficit. In
Table 14.1 the country is shown to have a deficit of $60. If we consider the curren
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account consumtmg trade of commodities and services and the unilatéral transfers,
we find that there is a surplus of $40. Since capital receipts are $300 an’tfcap:tal
payments are $400, there is a deficit of $100 in the capital account. Considering both

- the current and capital accounts, we-note that there is a net deficit of $60. This has
necessitated a net export of gold amounting to $60. This deficit could also be offset

by taking short-term loans from capital-surpius developed countries and international
financial institutions like the International Monetary Fund.

14.2.2 Long Term Capital Flows
While explaining the book-keeping of the balarce of payments a refcrence has been

. madeto capital flows. You will now learn that the long-term capital flows are caused

) i by the development néeds of the various countries. Presently the world can be

broadly divided into. the capital surplus countriés and the capital deficit.countries.

“Most developed countries are the capital su rplus countries, while almost all

developing countries are the capital deficit countries. Since the countries falling in the
latte: tuizzory have not been able to save adequately for their investment
requueménts they unport fo,rc:g;n capitel from “he capital surplus coun‘ries.

Forelgn capital usually takes two main forms : i) private foreign investment, and

ii) foreign aid. Before World War II, private foreign investment was used by the
colonial powers to exploit the market of the colonies, Since these colonies have
become independent, the penetration of private foreign invesiment in its earlier form
has stopped. Currently private foreign investment assumes two forms : i) direct
foreign investment, and ii} indirect foreign investmant. The bulk of the direct
foreign investment is now made by the multinational zorporations (MINCs). These
MNCs provide substantial amount of financial resources to the countries where they
set up branches and subsidiaries. The capltal recipient countries thus get substantial
help in meeting their needs of capital for growth. But these countries subsequently
face problems when repatriation of profits by MNCs sgarts or the production plans of

. these companies starc causing distortions in their industrial structure. Indirect foreign

investment takes place when nationals of a country make investments in the
shares and.debentures of the foreign companies, At present most of the private
foreign mvestment is made in the direct rather than mdlrecl form.

Foreign aid, refers to official loans and grants given in currency or in kind from
developed countries and international financiai institutions to, less developed

.countries. These loans and grants are provided for development purposes. In

international finance oaly-those loans and grants are relevant which are provided in
currency. The chief characteristic of such aid is that it is made available on
concessional erms implying that ke rate of interest is lower and the maturity period
is longer. Foreign aid rarely involves «ny foreign cxchange problems when it is
provided. Since aid is given by the: dcvelopcd countries in their own currencies and
by the international financial institutions in the currencies of the developed countries,
it can be used easily to-buy capital. eqlupment and techl.ology in the'internarional
markets. However, the problem .arises when debt servicing obligations are to be met, -
For this purpose aid recipient countries would need foreign exchange which they can
acquire only by having surpluses in their balance of payments. This in most cases is
qmte' difficult to accorrlisiz. ‘As a‘result most countries inviting foreign capital are

‘now in tight corner. 'I'he;,r have either already fallen in the debt trap or are facmg the -

risk of falling into it.

Check Your Progrcss A ‘
1) State the twe main reasons why thcre isa need for 1nternanonal fina.uce.
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2) State the two main forms in which inter- cm_:::n' long-term capital flows take
place.

-




3) Which of the following statements.are True and which are False : : .
i) - Balance cf payments of a countryis said to be favougable, ifits nct claims -
arising from all the transactions with the rest of the: world are.positive...-
i) Balance of trade refers to the difference between a country’s commodity
" exports and imports. o -
lit) Balance of payments of a country are always in balance it accounting sense
and therefore cannot be in disequilibrum. _ .
iv) Trade deficits or surpluses do not require flow of funds between the
countries. < . -
v) Exports and imports of-services and the unilatéral.transfers affect
international flow of funds, - i )
vi) Unless capital and current accounts parts of the balance of payments
accounts of a country are considered together, one cannot know whether

there is a deficit or surplus in its balance of payments.

143 FOREIGN.EXCHANGE MARKET

Most countri€s in the present day world have open economies which means that
some residents of these countries are engaged in international transactions. These
transactions can be in the form of commodity exports and imports, services exports
and imports inter-country unilateral transfers, capital flows and exports and imports _
of gold. Most of these international transactions have one spegial characteristic whichs
distinguishes them from purely domestic transactions, They require use of foreign
currency by the participants in the transaction. For example, an Indian firm
" importing ‘goods from the USA, will have ta acquire dollars for meeting payments
-2Fgations. Similarly, a Canadian visiting India will have to obtain rupees igr /
- xchange of dollars which he may be carrying. The international transactions thus
require exchange of one currency for another. This buying and selling of currencies
take place in the foreign exchange market.

" The term foreign exchange in a nomow sense refers to foreign currencies. In

. broad seuse the term foreign exchange includes not only foreign currencies, but
also bank deposits denominated in 2 foreign currency and short-term claims on
foreigners expressed in foreign 'currenr;i'es. Most foreign exchange transactions,
however, presently involve purchases and sales of foreign currencies and bank

- deposits denominated in foreign currencies, - .

L]

14.3.1 Composition of the Fb;eign Exchange Market

The main participarits in the foreign exchange markets are : 1) retail cusfomers,
2) commercial banks, 3) foreign exchange brokers, and 4) central banks.

1) Retail customers : Individuals and business firms are the retail customers. They
"buy and or sell foreign currencies either for transaction purposes or for adjusting
their porticlios. The main transaction piL. roses for which the retail custcmers
deal in foreign currencies are commodity expc-’s and imports, services exports
and imports and buying and selling of securities. Some retail customers
participate in the foreign exchange market on a regular basis cnly to adjust their
portfolios i.e., changing the amounts of the various.currencies held. Retail

‘. customers normally do not transact directly with each other. Their transactions

involving buying and selling of foreign cirrencies are mostly with the cou@ercial

2. -Commercial benks : The commerdial bank is considered to bé-the most
* important institution cperating in the foreign-exchange market. Commercial

banks hold foreign exchange inventories which enable them to transact in foreige
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3)

currencies with the retail customers. If a retail customer buys foreign exchange
from the bank, the latter’s holding of foreign exchange diminishes. Conversely

" when the retail customer sells foreign exchange, the bank’s foreign exchange

holdings increase. The process of buying and selling of foreign exchange by the -

retail customers to commercial banks goes on continuously. It sometimes resuits
in excess foreign exchange reserves with the commercial banks while at other
~mmes there may be shortage of foreign exchange with them. Moreover-at any

given.time while some banks may have excess holdings of foreign exchange, the '

other banks may befacing shortage of foreign exchange. Under these
circumstartces commercial banks transact in foreign exchange with one another.

Foreigﬁ éxchange brokers : In certain countries the most notable being the

_ USA, commercial banks do not transact in foreign exchange directly with each

other. They usually acquire the services of foreign exchange brokers for this

. purpose. The brokers themselves do not transact in the foreign exchange. Their

4)

- main fynction is to bring together the banks which ate wanting to buy foreign

exchange with those which are wanting to sell it. Therefore the role of the
brokers is that of inter-bank intermediaries. While performing this function, the
brokers do not bear any risk arising from exchange rate fluctuations. In fact, this
risk is borne by the commercial bank which as dealers of foreign exchange are
required fo hold foreign exchange inventories.

Central hanks A country’s central bank is an important participant in the

- foreign exchange market. Its acmury is guided mainly by two purposes : i) to
. support the domestic currency in the foreign exchange market, and ii) to regulate ~
" the amount of the country’s foreign exchange reserve. However, to achieve iis -

objectives the-central bank generally does not aperate in the foreign exchange
market directly. It often relies on the services of commercial banks and foreign
exchange brokers for its Lransactlons in foreign exchange. -

‘ 14.3.2° Spot and Fo_rward Markets

The forelgn exchange market is one of the largest. markets in the world, You can
imagine the size of this market from the fact that its daily trading volume exceeded
3100 billion level in recent years. Foreign exchange markets are often classified as

* spot markets and forward markets. This distinction is essentially in respect of time' of

delivery of foreign exchange and payment for it. In spot markets, transactions

-involving the purchase and sale of foreign currencies are done for immediate
delivery. In practice, this often takes one or two.days’ ime, but in no case more than

-this, The exchange rates used for these transactions are the prevailing exchange rates
and are characterised as Spot. exchange rates. Individuals when they wish to go abroad
_or want to Temit their savings to their native countriesbuy foreign exchange in the spot
market. However, for trading purposes buyirng and selling of foreign exchange in the
spot markets may not be entirely safe. Since exchange rates are found to fluchiate
over time an importer will have to safeguard his interest against these possibilities by
buying foreign exchange in' the forward market. Suppose, an Indian firm hopes to
‘receive delivery of goods from an American. firm-after 30 days. This firm has.two
‘options for arranging the payment. First, it buys dollars in the spot market at the time

of delivery of the goods Alternatively, it makes a contract today to buy dollars in 30

days ‘The first option is risky. Suppose, between thz time of placing the order and
receiving the delivery the rate of exchange changes in an unexpected manner rising

from Rs. 18,00 to Rs. 19.00 per doliar. It can inflict heavy losses on the Indian firm if ‘

it had decided to buy dollars in the spot market at the time of the delivery of goods.
This loss, however, can be aveided if the Indian firm buys dollars in the forward
market for future delivery and payment at a rate of exchange determined today The:
“importance of the forward exchange market in international finance is great, since *
most transactions in foreign cxchange really involve forward transactions.

14.3.3 Exchange Rate Regimes

In the earlier section, we have referred to spot and forwartl exchange rates. You must
be wondering as to how the exchange rates are determined. Further, why do
exchange rates change and is there any system whereby the fluctuations in them can
be prevented? -

LY

LTt T

= z.-m_-rrzl-u—u.. v




I z '
Economists generally distinguish among three basic types of exchange rates regimes. ntematlonal F“s‘;:t‘:::'

A brief description of these will provide answers to the questlons posecl above You
will levrn more about them in Unit 15. ‘ -

1) Freely flaxible (or free-ﬂoaﬁng) exchange rate regime : A-system of freely -
- flexible exchange rates is characterised by exchange rates which fluctuate freely.
in response to demand for and supply of foreign exchange. This system is the
least complex of exchange rate regimes, The principal advantage of freely
. flexible exchange rates is that they adjust automatically to secure equilibrium
<* in the balance of payments. Since freely flexible exchange rate system does not
: . provide for official intervention to support exchange rates, it frecly responds to
~ + changes in the fictors underlying the demand for and supply of foreign
» exchange. But this also implies that freely flexible exchange rates are highly
volatile. Their principal disadvantage is, therefore, that they transmit price
instability and thereby discourage trade and reduce economic welfare.

2. Fixed (or pegged) exchange rate regime : A fixed exchange rate regime is
characterised by a stable exchange rate within well defined narrow limits through
official intervention. Under this systemn exchange rates are not permanently fixed.
They can be changed (though not frequently) in response to structural changes
which résult in persistent balance of payments deficits or surpluses. To begin
with, au exchange rate under the fixed exchange rate regime is determined
keeping in view the balance of payments positions of the countries in question. In

-fact, it is balance of payments position of a country which decisively determines
the demand for and supply of its currency, and in tum its value in terms of other
currencies. The main advantage of a fixed exchange rate system is that by
providing stability to exchange rate it eliminates a source of vncertainty in

_ internationsl trade. The main disadvantage of the system is that 1t makes
restoration of equlllbnum in balance of payments difficult.

. 3) Managec_l (or controlled) floating exchange rate regime : Managed floating
exchange rate regime refers to a system in which rate of exchange is adjusted
\.  through government intervention quite frequently in response to changes in the
- foreign exchange market. The government, however, does not commit itself to
maintaining a certain fixed exchange rate. Its attempt is limited to prevenung
wild fluctuations in the exchange rate. This policy results in orderly changes in
the exchange rate. The mair advaniage of this system is thai it does not resuli
in large deficits or surpluses in the balance of payments of any couniry vnless
it has some structural problems. It also avoids the uncertainty and volatility of
thé freely flexible exchange rate system and instability associated with the
“infrequent adjustments characterising the fixed exchange_ rates regime,

1

Check Your Progress B .

: 1} Distinguish between spoi and forward eachange markets, -

"2} List the main participanis in the foreign exchange markets.

- ' ) .
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4} Which of the following statements arc.True and which are False:

i) Retail costemers generally transact in foreign exchange directly.

ti) Commercial bank is the most important participant in the foreign exchange
market. '

ii) Spot foreign exchange transactions involve immediate delivery of foreign

+ exchange and paynient.

) I a forward market the price at which currency is traded is set concurremly
#ith the sayruent and detivery of the currency.

v} A frecly flexible exchange rate regime exists whenever exchangc rates are
frecly de:termmcd by the demand for and supply of currencies by private
partics,

) In a system of fixed exchange rates under po circumstances rates of ‘exchiange
arc allowed to change.

¥ii) The system of managed {loating is an attcmpt to combine the advantapes of
fixed exchange rates with the flextbility of freely ﬂo;.ung exchange rates.

14.4 INTERNATIONAL MONEY AND CAPI’I‘AL
MARKETLS

Money and capital markets are an integral part of any financial system. Their role is

" quilc important in international finance. You inust be aware that well-developed
money and capital markets exist in many world cities, but in major international
financial centres like London and New York, they attract funds from all over the
world. Therefore, the financial capabilities of the major money and capital markets
are great and the funds available with them are used by a variety of domestic and
foreign groups on an extensive scale. .

144.1 Mone}r Markets

A money n market refers to a market for transactmg in fi nanual assets of relatively
short-term maturity, Thess include demand and time deposits, treasury-bills, rade
bills, acceptances and a variety of other short-term claims. A mouey market provides
an outlet for funds fo those lenders who wish'to keep their financial resonrces -
Kauid, For example, people making deposits with the commercial banks can
withdraw their money any time. Similarly investments in treasury bills are highly
liquid due to their casy marketability. In the absence of a money market, all funds
kept in liquid position will remain idle. The money market is of great importance for
the borrowers who need funds fora relauvely short period, particularly for
self-liquidating pro]ects

Short-t=rm funds are made available in the money market by a variety of domestic’
and foreign groups among which the most notable are commercial banks, non-bank
financial institutions, corporations and other business firms, the central banks,
governments and individuals. The demand for short-term funds also comes from
these institutions and individuals. Major money markqés which have emerged as the
international financial centres, are closely integrated with the foreign exchange
markets. In these centres a la:ge share of the funds is used for financing the foreign
wrade and moverent of services between the countries.

In the absence of strong exchange.controi measures, a money markei wouid be
highiy sensitive to internglional differences in interest rates, If the interest rate is
higher abroad, there will be an outflow of short-term funds. Howaver, the extent of
such an inter-country flow of short-term funds largely depends on interest rate .
differentials wnich should be large enough to offset the cost of curcency conversion
and forward contracts. A second Factor having considerable bearing on the flow of
short-term funds is the degree of externai disequilibrivm. Generally short-term
funds have a tendency to move from a country with a weak or depreciating currency

~ due to its chronic balance of payments problem to a couniry with a strong currency.

During the post-World War II period, governments of many less developed countries
had prevented this flow of funds by resorting to stringent exchange control measures.
Finally, domestic disturbance and political instability also results in large outflow of
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. funds, The flight of capital from many less developed countries in recent years can be Interuetiona] Financial
explained only in these terms. S - System

Mobility of short-term funds is generally desirable and is normally stabilising in
"'nature. However, it may not always be so. In case of a covntry faced with persistent

. deficit in its balance of payments a large outflow of its funds may prove destabilising,
*. That is why the governments often do not permit sudden international shifting of

. short-term funds. ' :

A money market acquires international character when there is a worldwide general
acceptability and use of the domestic currency of that country to which this market
belongs. This confidence in the currency of a particular country results in a situation
where these money markets develop as major centres of foreign exchange reserve.
Before World War II the London money market was a leadin g reserve centre.” |
-However, its importance as an, international financial centre was weakened due 10
UK's decline as an economic power. After World War II the New York money
market emerged as the leading reserve centre. This was natural-due to dollar’s
- convertibility into gold and the supremacy of the USA as an economic power. It is
interesting that since marty countries hold their.reserves in a particular country, the
transfer of short-term fungs from the former makes the latter a net debtor on the
“short-term capital account, This in course of time creates the confidence problem in
the reserve currengy. It actually happened during the early 1970s when the
confidence was shaken in dollar and it was exchanged for other strong currencies in
buge amounts.
N oo . . .
Apart from the cagial banks of the varous countries which hold their foreign
exchange resery=s.in the international reserve centres, commercial banks and business
firms also hold,short-term claims as working balance against the major reserve
72itres.The financial institutons at these centres are well organised and thus always
find profitable investinent outlets for these funds. ) -

14.4.2 Capital Markets

In contrast to the mensy market which covers dealings in short-term claims to assets,
the capital market deals in long-term claims to assets, such-as government bonds, -
and corporate shares and debentures, In any capital market there are four broad”
categories of the suppliers of long-term funds : 1) individnals, 2) commercial banks,
3) non-bank financial intermediaries (like insurance companies, investment trusts,
unit trests and pension and provident funds, and 4) development banks. The demand

 for long-term funds in most countries comes from individuals, unincorporated
concems, business corporations, public corporations and the governments.

Capital markets now exist practically in all those countries where some
industrialisation has taken place. However, the major capital markets in the leading
industrialised countries have acquired, international character. From this point of view
the New York capital market now enjoys a unique position. London was the
principal capital market in the late eighteenth-and the nineteenth centuries. Its
importance vis-a-vis the New York capital market has been less in the twentieth:
century due to the decline of the UK as an economic power. ' :

Enter-country movement o% 1 »-g-term capital is considered to be conducive to a high
level of investment and production. The major capital markets which have emerged
as the international financidl ceutres channelise Iong-term investment to countries
where they have optimal commercial use. In New York and London, investment
bankirg firms play a significant role in promoting the sale of new foreign securities.
They often underwrite the foreign issues. In the USA, the UK and the countries of
western Europe, apart from the new issue market for foreign securities, a éecondary
market for foreign securities also exists. Securities issued by foreign corporations are
traded in the'stock exchanges and over-the-counter markets of the.North American .
and West European countries, . o4
International movements of long-term capital were restricted by the povemment of

many countries in the post-World War If period. There were two reasons for ’ _

adapting this policy: ' - _ . 13
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, 1) On account of the inglorious role of the foreign private investment in the past,
many colntries with their newly-won independence looked at import of foreign
" capital with suspicion and thus imposed restrictions on it.

2) Since the foreign private capital was more interested in quick yielding sectors, it
! was expcctcd to create distortions in the economic structure of the host country.

Howcvcr, in course of time controls on ¢apital ﬂows were relaxed Consequently, the
flow of long-term private funds between the countries has increased. Since capital
flows are guided largely by the amount of returns, more private capital has moved
between-the various developed countries than from the developed to the dcvcloping
countries. The explanation for this is simple. Because of very low level of income in
dcvclopmg countries, the size of market tends to be small, The inducement to invest
in these countries is, therefore, much less than in the develpped countries. Perhaps
this exylains why the substantial portion of long-term capital flows from developed
countries to less developed countncs are cha:mel.led through governmcnt and its

© agencies.

Check Your Progress C
1) Distinguish between a money market and a capital market.

2) State which of the following statements are True and which are False:

i) Financial assets oftrelatwely short-term matu.nty are transacted in & money
market.

il) A money marke' is generally insensitive to interest rates differentials at the
international level:

iii) International mobiiity of short-term funds is normally stabl.l.lsmg

iv) At present the London money market is the most important reserve centre.,

v) In case a country’s money market emerges as a leading reserve centre, the
country itsel will become a net debtor on the short-term capital account.

vi) It is unlikely that the reserve currency will ever face confidence problem.

. vii) Long-term claims to assets-are transacted in a capital market.

viii) International movement of long-term capital is not conducive to a high level
of employment.

ix) Presently the importance of the New York capltal market is less.

x) Major capital markets which have emerged as the international financial
centres facilitate inter-country movement of-long-term"capital.

14.5 INTERNATIONA—L FINANCIAL INSTIIUTIONS

In‘emational financial institutions are an mportant component,of the existing
international financiat sysiem. From this point of view the International Monetary
Fund (IMF) and the International Bank for Reconstruction and Develcpment
(ABRD), better known as the World Bank, are particnlarly important. The decision to
set up these institutions was taken at the Bretton Woods Conference held in 1944. In
the present section you will learn briefly about their objectives and working. The
subsequent units (Units 15 and 16) will deal with these institutions in detail.
Preszndy, the World Bank has two affiliates: 1) the Intecrnational Development

Ass~ ~iation (IDA} and 2) the International Firance Corporation (IFC). Although
thesz two institutions Jave separate existence, yet they have some orgamsatlonal links
with the World Bank and in.essence play 2 complementary role.

1 v -

14.5.1 The International Monetary Fund

The IMF is now 2bout four and a half decades old. Its main cbjectives as they are
listed in tke Articles of Agreement are promotion of international monetary
co-operation and international trade in order to realise high levels of income and

-,

[ e P ettt

1) = ——




. ."émploymeqt'-F:om this point of view the IMF would attempt to promote exchange | . . Internationel Firamcia)
- fate stability, discourage adoption of exchange controls, ‘assist member countries to : Srifem

restore equilibrium in balance of payments and develop a multilateral system of
pavments, ' : : .

.'Ihc_archjtect.é of the IMF were aware that these objectives were difficult to achicv'.re;

these were, therefore, considered mainly as guidelines for the general behaviour of
the member countries. Ever since the IMF was set up the members-of the IMF have
feund it difficult to eliminate exchang= controls. Some countrics persistently had
deficits in their balance of payments due to structural factors, such as lack of energy
Tesources, basic raw materials, shortage of food etc; These countries in any case

‘cannot remove exchange controls completely, Attempts were made by the IMF to

prevent frequent changes in exchan ge rates for about two and a half decades by
recourse to a system of fixed exchange rates. The system of fixed exchange rate,
however, broke down when some leading countries in violation of the rules floated
their currencies in the early 1970s. Exchange rate stability is no Icnger an objective of -

the IMF. The IMF, however, has helped member countries by granting locns from ifs
resources to the member countries to correct temporary maladjustme.s iz heic
balance of payments. The IMF does not provide funds to any member country 3z
correcting a fundamental disequilibrium in its balance of payments. The objectivz-of

developing a multilateral system of payments has always eluded the IMF, -

14.5.2 The World Bank

The International Bank for Reconstruction and Development (IBRD), also known as
the World Bank, was set up in 1945 as a twin institutien of thie IMF. It was in fact
the first attempt to regulate long-term capital movements among nations in an
orderly manner to accomplish some pre-conceived long range plans, Its objectives
are:.1) to assist less developed countries in need of capital, 2) to provide resources to
countries devastated by war, 3) to facilitate flow of private capital among the
countries and 4) to create conditions conducive to international trade between the
countries. Thus the architects of the World Bank had set noble goals before it.

" Notwithstanding the useful services which the World Bank has rengdered in
 facilitating international flow of capital, its activities have invited criticism due to its

partisan approach in determining terms and conditions of loans, high rates of interest
and bias against less developed countries of Asia and Africa. Most experts now agree

. that the conservative practices of the World Bank are not always approprate to the

_'i'he International Development Assﬁcintion o

more complex situations-of some of the developing countries. The World Bank should
hze shown greater flexibility and dynamism in channelling_ funds to these countries,

14.5.3 The Affiliates of the World Bank

‘The International Development Association (IDA) and the International Finance

Corporation (IFC) are the two affiliates of the World Bank. Legally and financially T

their entities are separate from that of the World Bank.

.

The IDA was'set up in 1960. The need to set up the IDA was felt long ago. In the N

‘late 1940s it was recognised that there was a need for establishing. an international

agency for financing the development of less developed countries on relatively casy
terms. The IDA was set up precisely for this purpose. In fact, its creation highlighted

‘three imortanit points: i) It is a step to institutionalise the concessional finance for

developr-snt purposes; ii) it has made poverty and economic backwardness in
underdevéloped countries a matter of concern for the developed countries of the
world; and iii) by improving the economic capabilities of the less developed-
countries, it attempts to promote a system of-multilateral trade and payments,

R ! '
The membership-of the World Bank is a prerequisite for the membership of the IDA.
Any member.of the World Bank can join the IDA, How=ver, if he ceases to be a
member of the World Bank, its membership, of the IDA s aptomatically terminated.
The members of the IDA are divided into two groups, viz., Part ! and Part I, Part ] -
countries are the developed ones and Part II are the less developed ones. This
categorisation has been made to determine the basis for flow of funds from the richer
members to the poorer members of the IDA. Presently, the IDA is usnally referred
to a5 the soft loan window of the Warid Bank. Yt underlines the fact hat ifs terms 15
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and conditions of Ieans are easy aﬁd concessional. The idea underlying the
concessional terms and long maturities.of the loans given by the IDA is that they
should ot be burdensome on balance of payments of the borrowing countries. -

‘The International Finance Cerporation o

The IFC 'was set up in 1956 to help accelerate economic development of its member
countries, particularly in less developed areas by encouraging the growth of '
productive private enterprise. it thus supplements the activities of the World Bank. In
order to realiss this purpose the IFC assists productive private enterprise in

developing countries in association.with private investors, It does not seek guarantes

" of repayment. by the governments of these countries. The IFC also attempts to bring

together domestic and foreign private capital and management and tries to create
conditions conducive to the flow of private capital, both domestic and foreign, into
productive investment in member countries. .

The role of the IFC is thus to generate private resources for development projects.
Leit to market forces these resources would not be forthicoming. The IFC promotes
productive private investment in thrge ways: a) by.direct-investment;b) by obtaining
additional foreign and domestic capital; and c) by providing technical assistance. -
Though the IFC's preference is generally for private enterprise, it sometimes invests -

_ in enterprises in which both private and public sectors happen to participate. The

IFC, however, invests only in those developing countries where sufficient private
capital is not available on reasonable terms. -
* —auit

The m;:mbérship of the IFC is open only to those countries which are members of the
World Bank, If a country ceases to be a member of the World Bank, its membership
of IFC. terminates automaticaily. " ’

Check Your Progress D

1) Name the two major intemational financial institutions.

2) Which aré the two afiliates of the World Bank? |

B eereeer s
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3) State which of the following statements are True and which are, False

i) The IMF mobilises long-term foreign capital for the devehoprnent projects of
the less developed countries. ' :

ii) The IMF has succeeded to an extent in helping the member countries to
correct temporary mal adjustments in their balance of payments. | |

iii) The World Bank provides funds to member countges to correct fundamental
disequilibrium in their balance of payments.

iv) The World Bank assists less developed countries in rieed of capital for their
devclopment projects. . : N

v) The IDA provides development aid to less developed countries on
concessional terms. - : -

i) The IFC is usually referred to as the “soft loan window” of the World Bank.

vii) The IFC was sct up to further cconomic devclopment in less developed
countries by encouraging the growth of the productive private enterprise.

viii) The membership of the TDA is open to only those countrics which are the
members of the World Bak,

14.6 LET US SUM UP

Intermational financial system refers to the system of flow of financial resources
imong the nations. The rieed for international financial flows arises from the
disequilibrium in the balance of payments of the various countries, the development
needs of less developed countries and the desire of the private capital to take

| reer——
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advantage of the investment opportunities abroad. Often transfer of financiat Inlernationa! Financial
resources on account of trade deficits and imbalances in invisible account are short~ System
term. In contrast, capital flows are long-term. C

International transfer of financial resources requires use of foreign currency.
Currencies of different countries are exchanged for one another with the help of

* reign exchange market. The main participants in the foreign exchange markets are
-retail customers, commercial banks, foreign exchange brokers and central banks.
Among these commercial banks are the most important participants. Retail :
customers do not transact directly. Th.e’yf meet their foreign exchange needs from the
commercial banlﬁfﬂ The central bank\isl the overall controlier of the foreign exchange

SR VL :

market,

-

Foreign exchange market is one of the largest markcts\[;is broadly classified into the

spot and forward foreign exchange markets. In the spo&n'arkels the foreign exchange
;._tﬁéqsactions are done for immcdiaS’é. delivery and paymient, while in the forward

¥ market the foreign exchange transdctions are done for future delivery.and payment at
.a pre-detertined rate.

The rate at which one currency is exchanged for another currency is called an
exchange rate. For an efficient functioning of the foreign exchange market there has
to be some well defined exchange rate system. Broadly there are three basic types of
exchange rates systéms: i) freely flexible (or freely floating) exchange rate regime;

i) fixed (or pegged) exchange rate regime; and.iii) managed (or controiled) floating
exchange rate regime. ,

Money and capital markets play an.important role in international finance. A money
market is a market in which financial assets of relatively short-term maturity are
transacted. Some highly developed money markets have emerged as international
financial cenitres. They are very much sensitive to international differences in interest
rates. However, flow of short-term funds among the nations is often influenced by the
relative strengths of the various currencies. This flow of funds is generally stabilising
in nature, The capital market refers to that segment of the financial market in which
long-term claims to assets are exchanged. The major capital markets of the
industrially advanced countries channelise long-term investment to countries where
profitable opportunities exist for them. This is largely true of the private foreign
capital. Long-term loans at the government level, often known as foreign aid, are not
channelled through capital markets. < : ’

International finapcial institutions constitute an important component of the
international financial system. Presently, the two major- international financial
institutions are: i) The International Monetary Fund (IMF); and ii) The Interrational
Bank for Reconstruction and Development, better khown as the World Bank. These
institutions have existed for the past four and a half decades. The IMF assists the
member countries in tackling their balance of payments problems and thereby
encourages international trade. The World Bank provides long-term finance to
member countries for the reconstruction and davelopment projects. The World Bank
has two affiliates, viz., the International Development Association ( IDA), and the
International Finance Corporation (IFC). The IDA:, finances the development.
programmes of less developed countries on easy terms, The IFC generates private
resources for the d-velopment projects in the private sector.

-

14.7 KEY WORDS -

Balance of Payments : Differeiice between the receipts'and payments of a country,
keeping out accommodating transactions. “

Balance of Trade: Difference hetween cqmﬂoc'ﬁty exports'and imports.

Cazpital Market : A financial market in which long-term claims to assets are
cxchanged. :

Discquilibrium in Balance of Payments: A surplus or a deficit in balance of
Dayments,
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Exchange Rate: The rate at which one currency is exchanged for another. -

Fixed Exchan‘ge Rate Regime: A system of stable exchange rate within well-dcfined
limits. . '

Forcign Aid: Official loans and grants.

Forcign Exchange : Foréign currencies and bank deposits denominated in foreign .
currencies. : ' '

Foreign Exchange Market : Market in which foreign exchange is transacted.

.lf‘ofward_Foreign Exchange Market : The market in which foreign exchange

transactions are done for future delivery and payment at a pre-determined rate,

Freely Flexible Exchange Rate Regime: A system of exchange rate in which rates of
exchange are allowed to fluctuate freely in response to demand for and supply of

_ forcign exchange.

International Financial System : A system for the flow of funds between the nations.

Manéged Floating Exchange Rate Regime: A system in which rate of exchange is

-.adjusted through government intervention quite frequently in response 1o changes in
-demand for and supply of foreign exchange. - .

".Money Market: A market in which financial assets of short-term maturity are

transacted.

Spot Foreign Exchange Market : A market.in which foreign exchange transactions

- are done for immediate delivery and payment.

[ ===y Bl

14.8 ANSWERS TO CHECK YOUR PROGRESS

‘A 2} i) .Pl'iVElI@ Foreign Capital  ii) Foreign aid

"3} i) True iiyTrue iii) False iv)False v)True vi)True

B 2) i) Retail Costomers it) Commercial Banks
ili) . Foreign Exchange Brokers - iv) Central Banks
3} 1) Freely flexible (or freely floating) cxchange ratc regime.
it) Fixed (or pegged) exchange rate regime.
iii) . Managed (or controlled) floating ¢xchange rate regime, o
4) i) - False ii)True iii)True iv)False v)True vi) False vii) True

C1) i) True ii)False iiiyTrue iv)Faisc v)Truc vi) False  vii) True
- viii) False' ix) False 'x) True

. D 1) i) The International Monectary Fqnd _

ii) The World Bank
2) i) The International Development Association
" ii). The International Finance Corporation
3) ©) False ii)True iii) Faisec .iv) True v)True vi) False  vii) True
viii) Trne - B

.

14.9 TERMINAL QUESTIONS

1) Discuss the factors from which the need for international finance arises,

2) | Explain the paradoxical situation that in spite of the fact that the balance of

payments accounts of a country are always in balance, the balance of payments
itself is most of the time in disequilibrium. * '

3} Distinguish between the spot and forward foreign exchange markets. Why are
transactions in forward foreign exchange markets done? -

4} What are the basic typzs of exchange rates regimes? Which one in your opinion
is the most appropriate for the present day conditions?

[




5) Discuss the role of money and capltal markets in the int¢mational flow of funds. -

6) What purposes arc being served by the Inlcrnanonal Monelar}' Fund and the
World Bank and its affiliates?

a

Note: 1uese questions w:ll help you to understand the.unit bcller Tryto
write answers for them. But do not submit your answers to the

Umversny for assessment. These are for your practice only
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15.4 Exchange Rate Stability versus Managed Float

'15.4.1 Adjustable-peg System
15.4.2 Failure of the IMF .
15.4.3 The System of Managed Float

15.5 The IMF and International Liquidity

15.5.1 The Problem of International Liquidity
15.5.2 Proposals for Raising International Liquidity
. 1553 Role of Special Dawing Rights

15.6 Let Us Sum Up

15.7 Key Words :
-15.8 Answers To Check Your Progress

15.% Terminal Questions ’

"15.0 OBJECTIVES

After studying this unit, you shouid be able to:
- Explam the objectives and working of the International Monetary Fund .
- Idenufy the issues involveq in the systems of fixed and ﬂoatmg rates of exchangc
® Describe the failure of the IMF in ensuring exchange rate Stability
e State the problem of international quuidify
o Explain various proposalsl for raising international liquidity

15.1 INTRODUCTION

In Unit 14 you have leamt that the need for short-term international finance ariSes
due to the problem of disequilibrivm in balance of payments. The Interrational
. Monetary Fund (IMF), which was established in 1944 at Bretton Woods, is
wnmdercd as the Ieading international institution which-helps its members in
overcoming their short-term balance of payments problem. The IMF in tae carlier
phase of its. existence had favoured exchange rate stability because it believed that
stability in exchange rate helps boih trade and capital movements at the international
level. However, if exchange rate stability is overstressed, it often results in
unwarranted balance of payments deficits. This actually happened in case of a

- number of countries making their currencies over-valued. Among these the US

- dollar was the most impottant. But the USA was not willing to devalue its currency

>~ and bring the exchange rate to its realistic level. Under the drcumstances the system

of stable exchange rates collapsed in the early 1970s. It got replaced by the system of
managed exchange rate floating implying that the rate of exchange would keep on
changing in response to changes in foreign exchange markets. This system wilt
normally prevent emergence of a large deficit in the balance of payments-af a country
unless some structural factors in operation are keeping persistent pressures on its
balance of payments position. Apart from systematising the determination of
exchange rates, the IMF also works as an important source of international liquidity.

| ———————
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In this unit we shail dtscuss the op]ectwes and the workmg of th= IMF particularly ) Intemuonl Monetary
stressing its role in ensuring a rauona.l exchar.ze rate system and adeqjuate amount of Fang
international liquidity. .

15.2 OBJECTIVES OF THE IMF

The IMF was set up in. 1946 as a wcc:éhsed agcncj of the United Nations and
almost all the non-communist nations of the world are its members (though seme
commumst countries also joined it later). -

According to the Articles of Agreement signed by the member countries, the main
objectives of the IMF are as follows ;

1) to promote inten_:national monetary co-operation, :
to facilitate the expansion of international trade with a view to realise high levels
of employment and real income, .
3) to promote exchange rate stability and dlscourage compeunve devaluauon of - : /-
" currencies, -
4) todevelopa multilateral international payments system,
5) to eliminate exchange controls over current transactions,
6) to assist member nations to correct balance of payments maladjustments, and
~7) toreduce the duration'aud the severity of balance of paymen'ts disequilibrium.

Obviously these objecuves are 1.1t°rrclated and aim at helping the member countries
to realise economic prosperity by managing their balance of payments freely and
efficiently in ways conducive to international harmoay. Since competitive exchange
depreciation and exchange contrels nndermine intemational harmony and are also
considered to be affecting international trade adversely, they do not find favour with
-the IMF. Until the early 1970s the IMF stressed the need for exchange rate stability

- "because it was believed to be a precondition for eliminating a major uncertainty
factor in international trade. Of course, if some couatry persistcntly had deficits in its
balance of payments, it could formally devalue its currency. But in response to its
action of devaluation, other countries could not be allowed to indulge in competitive
exchange depreciation. In 1973, in spite of endcavours by IMF the system of stable
exchange rate broke dowr. because the major industrial countries abandoned their
exchange rates and floated their currencies, This implied that the exchange rates were
:c be defermined by the prevailing conditions in the foreign exchange markets.

The founders of IMF recognised that if international trade is to be optimised it is
necessary to have a multilateral international payments system. Under this payments
system direction of foreign trade of a country is not directed by-its holdmgs of
parti~:.lar currencies. This means that if a counfry holds pound sterlings, it is not
necessary that it should import goods and services from the UK only. Under a
multilateral payments sustefn, forc:gu exchange seserves held in any curren~y ca:a be

* . "used for irrporting goods and services from any country. This is possible becanse of

. the free convertibility of the currency. Obviously, it was not easy t: develop this
system due to the inherent weaknesses of the currencies of the less developed
countries. However, the founders of the IMF saw no hanm in at least making an Toe
attempt in the direction of developing a multilateral payments system.

The IMF has given particular attention to the ob]cctwc of assisting membsr nations
ovefcoming their short-term balance of payments problems. From this point of visw
the BMF provides a n;ht to its member-countries to ‘draw’ on its resources to finance
a temporary deficit in their current account balance of payments. This awangement

-~ enables member-countries to tide over their balance of payments problems without
infroducing exchange controls in one form. or the oth..r

15.3 WORKING OF ’I‘HF IMF

In the workmg of t.hc IMF threc aspects deserve particular attention. These are as A
follows: I 2
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1) Determination of quotas-
2) Determination of par values or cxchange rates
3) Borrowings from the IMF

15.3.1 Determination of Quotas

The quotas of all the members aggregated to.SDR 90 billion in 1989. The Interim
Committee of the IMF after reviewing the position in September 1989 had
recommended that quotas of the members should be increased on priority basis
keeping in view the changes in the world economy and the members’ relative position

_ in the world economy. While revising quotas of individual member countries it is
necessary to maintain a balance between different groups of countries,

Quotas of the membcr countries reflect their contribution to the resources of the IMF
and provide a basis for'determining members’ access to these resonrces and their
voting puwer. Members’ shares in allocation of Special Drawing Rights (SDRs) also
‘depend on their quotas. Quotas of the member countries have been determined
keeping in view their nationat incomes, gold and foreign exchange reserves and
the volume of intermational trade, This has naturally resulte! in large differences in
the quotas of different countries, The largest quota is of the USA which accounts for
20 per cent of the total ginta of the IMF. The UK, France, West Germany and
Japan are the other lead‘ng members of the IMF. They together account for a little
more than the US quota. Quotas of the other countries are small and thus in respect
of decision making they do not matter much.-In fact, the large size of the US quota

" has given it overriding powers to influence both the policies and practices of IME.

It needs to be understood that quota of a country has three dimensions:

1) It specifies the amount of cortribution of the member-country to the IMF. Of
' this contribution 25 per cent is to be paid in gold an the remmaining 75 per centin
national currency ’

. 1i)y Country’s quota determines the drawing right of a country, Le., the ame :a
whichi the country can borrow from the IMF

ii) The quota also determines the voting right of the member Countries.

15.3.2 Déterminaﬁon of Par Values or Exchange Rﬂtés

Until the system that was conceived at Bretton Woods in 1944 did not break down in
the early 19705, the members of the IMF were unider a statutory oblipation to deela e
par values of their currencies in ierms of gold control of the US dollar {{ziter oa :n
terms 6f SDR), Since this obligation was binding, most countries fulfillcc it and
declared the par values of their currencies. However, there were some defau'ters, bt
even those countries attempted t maintain de facto parities and thus adhered to the
IMF’s system of the stable exchange rates often characterised as the system of pegged
exchange rates,

Member-countries had transactions with the IMF at the official per values, Only these
2xchange rates were to be used even for Pprivate transactions. For spot transactions
«leviation from the par value in the range of 1 per cent was dllowed, In December
* 1971 the Smithsonian Agreement widened this range to 2.25 per cent above or
: below the par value. This obviously suggzsts that the founders of the IMF in their
. Visdom thought that the stable exchange rates.regime was conducive to both
international trade and international flc w of capital,

In the earlier phase that lasted for moce than two and a half decades the member
countries had the right to change th¢ par values of their currencies in the range of 10
per cent by simply intimating the IMF. However, for changes in the exchange rates
exceeding 10 per cent, approval of the IMF was necessary. These changes were
allowed whenever they were required for correcting fundamental disequilibrium in
the balarice of payments, Hence the IMF never stressed upon exchange rate rigidity,
though it always sought to promote exchan ge rate stability. .

Although at the end of the 1960s the dollar was losing prestige, due to persistent
deficits in the USA's balance of payments yet there was no crisis of confidence in it.
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However, when on August 15, 1971 the US government announced that it would
no longer redéem dollars from other céntral banks for gold or other reserve asscts,
the demand for the currencies of varions European countries increased and people
wanted to get rid of their dollar holdings. In this situation the earlier stable exchange
rate system of the IMF became unworkable. A number of countries refused to
support their parities, :lllowmg their currencieés to float upward. For about four years
attempts were made 19 revive the earlier system but withou: success. Finally in
January 1976 the issue was resolved by legalising the managed float. The IMF has
not adopted formal rules for managed floating and therefore rates of exchange keep
on fluctuating in response to changes in foreign exchange markets. This implies that
if some country persists with deficits in itc balance of payments, its currency will
inevitably depreciate. Therefore, it is necessary that the balance of payments of the
country must be kept in order.

15.3.3 Borrowings from lhe IMF

As explained earlier in this unit, the IMF aims at helping its members to overco.ne
their balance of payments problems of temporary nature, From this point of view it
" scils those currencies to the member countries which they need for meeting their
short-term debt obligations. These exchange transactions between the IMF and its
members are not ordinary transactions involving buying and selling of currencies. In
essence they are ‘torrowings of the other countries’ currencies by.the member-
countries from the IMF though the borrowers are required to give their own
currencies in exchange of the foreign currencies from the IMF. The borrowers are
required to pay interest which increases with the amount and the duration of
borrowings. The repayment of loan involves repurchase of one’s own currency by
making payment in gold or in the currency in which the loan was originally taken.

A member-country, however, cannot get loans from the IMF in unlim®*- i quantity.
In this regard there dre two restrictions: First, the IMF will not n~rzaally hold a
' uountry s currency in an amount exceeding 200 per cent of i*5 quota Tous meais ‘izt
in 2 normal case the total borrowings of a country from the IMF wi'" -ot exceed 125
per cent of its quota. This condition can however be waived by the ZMF in special
cases. Second, the borrowings from the IMF by a country should net raise the Fund’s
holdings of the latter’s currency by more than 25 per cent of its quota clunng a one
ear-penod end.mg on the date of borrowmg

The right 2 borrow or draw foreign currencies from the IMF enablez member-
ccuntries to tackle their short-run balance of payments problems without recourse to
bilateral balncing of transactions. In a multila:-4l payments system which the IME
is waning tc strengthen, the member-count-ies would not seek loa 1s in currencies of
only those countries with which they have bl'a 2ral deficits, In fa-t, in such a system
loans i m any foreign currency will be good enough to meet 323 cbiigations. In
practloe the IMF has yet to evolve a multilateral payments system. Hence most of
the timme IMF is approached by the member-countres to seek loans in particular
currencies due to their wider acceptability.

Check Your-Progress A ' i
- 1) What is the International Monetary Fungd -

Iniernational Monetary
Fund
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4) Which of the following statements are True and which are False:

i}y The IMF in fﬁc earlier phase of its-existence had stressed exchange rate
-, stability, : : ‘ .

ii) "After the break down of the earlier IMF system the new s}s;em that has
emerged'is kanown as the fluctuafing exchange rate system,

. iii) The decision *o set up the IMF was taken at the conference heid at the

Bretton Woods.

iv) Exchange controls are necessary for the intematio,nal_liannony.

~ V) Quotas of all the members of the IMF are not the same, and therefore the

voting rights of the members are also different. :

vi) Members of the IMF b.::rracw;r 'flun'ds from it for financing their development -
projects, E .

vii) _Mer_nbcrs of the IMF. can borrow from it in unlimited quantity to meet their’
debt obligations arising from the deficits in their balance of payments. ° .

" viii)In.a multitateral system of payments the members of the IMF would not seck

loans from it in currencies of only those countries with which they may have
bilateral deficits. . - \ - i o .

:15.4 EXCHANGE RATE STABILITY VERSUS

MANAGED FLOAT

For a long time economists were convinced that the system of fixed exchange rates .-
was preferable to a system of fluctuating exchange rates. As stated earlier in this
unit, this was also the view of the founders of the IMF. They had therefore provided

. fora system of stable exchange rates. However, under changed circumstagces,
~ adjustment could be fonnally made in the sxchange rates. This sysiem was known as

adjustable peg regime. This system broke down in the 1970s giving way to a new

© system known as, the system of managed float. .

15.4.1 Adjnstab.le_-p,eg 'SS#Sten_:

The édjusrablé-peg system of exchange rates which was adopted by the IMF at the .
Brerton Woods Conference (often called the Bretton Woods systém) continued for
about two and a half decades. It was believed to be having the following Ments:

3)

) .Erliminales uncertainties of Eoreigu:lrﬁde : International trade is beneficial to 4ll

the participating countries and, therefore, everything possible must be done to
encourage it. However, international trade involves two problems which are not
there in domestic trade. ‘First, for making payments the importer.nceds to obtain
the necessary foreign exchange as the domestic currency will not be of any use'to’

-him. A fluctuating exchange rate upsets his plans and ‘calculations.of obraining, . -

- foreign exchange for imports. Secondly, if the rate of exchange keeps on'

fluctuating in an erratic manner, it can also upset the importer's calculaﬂqné with
regard'to his profits. Hence the rate of exchange should be relatively stable: The

IMF system of adjustable-peg was expected to tackle this problem.

Facilitates inter-couniry flow of private capital: Although in modern world:
international flow of capital is not decided entirely on economic considerations,

* the inter-country movement of private capital sirely takes into acccunt the

relevant economic factors. Among these an important factor is the absence of
uncertainties associated with fluctuations in the exchange rate. Fluctuations in
exchange rate create conditions in which large capital losses cannot be ruled out.

. This naturally deters inter-country mevement of foreign private capital. The

adjustable-peg system of exchange rate, which prevailed till the seventies created
conditions conducive to inter-country flow of foreign private capital by
eliminating uncertainties caused by possible fluctuations in exchange rates.

Prevents speculation in foreign exchange : Theoretically it is poszible to arpue
that speculation in foreign exchange has a tendency to smooth out fluctvaticns in
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the exchange rate caused by trade and has thus a stabilising effect. In practlice, . Intemnationa} Monetary
‘however, the experience of speculation in foreign exchange is not very Faad
encouraging, as it has invariably contributed to unwarranted fluctuations in the

rates of exchange. Freely flexible exchange rates provide much scope for

speculation in foreign exchange, while adjustable-peg regime of the IMF

provided little scope for such speculation as the exchangc rates were by and large

ﬁxed

4) Checks import of inflafion : When a currency depraciates, it increases the prices
- -of imported goods and services, resulting in a rise in the prices of domestic goods
and services. Due to persistent deficits in their balance of payments, the
currencies of most of the developing countries Have a tendency to depre -iate
over time in a flexible exchange rates system, these countries fail to averc import
of inflationary pressures. However, under adjustable-peg regime the stable
exchange rates help by insulating an economy fron: tile possible import of .
inflation resulting from continuous fall in the external value of the country's . .
currency. : 3

15 4 2 Failure of the IMF .

The ad]ustablc-peg rcglmc broke down in the 1970s, undeslining the. failure of tt‘c
IMF. One important factor which contributed to the system’s collapse was inflazion in
the USA caused by the wrong policies of the govemment to finance the Vietnam
War, This inflatio resulted in deficit in balance of payments of the USA. On the

7' ner band, at this juncture, thére vere certain countries of Europe which were
having aumius in thetr balance of payments. These countries were unhappy with
these developments. They were keen to prevent import of possxble inflation from the
USA. In 1971 the prevailing conditions encouraged speculation in forelgn exchange.
Since dollar at this point of time was overvalued and the US government was
unwilling to devalue it, speculators became more and more anxious t- change dollars
into German marks. In the first week of May 1971 there Wwas larpe trading in marks
and dollars and in three days $2 billion were exchanged for marks. Since further
trading could have serios s repercussior., on the German economy, it was suspended -
and the Frankfurt foreign exchzng: market was closed. Wher. the foreign exchange
marke: reopened the followiag week, Germany allowed the mark to float contrary to
the statutory provisions of the IMF. At thi¢ junciure Australian. shilling and Swiss
Franc were revalued. However, the’ dcﬁcu in the US baiance of payments continued, -
to.increase. There was mus:..vc.outﬂow of both short-and tong-term capital from the

" USA. The Spcculatlon against dollar persisted and the confidence in if was greatly
- shaken, In spite of these developments the. USA’s approach was not to devalue the

- over-valyed dollar_This made the. matter worse. The central banks ‘of major countries .

- 1 th's situation failed to stave off Speculation against dollar, The integration of the
: ‘world economy in general and of the financial markets in particular had exposad the ¢
" system to speculation and. ccr:tam other types of d:stmbancca Multinational firms. ’

;

“moved large funds arousd in: pursuit of short-term gains. Unable to sustain all these

-pressurﬁ the IMF system as concewcd at Bretton Woods fina'ly collapsed.

Bretton Woods system.

‘Let us now attempt to understand whether there was any basic defect in the Bretton

" "According to the experts, August 15, 1971 the day when the USA formally

abandoned the convertibility of doliar into gold actually marks the demise of thc

Woods system or it was some unexpected chance development that caused its break -
down. Most experts now believe that undue stress on exchange rate sfability and
reluctance on the part of the leading developed countries to devalue their currencies
for correcting balance of paymerits disequilibrinm were the two most important
reasons for the collapse of the Bretton Woods system. The system was based on the

. presumption. that the: pa.nttes of major currencies would be maintained and in any

case the.exchange rate of dollar would persist unaltered, This implied that in no
situation the dollar would be, devalued and that no other major currencies would be

.revalued. This is evident from the fact that except for.the 1949 adjustments the

mdustnal countries accounted for fewer than ten exchange rates adjustments between

1945 ang 1971. The US government adopted the attitude of total casualness tojhe.

persisting deficits in its balance of payments and the consequent outflow of dollar.

This situation would have caused no anxiety had the US remained the natural leader"

of the Western World. But this was not to be. The world inflation transmitted from: : ' . 25
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the USA in the late 1960s shook the confidence of IMF members in the Bretton
Weeds system. Consequently, there was a drift from the adjustable peg regime. The

. Bretton Woo(s system no doubt failed but the working of the IMF taught the leadmg

developed countries that there are certain beneﬂts of international monetary
co-operation. : .

15.4.3 The System of. Managed Float

Some leadmg economists, like J.E. Meade, H.G. Johnson and M. Fricdman have
advocated adupuon of a system of flexible exchange rates. In their opinion, in a
system of flexible exchange rates there is a continnous process of adjustment.
Compared 16 1his, in a system of fixed cxchange rate, adjustments in exchange rate
are undertaken only under situations of crisis. Obviously, this makes the systemn of
flexible exchange rates preferable to the system of fixed exchange rate. The system of
flexible exchange rate removes pressure on the government to intervene in
internatichal trade for restoring equilibrium in balance of payments. It also gives
freedom to governments to use instruments of domestic policy exclusively for the
pursuits of domeslic objectives. Further, when flexible exchange rates arc used as
instruments of adjustment, the need for assets that could be used for meeting
international payments obligations is very much reduced.

However, the cxperiences of fle:luble. exchange rates system (or free ﬂoatmg) are not
very encouraging. Immediately after the collapse of the Bretton Woods system the
world witnessed highly destabilising swings in the exchange rates of major curreéncies.
These swings in exchange rates rarcly reflected the basic economic situations of the
countries concerned. They, in fact, were often caused by the speculative activities in
the foreign exchange market. Hence, a completely flexible exchange rates system was
ruled out. Rather, a system of managed floating is found far more conducive to

. Internation: ! trade amd capital movements in the exisling international monetary

situation. In this system various forms of co-operation and management are requu'ed.
After the break down of adjustable-peg regime when the new system of managed
float was emerging one could easily see the European countries cooperating among
themselves under the ‘snake scheme’. The snake scheme provided for the joint float
of the currencies of the European Economic Community (EEC) countrics, i.e., West
Germany, France, Belgium, Netherlands, Luxemburg and Denmark. Though not
members of the EEC, Sweden and Norway joined the common EEC float. You have
learnt earlier in this unit that under the Smithsonian agrcement a currency could
fluctuate 2.25 per cent around its central rate. Therefore, in 1972 the EEC countries
decided to tie their currencies together and limit fluctuations in their exchange rates
within this narrow limit. This arrangement was known as “the snake in the tunnel”
After March 1973 the EEC currencies though remained tied together, there was no
restriction on the amount of change in par values relative to other currencies. ‘The
new arrangement was called “the snake in the lake”. It should be noted that right
from the beginning in 1973 the UK, Italy and Ireland were not party tc the joint
floal. France disassociated itself from the ‘snake arrangement’ in 1974, Sweden left it
in 1977 and Norway in 1978. However, the way the common EEC float was
operated it can be safely congladed that the managed float does not permit
completely free fluctuations of exchange rates, and therefore does rot involve the risk
of complete disorder in the system of exchange rates.

The floating c*(change rates system can be managed in various manners. However,
two proposals in this regard deserve particular attention. Since the managed.float
approach is based on the idea of the ‘normal’ price implying that the exchange rate
should fluctuate around some equilibrium value, (in casc of drift of the actual
exchange rate from this equilibrium value) the central bank of the doncerned country
will intervene in the foreign exchange market. One proposai for intervention suggests
that when the central bank intervenes it shouid not contribute to swings in the
exchange rate. In fact its attempt should be (o moderate the swings. Therefore, no
central bank should sell its currency when the exchange rate depreciates, nor should
it buy its cirrrency when its price rises, According to a second proposal, a system of
reference exchange rates should be evolved. These reference rates should be
periodically revised and should not deviate much from the equilibrium values of the
currencies. The rule for managing the exchange rates is that no central bank should

- sell its currency at a price below the reference rate and it should not buy its currency

at a price above the reference rate.
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The system of managed float apparently looks similar to an adjustable-peg system. In
reality the two systems arc different. Under the managed float system there is
virtually no bias towards rigidity as it pernits constant adjustment ofrate of
exchange. In contrast, the adjustable-peg system invariably delays adjustments and,
therefore. eventually needs relatively targe changes in the exchange rates,

Check Your Progress B '
1) Describe the Bretton Woods system of adjustable-peg.

2) Distinguish between managed float and free float.

3) Which of the following statements are Truc and which are. False: '

+ i} The adjustablc-peg system of exchange rates facilitates inter-country flow of

private capital.

ii) -In a system of freely fluctuating exchange rates uncertaintics of foreign trade
are completely eliminared.

iii) So long the adjustable-pep system worked well, it did not leave much scope
for speculation in foreign exchange.

iv) The adjustable-peg system was not expected to provide a safety valve against
import of inﬂation

v} The IMF svstem of stable exch'mgc rates broke down because the dollar
apprecialed in value.
vi} Undue stress on exchange rate slabilily and reluctance on the part of lcading

developed countries Lo devalue their currencies even when they had deficits
in balance of payments caused the collapse of the Bretton Woods system.

vil) A completely flexible exchange rates system or free floating is preferable to
managed float because of its merit of constant adjustment.

viil) The “snake scheme™ provided for the joint float of the dollar and the pound
sterling. .

ixy The central bank’s intervention in the foreign market under the managed
float should contribute to swings in the exchange rate.

15.5 THE IMF AND INTERNATIONAL LIQUIDITY

The term ‘international liquidity’ usually refers to gold and foreign exchange reserves
position at the international level. In-September 1967, the Board- of Governots of the
IMF at their Adnual meeting at Rio De Janeiro decided to creatc a new reserve asset
in the form of Special Drawing Rights (SDRs) for meeting steadily increasing
demand for international liquidity. Since then the demand for mternanonal liquidity
emanating from deficits in the balance of payments is met from threé sources: (i) the
official gold and foreign exchange reserves of the various countries, (2) gold and
foreign exchange reserves with the IMF and (3) the SDRs: In this section, you will
first study the problem of international liquidity followed by a brief discussion of
some important proposals for increasing intcmational quuidily Since creation of the
SDRs by the IMF has been the most radical measure sinice World War 11 to augment
the intemational liquidity, it w:ll be explained separately in this section in the end.

the end. . :
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" After World War il the lmportancc of pound sterling-declined and the US dollar

. . deficits in the U3 balance of payments. In addition to dollar reserves of the various

*_distribution of foreign exchange and gold resgrves among the various countries was

- were scuttled-by the USA. When the IMF was established the price of gold was fixed

The problem of international liquidity is also linked with the exchange rate pegging.
" As discussed in Section 15.4.3 of this unit, in a system of flexible exchange rates

-augmenting the supply of international liquidity has diminished much ever since the
. Bretton Woods system of adjustable peg has been replaced by the systém of the

' 15.5:2 Proposals for Raising Infernational Liquidity

.- some cconomists and other experts made both radical and reformist proposals in

15.5.1 The Problem of Intematlonal Liguidity -

emerged as the most widely acceptable currcncy at the international level. Since
dollar was zonvertible into gold, most countries wanted:to hold their foreign
exchange reserves in dollars. The supply.of dollars depended ‘on the amount of
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countries the IMP's reserves also constiluted international liquidity. This system of
creation of international liquidity was haphazard and thus the rate at which the x
intemnational liquicity grew during the 1950s yv+as erratic. This disturbed various
economists. Robert '{riffin o-.< of the most dis.inguished economists of the late

1950s, felt that the internationz! liquidity was growing too slowly considering the rate
of growth of world.trade. The trade had grown at the rate of 7.5 per cent per annum,
while gold reserves had grownat 1.4 per cent per year and overall international
liquidity had increased at the rate of only 2.7 per cent per annum. Further, the

uneven. However, the most serious aspect of the problem was that there was no
built-in mechanism whereby an orderly increase in the mtcmatmnal hquldlty could be
possible. . .

Under the IMF system attempts to inerease the supply of gold at the desired rate

at §35 per ounce. It could not be revised upward for 28 years due to the US
opposition. As a result neither the producers of gold had the incentive to increase the
supply of gold, nor the countries holding large stocks of gold were prepared to
release thern for monetary use. The dollar reserves, however, increased in a big way
because the USA had farge deficits in its balance of payments. During the 1950s,
dollars were considered as good as gold due to their convertibility into gold. In the
late 1950s when the fact of persistent huge deficits in the US balance of payments
attracted attention of some west Eurapean countries there was great pressure on the
USA to convert dollers into gold. This caused flow of gold from the USA to Europe.
As a result the US share in the official stock of gold declined rapidly and the dollar’s
convertibility into gold became suspect. The confidénce in the dollar was on the
decline and further deficits in the US balance of payments did more damage to
prestige of the Jollar. In this situation further growth of international liquidity
became difficuit. - )

there would be much less demand for international liquidity and that would not be
difficult to meet from the given forcign exchange reserves. Hence, the pressure on

managed tloat.
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Having noted that the international liquidity was not increasing at the required rate

order to tackle the problem of international liquidity. Among the radical proposals
two were most important. Onc of these proposals was that the system of adjustable
peg should be zbandoned and in its place the flexible exchange rates system should
be adopted. This would obviously reduce the demand for international liguidity and
the existing foreign exchange reserves could easily meet this reduced demand for
international liquidity. In the early 1970s the world finally switchzd over to a system
which is in essence a variant of the flexible exchange rates system: The other radical
proposal was for reviving the gold standard of pre-World War II period. This was
considered unworkable and thus tacked much support. The reformist proposals
sought to increase the jnternational liquidity in the IMF system itself. Among these
the following proposals received much atlention, but for various reasons could not be
adopted. Nonetheless they merit brief discussion.

1) Raising the price of gold: During the 1950s and 19605 some experts, including
Roy Harrod and Jacques Rueff, Economic Adviser to President de Gaulie of
France recommended that the price of gold which was pegged at $ 35 per




ounce should be raised. In their opinion, this price was unrealistic and was
discouraging gold supply to increase, thus-creating shortage of international
liquidity. However, such a scheme was found to have its share of shortcomings.
An upward revision in the price of gold could induce speculation in gold which
was niot considered a desirable development, The possibility of flights from
national currencies to gold could also not be ruled out. If that was to happen, the
‘national currencies could not be used as international reserves. Probably on
account of these consideraxions the USA and somé other leading industrial
countries never favoured the idea of raising the price of gold though it could help
in tackling the problem of international liquidity. .

2) The Triffin Plan:Robert Triffin recommended that the centralisation of foreign *

exchange reserves was necessary for tackling the problem of international
liquidity. In his opinion, a system based on one or two reserve currencies was

very fragile, because any attempt to augment the supply of intemational liquidity

by increasing their supply could impair confidence in them: It actually happened.

in case of the Gollar. Triffin, therefore, proposed that the IMF should assume the -

character of the central banks and the members of the IMF should be asked to
deposit their foreign exchange reserves with it. Triffin was aware of the fact that
most countries would not like to surrender their foreign exchange reserves to the
IMF as it would amount to compromising on their economic freedom. He thus
suggested that to begin with the mémbers of the IMF could provide a: ound 20
per cent of their foreign exchange to augment the supply of Liternational
liquidity. The Triffin Plan being utopian was nof considered to be practicable and
thus did not reseive wider support. Hence no.attempt was made to adopt it,

3) The Bemstei. Plan: E.M. Bemnstein was associated with the IMF. He had put
forward apinposal that could be carried out in the basic framework of the IMF.
» There were two main aspects of the Bernstein Plan. First, it recommended that
, -the IMF quotas of each country should be integrated with'its official reserves.
This arrangement would have made the access of the members of the IMF to its
foreign exchange reserves antomatic: The secand proposal was with respect to
- creating a Reserve Unit Account in the IMF. The members of the IMF by -
- subscribing to Reserve IJnit Account could create additional reserves. The
" - Bemnstein Plan, Lke other proposals tried to augment international liquidity failed
- to get adequate support and was thus not adopted: The chief weakness of the
" Berestein Plan was that it offered little to tackle confidence problem: which in
‘fact was at the heart of the problem of shortage of internationat liquidity.

15.5.3 Role of Special Drawing Rights

In 1969 the Board of Governors of the IMF at their annual meeting decided to =
create a new reserve asset, Special Drawing Rights (SDRs) to meet the growing :
demand for intenational liquidity. In order to implement this decision the Articles.of
Agreement of the IMF was amended in 1967. The allocations of SDRs aggregating
9.3 billion were done in 1970, 1971 and 1972 Therenfter for seven years there were

no allocation of SDRs, The 1979 fresh allocations of SDRs totalling 12 billion began. .

‘'This ailocation process was completed in three years. Physically, SDRs are simply
book-keeping entries at the IMF in accounts of member-countries and the IMF itself.
The SDRS are not usable like national currencies. They are to be first exchanged for
national currencies with other central banks and the IMF before a country can use
them for meeting its payments obligations. ‘

Since SDRs are created to supplement the existing international reserve assets out of
nothing, great caution is needed in their creation, Any proposal to create SDRs must
have the approval of the IMF members evjoying at least 85 per cent of the vofing
power. Therefore, a proposat to create SDRs can be scuttled by the USA alone
which has 20 per cent voting power or by the EEC countries which together have
votes exceeding 15 per cent of the total votes: SDRs have been allocated to the
members of the IMF in proportion to their quotas. Therefore, the bepefit of the
creation of SDRs has gone largely to the developed coun‘ries waose quotas.are much
larger than the quotas of the less developed countries. The progosal of the’
developing countries to allocate. SDRs to the members of the IMF on the basis of
economic backwardness was not accepted due to lack of adequate support.

When the SDRs were first creztnd in i carly 1970s their value was fixed in gold:

I
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one SDR equalling 0.888671 gram of fine gold. Since this was also the value of the -
dollar one SDR became equal to one dollar. With the devalution of the dollar in
1971 and 1973 the one-to-one relationship between the SDR and dollar was
disturbed. Later on, with the decline in the importance of gold in the IMF system, the
value of SDR was fixed on.the basis of a currency basket, Presently, the basket is

- composed of the currencies of the world'’s five largest exporting countries. The

-weights of the currencies of these countries in the basket are: the US Dollar 42 per
cent, Deutsche Mark 19 per cent, French Franc, Pound Sterling and Japanese Yen
13 per cent each. :

.SDRs can  be .used by a country to finance its balance of payments deficits. As
stated earlier in this' unit, SDRs are not directly usable. Therefore, a.needy country
-will have to obtain the required currency by exchanging SDRs-for- it. As aresult,
SDR holdings of the country providing the required currency wil. increase, while
those of the country which transfers SDRs will diminish. A dountry facing no balance
of payments problem is not allowed to draw SDRs from the IMF with a view to
exchange them for national currencies. In other words, the members of the IMF are
_not expected to use SDRs for changm g the composition of their reserves but only for

" meeting tempormjy disequilibrium in their balance of payments.

It might be useful tp compare the u.nportanoe. of SDRs with that of gold-and fore:gn
exchange reserves. Presently, SDRs total around #25 billion, while the international

- liquidity is estimated to total $500 billién, Therefore, SDRs account for hardly 5 per

cent of the international hqmd.lty When the IMF declares that in future SDRs will
become the principal reserve asset, it is actually.a statement of intentions rather than
a reflection of existing facts, Many experts are convinced that these-intentions in.
future also will not be translated into reality. In their opinion, SDRs suffer from some
basic problems Whlch cannot be easily overcome. First, SDRs cannot be used as an
interventicn currency. Secondly, there is no mechanism whereby SDRs can be
created in response to increased demand for international liquidity. Finally, the veto

. power which the USA presently enjoys on the basis of its voting strength can always

scuttle any proposal to create fresh SDRs, if it conflicts with the national interests of /
this country..

L}

Check Your Progress C

I 1) List the reserve assets which presently constitute the international liquidity.

2) Fill in the blanks:
1) The vnique reserve asset created by the IMF is ........... S

In a system of adjustable peg, sincec cxchal;gc rate did not change too often

demand for intemnational liquidity ................ rapidly.

i) Under the Triffin Plan there was stress on ................ of foreign exchange
reserves.

iv) Roy Harred had recommended ................ revision in the price of gold with a

view 1o augment the supply of gold.

v) Physicaily, SDRs are simply ................ entries at the IMF in accounts of
member countries.

3) Which of the following statements are True and which are False:

i) The demand for international liquidity emanates from disequilibrium in the
batance of payments of a country.

ii} Since the World War II pound sterling has emerged as the most widely
acceptable currency at the international fevel.

iify Upward revision in the official price of gold could augment its supply and
thereby could ease the problem of international liquidity.
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iv) Large surpluses in the US balance of payments during the 1950s and 1960s ) Fund
resulted in considerable increase in the supply of dollars which could be used
as reserve asscls. -

v) SDRs are presently the biggest componcnt of the internationalliquidity.

vi} SDRs are directly usable for meeting paymcnl'; obligations at the
international level.
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15.6 LET US SUM UP

The International Monetary Fund (IMF) has cxisted for more than four d 2cades. It
has protmoted international monetaryco-operation, facilitated international trade and
assisted member-countries to correct their batance of payments disequilibria. The
IMF has, however, failed to climinate exchange controls. It attempted to promote
exchange rate stability, but the system of adjustable-peg which was expected to serve
this purpose finally broke down in the early 1970s. :

In the working of the IMF the relevant aspects are i) determination of the quotas of
the member-countries, i) determination of the par values or exchange rates, and

iit) borrowings by the membercountries from"the IMF. The quotas of all the member- i
countries taken. Iogether presently amount to SDR 90 billion. The quotas of : k
individual countries reflect their contribution to the resources of the IMF and have . ;
been fixed keeping in view their national incomes, reserve assets and volumes of .
foreign trade. The quotas also determine the voting powers and drawing limits of the i
member-countries. The IMF assists the member-countries in overcoming their short-
term balance of payments problems. For this the members are allowed to borrow
form the IMF within statutory limits.

Until the early 1970s, the par values or the exchange rates in the IMF system were
determined itx terms of the national currencies’ parity with gold. In case of
fundamentai disequilibrium in the balance of payments of a country it could revise.
the value of its currency in terms of the other currencies and gold. However,
competitive exchange depreciation was not allowed. The original IMF system lcnovm
as the Bretton Woods system stressed thie exchange rates stabiity,

From this point of view the system of adjustable peg was adopted. Under this

arrangement the exchange rate could be altered only if it was 50 warranted by the

fundamental diszquilibrium in the balance of payments of the country concemed.

This system eliminated uitcertainties of foreign trade, facilitated inter-country flow of )
private capital, prevented speculation in foreign exchange and acted as a safety valve : .
against import of inflation.

n‘ll‘r—m e

The adjustable-peg system, however, broke down in the 1970s underlining the failure
of the IMF. The failure was caused by persistent deficits in the USA’s balance of’
payments-which undermined confidence in the dollar. As aresult, devaluation of the
dollar became necessary. The USA resisted pressure to devalue the dollar for some
time and abandoned the convertibility of the dollar into gold. Under these
circumstances some leading European countsies decided to flgat their currencies and
in the process the dollar was depreciated. Thus, adjustable-peg system gave place to a
new system called the system of managed float. On theoretical grounds some
economists favour flexible exchange rate to the system of managed float. But in
practice the former has been found highly destabilising, while the latter involves
co-operation among countries to systematically revise exchange rates continuously
thus not permitting tree fluctuations in exchange rate. It is for this reason that the
system of managed flpat was adopted by these countries.

T=

The balance of payments disequilibrium and lack of multiiateralism create demand

for international hqmdlty The demand for international liguidity is presently met

from three sources, viz., the official gold and foreign exchange reserves of the various

countries, gold and forelgn exchange reserves with the IMF, and the SDRs. After

World War II the supply of internationa! liquidity has not lncreased as fast as the

demand for it. The persistent deficits in the USA’s balance of payments though ) 31
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augmented the supply of the international liquidity, it ereated the problem of crisis of
confidence in the dollar. Hence, Robert Triffin, E.M. Bernstein and Roy Harmrod put
forward proposals to tackle the problem of internaticnal liquidity. These proposals |
however were not adopted. To meet growing. demands for, the international liquidity
the IMF has created a new reserve asset called the Special Drawing Rights (SDRs). In
esserice SDRs are only book-keeping entries at the IMF in accounts of member
countries and the IMF itself. They are not directly usable. They have to be converted
into national currencies, before they can be used for meeting foreign debt obligations.
SDRs have been created in small quantities and have been allocated to member
countries in direct proportion to their quotas, Presently SDRs account for about 5
per cent of the international liquidity.: The value 6f SDRs has been fixed on the basis
of a currency basket which is composed of the currencies of the world’s five larpest
*exporting countries. :
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15.7 KEY WORDS | -

Adjustable-peg Regimé : A system of stable exchange rates with the provision for
adjustments in cases of fundamental discquilibrium in balance of payments.

AT

Brefton Woods System : The systém of stable exchange rates in the IMF framework |
as adopted at the conference held at Bretton Woods in 1944.

Devaluatipn : Reduction in the exterr:al value of the currency in terms of gold and/or
some foreign currency.

Exchange Control; A system under which foreign exchange transactions are subject
to governmert control. -

E‘.;:c]lange Rate: Valyé ofa currency in terms of some ather currency.
Fixcd Exchange. Rate : Rate of exchange that does not change.

Flexible Exchange Rate : Rate of exchange which continuously keeps on adjusting
with changing conditions.

FrecFloat: A systei:n under which rate of exchange fluctuates freely.
International Liquidity : Reserve assets positibﬁ at the international level.

Mangged Float: A flexible system of exchange rates under which exchange rates
adjustments are collectively made. '

_Mulilateral Payments: A payments system at the international level under which
any country’s currency ¢an be used for making payments to alt other countries.

Par Values: Exchange rates.

Special Drawing Rights: A reserve asset creaze by the IMF.
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15.8 ANSWERS TO CHECK YOUR PROG®ZESS

A) 4) i)True ii)False ii)True iv)False v)True vi)False
vii) False viii) True B
B} 3) i)True ii)False iii)True iv)False v)False vi)True
.. vij)False viii) False ix) False
C) 2) i)SDRs ii)rosc iii) centralisation iv) upward v) book keeping
3) )Tme fii)False iii)True iv) True v)False wvi) False

15.9 TFRMINAL QUESTIONS"

1) What are the,various objectives of the International Monetary Fund? How far
they have not been realised?




Describe the working of the’ IMF. How does it help member countries in dealing
with their temporary balance of payments problems?

What is meant by the ad]ustable-peg rcgune" Why did-it fail?

Explain the circumstances in Wthh fhe world has switched over to the system of
mandged float, , .. S . v

What is international liquidity? Discuss various proposals to augment the supply
of international liquidity.

‘What are the Special Drawing Rights? How far has their creanon solved thd' mcm
problem of international liquidity? | B ,

Note: These questions will help you to understand the unit better Toyto
‘write answers for them. But do not submit your answers to the
University for assessment. These are for your practice only.
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16.0 OBJECTIVES

After stidying this unit, you should be able to :
e Describe the objectives of the World Bank

e Expiain the various functions of the World Bank

" @ Discuss the role of the World Bank as the mobiliser of resources for reconstruction

- and derelopment

e Describe the operations of the World Bank and identify the problem associated
with its operations

» Explain the contribution of the World Bank
e Identify the failures of the World Bank.

'16.1 INTRODUCTION

The International Bank for Reconstruction and Development (IBRD), often referred
to as the World Bank, was set up as a sister organisation of the International
Monetary Fund. The decision to create IBRD was taken at the Bretton Woods
Conference in 1944, The World Bank started its operations in 1946. Its main
purpose was to promote the long-term foreign investment to help in transforming War
devastated economices and to encourage less developed economies to accelerate the
pace of their development. Obviously the activities of the World Bank were to )
remain confined to assisting only the member countries. In this unit you will study the
objectives, functions, operations and performance of the World P4nk.

16.2 OBIECTIVES OF THE WORLD. BANK

The objectives of the World Bank have been clearly stated in the Articles of
Agreement. These arc as follows:

1) Financing reconstruction of the war-devastated cconomies : During World
War II many countries of Europe had suffered heavily in terms of the destruction
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5)

of their infrastruciure and industries. The cconomies of these countries'were in World Bank
bad shape and could not generate adequate resources internally for the o
reconstruction work. Even the flow of private foreign capital to these countries

was not certain. Of course soe foreign aid was expecied from the USA, as this

. was the only developed country which had escaped the destruction from the war.

But it was not enough. Keeping these realities' in view, it was decided at the
Bretton Woods Conference that the World Bank would provide™ gnance for the
reconstruction of the war-devastated economies. '

Financing development of economically backward countries: By the time the

Bretton Woods Conference was held, it had become clear that'in the post-World

War 1I penod economically backward countries having inadequate domestic o
resources would need considerable amount of private foreign capital as well as

foreign aid to tread on the path of economic development. Given the

requirements of resources of these countries both these sources-of external

finance were likely to be inadequate and uncertain, The World Bank was thus

" expected to provide long-term financial help for development projects in

underdeveloped countries. However, considering the capital requirements of
these countries, the resources of the World Bank were meagre in the beginning
and continue to remain so even till today.

Promotion of private foreign investment: At the time of Bretton Woods
Conference, international credit structure was in shambles because the principles
of sound international private lending were not followed between World War I
and World War I Foreign loans werc obtained for non-viable projects,
sometimes at exorbitant rates of intcrest. Short-term credits werg used for long-
term investment purposes creating repayment problems. In the light of these
experiences it was unlikely that private foreign capital would be freely available
for reconstruction and developmeént projects. Even if some private foreign capital
-was available, its terms being highly unfavourable, it was not expected to be
allocated according to sound economic principles. This called for a system
whereby flow of private foreign capital could be promoted. The World Bank was
thus entrusted with the task of promoting private foreign investment by means of
guarantees or participations in loans znd other investment made by private
investors. The World Bank was not to replace the flow of private foreign capital;
it was only to provide finance for productive purposes on appropriate terms and
conditions when private foreign capital is not available at reasonable terms,

Promotion of long-term balanced growth of intermational trade: It is generally
agreed that international trade i$ beneficial to all the participants in it. Therefore.
balanced growth of intemnational trade should be encouraged. Ina highly unevenly
developed world the prospects of balanced growth of international trade would

be dim. Hence, it was rightly conceived by the architects of the World Bank that
less developed economies shoulé overcome their structural handicaps by i

_ developing their productive resources and acquire export capabilities. This

would help them in maintaining equiiibrium in balance of nayments while their
quantum of foreign trade increases. However, economically backward economies
could not accomplisﬁ this task on their own. They had fo be assisted in realising
this objective. The World Bank, keeping this reality in view encourages
mternational investment in developing countries.

Assisting member counfries in bringing abouot an easy transition from 2 war

fime economy to a peace time ecomomy : Dunng World War II economies of

most countries were consciously oriented to the requirements of the war,

Therefore, there was considerable stress on the growth of defence industries. -

After the war was over the production capacities that were created in these

industries were not requiréd and thé massive employment which was provided in '
these industries had become redundant. In contrast, the industries which

produced consumer goods and machines to be used in consumers goods

industries did not have the required capacities. This imbalance could not be

corrected immediately. It needed smooth transition otherwise it could create

serious unemployment and recessionary problems. The founders of the World

Bank thus decided that it would assist member countries in bringing about a

smooath transition from their war time economies to peace time economies. 35
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From the above discussion it must have become clear to vou that thc World Bank’s
basic objective is to assist member countries in raising resources for the ~ -
reconstruction and development projects. The priority in raising the resources is to be
given to private foreign investment while the Werld Bank's own resources are to be
vsed only to supplement this flow. The World Bank does not give grants and,
however, loans are provided only for non-military projects.

_ C.Eléclc Your Progress A
1} State the basic objectives of the World Bank. ) .

. 2) State which of the following statements are True and which are False :

i)y The 'World Bank is a sister organisation of the International Monetary Fund.
ity The World Ba.nk prov:des ﬁnancc for military prolects

iii) The World Bank is expected to encourage private foreign resources for the

reconstruction of war-devastated econcmics and development of economically

backwdrd cconomies.

iv) The intention of establishing the World Bank was to replace the flow of
private foreign capital by its lendings.
. Vd
v}, The World Bank promotes jong-term balanced growth of international trade.
vi) The World Bank assists developed countries to bring about an casy
transition of their peace time cconomics to war time economics. .

vii) The World Bank docs not give grants to its member countries.

'16:3 FUNCTIONS OF THE WORLD BANK

In the previous section you have learnt about the objectives of the World Bank. You
may like to know how they are accomplished. From this point of view it is necessary
to know the functions of the World Bank which can be.broadly classified under the
three heads: i) Lending and guaranteeing private loans: ii) Tethnical assistance; and
ifi)} Stimulating private investment. .

'16.3.1 Lending and Guaranteeing Private Loans

The World Bank generaliy channelises transfer of funds from developed, countries to
developing countries, jthough transfe of resources from one ~zveloped country to

. another developed cuuntry through the World Bank is also perraissible. The World
Bank provides loans to the member countries in the follomng ways: -

1} Loans out of the World Bank’s owrt resources
2) Loans out of the World Bank’s borrowed resources
3) Loans on the guarantee of the World Bank

1) Loans out of the' World Bank’s own resources: The paid-up capital and
retained earnings constitute the World Bank's own resources, Share capital of the
World Bank has been allocated to the member countries. The shares subscribed
by the governments of the member countries are not transferable. The members |
have coniributed 2 per cent of their subscrintion in the form of gold or the US
doilars, which is available to the World Bank for lending purposes. In addition,
members have contributed 18 per cent of their subscription in their own
carrencies-which can be used for lending with the consent of the members whose
currencies are to be used for this purpose. The remaining 80 per cent of g
subscription is not available for lendmg but can be called for meeting the World
Bank's obligations which may arise out of its borrowing or guaranteeing loans.

The World Bank generally provides direction to its members in foreign
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currencies. However, in exceptional cases it can grant loaas to a member-in its
own currency (that is, in the currency of the borrowing couantry). The terms and
conditions of loans are decided by the World Bank. The interest rate that it
charges on its Joans is higher than the one it pays on its borrowings. Tke margin
thus provides it for its earnings.

Loans out of the World Bank’s borrowed resonrees : The World Bank’s own
resources are small vis-a-vis the amount of loans it has to give to its member
countries. It avgments its capablhry to provide loans to member countries by
borrowing from the cap1tal markets of the coumtries in whose currencies it is
generally expected to give loans. The advantage of this arrangement is that
whereas thé capital surplus countries find an putlet for their excess resources, the
capital deficit countries manage to get loans at reasonable interest rates which on

their own they may not be able to get.

The World Bagk has placed its szcurities with investors in more than 100 .
countries, both developed and developing. It sells its securities through direct-

placement with the government, the central banks and the government agencies

and in securities markets where they are offered to investors through commercial
banks and certain other financial institutions engaged in this work. The World
Bank's borrowings range from 2 to 25 years. A careful study of the World -
Bank's borrowings reveals that it has followed a policy of dwersxfymg its debt by
currency, country, source, maturity and technique of borrowing. .

Loans on the guarantee of the World Bank : The World Bank also aims at .
inducing private foreign capital to flow to developing countries. For this the
World Bank guarantees in whole or in part the loans provided by the private
investors for whicl: it charges a guarantee commission from the latter. The
Bank’s policy of guaranteeing icacs ha: siimulated international flow of private -
capital. In order to safeguard its own interest the World Bank usually asks the
government of the borrower’s cowatry to guarantee the loan before it agrees to

 give its own guarantee, In’case of default in repayment of such loans the World

Bank has the option of buying up the loan at its par value. This obviously helps

-the lender. As far as the borrower is concerned, the World Bank may decide a

somewhat more convenient schedule for the repayment of the loan. This
natura]ly helps the borrower. Thus, the World Bank manages to avert its losses
arising from the defaults of the borrower and the gua:antor

The World Bank’s role in international finance is at best extremely modest. This

is evident from 'the fact that as late as 1987-88 the World Bank’s lending .
commitments amounted to § 14.8 billion and the disbursements were only § 11.6
billion. In this year though 112 countries received financial support from the

World Bank, 6 countries, viz., India, Mexico, Indonesia, Brazil, Turkey and .

China secured loan cominitrents in amounts exceeding § 1 billion each and
together they accounted for 61.9 per cent of the loans approved.

Having realised the insufficiency of its resources to meet the capital needs of the
developing countries, the World Bank has undertaken certain measures to
expand the opportunities {or co-finarcing. There are tiree major sources of the
co-financing, viz., aid-giving agencies (such as OPEC), export—credit institutions
and eommercial banks. In the past contribution of official aid-giving agencies in
co-finarlcing activities of the Bank has been quite significant. The World Bank

' tries to involve expori-credit institutions in co-financing capital intensive -

projects. In recent years the projccts financed by the World Bank are being
mcreasmgly co-financed by commercial banks.

16.3.2 Technical Assnstance

_Another important funcuon of the World Bank is tc provide techmcal assistance to
member countries, This is necessary from the point of view of the effective utilisation
of financial aid. Most of the developing countries lack technical capabilities to

evaluate feasibility of developmeut projects. They also cannot judiciously detexmine
the priorities of the various projects.

The World Back therefore provides technical assistance usually at the stage of the
preparation of a proiect to member-countries.

World Bank
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The World Bank.conducts surveys in different countries with a view to identify the
resource potential of a‘country as well as the obstacles in its utilisation. It also tries to
find out the most appropriate technology for the country given iis conditions. These
techno-economic surveys and studies on the performance of the member countries
help the World Bank and other investors in taking decisions on the requests for loans
from the member-countries. The aid recipients also benefits from these studies as it
helps them in deciding their policy mix and improving the management of their
economic organisations.

The World Bank has also set up an institute to provide training to senior officials of

. the developing countries in various aspects of economic development. The institute

known-as the Economic Development Institute conducts training programunes in
management of resources, project evaluation, rural development, development of
infrastructure, development banking, and so on.

16.3.3 Stimulating Private Foreign Investment
_ The founders of the World Bank had expected that it would stimulate a direct

inter-country flow of capital between private lenders and borrowers. The World
Bank reiterated this objective in its Fourth Annual Report. It stated that “over the
long run, it is only the sustained flow of private capital that cac provide extemal
financial assistance in amounts sufficient to make a significant inroad on the world's
development needs.” The direct private foreign investment has been considered

desirable for two reasons: ) to avoid fixed interest charges, and ii) to obtain essential

technical and managerial skills which are available with such investments and
generally not obtainable in any other way. ;

In practice, ilowcver, the World Bank has not succeeded much in stimulating a direct
international flow of private capital. There ars twa main reasons for this failure:

1)_To c:cate-conditions for self-sustained growth most underdeveloped countries
need investments of the kind which are undoubtedly productive in the long run,
but ar. not quick yielding. Such investmeants, therefore, do not interest private
lenders belonging to developed countries. _ '

2 Over the past few decades extensive investmeént opportunities have existed in
potential creditor countries. Hence, private capital has little desire to make
investments in.developing countries where risks in the form.of discriminatipn,
double taxation, transfer problems and even nationalisation are not entirely

. imaginary.’
1)  State the three main functions of the World Bank.

2) In what ways the member countries receive financial assistance from the World
Bank or on its guarantee?

3) Staie which of the following statements are True and which are False:

i) The World Bank channelises only the transfer of funds from developed:
countries to developing countries.

i) The paid up capital and retained earnings of the World Baok constitute its
OWN resoUrces.
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iii) The entire amount of the subscribed capital is available to \he World Bank
for lending purposes.

iv) The World Bank generally provides direct loans to its members in foreign

World Bank
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currencies.
v) The World Bank has followed a policy of diversifying its debt.

vi} The World Bank renders a free guarantee service to the borrowers of privatc
loans.

vit) The World Bank does not provide any other service to the member countries
except the financial dSblSlal‘lCE

viii) The World Bank has greatly succeeded in stlmulatmg private mvestment

16.4 OPERATIONS OF THE WORLD BANK

" Operations of the World Bank are guided broadly by some general lending
principles. However, under special circumstances the World Bank provides loans for
structural adjusiment in the borrowing countries. These spe,cml circumstances loans
and the loans to finance a part of the local cost of a project have been a subject of
controversy. Therefo:e, we shall also attempt to examine if there is any rationale for
these loans. . -

16.4.1 General Lending Principles

. The World Bank usnally foilows the following principles while giving direct loans or
guaranteeing the private loans so as not to expose its funds to unwarranted risks.

1) The amount of loan or loans which a co_lii'nqr may get from the World Bank or

T

2)

3)

4)

5)

-from private foreign investors on the guarantee of the Bank is not limited by the
recipient country’s subscribed capital: However, the World Bank takes into

_ consideration the credit worihiness.of the borrgwer and the guarantor. This is

done to ensure that, ambngslf other things, the borrowing country should be in a
posmon to meetits debt servicing obligations out of its foreign exchange
' earnings.

The World Bank gives loans for non-military productive projects. Under no
circumstances loans are given for non-productiye purposes. Though the World
Bank claims that while making loan commitraents it is guided entirely by
economic considecations, its critics accuse it of sanctioning loans often on
political considerations.

The World Bank gives loans to member governments or on their guarantee to
-other agencies for particular projects. The loan given for.a project cannot be

- diverted-to any other use. This approach has its limitations and the programme

lendmg technique has been designed to meet some of them. Programmes can be
made of projects and it is possible for funds provided to fill a calculated foreign
exchange or savings gap to be used for specific purposes,

The World Bank insists on a written report specifying both the desirability and
feasibility of the project for which a loan is sought. After satisfying-itself about
the ﬁnancmg soundness of the projects, the World Bank sanctions or-guarantees a
loan, The bank also ensures that besides yielding retum that wouid be enough to
meet debt service obligations and generate some surplus, the project concerned
would also contribute to the economic growth of the borrowing country.

Before-agreeing to give a loan to a member country the Bank must ensure that
under the prevailing market conditions the borrowing country cannot obtain
loans tlsewhere on terms and conditions which in its opinion are reasonable for
the borrower. The World Bank normally gives a loan only to cover foreign
exchange component of the project. Only in special circumstances the World
Bank may finance a‘pa“t of the local cost of the project. Since the World Bank’s
lendings are nomially in forelgn exchange, it insists that the repayment of the
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- developing countries (nEm-oil exporting) faced serious balance of payments

_ loan and the payment: of interest earned on it should be in currencies in whtch
the loan was gwen C e

.6) The World Bank has a right to determinc the amount of loan and decide its

terms and, conditions. However, the rates of interest and other charges should be
reasonable and payment schedulés must be appropriate to the project. Among
the conditions laid down for giving a loan the World Bank cannot include a
condition that the loan would be country-tied implying that the amount of loan
should be spent in a specific country. In this tegard the only valid condition is
that the borrowing country spends the amount of loan in the economies of the
World Bank's member countries.

16.4.2 Structural Adjuslmenf Loans

In the prevtous section it has been mentioned that under special circumstances
non-profit loans and loans te finance a part of the local cost of a prOJcct can be

. provided by the World Bank. The World Bank has used these provisions stated in the

‘Articles of Ag'r°ement for giving loans for structural adjustment in the economies of
the borrowing countnes since 1979-80.

According to the World Bank, the need for structural adjustment loans arose on
account of certain serious developments during the late 1970s when most of the

problems The: deficits i their balance of payments rose rapidly due to continuous
increase in theiprices of imports while their export eamings showed no sign of
improvement. The prices of imports had risen on account of repeated oil price hikes

and raging irfation in the advanced countrics of the west. The situation did not

change during the 1980s gnd for the-developing countries the task of improving
Ealance of payments position looked rather difficult under these circumstances. A
number of developed countries which had taxen loans from the Woild Bank found it
difficult to meet their debt service oblgaticns. Economic inter-dependence between
the developed and developing countries could adversely affect the former, as it could

v lead to shmkmg of their.export markets. Repayment of the loans given by developed

countnes to less devcloDed countries could be defaulted.

Solt\t:on to these problems- lay in lowering the protectionist walls and thereby
allowing imports from the developing countries. But the western countries did not
accept this solation; rather they imposed the burden of adjustment on less developed

_countries. With their dominant position in the World Bank they influenced the policy.

of the Bank and a programme in support of their approach was launched. In a
nutshell the approach requires that the less developed countries restructure their
economies so as-1o be able to imiprove their balance of payments position. In this -
attempt they could not hope for any cooperation from the developed countries. In
the broad framework of this approach in 1979-80 the World Bank began a policy of
‘structural adjustment lending’ which was designed to provide support to those -

.governments which (i) had requested for such support a=d {ii) had also recognised

*He need <o introduce, as a matter of urgency, a packags of measures designed to

.adjust the structure of producjive aciivities of their zconomies to the deteriorating
_ balance of payments situation, Such l=nding is subject io"a number of stringent
- conditions dictated by the Weorld Bank to the borrowing countries. Thcsc condmons ,

require major ch anges in the governmert policies.

The structural adjustment loans are gen=rally medium term, The Worlc Bank’s
assertion in favour of structural adjustmen? loans is that they aim at achieving two

“important objectwes First, suci loans suppoct programmes to restructure productive
_ sectors with a view to improve the balance »f payments posiiion of the torrowing

countries, Second, these leans.act as a catalyst for the inflow of other foreign capital
which may unprovc the balance of payments position.

The World Bank’s palicy of structural adjustment lending has invited serious eriticism
in.some countries. Critics are not wrong when they assert that the struclural
adjustment lending of the Bank carries with it a high degree 6f ~onditionality which is
prejudicial to the interests of the borrowing countries. Structural adjustment loauns
are generally a small portion of (he current account deficits of the balance of
paymenis of the country. The World Bank while z2=.ction’~g structural adjustment.

]
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loans insists that the borfo'_wing country adopts a package of pricing pc;licies, World Bank

liberalisation measures, monetary and fiscal policies and the public investment
priorities recormmended to it by the Bank. In this policy framework the entire burden
of adjustment falls on the less developed countries. In brief, structural adjustment

loans have been used by the World Bank to interfere in the economic management of
sovereign governments. - : :

16.4.3 Local Currency Expenditures and Other Problems

The operations of the World Bank reveal that there are some practica! difficulties ia

adhering to the lending principles which we have discussed earlier in this section.

First, under normal circumstances the World Bank will not finance local investment

component of a project. But such a policy would imply inequity in the World Bank’s

lending. On the one hand, the least developed countries in the world who necd the . _
maximum external assistance often even fail to mobilise enough of domesti¢ .
resources for meeting the local investment expenditure component. The World Bank, :
therefore, denies them-loan for the importation of capital-equipment. In contrast,

developing countries in the middle income group do not find much difficulty in “ ,
raising resources for the local investment component of the project. This easily - : '
catitles them for loar: from the World Bank. Thus, the World Bank’s insistence on

the exceptional circurnstances clause for providing loan in local currency violates the

norms of faimess. )

A multilateral system is defined as the one where all ciirvencies are convertible and
" loan received in any currency can be used for paying for'imports from any

country. Hence the borrowing country is not obliged to import goods only from ths

country in whose currency it has received a loan. However, in practice due to lack of
- convertibility of currencies-and absence of multilateralism the countries Zetting loans
from the World Bank has to import goods ofteh from ihose countries only in whose
currencies the loans have been provided. Thus, ihe second difficulty is that though
. the World Bark has imposed no conditior about spending the loan amount in a
particular country, in practice most aid becormies country tied due to the absence of
multilateralism, ' | ' .
Finally, a borrowing country spmetimes fails to live.up vo its promises due to acute
foreign exchange problem. In this case, the failure of the country may not necessarily
be the result of its econcmy’s nor-perforinance. In fact, often a deficit or a surplus in
the balance of payments of a country is determined by a number-of such factors on
which the country may not have any control whatsocver, Under these circumstances
the borrowing member may apply to the World Bank for a relaxation of the
conditions of repayment. -f the World Bank is satisfied that the basis on which a
relaxation of the conditions of repayment of [oans is justified and the relaxation itself
is in the interest of the member, the other members and the World Bank, it can do
two things: (i) it can accept service payment in the. currency of the borrowing
member and advise it to repurchase such currency over-time on appropriate terms;
and (i) it can modify the terms and conditions of amortisation or extend the life of
loan; or both.’ . -

Check Your Progress C . _
1) What are structural adjustment loans? : _ -

2) State which of the following statements are True and which aré False :

i) The amount of loan which a country can get from the World Bank is limited
by its subscribed capital. .
ii) The World Bank sometimes gives loans for military projects.

iif) .In making loan commitments the World Bank is guided by political
considerations only - :
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iv) The World Bank loans are generally project-tied and not country-tied.

v) The World Bank genetally gives loans to cover only the foreign exchange
component of the projects.

vi) Before making commitment for a oan to a member country the World Bank
need not ensure that the country could obtain loan from an alternative
source on appropriate terms. .

vii) Structural adjustment loan ca;'ries with it 2 liigh degree of conditionality
which may be prejudicial to the interests of the borrowers.

viii) Under no circumstances the World Bank is allowed to give local currency
loans.

ix) Due to lack of multilateralism most of the loans given by the World Bank in
practice become country-tied.

x} Ita borrowi-ng cduntry fails to meet its debt service obligations in respect of loans
received from the World Bank, it can apply for a relaxation of the terms and
conditions-of amortization.

’;

'16.5 EVALUATION OF THE PERFORMANCE OF

THE WORLD BANK

The role of the World Bank as a source of finarice and other services, should be
considered in the context of the increased importance of international finance in
cconomic development. By and large, it is agreed that it has assisted in arranging
transfer of financial resources from capital surplus developed countries to capital
deficit developing countries. Moreover, it has rendered other services including
technical assistance on a reasonable scale. This is the positive side of the World
Bank’s a:tivities. The World Bank’s performance over the years has been criticised
from two angles: (i) that the contribution of the World Bank in terms of resource
mobilisation vis-a-vis the needs of the developing countries has been only marginal; -
and (ji) that the World Bank's policies have been discriminatory and prejudicial to
the interests of the developing countries, In this section, we shall examine both the
eontnbut:on ard the fahures of the Worid Bank.

~

16.5. 1 The World Bank’s Contribution

-In the earlier period of its existence the World Bank had paid greater attention to

reconstruction of industrial economies which were devastated by World War I
Having completed this task, The World Bank directed its attention to the
development needs of the relatlvely underdeveloped countries. The task of
development in economically backward economies is really gigantic and the World

‘Bank's resources from this point of view are meagre. However, within its resources

the World Bank has provided loans to countries whose projects, seem economically
sound but who cannot get loans from any other source at appropriate rates of interest
and other reasonable terms and condltlons -

The World Bank’s real mpprtancc, however, lies not in the loans that it sanctions out
of its own resources, but in the bonds that it floats in developed capital markets to
accumulate funds for providing loans. In this way The World Bank has become a
major channel whereby the developing countries have acquired an access to the
internationzl bond market and other financial markets. This is of critical
importance, particularly for those countries which rely heavily on commercial capita
and are sensitive to impact of fluctuations In the world economy.

" In order to augment resource transfer from capital surplus developed countries to |

capital deficit developing countries the Bank has been collaborating with-export
credit agencies and commercial banks. In response to growing demand for resources
from the World Bank and other financial institutions various co-financing
instruments have been developed. The World Bank with technical expertise at its
disposal has the capability to evaluate investmént programmes and individual
projects for which aid is sought. It uses this expertise to support the efforts of both
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_the expon -credit agencies and the commercml banks to unprove t.he quahty of . World Bank
lending, Lo

Low income economies need firance on concessional terrns. The World Bank itself is
not able to provide concessional finance in a large quantity. However, if one takes
into account the activities of the International Development Association, an affiliate
of the World Bank, then the position‘is not as disappointing as it appa.rently looks.
The International Development Association is often referred to as the “soft loan
window” of the World Bank, as it has given loans on easy ternis and has not ignored
the claims of the low-mcome ECOIIODJ.IES

Private foreign investment is an important aspect of the World Bank’s catalytic
role in international capital flows. In the past, the World Bank together with its
affiliate the Intemational Finance Corporation, has attempted to stimulate private
foreign investment both directly and indirectly. The system of guaranteeing loans has
encouraged direct private foreign investment. The World Bank’s indirect contribution
to encouraging the flow of private foreign investment has been in terms of financing
investments in physical and human infrastructure in developi.ng countries which in
turn has u:nproved the prospects for private investment in these countries.

Finally, the World Bank has lately played an imporfant role in the area of poverty
alleviation. Earlier the thinking in the World Bank was that the benefits of economic
growth would trickle down and thus would reach the poorest of the peor. Therefore,
the major emphasis of the World Bank was on financing infrastructural project in
the field of power generation and distribution, transportation, ports development,
"telecommunications, £:d irrigation. Loans for these projects accounted for about 75
per cent of the total loans sancrioned by the World Bank till 1971-72. Agriculture
and rural development until 1971-72 received very little project aid. In his tenure as
the President of the World Bank, McNamara made a'radical change in the lending
-policy of the World Bank. Stressi.g ihe point that the bottom 40 per cent of the
people in less developed countries-had not benefited from the economic growth that
hag taken place during the 196Vs, he asserted that the World Bank’s lending policy
would be guided in future by its relevance for the disadvantaged 40 per cent people
of the underdeveloped countries. This required a change in the choice of the projects.
Under McNamara's influence agriculture and rural development projects received a
high priprity. This explains why the World Bank's lending for agriculture rose from
13.3 per cent during the 1960s to 28.4 per“cent during the 1970s and 1980s.
Samuelson is right when he asserts that McNamara has shifted the World Bank’s
“focus toward a concern for the very poorest in the developing countries. The best
private commercial banks, by their nature, cannot have such a concern for human
hunger and disease, for minimnm life standards and the mitigation of inequality of
opportunity and position.

16.5.2 Failures of the World Bank

In quantitative terms if one atternpts to cv;uluate the performance of the World Bank,
then its role in international capital flows has bcen certainly marginal. During the
1960s the World Bank’s foans accounted for a mere 4 per cent of the total
international capital flows. Since then there has been no significant change in this
share and in no year the World Bank’s loans have exceeded 10 per cent of the
international capital flows. Hence, the World Bank’s role in 'international finance:

“ould not be exaggerated.

<vioreover The World Bank charges a high rate of interest and other charges which

reflect’its commerciat approach. This seems to be inevitable, because the Bank is |
dominated by developed countries which have no interest in loans on.concessional
terms to the developing countries.

The World Bank has often been criticised for pursuing policies which are prejudicial
to the interests of developing countries. From this peint of view the following
criticisms. deserve particular attention:

First The World Bank genem]ly attempts to tic iis lomn with 2 particular project.
The project approach can be defended pnnt:lpaily on the basis of accountability.

However, from the borrowing country’s point. of. \ucw, it is not the most appropnate 43
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approach Projects are ofien inter linked and an attempt to stick strictly to a project
in isolation may not always yield the maximum returns. A programme-tied aid is no
doubt preferable to a project-tied aid. Programmes can be made up of projects and if
the aid is for the programme, then borrower has greater freedom to use aid at the
programme implementation level.

Secondly, it is alleged that due to the domination of the USA and other western
.developed countries The World Bank has become an instrument in the hands of
neo-imperialists, The main purpose of cncouragmg flow of foreign capital from the
developed to the developing economies. is to acquire a firm control over the less
developed countries. This allegation aguinst the World Bank is at least partially true.

Finally, the structural adjusiment lending is being done with the objective of
influencing the domestic policies of the borrowing countries. The western countries
which dominate the World Bank are aware of the fact that economically backward
countries facing capital shortages are in a highly vulnerable position. They can be
made to accept any conditions when they seek loans from the World Bank. They can,
therefore, be.advised to follow a policy package tailor-made to serve the interests of

" -the dominant members of the World Bank. This criticism of the World Bank in

respect of Structural adjustment loans is not entirely false.

0

Check Your Progress D ,
1) State which of the following statements are True and which are False:

i} The positive side of the World Bank's actmtlcs is that it has encouraged
international flow of capital.

it} . Considering the needs of developing countnes the World Bank's lending to
th=se countries has been significant.

© iii) The-World Bank'’s policies are p;ejudlaal to the interests of developed
- countries. '

. 1v) _'I'hc real importance of the World Bank arises from the fact that it has
© -2merged as a channel by which the develeping countries have an access to
" internationai bond market.

v) Neither the World Bank nor its affiliate IDA gives loans on concessional
terms.

vi}) The World Bank’s distribution of loan purposewise has,changed since
" McNamara became its President.

vii) Alleviation of poverty has always been a cn.enon for the World Bank $
lendmgs

'viii} A programme-tied aid rather than z project-tied aid is more ﬂc}uble from
the point of view of the borrnmr'g ~ountry. :

ix) Encouragernent of private foreign capital mvolves the risk of szrving the
mterests of the neo-imperialists.

16.6 LET US SUM UP .-

Discussion t¢ set up the International Bank for Reconstruction and Development,
also known as the World Bank, was taken up at Bretton Woods in 1944. It started
functioning in 1946. The main objectwes of the World Bank, as .tated in the Articles

of Agreement, are:

1y To provide finance and tcchmcal help for the recorlstrucuon of war devastated

€con OD‘I I.E-S

2) To give financial and technical assistance to developing countries for their
- development projects.

3} To promote international flow of private foreign investment with t3e hope that
capital surplus economies will find an outlet for their excess financial resources
while the capital deficit countries will be able to raise their investment level
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despite low level of domestic savings.

4) To aim at promoting long term balanced growth of international trade with the
hope thar it would increase the welfare of the people the world over.

5) To assist member countries in bringing about an easy transformation of their
war time economies into peace time economies.

In order to realise these objectives the World Bank performs a number of functions
which can be classified broadly under three heads; i) lending and guaranteeing
private foreign loans; ii) providing technical assistance; and iii) stimulating private
foreign investment. Among these the first one is the most important. The member-
countries can get financial assistance from the World Bank in three ways. First, the
World Bank lends out of its own resources, Second, the Bank also lends out of
resourcés borrowed from the capital markets of the world. Third, in order to induce

international flow of private capital it guarantees loans given by private investors, " -

- addition, it participates in the co-financing with certain aid-giving agencies,
export-credit institutions and commercial banks. Technical assistance which is
essential from the point of view of the effective utilisation of financial assistaree, is
also provided by the World Bank. '

The lending operations of the World Bank are guided by certain principles. The mai..
principles are: i) Lending to a country is not imited by its subscription but by its debt
servicing capacity, ii) Loans are normaily project tied and are to be given only for
productive purposes on entirely economit considerations. The project must be
feasible and necessary from the country’s development pgint of view. iit) The loan
should be granted only when the country seeking finan sial assistance-cannot raise
capital on reasonable terms from any other source. iv) The World Bank normally
gives loan to cover only foreign exchange component of the project. Hence, its
lendings are in foreign 2xchange and repayment is alsc- erpectéd in the currency in
which the loan was giver.

Countries with pérsistent deficits in their balance of payments can get structural
adjustment loaas from thie World Bank to finance projects which will bring about
such structural changes in their economies that tizir balance of payments position
improves. However, these loans carry with them stringent terms and conditions.
Moreover, the World Bank recommends a package of price, income, money and
fiscal policies along with the priorities in respect of productive activities to the
country receiving structural adjustment loan. This approach of the World Bank has
resulted in its interference in the domestic matters of the borrowing country.

The lending activities of the World Bank involve a number of problems. First, the
World Bank's polity of not financing local investment component of a project often
results in denial of credit to least developed countries. Second, due to lack of
multilatetalism the World Bank loans, in practice, have become country-tied. Third,
often failure of the borrowing country in meeting debt service obligations eventually
results in medifications in the terms and conditions of amortisation atd this in turn
puts premium, on default, '

Teking an overall view of the World Bank's performance, it has to be admitted that
the World Bank has certainly played an important role in international transfer of
financial resources. However, considering the needs of the developing countries the
amount of resource transfer through the World Bank is relatively small. Moreover,
some of its policies are prejudicial to the interests of the developing countries,

16.7 KEY WORDS

Amortisation : Setting aside money a: regular intervals from the ppint of view of the -

‘epeyrment of debt.

-o-financing : Financing by more than one agencies jei dy.

Z.‘on.ntry-tied Leun : Loan carrying a condition that its amount is to be spent in a
racticular country. o

World Bank
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ngi—&ervidng : Payment of jnterest and repayment instalments
Development Projects: Projects aimed at economic dgelopmcnlt
Foreign Aid : Official external assistance that inclitdes both grants and loans.

. Grapts: External assistance that carries no repayment obligations

International Investment : dnvestment involving savings of a foreign: country.

Less Developed Economy : An economically backward economy, also now referred
to as an under-developed economy or a developing economy.

Local Cost of a Project : Cost of a project that is expected to be met out of the
resources domestically mobilised.

Paid-up Capital:That component of the share caplta.l which has been paid by the
share holders.of the corporate enterprise.

Peace- ﬂmc,E:onomy Economy oriented to development rather than war.

Private Foreign Capital:Capital provided by foreign individuals or private
institutions.

Project-tied Aid : Financial assistance for a particular project only.
Retained Farnings : Undistributed profits of the corporate enterprise.

Structural Adjustment Loan : Loan with the objective of cnat ing the borrowmg
country to make required structural adjustments.

" Subscribed Capital ; That component of Lhc share cap1tal which has been subscribed

by the interested investors.
Technical Assistage: Asswtancc in respect of technical knowhow.
War-fime Economsy : E.conomy oriented to war rather than development.

e | e

16.8 ANSWERS TO CHECK YOUR PROGRESS

“A)2) i) True ii)False iii)True iv) False v) True vi)False wvii) True
B)1) i) Lending and guaranteeing private loans

ii} Providing technical assistance
iii) Stimulating private investment

2) i) Loans outof the World Bank’s own resources
ii) Loans out of its borrowed resources
iif) Loans on its guarantee

3) i) False ii)Tre iii) False iv) True -
v) True vi) False vii) True viii) False ix) True

C)2) i) False ii)False iii)False iv)Truc -
. V) True vi)Felse vii) True viii) False ix)True x)Tre

D)1) f) True ii)False iii) False -iv) True :
V) False vi) True vii) False vm) True ix) True

16.9 TERMINAL QUESTIONS

1) "What arc the objectives of the World Bank?

2) DiscCuss the functions of the World Bank. Does its performance solve the capital
scarcity problems of less developed countries? '

3) What is the rationale for structural adjustment loans provided by the World
Bank? Why are they being criticised?

4) Critically evaluate the contribution of the World Bank to international capilal
flow.
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5) - What are the failures of the World Bank? Could it perform better if it was not
dominated by the developed countries? -

Note: These quesuons wﬂl help you to understand the unit better. Try.to write
- answers for them. But do not submit your answers to the Umvemty for
. assessment. Thiese are for your. practice only. .
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