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After reading this unit, you should be able to: 
0 define money 
@ identify problems of barter which led to invention and evolution of money 
0 distinguish between money and near-money 
@ appreciate the role and importance of money in a capitalist economy 
0 identify functions of money and its defects. 

. 
11.1 INTRODUCTION 

We are all familiar with money as we live in a monetary economy where money is 
used freely and widely inasettlement of various economic transactions. We are so 
much accustomed to rqoney now that it is difficult for us to imagine a modern society 
without money. It will bejnteresting to know why and how this money came into 
being. In this introductory unit, you will study how money came into being, its 
definition, role, importance, actions and defects. 

I 

11.2 PROBLEMS OF BARTER SUSTBM 

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 wofked well so long as human wants were simple and 
limited in number. However, in course of time human wants multiplied, which led to 
specialisation of occupations. This resulted in a lot of difficulties for exchange'through 
the barter system. Consequently, need for a single and commonly acceptable medium 
of exchange was fell, This ultimately led to invention and:,evolution of money. . 
In the barter system people I'accd the following major problems : 
I) Lack of double coincidence or wants : Barter requires double coincidence of 

wants. For instance, if 'A' has,a goat rind wants to exchange it for cloth. Then he 
I 



Monetary Theory must find 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 coincidences of,wants became both difficult and time- 
consuming. With the advent of money, this dificuby disappeared, as one can now 
sell product for money and then with the help of that money helshe can buy 

a 

goods and services of hislher choice. 

2) Problem ofa common measurement of value : In the absence of money, value 
of every commodity was to be ascertaii~ed 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 of goods. 
2 

However, with money in circulation, vaiue of each commodity has to be 
expressed onIy 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 vdue. 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 s f  wealth: It is veiy 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 storing something to provide against future cotltingencics 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 EVOLUTION AND KINDS OF MONEY 

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

However, it has taken hundreds of years to acquire its present form. During the early ; 

6 FfOurs 1.1 Kinda of Money 
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part of civilisation, rnoney was in the form of commodity money like the cow. sheep, 
wheat, rice, tobacco, tiger teeth, elephant tusks, etc. The particular commodity chosen 
as money depended upon various factors like the climate, the level of cultural and 
economic development of the community, etc. In cold countries like Alaska and 
Siberia, animal skins and furs were used as money. I n  tropical countries elephant 
~usks and tiger jaws were used as money. I n  agricultural con~munities domestic 
animals and goods of daily use took the fortrl of money. However, with the passage of 
time their use as money was given up due. to lack of their durability, absence of a 
standard form, etc. The present day nroney has also passed through three stages : 
(i)  metallic money, ( i i )  representative paper money, and (iii) credit money. The 
present inconvertible paper currency and other credit instruments acting as substitutes 
for legal money are only a recent development. Figure 1.1 shows the different kinds 
of money which exist in moderr1 economies. 

With progress of civilisation and economic advancement of societies, metallic coins 
made of gold, silver, copper etc., were used as money. These coins were of two 
types : 

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

Later on, currency notes were int~*duced to replace metallic coins primarily for two 
reasons :firstly, to ecoilomise 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 cohis. In order to build up the confidence of the public in paper currency, initially 
the currency notes took the form of representative notes. These rapresentative notes 
were simply substitutes for metallic money, i.e., convertible .into gold or silver coins 
on demand by the bearer. With increased use of paper money for trarl6actions (due to 
expansion in production, population and monetized section of the economy) it became 
almost impossible to allow such convertibility. The present day currency notes are, 
therefore, no longer convertible into gold or silver coins and as such may be termed 
as flat money. Nowadays a sizeable portion of common money comprises this 
non-convertible paper currency. 

Credit money is of more recent origin People keep a part of their cash with baihks 
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 m s t  convenient farm of 
transferring value, have come to be accepted as bmk manay, though they are not 
money proper as their acceptance is optional. However, they perform the most 
important function of money, viz. as a medium of payment. 

1.4 WHAT IS MONEY 3 

Different economists have given different definitions of money. Some of the 
definitions are too narrow while others are too extensive. A few of ths important 
definitions are given below : 

AC Pigou - "In order for anything to be classed as money, it muet be accepted 
fairly widely as an instrument of exchange." 

G.D.H. Cole - "Money is anything that is habitually and widely used ae means of 
payment and is generally acceptable in the settlement of d e b ."  

Walker - "Money is what money does." 

J.M. Keynes - By money is to be understood "that by-&livery of which debt- 
contracts and price-contracts are discharged, and in the shape of which a atore of 
General Purchasing Power is held." 

Alfred Marshal - "Money constitutes all those things which are at any time and 
:place, generally current without doubt or special enquiry as a means of purchasing 
commodities and services, and of defraying expenses." 

D.H. Robertson - "Money is anything which is widely accepted in payment for 
goods or in discharge of other kinds of business obligations." 
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Crowther - "Money can be anything that is generally acceptable as a means of 
exchange and that at the same Oime acts as a measure and a store of value." 

Analysis of the aboire 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 purchasing power. 

2 )  I t  is widely a~cepted in payment for goods and services and in settlement of all 
transactions, including future payments. 

3) It should be acceptable without reference to the standing of the person who offers 
it in payment. This is because money contains liquidity, i.e. generalised 
purchasing power, which can be passed on to others in exchange of goods and 
services. 

4) Money is received customarily by all without any special tests ol' quality or 
quantity. 

Near-Money 
There are certain assets which are highly liquid, though not perfectly liquid like 
money.,These assets can easily be converted into money without much loss of time or  
value and have, therefore, come to be known as 'Near-Money.' 

Examples of near-motley are bills of exchange, bonds, saving certificates, treasury 
bills, debentures, etc. Such near-money assets are claims on money i.e., these assets 
have to be first converted into actual money before using them for the purchase of any 
commodity. The importance of near-money asset, therefore, lies in the ease with 
which it can be sold'in the market without much loss of time or value. However, both 
money and 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 claim 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 

in the bill at the expiry of the specified period, say 91 days. 
represents a claim on the government which has issued it. 

Check You; 'Piogress A 
1 )  List the essential features of money. 

2 )  Distinguish between money and near-money. 

3) A barter system of exchange faces the following problems : 

ii) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
iii) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

................ . . . . . .  iv ) .  ............ :........ . . . . . . . . . . . . ~ . . . . . .  

4) Which of the following statements are True and which are False ? 
i) In a barter system of exchange people exchange.gaods for goods. 
ii) Fiat money is convertible 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. 



Money is something which is widely accepted in paylncnt I'or goods and 
services. 

1.5 NATURE OF MONEY 
--- 

Money is only a means and not an end in itself. It is demanded not for its own sake 
but because it .helps us in buying goods and services to salisfy opr wants. Money 
cannot directly satisfy human wants, but assists in production and exchange of goods 
and service's. Its significance lies in its ability to command goods and services and 

I liquidate business obligations. Money gives mobility Lo capital and aids division of 
labour and specialisation, thereby making large scale production possible. It has been 
rightly remarked that 'we cannot eat money but we cannot eat without money 
either.' 

1.6 FUNCTIONS OF MONEY 

Money is what money does.' According to this statement, the importance of money 
lies in the functions it performs. Priinarily money performs four basic functions which 
are summed up in the following couplet : "Money is a matter of functions four: A , 
medium, a measzlrne, 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 acts as a :  

i) Medium of exchange 
ii) Measure of value. 

2) Secondary Functions - The other important functions of money (derived from 
t JIP primary functions) are : 
i) Standard of deferred payments 
ii) Store of value 
iii) Transfer of value 

3) Contingent Functions - In the modern economy money has certain incidental 
uses like : 
i) It is the basis of a credit system 
ii) I1 helps in the distribution of national income 
iii) It helps in maximisation of utility as well as of profits 
iv) It imparts liquidity to wealth 

Let us describe each of these functions briefly. 

Primary Functions 
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 
common medium of exchange has greatly facilitated the activity of buying and 
selling goods and services. Without money, exchange could be possible only 
through barter system whose basic weaknesses have been discussed earlier in this 
Unit On the other hand, the use of money as a medium of exchange avoids most 
of the problems of a barter exchange. 

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

Money as a measure of value : Money serves as a yardstick 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 be 
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 temis 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 if we know the money value 
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Monetary Theory of these goods. For example, one metre or cloth is equal to 6 kg. of' wheat or 3 
lives of milk because they cost the same amount of money etc. The use of money 
prices also help us in estimating national income by adding up values of a wide 
variety of goods and services which are measured in different physical units and 
hence, cannot be lumped together LO 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 a measure of value can senre satisfactory only when its own 
value (ie., purchasing pqwer) remains stable over tirnc. Continuous rise in 
general level of prices all over the world has made money a poor measure of 
value. 

Secoadory Fnnctlons 
1) M~laey as a standard of deferred paymen&: Money facilitates not only the 

current transactions of g o d s  and services but also their credit transactions. It 
facilitates credit transactions when present p o c i s  are exchanged against future 
payments. In the modem world, the bulk of deferred payments are stipulated in 
money terms only. Examples in this regard are repayment of loan alongwith 
interest, pensions, rents, salaries, insurance premio, etc. Money could be ail 
effective standard of deferred p a p a n t s  only if value of money itself does not 
change. If prices increase or decrease sharply, resulting in large fluctuations in Lhe 
value of money, it would make money a poor standard of deferred payments. 

Money rps s store of value: People can l~old a part of %eir present earnings in 
the form of money to be spent in future. Money represents generalisen purchasing 
power and is a perfectly liquid asset as well. Besides, it is durable and more 
stable in its value. 1 is easy to store as it is relatively light in weight and occupies 
less space. Hence, it is convenient to ~ccumulate wealth in the form of money 
which can be converted into any asset at any time. In this way money serves as a 
bddp from the present to the future, as money saved today fmplies shifting of 
purchasingpower from the present to the future. 

3) Money as a means of trnnsfertdng purchasing power : Money is the most 
convenient form in which value can be transferred from one person to another 
a?d also from one place to another. It is because money is readily accepted by all 
and its cost of transfer frorri one place to another is very low due to its high value 
and less weight compared to other goods. For example, a person can transfer 
crores of rupees to another penon at a distant place with the help of a bank draft 
or a cheque almost at a nominal cost. But transferring this value in terms of, say, 

.rice is obviously very dificult, costly and involves wastages. 

Contingent Functions 
1) Dlstdbution of national income : Money helps in the distribution of national 

output among the people who have contributed in its production. In a modern 
society people co-operate tsgether 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 to distribute such an output, particularly 
in case of indivisible goods, e.g. a machine. With the help of money we can 
overcome such a problem. . 

2) Basis of credit system : The modern economy is based on credit i.e., promise to 
pay. Therpresent day money itself (coins, currency notes, cheques, bank drafts, 
etc,) is !1btfiSng but only promise to pay. However, this money also helps banks to 
create mdre money by the process of credit creation, when the banks expand 
secondary deposits with the,help of cash deposits ( you will study this in Unit 5). 
In this way money serves as a basis of credit creation by banks. 

3) Maximisation of utility and profits : Money helps consumers in maximising 
their satisfaction. When money is allocated between different goods and services, 

I i 
i the consumer maximises his utility. Likewise, producers can calculate money cost 

of production and then decide the price that can result in maximum profits, I 
; 

4) Money imparts llquidlty and uniformity to assets : I t  is convenient to hold I 

wealth in th& farm of money as it'is the most liquid of all assets. Money can buy 
l 

a any asset arjd all asset$ can be converted into money as well. Thus, money 
I 

I 
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imparts liquidity to all assets. Besides, total wealth of a person or a country can Money: Nature, Functlone 

be assessed by adding up money values of all assets. Thus money also brings an and Significance 
, ' 

element of uniformity to the wealth of the nation. 

1.7 SIGNIFICANCE OF MONEY 
Money is the life blood of a modern 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 extent 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 performs. 
These are given below : 

1) Significance of money in co~isumption: 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 freedoin 
to buy such goods and in such quantities which can yield them maximum 
satisfaction within that income-limit Bcsides, money gives the consumers liberty 
to choose between the present and the future consumption, i.e. how much to be 
spent on present consumption and how rn~ich to be saved from the given present 
income for Future consumption. 

2) Significance of money in production: Money is not a factor of production, yet 
it facilitates production Use of money has led to expansion of market of goods 
and services. This has resulted in large scale production and technological 
improven~ents, thus minimising the cost of productipn. I-  ow ever, large scale 
production requires division of labour a11d 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. 

3)  Significance of money in trade: Being a medium of exchange, money facilitates 
trade as well. Money constitutes basis of price-mechanism and, Lhus, helps in 
determining prices of goods and services through the forces of demand and 
supply. Besides by equalising niarginal cost will1 marginal revenue of each 

' 

I product (measured in terms of money), the sellers can arrive at profit-maximising 
I level of sales of their products. 
I 
I 
I 4) Significance of money and economic progress : Irltroduction of money has led 
1 
I 

to the emergence of large scale production resulting in constant urge to 
I accumulate capital and develop new techniques of production. Thus, the role of 
I 

1 money in encouraging material progress is significant 

I 5) Significance of money in public finance : Governments require resources to run 
I 

I the administration smoothly for which they levy taxes and also charge fees, fines, 
I etc. Without money, taxes received will be in the form of goods which may or , 

I may not be useful from government's point of view, e.g., shoemaker paying tax in 
, the form of shoes and green-grocer in the form of vegetables. But taxes received 

in money give freedom to government regarding choice of things which 
I government needs for the developmental purposes. 

6) Money and foreign trade : Money has helped in the expansion of foreign trade 
;uld 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 
domestically 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 money in ali walks of life is so immense that modem life without 
money cannot even be imagined. It has rightly been remarked that 'money is a pivdt 
around which all economic activities cluster'. 
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1.8 EVILS OF MONEY 
-- -- ~ - -. - 

Invention of money has no,t proved to be an unmixed blessing as its use has become a 
source of so many evils too. I f  money is not used properly, i t  can create havoc and 
may prove to be disastrous for the mankind. Some of the evil effects of money arc 
listed here. 

Economic Defects 
1) Use of money has given rise to greed and exploitation oF poor which has resulted 

in greater inequalities of incomes and wealth. History shows that i t  is the 
economic exploitation that triggers any social upheaval. 

2) Money helps in extending the scale of production, which after certain limits may 
result in a situation where production far exceeds the demand. ~ t l i s  leads to fall 
in level of prices, unemployment, decline in incomes and thereby misery for the 
masses. 

3) By facilitating borrowing and lending, 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 government/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 i n  class- 
conflicts and social disorder. 

Social '~e fec t s  
1) Money has encouraged many kinds of anti-social activities like gambling, fraud, 

robbery, e tc. 

2) It makes people greedy and acquisitive. 

3) It encourages tendencies of exploiting 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 01 money and invite 
troubles. I t  has been rightly remarked that tnoney which has been source of so mafly 
blessings tomankind becomes a source of peril and confusion unless we control it. 

Check Your Progress B 
1) List some of the important functions of money. 

2) What are the main evils of money ? 

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

3) Which of the following statements are True and which are False ? 
i) Money is 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) It is only money that causes exploitation of the poor. 
v) Money helps in the expansion of both cjdmestic and foreign trade. 

4)  Match the function (as given in Column B) that money performs when the . 

following things (as sho,wn in Column A) happen. 

Column A Column B 

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



b) You pay Rs. 10 and buy a kg of ii) Store of value 
sugar. 

C) You buy a national saving certificate iii) Measure of value 
from post-office for Rs. 100 which 
promises to repay after 6 years. 

d) A person keeps apart Rs. 100 from iv) Standard of deferred payments. 
his salary as his saving. 

- 

1.9 LET US SUM UP 

Modem economy is a monetary economy where money is used freely and widely in 
all spheres of life. Before the advent of money there was barter-system of exchange. 
Barter created many problems which not only made the process of exchange difficult 
but also forced 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 consent and is generally 
acceptable as means of payment. Money had to pass through many stages, i-e., 
commodity money, metallic money, paper currency, bank money, etc. At present 
paper currency and bank money form the bulk of total money supply. 

In the modem times money is only a claim with nearly zero intrinsic value. It is 
widely accepted due to the fiat (i.e., legal backing of the issuing authority) or else it is 
only a piece of paper. The demand for money also stems from the fact that it is the 
perfectly liquid asset and hence the most convenient form in which wealth can be- 
stored Another form to store wealth is near-money assets which are highly but not 
perfectly liquid, as they have to be first converted into money before any transaction 

I 
of goods and services can be undertaken. 

1 
! The importance of money lies in the functions that it performs. The most important 
1 
I functions which nioney performs are : i) medium of exchange, ii) measure of value, 

iii) standard of deferred payments, and iv) stork of value. However, apart from these 
four functions money also helps in many other ways, like distribution of national 
income, transfer of value, basis of credit creation, inaximisation of utility and profits 
and imparting liquidity and uniformity $0 assets. 

Money has influenced all branches of economic activities such as consumption, I production, exchange, international trade, public finance, etc. The net impact of the 
use of money has been a sharp rise in the production of goods and services, and 

I thereby achieving higher levels of consumption for the people. Besides, it has helped 
I raise eficiency through greater division of labour, specialisation and technological 
I 

I change, resulting in higher level of nat:onal income. Money has helped tremendously 
1 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 theft, dacoity, frauds, etc. 
by encouraging greed and acquisitiveness. Pbove all, sharp fluctuations in value 
of money prove harmful for the progress of trade and industry. 

- 
1.10 'KEY WORDS 

----- * - - - 

Barter System : The system of direct and mutual exchange of goods and services. 

Chequable Deposits : Deposits wilh banks'which can be withdrawn at anytime by 
issuing a cheque. 

Fiat Money: Money that people have to accepl as it has legal backing. 
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Monetary Theory Intrinsic Value: Tile value of metal that the coin contains. 

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

Specialisation of Labour: A system of production when a worker looks after a 
specific p.art of the production process, rest of the process being looked afer  by 
others. 

1.11 'ANSWERS TO CHECK YOUR PROGRESS 

A 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 

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

4 a ) i i i b ) i  c ) iv  d ) i i  

1.12 TERMINAL QUESTIONS 

1) What is money ? Distinguish between money and near-money. 
2) Explain briefly the inconveniences of barter-system and trsce the evolution ol' 

money. 
3)  Discuss the nature and functions of money. 
4) Bring out the importance of money in a modern capitalist economy. Can money 

be abolished ? 
5) 'Money is a good servant but a bad master'. 111 the light of this statement 

highlight the evils of money. 

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. 1 
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2.0 OBJECTIVES 
.-.- 

After studying this Unit, you should be able to:  
6 explain the concepts of demand for and supply of money 
@ state why money is demanded 
@ identify the various determinants of demand for money 
6 discuss the basic differences in the various theoiies relating to demand for 

money 
@ distinguish between the convelltional and the ~noderii concepts of money supply. 

2.1 INTRODUCTION 

In the previous unil you leas~lt about the nature and importance of money in 
modem complex economies. You also learnt that money performs four basic functions, 
viz., it is a medium of exchange, a unit of measurement, a standard of deferred 
payment, and a store of value. But the fundamental reason why money can be used 
for these functions is that the public considers money as an asset representing a claini 
over goods and ~ervices. Like any other asset, money is demanded and supplied. In 
.nis unit, we will discuss the concep'ts of demand for and supply of money, various 
theories relating to demand for money, and the conventional and modern concepts of 
money supply. 

2.2 MEANING OF DEMAND FOR MONEY . 

Money is a stock variable, The money stock is the quantity of money at a point of 
time. As an asset, money is demanded because public desires to hold it. The motive 
for holding money and the time period for which it is held, of course, may differ from 
individual to individual. A person may hold cash for spending on goods and services. 
He may also demand money for hoarding it, i.e, keeping idle cash. Demand for 
money in an economy is, thus, the sum total of money demanded by all 
individuals/households In that economy. 



 onet tar^ Theory Thp theory of demand for money addresses itself to the following two fundamental 
questions : 
1) Why does an individuaVhousehold want money? 
2) What are the main determinanp of demand for money ? 

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

2.3 THEORIES OF DEMAND FOR MONEY 

There are two main approaches to explain the demand for money : 1 ) the classical 
approach, and 2) the Keynesian 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. 

2.3.1 The Classical Approach 
This theory is often associated with economists like J.S. Mill and Irving Fisher. 
According to them, people demand money because every individual and business firm 
gets money by selling goods and services (including factor services) and in turn use 
this money for the purchase of goods and,services produced by others. Hence, from 
the view point of classical economists, people wish to hold cash balances in mder 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 tlfere is a 
fairly stable relationship between the level of income and the volume of transactions, 
the former is taken as an approximation for the latter. 

2.3.2 The Neo-classical Theory 
The early neo-classical theory of the demand for money was put forward by the 
Cambridge economists Alfred Marshall and A.C. Pigou. That is why the neo- 
classical theory is also called the 'Cambridge Equation Approach'. 

According to Cambridge approach, a proportionate relationship exists between the 
'demand for money' (Md) and the 'money value of national output' (Y). Demand for 
money function, therefore, takes the form : 

M~ = KY . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1) 
where K is a constant (0 < K < 1). 
It may be seen from Equation ( I )  that K 7 .&, .i.e. 

Y 

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 

-. 
C 

O Money Value of National 



would like to hold in the form ol' Money. This is represented in Figure 2.1. where D e m ~ l l d r o r a n d S u ~ ~ l ~ o f ~ o n e ~  

changes in demand for money are in  direct proportion to the changes in Y - the 
proportion between thein being equal to K. I t  may be noted that Cambridge Equation 
specifies the demand for money as a function uf money income alone. 

Equation (1 ) may be rewritten as 

. . . . . . . . . . . . . . . . . . . . . . . . . .  M ~ = K . P , Y  
where P = general price level 

(2) 

Y = real national income 

Equation (2) gives us the demand knction for real money. One of the key features of 
this equation is that it shows a proportionate relationship of lvld with P and y. It 
implies that any change in the general price level or in real national income would 
lead to an equal proportionate change in the demand for money, i.e., the income 
elasticity as well as the price elasticity of demand for money are both equal to 
unity. It may be noted that the neo-classicals have postulated a very simple function 
of demand for money which has been fruitfully applied in the development of quwtity 
theory of money. 

A comparison of the classical and neo-classical theories of demand for money reveals 
that, though the basic assunlptions of these theories are similar, yet they differ from 

, each other in one important way : the classical approacb was concerned with the 
volume of total transactions, while the Cambridge approach focused primarily on 
the level of income. 

1 

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

2) Point out sirniIarities 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 ? 
i) Money is mainly demanded by the public. 
ii) The clmsicd theory postdates that money is demanded because 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 Keynestan Theory 
John Maynard Keynes gave his own formulation of demand for money in his well- 
known book, The General Theory ofEmploymenf Interest and Money. Some of the 
economists who agreed with the Keynesian framework of analysis helped in further 
development of Keynesian theory of demand for money. 

Keyoen began by wkhg the following two inter-related questions : 
i) W h y  ia money demanded ? 
ii) What influences the demand for money ? 

anewers to theae questions gave.us the Keynesian Theory of demand for money, 
Now let ua study the answers to these questions. 



Monetary Theory Why Is Money Demanded ? 
We know that money in hand does not earn any income. On the other hand, there are 
always certain competing non-money assets which give some returns to their holders. 
The fundamental question that arises, therefore, is : what is the motive of holding 
assets in the form of money ? Its genera! explanation is that, money being the only 
commonly acceptable means of gaymont, it has the advantage of being perfectly 
liquid, 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 c) speculative motive. 

In order to meet current transactions of all kinds, people hold some cash, 11 known as 
transactions demand for money ; while they demand money for precautionary 
purposes when they hold it to provide for contingencies 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 given below. 

The Determinants of Demand for Money 
1) Tlie transactions motive 

The time of receiving income and the time of incurring expenditure by an 
individuallfirm generally do not coincide. In order to meet the needs of 
transactions during this time gap some money is  kept aside, known as the 
transactions demand for money. The smaller the time gap between a person's 
receipts and payments, lesser will be the t rnnsact is .~~ dcmand for money. Let 
us understand this with the help of an illustration. Two individnals, A and B who 
Iiad the same salary per mo:~th say Rs. 4,(XXl. I~dividual A is paid Rs. 4,000 on 
firsi day of every month, whilr B is paid Rs. 1,080 on first day of every week 
(making an aggregate of IPS. 4,000, assuming exzctly four weeks in a month). 
Assuming that the each individual spends his income each day in such equal 
amounts that at the end of the income-period they are left with zero cash 
balance. The pattern of transactions balance of the two individuals is shown in 
Figure 2.2. The above assumption implies that the average transactions balance 
during the income-period would be equal to half of the income of that period. 
Individual A would therefore, have a transactions balance of 
Rs. 4,000 X 112 = Rs. 2000, while transactions balance of individual B would 
be Rs. 1,000 X 112 = Rs. 500. 

Average Transaction 
-Balance of A 

Income of B (Weekly) 
1000 Average Transactions Balance of B 
500 

Time (Weeks) 

\ 

Income Periods (Weeks) 

Ftg. 2.2 The Transaction Demand for Monay and tbe Income-period. 

However, the assumpt3on of an even distribution of expenditure over the income 
pericd seems very simplistic. Certain payments like the monthly bills for electricity, 
water, telephone, house rent, children's school fee, etc., and o the~ lump sum payments 
are generally made at the beginning of the month Cash holdings, therefore, decline 
rapidly during the early part of the income period. 

Business firms also need cash for meeting their day-to-day transactions. But their 
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 
of time. 



Froin the above analysis, it  is clear that the transactions demand for money Demand for and Supply of Money 

depends upon the volume of transactions, which are directly related to the level of 
income. This relationship between the transactions demand for money (L1) and 
the level of money income (Y) is expressed as : 

L, = f(Y) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (3) 

For simplification it is assumed that the relationship expressed in Equation (3) is 
stable over time. This is diagrammatically shown in Figure 2.3, where transactions 
demand for money increases in direct proportion to the increase in income. 

Apart from income. certain other factors are also relevant to the transactions demand 
for money in the long run. For example, if a particular society decides to change its 
payment period from monthly to weekly, the average amount of cash held per day will 
decline significantly. In a similar manner, the level of monetisation- in developing 
countries is yet another factor to be taken into account. As barter transactions 
decline. more cash is needed to facilitate transactions. 

Transactions Demand for d one^ 

Fig 2.3 Transactions Demand for Money Function 

Keynes treated transactions demand for money 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 
interest-elastic, as a high rate of interest implies higher opportunity cost of holdi~ig 
money, i.e., higher sacrifice in terms of interest income. I t  is a t  very low rates of 
interest that transactions demand is interest-inelastic. However, Keynes believed that 
money for transactions purposes is held mainly ,for the sake of convenience and not 
for earning interest. The interest-inelastic transactions'demand is shown in Figure 2.4. 

1 / 

, 2) The Precautionary Motive 

The precautionary demand for money arises mainly due to the uncertainty of hture 
I 

I receipts and expenses. The cash held by an individuayfirm helps in meeting 
I unexpected fall in receipts or rise in expenditure or both in future. 

'i Like transactions demand, precautionary demand for money also is related to the 

J 
level of income, and varies directly with i t  Compared to a small firm, a firm having 

*I high turnover needs more cash in hand In a similar manner, a rich man generally 

l t j  

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

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

4 by factors like political situation and business conditions prevailirig in the economy. If 
/'I the political situation is unstable or the business conditions look bleak, there will be 
: j greater demand for precautionary balances, and vice versa, I t  may be noted that since 
1j 
s r  precautionary demand for money is generally found to be directly..related to the level 
$r 
1 & 



Monetary Theory of income, Reynes clubbed such &onand for mdney with the transactions demand for 
money. 

0 Demand for Money 

F&J. 2.4 Rslotlw between latsrast and tranrractloa demand for money. 

3) m e  Speculative Motive 
The Keynesian proposition that the money is held for transactions and 
precautionary purposes does not conflict with the classical theory : a transactions 
balance is nothing but money s, ving as the medium of exchange. Same can be 
said for the precautionary balances also. However, the third motive introduced by 
Keynes, viz., the speculative motive for holding money, represents a distinct 
break from the classical theory. The apeculsobive demand for money plro 
sometimes called the 'asset demand for money'. 

According to the speculative motive, money is demanded as an assetlto make 
speculation in bonds which are long-dated government securities. The speculative 
demand for money comes from the people who desire to make capital gains by buying 
bonds when their prices are low and selling them when their prices rise. Qeopk 
holding speculative balances keep anticipating about the behaviour of bond prices in 
future. If they expect bond prices to fall in future, they hold speculativeJbalances so 
as to be able to buy the bonds when their prices actually fall and sell them when their 
prices' actually go up. 

The bond prices (or thc capital value of bonds) are inversely related to the ra&'of, 
interest. A fall in the interest rate will lead to an increase in the bond prices, and 
,vice vena Suppose a Rs. 100 bond yields an annual 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 naturally 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 
interest, the greater is the opportunity cost of holding cash Hence, at higher , . 
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 will - 
fall. A fall in interest rate would mean an increase in the price of bonds. If 
the price of bonds is expected to go up in future, people buy more bonds now, 
resulting in d cline in cash balances. This inverse relationship between 

speculative deman 1 , 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 rete of interest becomes so 10.w that people 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 becomes perfectly elastic. 
This is known as liquidity trap. In Figure 2.5 such a situation arises when the rate of 



interest falls down to f - fl@qs the limit below which the rate of interest cannot 
fall. The flat part of the curve indicates that the expectation about the future fall in . 
bond prices is so universal that everyone will hold cash and not bonds. The situation 
is important from the point of view of the tnonetaty policy. If the economy is in 
liquidity trap, it would mean that even the money supply is increased, the rate of 
interest will not fall as the economy is already operating at the minimum rate of 
interest 

Speculative Demand for Money 

Dpnend for and Supply of Money 

Fig. 2.5. Keynes' speculative demand for money. 

Another important element in the Keynes' Theory of speculative demand is the ' 

concept of 'normal rate of interest'. According to Keynes, at any particular time 
period, there exists a certain 'r' which the speculators consider as 'normal', i.e., the 
rate of interest which will prevail in the market under normal conditions. It 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 will 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 will be relevant here to make distinction between active and idle cash balances, as 
given by Keynes. The active balances 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 Md is composed of 
Ll and b; ie .  

(4) M~ = Ll(Y) + L2 (r) :. . . . . . . . . . . . . . . . . . . . ... . . .. . . . . . . . . . , , 
Where, LI (Y) represents the transactions and precautionary demands for money, 
both of them being an increasing function of the level of money income (Yj. 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 that the demand for money is the sum of interest-inelastic 
component of transactions and precautionary demands (Ll) and interest-elastic 2 1 



Monetary Theory component of speculative demand (b). This is shown in Figure 2.6. 

I I 
0 

C 
Total dernond for Money 

Rg. 2.6. Total ,Demand for Money (i.e., l, + L2) 

However, the post-Keynesian economists believe that money is one asset only and 
the same unit of money can serve all the three motives. So the demand for money , 
cannot really be compartmentalized into different motives as shown by the additive' 
function. Economists like Tobin and Baumol have tried to show that transactions 
demand for money is not only income-elastic but is also interest-elastic. The same 
argument can be given for the precautionary demand also. On the other hand, the 
speculative demand can be shown as an increasing function of the total wealth 
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 income. In the light of this, we 
can modify Equation (4) as : 

In Equation ( 5 )  demand for money (Md) is positively related to Y and negatively 
related to r. 

- " 

Check Your Progress B 
1) What is the main difference between the classical and the Keynesian theory of 

demand for money ? 

2) Explain briefly the speculative motive for holding money, 

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

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

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

3) What is a 'liquidity trap' ? 

4) Which of the following statements are True and which are False ? 
i) Idle cash balances are used for meeting transactions. 



ii) There is a negative relationship between the level of income and the Demand for and Supply of Movy 

transaction balances. 
iii) The speculative demand for Inorley is iilversely related to the level of incomb. 
iv) Monetary policy works very effectively in the situation of liguidity trap. 

2.4 THE SUPPLY OF MONEY 

2.4.1 What is Supply of Money 7 
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 money held by 
the government and money lying with the cormnercial banking sector. 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. 

2) Net demand deposits : Total demand deposits with banks include deposits from 
public and those deposits which one balk holds with other banks (viz., inter-bank 
deposits). Only the former compoilent of total demand deposits are included in 
supply of money, as money, by definition, is something held by public. 

3) 'Other deposits' with Reserve Bank of India: They include demand deposits of 
quasi-government institutions, foreign central banks, foreign governments, the 
World Bank, etc. This component of money has been a very negligible proportion 
of total mo:.ey supply in India. 

The conventional measure of money supply (known as M) irlcludes coins and 
currency notes in circulation with the public and the net demand deposits. This 
measure is often referred 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) but also near-money that is part of the liquid assets available 
with the public for spending. People's ability to spend, therefore, depends upon the 
amount of overall liquidity 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 ofice savings banks and commercial banks, bnd ii) time 
deposits of the banks (net of inter-bank deposits). 

We know that cheque facility is available against the saving deposits, which adds to 
liquidity. Similarly, fixed deposits 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 
measure of money supply and called it qgregate monetary resources (AMR). Since 
1977, the RBI has added two oeh~:r measures of money supply, called M2 and Mq. 
These four alternative measures of money supply, as given by the RBI, may be stated 
as : 
M or M1 = currency held by the public + demand deposits of the public 
M2 =' M1 f savings deposits with post office 
AMR or M3 = Ml + time deposits of banks held by the public 
W " M3 + total post ofiice deposits 

1 Both Ml and M3 are conceptually the same as M and AMR respectively. However, 
these differ in their coverage. Ml and M3 measures of money supply give a better 

I 
coverage to the co-operative banking sector than do M and AMR 

/ 1 

I I Poet office savings d e p i t s  are far less liquid than commeszial bank savings. Savings 
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Moqtt8ry Theory deposits with post ofice can be withdrawn on demmd, but have the following 
restrictioas : 
1) Chequable portion of these deposits is very sm'alt 
2) There are restrictions on number of withdrawds in my week. 
3) There is a maximum limit on the amount of any single withdrawal {unless an 

advance notice is given b the post omce). 

Consequently, post ofice savings deposits amnot serve as a medium of exchange 
and are less liquid than the savings deposits with the comere id  bank It is with a 
view to treating post office savings deposits as separate from the commercial bank 
savings deposits that M2 and ~ series of money supply we provided by the MI. 

2.4.2 Agencies Inflaenclag Money Supply 
Money supply with the public is influenced mainly by the central bank of country 
and its commercial banks. Through its fiscal policy, the government also fleets, u> 
some extent, the supply of money. 

me Central Bank and Money ,Supply: The central bank of a country d w t s  money 
supply both directly as well as indirectly. It is directly responsible for the issue 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 bbarnk can create 
deposits keep* in view its cash balances. If the central bank uses methods to reduce 
#the supply of cash balances with the commercial banlrs, 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 control 
instruments, like changes in statutory reserve requirements of commercial banks, 
changes in interest-rate structure of banks, open-market operations, lending policy 
towards commercial banks, etc. 

. 
Commercld bmb md money supply : Commercial banks can create demand 
deposits or bank money. These deposits are created in two ways : 
1) When people deposit their cash with the banking system, they convert their 'cash 

in hand' into demand deposits. These deposits are known as primary deposits. 
2) The cash brought into the bankiig system through these primary deposits% then 

either used to buy fmancial assets from the market (e.g. bills, bonds, etc.) or lent 
to industry and business. We know that when any bank lends to a customer, it 
does-not give cash to him ; instead the bank crLedits the loan amount to the 
cus&iqe?s account, thus creating demand deposits in his name. Since,these 
depoeita 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 given amoqnt 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 deposits are not 
usad M a means. of payments - these are only savings for the specifred 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 polidy of the central bank of the country 

Government .ad money rupply : The Government also affects the supply of money. 
Whonevor the government imposes taxes or borrows from the public, it reduces the 
volume of available money with the bublic. On the other hand, when government 
finds that its income through taxation and public borrowings falls short of its 
expenditure, i t  borrows from the central bank (against its own securities) to pay off its 
creditura Consequently, the availqbility of cask with the public and the banking 
system will increase. As the availability of cash with the public and the banking 
system changes, so does the economy's capacity to expand or reduce credit. 

It may, thersfme, be concluded that the supply of money in an economy increases 
under the following situations : 
1) when the puMic wants to hold less cash with themselves and is willing to borrow 

more h m  the banking system ; 
2) when commarci J banks expand their credit operations ; 



3) when the Central bank isslles more currency or follows a monetary policy t h t  Demead forend Sogply ofMoney 
helps in expanding credit. 

2.5 THE VELOCIW OF MONEY 

The discussion on supply of money referred to the quantity of money at a particular 
point of time. However, Irving Fisher and 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 a point of time. 

Fisher uses the concept of transactions velocity to find out the money value of total 
transactions during a given period. Transactions velocity is defined as the average 
number of times a unit of money changes hands for moneys activities during a given 
period For example, if a hundred rupee note passes.fivs hands on average during a 
time period, it means that the hundred rupee note has served trtinsactions worth 
Rs. 500. In tlis case, 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 also 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. Obviously income velocity of money will be smaller than 
transactions volocity 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 economy is 
zero. Greater the share of idle balances in the total money stock, the smaller 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 Your Progress C 
1) Supply of money consists of 

2) Distinguish between the various ineasures of money supply given by the RBI, 

M , =  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
M2 = . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
M3 = . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
M', = .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . . . . . . . . . . .  

3) Which of the following statements are True and which are False ? 
i) Total stock of money in an economy determines the overall liquidity in the 

economy. 
ii) M1 and M3 differ in coverage when compared to AMR. 
iii) Post office savings deposits are far more liquid 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. 



Monetary T h e w  
- 2.6 LET US SUM UP 

Money forms an integral part of any modern economic system. The two major 
functions of money are : I )  as the medium of exchange and 2) as the store of values. 
The reason why people desire to hold cash in hand can be explained in terms of three 
motives, viz., the transactions, precautionary, and speculative motives. The first two 
motives relate to the medium of exchange characteristic of money, while the third (i.e. 
the speculative motive) to the store of value feature of money. The classical and the 
neo-classical economists concentrated on1 y on the first two motives, whereas 
Keynesian theory of demand for mone) incorporated all the three motives. The third 
motive was solely introduced by Keynes and it represented a major breakthrough in . 
monetary theory. 

Money supply, or more precisely the stock of money in an economy, is the money 
held by the public (i.e. individual firms and institutions) at a point of time. Several 
measures of money supply have been introduced by the Reserve Bank of India, viz., 
MI, M2, M3 ar~d Mq. Of these, MI 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 time deposits of 
banks) has replaced MI as the popular measure. The former measure is called the 
narrow definition of money supply whereas the latter measure, i.e. Mj, is called the 
broader definition of money supply. However, it needs to be noted that these 
measures differ only in terms of their coverage but not the concept. 

There 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 coins but also through :i!s monetary policy including its control over credit 
creation. Based on the amount of "primary deposits, the commercial banks create 
derivative deposits and create credit. Government of a country can also influence the 
money supply by following different taxation, public borrowing and expenditure 
policies. 

Velocity of circulation refers to the number of time a unit of money changes hands to 
hlfil transactions needs during a given time period. Transactions velocity of money is 
the average number of times a unit of money changes hands for all kinds of 
transactions ifi an economy during a specified period. Whereas, income velocity of 
money refers to the number of times a unit of money is used for making payments for 
final goods and services only during the specified period of time. Velocity of 
circulationis considered as slow changing. 

2.7 KEYWORDS 

Active and idle Cash Balandes : The cash balances which are used as means of 
payment for meeting 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 measure 
of money supply includes the net time deposits also. 

Demand for Money: Money to hold on hand. 

Liquidity Trap:  A situation in the bonds market when the rate of interest falls 
to its lowest level and the speculative demand for money becomes perfectly elastic. 

Narrow Definition of Money : A measure of money supply (given by RBD which 
defines money as sum total 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. It is in relation to this normal rate that the current rate is 
judged high or  low. 



'precautionary Demand for Money : The amount of money demanded for meeting Demand forand supply of Money 
unforseen increases in expenditures or delays in payments. 

Speculative Demand for Money: Money demanded by the speculators to 
speculate in bonds s o  as to make capital gains by buying bonds when their prices 
fall and selling them when their prices rise. 

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

I1 

2.8 ANSWERS TO CHECK YOUR PROGRESS 

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

2.9 TERMINAL QUESTIONS 

Why is money demanded ? How is the Keynesian approach different from the 
classical approach in this regard ? 
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 India? a Which of 
these measures is most commonly used at present ? 

4) How is the narrow definition of money different from the broader definition of 
money ? 

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 
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After studying this unit, yo'u should be able to : 
0 explain the factors which deternine the value of money and price level 
0 justify the quantity theory of money 
@ differentiate between the cash transaction and cash balances approaches to the 

quantity theory of money 
@ outline the superiority of Keynes theory over classical 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 in one fundamental 
respect, that is the value of money represents general purchasing power or commmr 
over 'things in general'. High prices of other things are reflected in the low exchangc 
value of money. Similarly,:low prices of other things mean high exchange value of 
money. The value of mbney is, tl~erefore, the reciprocal of the general price level (p 
and can be expressed as l ip .  , 

One of the basic problems is to identify the factors which determine the value of 
money 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 ar 
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 wit 
the' name of American Economist Irving Fisher, though its origin can be traced bacl 
to Devin Zatti, an Italian writer of the 16th century, Bodin, Cantillon and Hume wl 
gave vigorous formulations of the idea embodied in the theory. 

According to the Quantity Theory of Money the value of money depends on the 
quantity of money in circulation at a given point of time in the economy. Essentiall: 
the quantity theory of money hypothesizes that changes in the general price level ar 

28 to be explained with rcference to cbanges in the qumity of money in circulation. Sc 
I 



- 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 declirle 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 proportional to the 
changes in the supply of money. To cite Prof- Taussig, 'dozlble the quantity of 
money and other things being equal! pt-ices will be twice as high as before; and the 
value of money u s  one ha& Halve the quantity of money, other things being equal 
prices will be one ha l fo f  what  the.^ were b d ~ r e ;  and the value of money will be 
doubled.' 

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

Let us understatid the basic difference between these two approaches. 

3.2.1 Gash Transactions Approach 
The Cash Transactions approach to the quantity theory of nloney is usual!y ascribed 
to Simon Newcome and Irving Fisher. Hence, this approacti 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 circulatiori (V), 
and volume of transactions (T) Fisher's equation of exchange reads as : 

or, Aggregate supply of money = Total value of all goods and services 

Accordiilg to Fisher, the quantity of money in any economy 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 currency note changes hands during a given period of time is known as 
its velocity of circulation. 

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 nioney (MV) was equal to 
Rs. 400. However, all units of cash do not circulate at the same rates. Some currency 
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 economy 
during the year, wc get the total money supply in the economy 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 transaoted during a, given period. The latter would in turn be 
equal to the volume of goods and services transacted (T) multiplied by average price 
of these goods and services (P). 

Equation MV = P T  which we have stated earlier may also be rewritten as : 
I ........................... P = M V  - I ' T 

(2) 

- , The above equation implies that the price level at a given point of time may be taken 

; as the ratio of total money supply to the total volume of goods and services transacted 
at that time. . ' 

1 

c i Assvmptions : Fisher's version of quantity theory of money is based ,on the following 

10 
three assumptions : 
1) It assumes that the velocity of money (V) is constant and is not affected by the 

changes in the quantity of cash (M) or the price level (P). 

2) It is also assumed that the volume of goods and services (T) remains constant as 
I ,  it depends on  the size of natural resources, climatic conditions, techniques of 
e production, productivity of labour, transportation facilities, etc. The constancy of 
y total volume of goods and services transacted (T) is based on another assumption 

kj r - ..- - - "- 
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Monetary Theory that there exists full employment in the economy, i.e., there are no unemployed 
productive resources which can be used to increase production of goods and 
services to be exchanged for money. 

3) In quantity theory or money the variatie price (P) is a passive factor. It is 
affected by other factors in the equation, but not vice versa. Thus, the associatiol 
between price (P) and 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) Price level (P) is determined by quantity of cash in hand (M) average velocity of 

circulation of money (V) and the volume of goods and services transacted (T) 
2) P does not change by itself 
3) V and T being assumed constant, a change in M result in a plaoportionate change 

in P. 
I 

Fisher also provided an extended form of his original equation of quantity theory. 
In this form he classifies money into two groups : i) the cash held by the public ; and 
ii) the bank depoists. 

In the original equation i.e., Equation 1, presented earlier he had considered only the 
first variable. In his extended version he introduces a new set of variables, viz. 
demand deposits (M') and the velocity of circulation of demand deposits (V'). 
Equation 1, thus, can be modified as : 

\ 

P T =  MVf M'V' . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (3 
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  or P = MV + M'V' 

I '  
(4 

T \ 
According to Fisher, V is a short run constant and M' cannot change automatically 
because there is a stable relationship between the primary money, the bank reserves 
and the volume of bank deposits. Thus, with the help of extended version also 
Fisher came to the same conclusion as with his original version, i,e., the changes 
in quantity of money are the exclusive cause of changes in general price level. 

Criticism of Cash Transactions Approach : The cash transactions approach was 
severely criticised by some of the later economists. The major points of criticism are 
presented below : 

1) Fisher's version of quantity theory is based on some unrealistic assumptions. His 
assumptio~l '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 b 
affects 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 conclusion that money (M) is the cause and price (P 
is the effect 

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

3) The theory tries to establish an unrealistic direct causal relationship between 
money (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 determining the price level. 

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

5)  This theory assumes the existence of full employment and postulates that beyond 
full employment any increase in M will result in an increased P. But when there 
are unemployed resources, the supply curve of output would be elastic and as 
such @e increase 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 



includes prices of all kinds of commodities and factors. They may be moving in 
opposite directions or some of them may not be moving at all. Similarly T 
includes all kinds of goods and services. How to combine tliese 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 dfect's P. 

8) In Fisher's version, money is needed only for transaction purposes. It ignores the 
fact that money is also used as a store of value and for speculative activities. 

9) The equation of exchange cannot express the changes in the structure of relative 
prices caused by monetary factors. 

10) Fisher has also failed to capture the role of rate of interest 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 Theory. The rapid 
rise in prices in India in recent years is also stated to be associated with a substantial 
increase in the supply of money in the economy. However, it needs to be emphasized . 
here that what quantity theory postulates is not the complete t~uth.  So, we need to 
look beyond. 

Check Your Progress A 
1) What is quantity theory, of money ? 

2) List the assumptions of Fisher's version of quantity theory. 

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 depellds upon 

the quantity of money in circulation at a given point of time in the economy. 
iii) According to Fisher, the quantity of money in any economy depends upon : 

a) the quantity of cash with the public ; or 
b) the velocity of circulation of the cash. 

iv) All units of money do not circulate at the same rate. 
v) Money is demanded 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 incrensed P. 

3.2.2 Cash Balances Approach 

Some Cambridge economists, viz. Alfred Marshall, A.C. Pigou, J.M. Keynes, and 
D.H Robertson gave a different version of quantity theory ?f money, known as the 
Cash Balances Approach or the Cambridge Version. The earlier version of quantity 
theory laid emphasis on the supply side of money, while the cash balances approach 
emphasised the demand side of money. According to cash balances approach the 
value of money depends upon the demand for money; but the demand for money 
arises on account of its function as a store of value. The essence of the Cash 
balances approach has been clearly stated by Marshall as follows : i'n every state of 
society there is some fraction of their income which people find it worthwhile to keep 
in the form ofcurrency ; it may be a fBh  or tenth or a twentieth. . .  A large 
command of resources in the form 4fcurrency renders their business easy, smooth 
and puts them at an advantage in bargaining.' 

Monetary Theory 



Monetary Theory According to Marshall people keep a certain part of their annual income and wealth 
in the form of 'ready purchasing power'. The aggregate demand for money, therefire, 
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, k' 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, later neglected the assets part of the equation. Further 
in the Marshallian equation, the team Y was further decomposed into real total output 
(0 )  and the price level (P), thus giving us the equation : 

M =  k P O  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
or, P = M  

( 6 )  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  - (7) 
k.'O 

~ c c o r d i h ~  to Marshall's equation (Equation 7), P is influenced not only by changes 
in M, but also by changes in k. 

Marshallian cash-balance approach has been criticised because when we divide both 
sides of Equation (6 )  by k and replace - 1 on the left hand side by V, we again arrive 

k 
at Fisher's Equation (though in its income version). But to criticise cash-balance 
approach on this count is to enti;ely 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 emphasis being placed on different variables and analytical 
techniques. " 

Cambridge Equation : A. C. Pigou stated the Quantity Theory somewhat differently 
when he put the cash balance equation in the following form : 

Where R is the total real income, k stands for the proportion of total real income to 
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 that all people do not hold cash 
strictly in the form of legal tender money. Some of them hold part of it in the form of 
bank deposits. Keeping this in view the above equation was suitably modified to make 
it applicable to those situations in which k is held partly in currency and partly in the 
form of bank depqsits. The equation in its modified form becomes : 

In this equation c represents the proportion of k which the community hold* 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 : 

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 to keep in 
cash. Robertson's equation is considered better than Pigou's as it is a simpler 
explanation of the value of money, 

Criticism of Cash Baiaaces Approach 
Cash balances approach suffers from the following shortcomings : 

' 

32 1) The introduction of the factor R (which represents the current income of 



community) 'suggests that a change in its quantity is one of those ilnportant 
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 
&posits. However, the contention of this approach that the amount of real 
balmces held is determined by the comparative advantages of holding resources 
in cash, and in alternative forms, so that a change in R will be attributable to a 
change in these comparative advantages, is no doubt, useful and instructive. 

3) The cash balances equation does not throw light on the disturbances which occur 
owine to a change in the proportion in which deposits are held for different 
purpcL ;a, like savings, business and income. 

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

5) This approach does not hmish.an adequate monetary thebry which could be used 
to explain and analyse the dynamic behaviour of prices in the economy. 

3.2.3 Comparison of Cash Balances Approach and Cask 
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 dverent observations of the same phenomenon: 

However, these two approaches also have their points of dissimilarity. The two 
approaches give different interpretations to the demand for money. While 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 income. 

The cash balances approach is considered superior to the cash transactions approach. 
By focussing attention on 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 individuals. 
According to Marshall, the chief merit of the cash balances equation is that it 
removes the serious complications which creep in when we establish a 
relationship between the velocity of money in circulation and the value of money, 

I 
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, qnd also 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? 

I 

1 ......................................... . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

2) State superiority of Cambridge approach over Fisher's approach. 
I ........................................................................ 
I ....................................................................... 
1 ....................................................................... 
i \ 

3) Which of the following .statements are True and which are False ? 
i) I[n Marshall's equation P is influenced not only by changes in M but also in 

K. 
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~ o n e t a r y  Theory ii) 'V' stands for reciprocal of 'ICY in the Marshallian approach. 
iii) Cash balances equation is associated with Harvard economists. 
iv) Proportior1 of total real income is held partly in legal tender and partly in 

bank deposits. 
v) 'K' in the equation of exchange denotes the fraction of money income which 

people desire to keep in the form of currency. 

-- 
3.3 

K

EYNES' THEORY OF MONEY AND PRICES 

As you know, the quantity theory of money states 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 halved, and vice versa. This 
conclusion is based on the assumption of full employment, given the aggregate output 
The causal relationship between the supply of money and the level of prices 
constitutes 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 analysis, 
the real and the monetary sectois of the economy were taken as completely self- 
contained and independent of one another. The classical economists failed to realise 
that changes in the aggregate money supply could not influence the general price level 
of the economy without first affecting the real prices because the former was merely 
an aggregation of the later. ~ n y ' c h a n ~ e  in the general price level must necessarily be 
traceable to prior changes in the relative prices of goods and services. Consequently, 
it is necessary to relate the theory of inoney with the theory of relative prices in order 
to find out the real chain of causation between changes in the quantity of money and 
changes in the general price level. 

Keynes criticised the classical approach which regarded money as neutral, i.e., having 
no influence on equilibrium of the real sector of the economy. The classical theory of 
money aimed at the stationary 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 world, money is important 
becauseit serves as a vital link between the present and the future. 

In his book 'General Theory of Employment, Interest and Money', Keynes has given 
a new version of quantity theory of money. He has integrated the theory of prices 
with the general theory of value and output. He denies any direct causal 
relationship between increases in the quantity of money and the rise in the level 
of prices so long as there are unemployed resources in the system. 

According to Keynes an increase in the quantity of money increases the amount 
of money available for satisfying the liquidity needs for fulfilling the specuiative 
motive Its initial impact is to lower the rate of interest in the economy. A lowering of 
the rate of interest tends to increase effective demand for investment, which in turn is 
associated with rising income, employment and output With the rise in income, 
output and employment, the prices may start rising even before the point of full 
employment is reached. This may happen due to four main reasons: 
1) Since productive resources are not homogeneous, an increase in output will 

generally involve diminishing returns and increasing supply prices, even though 
the unit costs of all factors remain unchahged. 

2) The wage rate is very likely to increase with an increase in output. 
3) The prices of other factors entering into marginal costs also rise in varying 

proportions. 
4) Since the short period supply schedules in different markets often sliow varying 

degrees of elastidity, the prices may therefore start rising even before the situation 
of full employment is attained. 

With the increase in output, the initial emphasis is almost excl'usively 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 truly inflationary in the sense 
that they entirely result in rising prices. 



The above mentioned relation between money and level of prices clearly shows that 
there is no direct and propol-tional 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 relatioilships is set in 
motion through changes in the rate of interest. Ful-thel; a change in the rate of interest 
may or may not lead to a correspqnding 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 levels of employment, income and output and thereby leads to changes in 
the cost of production and prices. Whether or not this process works itself out fully 
depends upon the nature of the two other main determinants of income viz., the 
marginal efficiency of capital and the propensity to consume. For instance, if the 
marginal efficiency of capital, for certain reasons, suffers a decline, a fall in the rate 
of interest may not read to an increase in the volume of investment, output and 
employment etc., and as such the prices may not rise inspite of an increase in the 
quantity of money. In the same way, if the propensity to consume declines because of' 
certain reasons, increase in the quantity of money may not be associated 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 causation as 
shown in Figure 3.1. 

Money and Price 

Fig. 3.1 Relationship between Quantity of Money and the Level of Prices 

Criticism of Keynesian Theory 
1) Keynesian theory is too general. It is, therefore, difficult 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 conditions, 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 perioa They may be a continuation 
of the past or a continuation 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 
a long line of reasoning. N o  doubt, it is possible to change the level 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 Keynesian Theory 
1) Keynes' theory of prices integrates the monetary theory with the theory of value, 

The theory of value expl'ains that the price (which is value expressed in terms of 
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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 rnarginal cost, marginal 
revenue and the degree of elasticity. Keynes shows that prices rise because of th 
rise in costs of production resulting from the inelasticity of short period supply 
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 t o  
inflation. 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 removiilg the old 
notion that prices are directly determined by the quantity of money. Keynes 
brings forth the fact that the causal process whish exists between the quantity of 
money and prices is indirect, uncertain, conlplex and is brought about through 
changes in the rate of interest. 

5)  The Keynesian theory differentiates between the determination of general price 
level and individual prices. Individual prices of various goods are determined 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 entitled '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 modern theory is a theory of demand for money. 

2) Like Pigou, Friedman also believes in money serving as an asset. 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 transactions 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 
assets, and b) the expected rate of change in the price leveL An increase in-- 
either or both of these components will cause a fall in the amount of money which 
people would like to hold in cask At higher cost of holding money, t eople will 
economise on their cash balances. Conversely, a decrease in the rate of 
interest or a fall in the pdce level reduces the cost of holding money, 
Consequently, people will have inducement to hold larger cash balaqces. 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,l.dp, rb, re, w, u) . .. ...... .. ., .. . .  . ..... .... .. . . .. .. .. . . (131 
P dt 



where 
M = nominal stock of money 
P = price level 
Y = 'permanent' income 

1. dp = rate of return in the fonn of app~.,eciation and depreciation in money 
5 X value per rupee of real asset 
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rb = yield on bonds 
re = yield on equity 
w = ratio of non-human to human wealth 
u = taste and preferences 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 ~f wealth holders. 

On the basis 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 
economic activity in the society. 

Friedman's application to monetary theory of the basic principle 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 imporlant implication of 
Friedman's analysis relates to 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 major criticism of Friedman's empirical work is that the results he has got depend 
upon the manner in which he has defined money. His definition of money is too 
broad. 

Although Friedman has emphasised. the relationship between monetary stocks and 
aggregate wealth, still he has not found interest rates empirically significant as a 
determinant of the dcmand 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 Money and Prices ? 

2) Give the restatement of quantity theory of money by Friedman. 

3) Explain the determinants of the demand for money according to Friedman. 



4) Which of the following statements are True arid'which are False. 
i) According to Keynes money is neutral hi the economy. 
ii) Keynes has denied any direct causal relationship between increases in the 

quailtity of money and the rise in the level of prices. 
iii) Revival of quantity theory has been mainly because of the efforts of Keynes. 
iv) According to -Friedman, the supply of money being stable, it is the demand 

for rnoney that influences economic activity. 

3.5 LET US SUM UP 

Frequent occurrence of wide fluctuations in the general 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 k n ~ w n  forms of the quantity equation are. : i) the 
Fisher's version or the cash transactions equation, written as MV = PT, arid ii) the 
cash balances equation of exchange, written as P = KR or M = KPO or 

M 
M = KPT, is associated with the names of Alfred Marshall, A.C. Pigou and 
D.R. Robertson respectively. 

Fisher's cash transactions approach relates changes in the price level (I?) to changes 
in the quantity of money (M), its velocity of circulation (V), and the volume of 
transactio~~s (T). By assuming V and T as constant over time, he established a direct 
and proportionate relationship between the quantity of money and the price level. 
Criticism of Fisher's approach mostly emanates froin 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 income is kept by individual in 
the form of cash or liquidity. The cash balances approach, besides stressing the 
importance of liquidity which is significant in the cletennination of equilibrium income 
and employment, also foc~lssed on the limitations of the monetary policy in 
controlling fluctuations in the economy. 

Keynes while criticising the classical quantity theory of inoney has denied any direct 
and causal relationship between increases in the quantity of money and the rise in the ' 

price level so long as there are some unelnployed resources in the economy. The 
relationship is rather indirect and remote, because a whole complcx of relationships is 
set in motion through changes in the rate of interest. 

Milton Friedman restated the quantity theory which is a theory of the deinand for 
money, &d not of output, money income or prices. In formulating the demand for 
money as a form of capital, Friedman's approach differs from the ~ e ~ n e s i a n  theory. 
He starts with the broad concept of wealth as comprising all sources of income, 
including human beings. Friedman relates demand for money to the total wealth and 
expected future streams of money income obtainable by holding wealth in alternative 
forms. Friedman arrives at a demand function for money which depends on the price 
level, bond and equity yields, the rate of change of the price Level, income, the rate of 
non-human to human wealth and a taste bariable. 

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 
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accumulating it rather than soending i t  



Human Wealth : The skill and abilities possessed by individuals of a society by 
which it generates income. 

Marginal EfEciency sf  Capital: That rate of intercst which reduces the net present 
value of a project to zero. 

Monetary Policy: That pmt of economic policy that regulates the level of inonep or 
liquidity in tlie economy in order to achieve a set of eco~lornic goals like controlling 
inflation, correcting balance of payments, disequilibrium, etc. 

Propensity to Consume : The proportion of a small increase in income which will be 
devoted to increased col~sumption expenditure. 

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

3.7 ANSWERS TO CHECK YOUR PROGRESS 

A 3 i) False ii) True iii) False iv) True v) False vi) True 

B 3 i) True ii) Trile 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 equatio~i 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 explanation of 
changes in price level ? 

3) What is quantity theory of money ? Explairi its significance in the context of 
understanding the factors determining the value of money ? 

4) Examine how Milton Friedman restated the traditional quantity theory of money. 
5) Write short noles on the following ? 

i) Cambridge Eqiiation of Exchange. 
ii) Superiority of Keynes' analysis of Money and Prices over the classical 

analysis. 
iii) Basic difference between the Fisher's and Friedman's formulation of 

quantity theory of money. 

Note: These questions will help you to understand the unit better. Try to 
write answers for them. But do not submit your answers to t.he university for 
assessment. These are for your practice only. 

Money and Prices 
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4.0 OBJECTIVES 

After studying this unit, you should be able to : 
explain the meaning and defmition 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 modem 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 fallen victim to this 
problem. In this unit we will discuss the meaning and nature of inflation, types of 
inflation, effects 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 when money income is 

I 

expanding 'more than in proportion to income earning activity". 

RC. Hawtrey associates inflation with "the issue of too much currency". T.E. 
I Gregory calls it a state of "abnormal increase in the quantity of purchasing 

power". In general, inflation may be deiined as a sustained rise in the general level of 
40 prices brought about by high rates of expansion in aggregrate money supply. All these 

-r 



definitions have a common feature. They stress the point that intlatlon is 3 process of 
rising prices (and not a state of high prices) showing a state 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 supply com~ared 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 discussed above. 

Keynes does not agree with the quantity theory 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 after the 
level of full employment, employment will change in the same proportion as the 
quantity of money, and when there is full employment, prices will 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 'bottlencck inflation'. 

Keynes introduced a new concept called the inflationary gap. The inflationary gap 
shows a situation in the economy when anticipated expenditures (demand) exceed the 
available output (supply) at base prices or at the pre-inflation prices. Thus, the 
inflationary 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 due to limitations of the capacity to produce, the 
supply of goods and services does not increase in the same proportion, an inflationary 
gap 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. 

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 eco'nomv. 

Inflation 

Income (Y) 

Figure 4.1 Inflationary Gap 

In Figure 4.1 inc6me is measured along horizontal axis,bnd consumption and 
investment along vertical axis. At the 45 line is a zera saving line. C is the 
consumption curve, while C + I shows consumption plus investment expenditure at 
full employment level Obviously Eo is the point of equilibrium and, there, 9 
becomes the full employment income. 

Now suppose there is increased investment expenditure b consumers, business 51 houses and government It will shift the C + I curve to C + 1'. The C' + P curve 
hersects 45" line at El, thw, giving an equilibrium level of money income of OY'. 
However the kcreaeed expenditure does not lead to increased output because 



economy was already in a state of full employment. Thus available output is smaller 
than the moriey income. This gap, which is BIG, 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 fcatures of inflation are as follows : 
1) Inflation is always accompanied by rise in prices and it is, infact, uninterrupted 

increase in prices. 

2) Inflation is essentially an economic phenomenon as it originates within the 
economic system md is fed by the action and interaction of economic forces. 

3) Inflation is a dynamic process which can be observed inore or less over a long 
period 

4) A cyclical movement should not be confused with inflation. 

5) Inflation is a monetary phenomenon as it.is generally caused by excessive money 
suppIy. 

6) Pure inflation start after full-employment. 

4.3 TYPES OF INFLATION 

Inflationary situations may be classified on the basis of different considerations. 
We may distinguish between different types of inflation on the basis of degree or 
speed with which the prices rise. The distinction may also be based on the processes 
through which inflation is induced. It is also possible to classify inflation on 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 four 
types : 1) creeping inflation, 2) walking inflation, 3 )  running inflation and 
4) jumping or galloping or hyper-inflation. 

Creeping 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 stagnation. 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 ri;; in prices becomes more marked as compared 
with the situation obtaining undor creeping inflation. In fact, it is a danger signal of 
the occurrence of running and jumping inflation under which the rise in prices takes 
place at a faster rate. 

In hyper or galloping inflation, prices rise every moment and there is no limit to the 
height to which the prices might rise. Hyper inflation is an indication of the highest 
degree of abnorniality in the monetary system of a country. Uilder 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. 

Classification based on the Processes 
When 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 adoption of deficit financing or 

by government spending in excess of its revenue receipts. 
2) Wage-induced inflation, which results from an increase in money wages. 
3 )  Profit-induced inflation, which occurs on account of an increase in the profits of 

the manufacturers. 

There is also peace-time inflation which refers to the rise in prices during periods of 
peace resulting from increased government outlays. Sporadic inflation is of sectional 



nature, occurring due to abnormal shortage of some specific goods. A typical case of 
inflation would be an illcrease in prices of food products as a result of crop 

failure or a rise in the prices of manufactured goods resulting from the formation of a , 

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, 

Inflation 

Inflation may be open or suppressed. It is open when prices rise without any 
interruption. Suppressed inflation exists in the economy when price increases ere 
suppressed due to the adoption of policies of effective price control and rationing of 
essential goods by government 

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

4.3.1 Demand-Pull Inflation 
It emerges when the aggregate demand exceeds the level of full employment output. 
Consumers and investors seek to buy more than the total amount of output that can 
be produced. Tl is  type of inflation is also known as excess demand inflation. The 
demand-pull ida t ion  may be caused by an increase in the quantity of money. An 
increase in the quantity of money would lower the rate of interest which would 
stimulate investment. This wil! also lead to an increase in consrlmption 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 rise in the marginal efficiency of capital or a rise in the propensity to consuIne. 

Look at Figure 4.2 which illustl.atcs the case of demand-pull inflation. In this figure 
curves marked Dl to D5 show aggregate demand and curve S represents the given 
supply. As aggregate demand curve moves higher and higher from Dl to DS, ,the price 
level rises higher and higher from P1 to P5. Shift of aggregate demand function from 
Dl 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 inflation. Once 
full employment is reached at point C, further upward shift of D will raise only the 
price level. This is known as troe inflation. 
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Fig~re 4.2 Dcmand Pull Inflntion 

4.3.2 Cost-Push Inflation 
Before 1950s, inflation was largely analysed in terms of the excess demand explained 
either in the classical quantity theory version 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 due to increase in the cost or supply price of goods. It is caused 
mainly by three factors : i) an increase in wage rate, ii) an increase in profit margin, 
or iii) an increase in material costs. ; 

For example, rapidly rising money wages were not accompanied by corresponding 
increase in productivity in certain key sectors of the economy, results in higher prices 



Monetary Theory in these sectors. Martin Bronfenbrenner and F.D. Holzman observed, cosf itzflation 
has beer1 the layman's instinctive explatlation of general price increases since the 
dawn of the lnonetary sjstent. We know of no inflationary movement that has not 
been blamed by some people on projlteers, speczllator:r, hoarders, or workers and 
peasants living beyond their station. 

Stated in terms of the aggregate demand and aggregate supply functions, the cost-push 
inflation emerges in the economy due to the pressure of various factors which shift the 
aggregate suppl'y function upward. Look at Figure 4.3 which illustrates cost-push 
inflation. 

output 

Figure 4.3 Cost-Push Inflaiion 

Let the full employment equilibrium exist at point A where the demand curve Dl and 
the supply curve S1 intersect each other. The equilibrium output is OQ1 and price PI. 
If the aggregate supply function shifts to  S2, output declines t o  OQ2 and the price 
level rises to 4. When the supply function further rises to S3, output declines to 0Q3 
and price level rises to P3. Thus rise in price and fall in output will continue so long 
a s  upward shift in the supply fuilction continues. 

As  pointed out  earlier, the main factors responsible for the upward shift in the 
aggregate supply functions are : 1) higher money wages secured by labour unions, 
2) higher profit margins secured by business firms in monopolistic or  oligopolistic 
industries, and 3) higher prices of key raw materials for the production process gf the 
economy. The inflation caused by these three factors is known as the wage-push 
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inflation, the profit-push inflation, and the material-cost push inflation. 

Check Your Progress A 
1 )  What  is inflation ? 

2) What  is a n  inflationary gap ? 

; '  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ' I  

: .  

1. 
I' 3) Differentiate between demand-pull inflation and cost-push inflation. 



4) Which of the follbwi~zg statements are True and which are False ? 
i) In an econoiny if  prices rise by 20% we can say that the economy suffers 

from very high inflation. 
ii) Inflation meails only a state of higher prices. 
iii) When government spends in excess of its revenue, it is called deficit induced 

inflation. 
iv) .Inflation occurs only when resources are aheady fully employed. 
V) If prices rise even before full employment, such a phenomenon is called 

bottleneck inflation. 
~ i )  creeping inflation is considered to be an important instrument of economic 

development. 

4.4 EFFECTS OF INFLATION 

Inflation is not considered bad so  long as it creates additional employment to the 
factors of production. But it becomes bad the moment it goes out of control as Peter 
is robbed to pay Paul, taking no account of the sound maxim of social equity. 
"Inflation may be compared to a robber. It deprives the victim of some possession 
with the difference that robber is visible, inflation 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 economy and 
paves the way for social and economic upheavals, besides being higldy demoralising. 
The entrepreneur faced with the demand for higher wages m d  trying 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 cffects of inflation on different sectors of the economy and sections of 
the society are as  follows : 

1 )  Effects on production 1 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 lcad to waves of optimism inducing businessmen to 
invest more. But this cannot go 011 forever becaus'e the limit is set by full 
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, employment ceiling, after which the prices start rising and moderate inflation 
starts assuming the nature of hyper-inflation. This will have disastrous 
consequences on production. It distorts the smooth functioning of price 
mechanism, hinders capital formation, stimulates speculative activities and 
hoarding, and leads to  misallocation of productive resources. In short, inflation 
invites business to seek profits by qanipulating markets rather than by efficient 
production. 

2) Effects on distribution : Inflation has the effect of redistributing income because 
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 kindfall profits. Changes in the value 
of money also result in the redistribution of wealth, 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 society. Thus, poor become poorer. 

3) ' Debtors and Creditors : Debtors 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, producers, traders, speculators and 

Inflation 



Monetary 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 the% generally being borrowers 
of money for business purposes, stand to gain. 

5) Investors : Different kinds of investors are affected diffe

r

ently by inflation. An 
investor may invest in bonds afid debentures which yield a fixed rate of interest or 
in real estate or equities (shares) whose returns (dividends) rise and fall wit4 
profits earned by the companies concerned When prices rise, the returns on 
equities go up on account of the rise in profits, while the bond and debenture 
holders gain nothing as their income remains fixed. By the same logic, holders 
will lose during depression, while tlne debenture and bond holders gain. 

6) Farmers : 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 received by the farmers. It  has been observed in 
India that inflationary tendencies during war and post-war p.eriods have helped 
farmers in paying off their old debts. Moreover, farmers axe generally debtors and 
have to pay less in real terms, while the land revenue, taxes, etc., do not rise 
much. Thus, Farmers generally gain during periods of illflation. 

7) Wage earners : Wage earners generally suffer during inflation, despite the fact 
that they obtain a wage rise to counter the rise in the cost of living. However, 
wages do not rise as much as the rise in prices of those commodities which the 
workers consume. Further, wages are allowed to rise much later than the rise in 
prices. Thus, there is a lag between the two, which works to the disadvantage of 
the worker. If the workers are organised, they may not suffer much during 
inflation but if they are unorganised (like the agricultural labourers) they may 
suffer more as they may not find it easy to get their wages increased. 

8) Middle class and salaried persons: The hardest hit are the persons who receive 
fixed incomes, usually called the middle chss. Persons who live on past savings, 
fixed interest or rent, pensions, salaries, etc., suffer during periods of rising prices , 

as their incomes remain fixed. Kernrnerer states that the middle class, however, 
which by hard work and thrift has built up a fund of saving to educate its 
children and to provide a livelihood in times of sickness and old age, finds itself 
in a desperate situation in a time of serious inflation. 

9) Government: In a mixed economy, the public sector is affected by fluctuations 
in price level. As prices rise, the Government has to spend more on goods and 
services, including raw materials, for carrying through their projects. Estimates 
are revised and taxes are raised. 

10) Public morale : Inflation results in arbitrary redistribution of wealth favouring 
businessmen and debtors, and hurting consumers, creditors, petty shopkeepers, 
small investors and fixed income earners. This lowers the public morale. The 
ethical standards and the public morale falls to miserably low levels during the 
period of hyper-inflation. I 

4.5 CONTROIL OF INFLATION 

, Jnflation must be controlled lest it turns into hyper inflation. Control of 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 or both may be curtailed by increasing the number and 
the rates of direct and indirect taxes and by raising the rate of interest The-measure 
for controlling inflation can be divided into three broad categories : i) monetary 
measures, 2) fiscal measures, and 3) direct controls and other measures. 

I 

1) Monetary measures : The central bank of the country can curb inflation by . 
restricting the supply of money and credit with the help of three important 
measures available to it. They are bank rate policy, open market operations, and 

46 varying the reserve requirements of the member banks. Monetary measures, 



however, are not very effective in underdeveloped countriev which lack a well- 
developed and integra.ted money market In under-develop'ed countries, selective 
credit control is preferable to the general credit contral. 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. 
Monetay policy is, however, subject to limitations and it alone cannot succeed in 
curbing the difficult problem of inflation. In India, Reserve Bank's dear-money 
policy, aiming at curtailing the excess bank credit, has not prevented prices from 
rising. 

Fiscal measures : The limitations of monetary measures make it important to 
make use of fisca! 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 as possible without adverse effects in 
incentives to enterprises and investment A decrease in government spending and 
an increase in government's' total tax revenue i.e., producing a surplus budget is 
an important fiscal measurc which can successfully check inflationary pressures 
in the economy. A regressive tax structure con~bii~ed with scaling down of 
unproductive spending can successfully reduce the impact of inflation in the 
economy. Devising a suitable tax policy directed towards restricting demand 
without discouraging production is another fiscal measure which can control 
inflation. Private savings have a strong dis-inflationary effect. The governme~lt 
should take measures to promote private savings. The government should avoid 
paying back any of its past loans during inflationary periods so as to prevent an 
increase in the circulation of money. Keynes suggested a programme of 
compulsory saving like deferred pay or forced savings to control inflation. 
Deferred pay implies that a part of the pay of the workers is credited to their 
savings account and would not be available for spending so long as the inflation 
lasts. Such compulsory saving schemes are expedient during wartime or during 
pat-war hyperinflation, but are not practicable in peace time, particularly in 
democratic societies. 

Direct controls : Many countries have adopted direct measures to ~ontrol  
inflation. These include price control and rationing of essential commodities. 
Rationing and price control, however, have not beell very effective in 
underdeveloped countries because of lack of competent and honest machinery to 
administer such measures. These have often led to the disappearance of goods 
froin the market giving scope for black marketing, bribery and corruption 

Measures should be taken to expand the production of necessary goods at the expense 
of luxury goods because shortage of the necessary goods raises the prices much more 
rapidly than a shortage of luxury goods. Control of wages has often been suggested to 
check a wage-price spiral. During galloping inflation it may be necessary to apply a 
wage-profit freeze. Control of wages, and profits keeps down disposable income and, 
hence, the level of effective demand for goods and services. Efforts should be made to 
obtain as much foreign capital as possible. Investment financed by foreign capital is 
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. 

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 . 
diffcult to control. A hyperinflation for instance, call be removed only by replacing 
the old currency by a new currency. Inflation is a hydra-headed monster and should 
be fought with many weapons. Dependence on a single measure may not help much 
in curbing inflation. 

Check Your Progress B 
1) What is the effect of inflation on production ? 

' 

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

Inflation 



Monetary Theoq 2) State the main fiscal methods of controlling inflation. 

3) State whether the following statements are True or False. 
i) In inflation fixed earners benefit at the cost of profit earners. 
ii) . During inflation debtors are benefited and creditors lose. 
iii) During inflation poor become poorer. 
iv) During inflation normally equity holders gain and bond holders lose. 
v) Inflation can be controlled by restricting the supply of money and credit. 

4.6 LET US SUM UP 

~nflation is a situation of persistent rise in prices. Inflation exists, broadly speaking, 
when the quantity of money in the economy exceeds the supply of goods and services. 
According to Keynes true inflation sets in only after full employment. 

Inflation can be classitied on the basis of speed, time, process and the extent of the 
price rise. There are twd main types of inflation viz., demand-pull inflation and cost 
push inflation. Demand-pull inflation occurs when the aggregate demand exceeds the 
level of full employment output The demand pull inflation may be caused by an 
increase in the quantity of money. In case of cost-push inflation prices are pushed up 
by a rise in the cost of production. Cost of production can rise because of a rise in 
wages or cost of raw materials or simply rise in profit margins. In other words, 
inflationary pressures originate with supply rather than demand and spread rapidly 
throughout the economy. 

Inflation is advantageous to the debtors, while the creditors lose. When prices rise, 
producers, traders and speculators stand to gain on account of windfall profits 
because prices rise at a faster rate than the cost of production. Inflation cannot be 
allowed to 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 
to control it imply a reduction in the total effective demand. Ainong the monetary 
measures we include higher bank rate, open market operaticn and other credit control 
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 policy, price control, rationing etc. These measures are, however, 
supplementary 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 frsm increased money wages, raw materials, prices etc. . 
Demand-Pull Inflation : Inflation that emerges when the aggregate demand exceeds 
the level of income and employment Excess.dernand may arise either in the public or 
private sector. 

Hyper or Galloping Inflation : An inflationary 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 : &inflationary situation when prices rise without any interruption. 



Suppressed Inflation: kondition in which as a result of adoption of certain policies 
by the government, prices are prevented from rising. 

4.8 ANSWERS TO CHECK YOUR PROGRESS 

A 4 i) False ii) False iii) True iv) True v) True vi) True 
B 3 i) False ii) True iii) True iv) True v) True 

4.9 TERMINAL QUESTIONS 

1) Define the concept of inflation md explain inflztionary process. 
2) Explain the features of demand-pull inflation and cost-push inflatiofi. 
3) Examine the effects of inflation on production and distribution in a developing 

economy. 
4) Why should inflation be controlled ? Explain the various measures to be adopted 

to control it. 
5)  Write short notes on the following: 

i) Inflationary gap 
ii) Classification of inflation on the basis of degrees of price h e .  
iii) Inflation and the workers 

, 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 f ~ r  
assessment. These are for your practice only. 
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5.0 OBJECTIVES 

After studying this unit, you should be able to: 
e explain the evolution of banking 
e describe the structure of banks 
e identify the functions of coinrnercial banks 
0 explain the economic significance of banking 

describe the methods of credit creation by commercial banks. 

5.1 INTRODUCTION 

Commercial banks play an important role in the economic development of any country. The 
business of a commercial bank is primarily to accept deposits and advance short-term loans. 
Apart from this, a commercial bank performs a number of other useful functions to the 
community, Every commercial bank gets its funds mainly from three sources: share capital, 
reserve fund and deposits from the general public. Various banking systems came into 
existence with the development of banking in the world. In this unit, you will learn about the 
evolution of banking systems, the functions of commercial banks, the economic significance 
of banking and the method of credit creation by commercial banks. 

5.2 EVOLUTION OF BANKING 

The origin of modern commercial banking is traceable to ancient times. The development of 
carly commercial banking was closely associated with the business of money-changing in 
private sector. Famous temples of Delphi and Olympia of Greece served as centres of 
deposits and lending. Banking in ancient Rome was developed on the same pattern as that in 
Greece. However, banking, as a public enterprise, made its beginning around the middle of 
12th cenhlry in Italy. Bank of Venice established in 1157 is supposed to be the most ancient 
lwnk in the world. Therefore, a number of private banking houses were established in North 
Europe with the expbsion of commercial activities. 



Banking Theory and Practice 5.2.1 Evolution of Banking in England 

Foundation of early banking in England may be traced to the presence of the goldsmiths. In 
the days of Civil War, insecurity and chaos reigned in England. In order to ensure safety of 
their money, people approached goldsmiths, who had good and s m ~ g  rooms. Goldsmiths 
started issuing receipts for money received containing an undertaking to return 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 profitable, it became a regular feature. Regular accounts were maintained and pass 
books 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 earned by the goldsmiths attracted many finns and merchants ' 
towards the banking business. 

These developments received a temporary setback in 1672. Soon confidence in goldsmiths 
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 system all over the world. However, the growth of joint stock 
commercial banks started only after the enactment of Banking Act in 1833 in England. 

5.2.2 Evolution of Banking in India 

Money lending d e v e l o ~ d  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. Bank of Hindustan was established in 
1770 in Calcutta. General Bank of India was established in 1786. Three presidency banks 
viz., Bank of Calcutta (18061, Bank of Bombay (18401, Bank of Madras (1843) were 
established. These three banks subsequently merged together to form the Imperial Bank of 
India in 192 1 which was nationalised in 1955 and named as the State Bank of India. 

Many other banks like Allahabad Bank (1865), Punjab National Bank (1894), Bank of India 
(1906), Indian Bank (1907), Bank of Baroda (1909), Central Bank of India (191 1) came into 
existence. Howiever, Indian banking system experienced a series of crisis and as a 
consequence witnessed a number of bank failures. This is more so during the post World 
War I peridd. Reserve Bank of.India was therefore established in 1935 to regulate and 
control the banking system in India. 

5.3 BRIEF STRUCTURE OF BANKS 

Structure of banking varies from country to country. Banking structure 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 development of banking in the world. Important among them are branch 
banking;unit banking, group banking and chain banking. Let us study about them in detail. 

5.3.1 Branch 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 is operated by the head office through a network of branches spread 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 In@a all commercial banks (like the State Bank of India, Bank of India, etc.) indulge in 
branch banking operations. In England, major banking business is done by the "Big Five" 
i.e., the Midland, the Westminster, Barclays, Lloyds and the National Provincial. These five 
banks have over 12,000 branches and control over 75% of the banking business in the ' 
country. 

Advantages 
The widespread and phenomenal growth of branch banking is due to various advantages 



associated with this kind of barking system. They are: 

1 Mobilisation sf savings: Funds can be easily mobilised from the branches having 
surplus funds to the branches suffering from deficit of funds. 

2) Efficiency in management: Branch banking provides greater scope for efficient 
management. In view of its size. experts and skilled personnel can be employed. 

I 3) . Large scale economies: Branch banking enjoys the internal and external economies of 
scale in terms of operations like division of labour. utilisation of expert services, 
technological innovations, computeiisation. etc. 

4) Diversification of deposits and advances: Branch banking provides a wider scope for 
the selection of diverse deposits and varied advances. 

I 

5) Economy in reserves: Each branch can maintain low cash rsserves beduse funds can 
1 be moved from one branch to another. 

6) Remittance facilities: Remittance of money from one place to another is more 
convenient and less costly. 

I 7) Uniform interest rates: Branch hnking facilitates mobility of capital and brings about 

I uniformity in the rates of interest over a wider area. 

8) Flexibility in operations: As branches operate in different parts of the country, it is 
therefore possible for branch banking to make necessary adjustments according to 

! variations in local socio-economic conditions of different regions. 
I 9) Effective control by central bank: The nyrnkr of banks in the country we less in case 

of branch banking system. Hence the central bank of the country can easily and 
effectively control the commercial banking sector of tlle economy. 

10) Withstands depression: Branch banking system is able to withstand adverse business 
conditions like depression. 

Disadvantages 
Branch banking system also suffers from tile following disadvantages: 

1)  Diff~culty in management: In view of its size of operations and spread of branches in 
different geographical areas, effective management becomes difficult in branch 

I banking. Undue expansion results in mismanagement, incompetency, etc. 

2) Red tapism: Branch banking is blamed for red tapism and abnormal delays in the 

i disposal of urgent matters. 

'i 3) Weaker branches: W e l e r  and unhealthy br<ulches can also survive in branch banking 
system. They offset the profits earned by other branches. 

4) Cut-throat competition: Under branch banking a number of branches are opened in 
the same region by various banks. This results in the evils of cut-throat competition. 

5) Less personal contacts and familiarity with local conditions: Due to their frequent ' 
transfers branch managers do not get the opporh~nity to develop personal contacts with 
customers and get fully conversant with local conditions. 

6) Utilisation of funds: Local utilisation of funds may be less in branch banking in view 
of the easy availability of the facility for transfer of funds. 

7) Monopoly of power: Branch banking creates some sort of monopoly power in a few 
hands which is detrimental to the country. For example, the five big banks in England 
control 75% of banking business and in India 93% of banking business is controlled by 
the public sector banks. 

Though there are several disadvantages of branch banking system, they are overweighed by 
its advantages. In view of this the countries, where unit banking system was prevalent, are 
shifting over to the branch banking system. 

5.3.2 Unit Banking 

Unit banking refers to that system of banking in which banking operations are carried 
on through a single oflice r n t k  t b  a network of branches under the ,control 



Theory and Ractke d a siagle bank. In other words, the single office is bonh the conbrshg as well as 
operating unit. Each banking unit is a separate company with separate entity. Each banicing 
unit has its own capital, shapholders and Board of Directors. The area of operations and the 
size of bank are small under unit b g System ~ m p d  to branch b m n g  system. 
However, a few unit banks may have branches operating in a limited area. Thus, it is a 
localised b&g system. 

Advantage 
Unit banking system has some advantag, ver branch banking system. These ape: 

1) Unit banks can serve focal needs of small communities in a more effective manner as it 
is concerned with only a limited area of operation. Moreover, personal contacts with 
customers is Stir more easier in this system. 

2) There are less possibilities of mismanagement, fraud and irregularities. 
3) They are free frhm diseconomies of operations of more than the optimum size. 
4) The possibilities df delay in operations due to red tapism are remote. 
5) Funds are used only yithin the geographical area of operations. 

Dimdvantages 
Unit banking system also suffers from certain disadvantages. These are: 
1) In case of unit banking it is difficult to mobilise savings from one place to another. 
2) Due to small size of operations economies of large scale cannot be enjoyed. Further, its 

size does not permit it to employ specialists. 
3) Cost of establishment per bank is high in case of unit banking. \ 4) Doe to large number of banks, control of central bank becomes less effective. 
5) Unit bank is too small to overcome adverse business conditions. 

In view of the disadvantages of unit banking system the systems of group banking and chain 
banking are developed. \ 

5 3 3  Group Banking 

Group W n g  consists of the ownership and operation of two or more banks directly 
or indirectly by a corporation. The group is organised around a key bank which in turn is 
controlled by a holding company. 

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

5.3.4 Chain Banking 

Chain banking is another form of group banking. It is difficult to differentiate it from group 
b a n g .  Chain banking refers to a system where two or more banks are controlled by 
a single person or group of persons through stock ownership or otherwise. Thus, there 
is less formal arrangement than group banki~~g. This system was developed in USA to 
overcome the drawbacks of unit banking system. 

This banking system enjoys the advantages of both bmch banking system and unit banking 
system. 

Check Your Progress A I 

1) List different type$ of banking systems. 

2) Distinguish between branch banking system and unit banking system. 



3) Which of the following statements are True and which are False? 
i) Banking system in India falls under d ~ e  category of branch banking. 
ii) Savings from the bank branches having surplus funds to those suffering from 

deficit funds cannot be mobilised. 
iii) Branch banking system brings about uniformity in the rates of interest over a wider 

area. 
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. 

5.4 FUNCTIONS OR COMMERCIAL BANKS 

m e  nature and significance of a bank can be known by the variety and magnitude of the 
functions it performs. It is highly difficult to define the term 'bank' as the concept itself is 
rapidly changing in-view of changes in socio-economic conditions, government policies, 
priorities etc. However, a few definitions will no doubt help in better understanding the 
nature of banking. 

5.4.1 Definition of a Bank 

According to Herber Hart " a banker is one who in the ordinary course of business honours 
cheques drawn upon him by persons from and for whom he iqeceives money ori current 
account" 

According to Section 5 of the Banking Regulation Act, 1949, "a banking company means 
any company which transacts the business of banking. Bartking means the accepting 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) secondary functions. 

5.4.2 Primary Functions 

Initially, collection of deposits and granting advances used to be the primary functions of a 
commercial bank. However, in modem economies creation of credit and foreign exchalrge 
dealings are also treated as primary functions of a bank. I 

Collection of Deposits 
The most important primary functiori of a commercial bank is collection of deposits. These 
deposits may be in the form of I )  fixed deposits, 2) savings bank deposits, 3) current 
deposits, and 4) recumng deposits. 

1) Fixed deposits: A fixed deposit, also known as term deposit, is one where a customer 
keeps a specified 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 expi& of the 
stipulated period, he loses all or a major part of the interest eanred on that deposit. 
Generally, the rate of interest on fixed deposits is the highest compared to that on other 
three forms of deposits. 

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

, bank deposits, banks are generally able to gather huge amount of funds. 

3) Current account deposits: It is also known as demand deposit. The bank opens this 
account on an initial deposit of Rs. 100 but only after satisfying itself about the credit 
worthiness of the customer. There are no limitations on the arnount of deposit and 
number of withdrawals. Normally no interest is paid on current deposit. 

4) Recurring deposits: Another type of deposit devised recently is recurring deposits. The 
depositor is required to deposit a fixed amount once in every month for a specified 
number of years. The depositor gets the principal amount along with interest after the 

Commercial Banking 



Banking Thmy and Rect&e expiry of that specified period. The mk of interest offered on these deposits is generally 
the same as that offered on fixed deposits. 

Loans and Advance 
Nomially commercial banks grant short-term loans and advances to: 1) business and bra&, 
2) industr'y, 3) agriculm and allied activities, and 4) export and import trade. Let us 
understand the nature of such loans and advances. 

1) Loans to business and trade: Commercial banks grant loans on short-term basis. 
Business bans are divided into (i) overdrafts, (ii) cash credits, (iii) direct loans, and (iv) 
bills discounted. 

i) OverdrafY is an arrangement by which the borrower is allowed to withdraw from 
his account more than what is deppsited in his account. It is granted against 
collateral security. Interest is charged on .he amount overdrawn. 

ii) Cash credit is granted against the security of goods or personal security of one or 
more pelsons other than the principal borrower. Interest is charged only on the 
amount made use of by the customer under this mmgement. 

iii) Direct loans are granted against security of movable properties. Borrower has to 
pay interest on the entire amount of loan sanctioned from the date of taking the loan 
till the time of repayment. 

iv) If trade bills are allowed by banks for discounting, they are called bills discounted. 
Discounting of bills of exchange is the most popular method in western countries. 

2) Loans to industry: Banks grant loans and advances to industry for its working capital 
requirement. They grant the loans to industry in the form of overdraft, c k b  credit, and 
direct loans. 

3) Loans to agriculture and allied activities: Banks provide short-term credit to 
agriculture and its allied activities in the form of crop loans, loans for inrigation, land 
development, purchase of cattle, etc. , 

4) Export and import trade: Commercial banks also grant loans and advances for export 
and iinport trade. They grant d i c t  loans, guaranteeing deferred payments, discounting 
bills etc, for the purpose. 

5.4.3 Secondary Flnnctions 

For the convenienc6 of customers, banks also perform a host of non-banking 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 biker  as ao agent on behalf of the cistorner are called 
agency services. These agency services include: collection of chequesldrafts, payments, sale 
and purchase of securities, trustee, executor and attorney, a d  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 bat$ 
charges 'service charges' for rendering these services to its customers. 

2) Payments: Banks also accept the responsibility to pay insurance premium, rents, taxes, 
electricity bills, etc., pe,riodically on behalf of its customers for which they charge . . 
coinmission. 

3) Sale and purchase of securities: Customers sometimes approach the bankers for sale 
and purchase of their securities. For these sewices the banks charge commissio . r 

4) Trustee, execu,br and attorney: Banks also act as trustees, executors and attorneys on I 
I 

behalf of their customers. As a trustee, the banker takes care of funds of the customer. 

.- helps in proper management of trust. As executo~, he carries out the'desites of the 
deceased customer in'terms of the will,l.;ft by him. As an attorney, the banker signs I 

I 
' 

transfer forms and documents on behalf of the customer. 

5 )  Correspondent: Banks serve as correspondents, agents or representatives of their 
customers. They obtain passports, traveller tickets, etc. 

AU the abovementioned services are called agdiicy services as the banks act as agents to 
the customers in rendering these services. .. 



General Services 
In addition to agency services, commercial banks perfom various services useful to the 
customer. These services include letters of credit, M t  facilities, underwriting, guarantee for 
deferred payments, locker facilities, references, business and statistical information and 
fore@ exchange dealings. 

1) Letters of credit: Banks issue letters of credit to their customers. These are useful to 
traders to buy goods from foreign countries on credit. 

2) Drafe facilities: Banks issue drafts to customers and enable them to transfer funds from 
place to place. 

3) Underwriting: underwrite share capital and debenture capital to be raised by 
government, joint stock companies, ere. 

4) Guarantee for deferred payments: Importers may not be in a position to pay for their 
imports immediately. Exporters may allow then1 to pay in future but only if tlie payment 
is guaranteed. In such cases banks may give guarantee for deferred payments. 

5) Locker facility: Banks provide locker facility to customers to keep their valuables, 
such as securities, jewellery. documents etc. 

6) Referee: Banks serve as referee to the financial standing, business reputation and 
responsibility of their customers. 

7) Business and statistical information: Banks collect arid classify infomyation regarding 
possibilities of trade, commerce and industry and provide the same to their customers. 
Some banks also publish bulletins of information for use by the general public. 

Check Your Progress B 

1)' What is a bank? 

2) Name two main functions of a bank. 

1 
I 

3) State whether the following statements are True or False. 
i) Fixed deposits cannot be withdrawn before the expi& of the stipulated period. 
ii) The rate of interest paid on savings bank account deposits is higher than that of the 

current account deposits. 
iii) Under current account deposits, there are no limits on the amount of deposit and on 

the number of withdrawals. , 

iv) Commercial banks do not grant loans and advances for export and import trahe. 
v) B*s act as commission agents also. 
vi) Banks also help their customers in meeting their foreign exchange requirements. 

- .-. -- 

5.5 ECONOMIC SIGNIFICANCE OF BANKING 

A modem bank plays a significant and crucial mld in economic development of a 
country. In the past bankers used to be mere dealers of money. Today, they $n: playing the . 
role of a leader of economic growth. Bankers render distinct services to all types of 
custo9ers. Banks not only relieve the of great anxiety and risk of safeguarding their 

I surplus income, but also provide facilities for savings and investment, promote banking 
habit among the people, discourage unprofitable locking up of community's wealth and 
reduce idle capital of the c unity. Bank in its turn supply these h d s  to the 
businessmen; industrialists ? , d entrepreneurs who r e q u i ~  ffinds ,for running aqd developing 
their bwhs$ and industry. In the wo* of B.R. Rao, "the tiny streamlets of capitalflowing 
info t.k 6iahk s vaults become rivers and these- rivers fall into the o y n  of ~ i o n a l  finances 

. toflmt the F;&rscls of commerce qnddrive Cke wheels bfindustry." Banks, by their ability of 
\ I 

11 I 



Banking Theory and Practice creation of credit, have placed at the disposal of the natiolns large sums of money. Gonomic 
significance of banks can be analysed as folllows: 

1) Facilitates the development OF trade and industry: The ~ultifarious growth of tradt 
and irldustrial sector in the modem economy is possible only if there is timely 
availability of finarlce in required quantities. Banks provide different types of loans to 
encour?ge new entrepreneurs and give finallcia1 help to the existing industrialisls to 
diversify and develop their industrial activity. Thus, the growth and development of 
industry and trade is mostly facilitated by banks. 

2) Facilitating the deveQoprnent of agricaaiture sector: Agriculture plays vital role in 
economic development of third world countries. But the development of this sector 
suffered from paucity of funds. Banks help agriculture and its allied activities like 
poultry, fisheries, piggery, etc., by providing finances and technical cons~ltancy. 

3) Facilitating the development of service sector: Banks also provide finance for various 
services like transport, education, etc., thereby contributing lo the strengthening of the 
infrastructure of the economy. 

P 

4) Contributes for the balanced growth: Banks identify the nature, the scale and the 
location of industries needing special care. This helps in balanced growth of the 
economy. Banks also identify the backward regions. By providing finances to those 
industrial units which contribute to the growth of these backward areas, banks help in 
balanced regional development as well as balanced growth of the economy as a whole. 

5) Encouragement for iplternational trade: By extending credit facilities for exports and 
imports and providing necessary information and data on international trade, banks 
encourage international flow of goods and services. 

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

7) Impleinentatiori of monetary policy: Sound economic development needs appropriate 
monetary policy. Well developed banking system helps the econorny by implementing 
the monetary policy formulated by'tlle central bank of the country. , 

5.6 CREATION OF CREDIT * 

Brief introduction of the principles of portfolio mallageinent is necessary to study the 
concept of creation of credit. 

5.6.1 Principles of Portfolio Management 

Banks have to manage their portfolio (assets and liabilities) in such a way that profits are 
secured to meet the expenses, liquidity is assured to meet the demands of the dep~sitors and 
safety of the funds is assured in order to ensure solvency. 

Liquidity 
Liquidity means the ability of the banker to pay back the depositors money in cash on 
demand. In the words of Sayers, "Liquidity is the word that the haliker uses to describe the 
ability to satisfy demand for cash ilz exchange for deposits". Liquidity is necessary for 
maintaining public confidence and is influerlced 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. 
.7) Percentage of the minimum cash reserve. 
8) Demand behaviour of the depositors. 

Profitability 
Bank is a business unit whose objective is to earp profit in order to meet the working 
expenses, pay the interest on deposits and to'declare dividend to owners. Hence the bank has 



q~ i~nvest funds in such 2 way tt~an it e m s  maximum possible income. Rofibbility of the 
b d .  is influenced by ~~aiirious factors like involwlnent pattern, rate of retuna on investmernt, 
cost s f  opemticsm, ek. 

Sdety 
Sdety or solvenn~y of a bank depends upon the relationship between assets md liabilities. If 
the value of assets is q u d  ~ r r  greater thaw to that of liabilities of the bank, tlhelbaiik is said to 
be -wlrant. 

The three  principle,^ of prtfoBio management conflict with each other. The bank has to 
balance them for sound bortfolio managenlent. 

5.6.2 Credit Grehkisn 

When a bank accepts cash and opens deposit account that deposit is called the primary 
deposit. A number of depositors deposit the money with a bank. A depositor normally dpes 
not demand the bank for the payment of his full deposit money at once. Similarly, at any 
point of time all the depositors do not demand the bank for repayment of their full deposit 
money. Hence the blinker is left with some part of the deposits for granting loans and earn 
p1,otits. l"ne banker has to keep certain percentage of the deposit as reserve to meet the 
demands of the depositors. This percentage of reselve is ciilled cash reserve ratio (CRR). 

The part of primary deposits left after meeting the requirement of cash reserve ratio are 
given out as loan by the bank. Normally, thc sanctio~ied amount of the bank loan is not 
dircctly paid to the borrower but is credited to his account. 'rllrn every bank credit creates an 
equivalent bank deposit. This type ol cleposils are called secondary or derivative deposits. 
After keeping certain percelltage of this derivntive deposits as cash reserve, banks grant 
further credit. This facility of granting credit results in creation of credit. 

Creation qf crzdit refers to the power of hanks to tnultiply loans and cldvaric~s thruidgh 
creating cleposits. Accordirlg to Newlyn credit creation refers to "tlte power of conimcrv.ia6 
barlks to t>xpand .secondary deposits either- through the purpose c-f mukiag loans or througfi 
invesf~nent in securities". 

.Thus, the banks can ~nultiply a given amount of cash (or pirnary deposit) to many times of 
credit or derivative deposits. The ratio of total derivnt; deposits to the total primary 
deposits of a bank is called credit multiplier. 

I 

1 Credit Creation by a Single Rank 
1 Suppose a depositor deposited (i.c., pri~nary deposit) Rs. 2,000 in Canara Bank and whose 

cash reserve ratio is 10%. NOW Canarri Bank after keeping Ks. 200 (10% of Rs. 2,000) as 
reserve, can grant credit of Rs. 1,800 to a person by crediting the mount to his account. The 
bank can again grant a loan of Rs. 1620 (after keeping Rs. 180 i.e., 10% of Rs.' 1800) to 
second person by crediting the amount to his account. The bank can further grant another 
loan to a third person of Rs. 1458 after maintaining 10% reserve i.e., Rs. 162. This process 
will continue until the primary deposit of R5. 2,000 and the iilitial excess reserve of Rs. 1800 
(is.  excess of 10% of Rs. 2,000) lead to derivative deposit of Rs. 1800 + 1620 + 1458 +. 
........... = Rs. 18,000. Total primary and derivative deposits will be Rs. 18,0(30 + 2,000 = Rs. 
20,000. Credit m~rltiglier is the reciprocal of cash reserve ratio i,e., 1+1/10= 10 and the 
credit creation (dotal derivative deposits d Rs. 18,000) is the ten times of the initial 
excess reserve. Thus, credit creating ability of s bank is the product of credit multiplies 
and excess reserve of primary deposit (i.e., 10 x Rs. 1,MW = Rs 18,000). 

Assuqptions of the Credit Multiplier 
1) The cash reserve ratio remains the sarne at all the stages of credit creation. 
2) There is no leakage in the credit creation process. 
3) There is a well developed banking system in the country. , x 

4) People in the country have banking habits. 
5 )  Credit control by the Central Bank is absent. 
6) Normalbusiness conditions are in existence in the country. 

Multiple Credit Creation by Banking System 
Normally there would be more than one bank and the borrower of ab& may withdraw the 



Banking Theory and Practice money and may deposit the amount in the bank which in turn can create credit. This transfer 
of cash within the banking system creates primary deposits and thereby provides the facility 
of creation of derivative deposits. This prwess of creation of credit through primary and 
derivative deposits is called multiple credit creation by banking system. 

We study the process of multiple credit creation with an example. If a depositor deposits 
Rs. 2,000 in Canara Bank and the cash reserve ratio is lo%, the bank can grant a loan of 
Rs. 1800 (Rs. 2,000 - Rs. 200) to a person by crediting the amount to his account. If that 
person pays the amount of Rs. 1800 to the suppliers of material by a cheque and if the 
suppliers of material deposit that cheque in the State Bank of India, the deposit will be 
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) to another person. If this 
person pays this amount to his creditors and if they deposit the amount in Syndicate Bank, 

' 

this amount of Rs. 1620 will be the primary deposit to Syndicate Bank. Syndicate Bank jn its 
turn can grant a loan of Rs 1458 after maintaining 10% cash reserve (Rs 1620- 162) which 
in turn 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. 18,000 is . ,  10 times i.e., credit multiplier. 

Limitations of Credit Creation 
Conceptually either the individual banks or the banking system as a whole can create credit 
as discussed above. But a number of problems crop up in credit creation in practice. These ' 
problems may be viewed as the limitations of credit creation. 

1) The ability of the credit creation of a bank depends upon the amount of cash. The bank 
can create more cre'dic if it has larger amounts of cash and vice versa. 

2) Tile cash reserve ratio also affects the credit creation. The lower is the ratio, the greater 
is the ability to create credit. * . 

3) The bank car,not create credit practically as discussed in the concept in view of leakages 
like excess reserves and currency drains. 

4) The required number of reliable borrowers to avail the entire credit created by banking 
system may not be available. 

5) Required number and nature of securities may not be available to offer to the banks as 
security. 

6) Credit Policy of the Central bank affect the cash reserve ratio. 
7) All the people in the country may not have the banking habits to the required order. 
8) Business conditions of the banks like inflation, depression, etc.; also affect the credit 

creation process. 
9) All the banks may not have the same nature and extent of programmes of credit 

sanction and disbursement. 
- - -- --  

Check Your Progress C 
1) Mention important aspects which show the economic significance of banks. 

2) State whether the following statements are True or False. 
i) Banks provide different types of loans to encourage new entrepreneurs. 
ii) Banks help in balanced growth of the economy by providing finance to those 

industrial units which conu5bute to the growth of backward areas. 
iii) Banks do not encourage international flow of goods and services, $, 

iv) The ability of a bank for credit creation depends upon the amount of cash 
availability. 

v) . The cash reserve raiio is not affected by the credit policy of the central bank. 
\ -- - -- b ___- - . --- -- 

2 

5.7 LET US SUM UP 

Structure of banking varies from countly to country. It is determined by several factors. 

7.4: Dirferent banking systems came into existence with the development of banking in the 
- 



world. Important among them are: 1) branch banking, 2) unit banking, 3) group banking, 
and 4) chain banking. 

The nature and significance d a bank can be known by the variety and magnitude of the 
functions it perf~mls. These functions can k. divided into (i) primary function and (ii) 
secondary function. Commercial banks are the most innportmt source of insdtutional credit 
in the money market. The business of a commercial bank is phinnarily to accept deposits and 
advance loans. 

~om&rcial b r i s  have Gome to play a significant role in the economic development of 
countries. Withdut the evolution of commercial banking in the 18th and the 19th centurie;, 
Industrial Revolution would not have taken place in England. It may be shted that without 
the development of sound commercial banking, underdeveloped countries cannot hope to 
join the ranks of advanced countries. This is beca~lse industrial development requires the use . 

+ of capital which will not be possible without the existence of banks which provide the 
necessary funds. 

Comercia1 banks manage their assets and liabilities with three consi$erations in mind, 
namely, liquidity, profitability and so1ve:ls.y. These three pri~iciples of portfolio management 
conflict with each other. But the bank must balance them for sound portfolio management. 

Creation of credit is a major function of a commercial bank. When a bank advances loans, 
there'tends to be a multiple expansion of credit in the banking system. Primary deposits 
serve as a basis for creating derivative deposits, that is, credit creation, and for increasing 
money supply. However, here are certain limitations of credit creation by the banks. 

(On the whole, banks play a dynamic role in the economic life of every modein state. An 
efficient and comprehensive banking system is a crucial factor in the developmen~d process. 
Thus, in the jntehest of rapid economic growth, it is necessary to refom and develop a sound 
banking system. 

5.8 KEYWORDS 

Branch Banking: A banking system under which two or more banking units operate under 
single ownership and management as a single institution. 

Cash Reserve Ratio: The percentage of thc deposits which the banker has to keep as liquid 
funds. 

Chain Ranking: A banking system where two or more banks are controlled by n single 
person or group of persons through stock ownership or otherwise, 

.bredit Creation: The power of the banks to multiply loans and advances through creating 
deposits. 

Credit Multiplier: The ratio of total derivative deposits to the total primary deposits of a 
bank. 

'Group Banking: A banking system where the ownership and operation of two or more 
banks are held directly or indirectly by a corporation. 

Liquidity: The ability of the bank to pay back the depositors money in cnsh on demand. 

Overdrak An amangement by which the borrower is allowed to withdraw from his account 
more than what is deposited in his account. 

\ 

Primary Deposit: A deposit accbuntopened by bank by accepting cash from tbe public. , 
I 

Unit banking: A banking system in which banking operations art canied on through a 
single office. 



Banking Theory and kactlce 3) i) False ii).True iii) True iv) False v) Try? vi) 'True 
C) 2) i) True ii) True iii) False iv) True v) False. 

5.10 TERMINAL QUESTIONS , 

1) Compare the evolution of banking in England and Ifidia. 
2) What is branch banking? Explain its advantages and disadvantages. 
3) Explain the concept of 'unit banking'. What are the merits and demerits of unit banking 

system? Suggest measures to overcome the demerits of unit banking system. 
4) Define the term 'bank'. What are the primary functions of a commercial bank? 
5) Explain the secondary functions and general utility services of coinmercial banks. 
6) Explain the contribution of commercial banks to the economic development of a 

country. 
7) Explain the concepts creation of credit, liquidity, profitability and safety. 
8) What is credit creation? Explain how banks can create credit. What arc the limitations 

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 to the University for 
assessment. These are for your practice only. 
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6.0 OBJECTIVES 

By the end of this unit you should be able 111: 
describe the basic co~nponcnts of banking slructure in India 

* list the objectives of the State Bank of India 
state the contributions of SBI 

* explain the reasons for nalionalisalion of banks in India 
0 point out the probleins faced by cominercial bi111ks in India. 

6.11 INTRODUCTION 

In Unit 5 you have learnt about [he evolution of banking system. the lu~~c~ions of 
cominercial banks and the melhods of credit creation by commercial bnnks. Now you will 
study the banking system in India. In this unil you will learn abour lhe banking structure in 
India, the role of State Bank of India, nationalisation of cornmerci:~l banks and the problems 
of commercial banks in India. 

6.2 BANKING STRUCTURE IN INDIA 

The structure of banking in India depends upon several factors like India's economic 
system, economic goals, policies and programmes, and the need for flow of finance to 
various sectors, like export and import sector, small scale and large scale industrial sectors, 
agriculture and rural economy etc. 

Banking structure in India can be broadly divided into seven categories: 1) Central bank, 
2) development banking, 3) commercial banking, 4) cooperative banking, 5) rural banking, 
6) export-import banking arid 7) housing banking. 

9 .  

. I )  Central Banking: Reserve Bank of India is the Central Bank of the country. It 
performs all the functions of a central bank like note-issue, bankers' bank, clearing 
house and credit control. In addition, it helps the country in its economic development. 

2 )  Development Banking: Development banks provide long-term finance pakicularly to 
industry. They also underwrite the capital issues of companies, invest in equity shares, 
preference shares, debentures, etc. The development banks in India iqclude Industrial 
Finance Corporation of India, Industrial Developmeni Bank of India, State Finance 
Corporations and Industrial Credit and Investment Corporation of India. 



llanking Theory and Practice 3) Commercial Banking: Commercial banks provide short-term finance lo business, 
trade. industry, agriculture transport \ector, housing and exporl and Import sectors. 
Commerc~al banks rn India can be broadly divided into three categories: I )  public sector 
banks, 2) private scctor banks ancl3) foreign banks. Public sector banks include State 
Bank of India alongwith its subsidiaries and twenty nationalised banks. Private sector 
banks are the non-nationalised banksolike Vysya Rank Ltd., the Karnataka Bank Ltd., 
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 inco~porated in various 
foreign countries. 

4) Cooperative Banking: Cooperative bank is an institution eslablished on the basis of 
cooperative principles and dealing in ordinary banking business. They include industrial 
cooperative Banks, State Cooperative Banks, District Central Cooperative Banks, 
Primary Cooperative Banks, etc. 

5) Rural  Banking: Rural banks finance all kinds of agriculture and rural activities. 
Regional rural banks are specialist institutions established for the purpose of providing 
finance exclusively to rural aclivitics. National Banlt for Agriculture and Rural 
Development (NABARD) is an apex bank providing finance to commercial banks and 
regional rural banks for the purpose of directly providing financial assistance for 
agriculture and other rural activities. 

6 )  Export-Import Banking: Export-import banks provide fin;ince exclusivt:ly for foreign 
trade. export-Import Bank of India was established as an apex bank to rinance exportqrs 
and importers through commercial banks. 

7) Housing Banking: Housing banks are those banks which provide finance for 
construction of houses, plots, house repairs, etc. National Housing Bank was established 
at apex level in the country to providc 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 amalgamation of three presidency banks of 
Bombay, Calcutta and Madras in 192 1.  

Before the establishment of Reserve Bank of India (RBI), Imperial Bank acted as the solc 
banker to the government, cuslodian of government funds, bankers' bank, clearing house, 
etc. There was a change in the stalus and working of the lrnperial Bank after the 
establishment of R.B.1, in 1935. It  remained a con~mercial bank. It occupied a pivotal 
position in the banking industry by virtue of ils large resources, business and branches. Out 
of the total deposits of all the scheduled banks by the end of 1954, the share of Imperial 
Bank was 24.5%. It also acted as an agent to the Reserve Bank of India where the latter had 
no branches. 

6.3.1 Establishment 

The government took the historic decision of nationalising the lrnperial Rank on 20th 
December, 1954. This decision was taken on the basis of the reco~nmendalions of the 
Committee on All India Rural Credit Survey appointed by the R.B.I. An Important 

' 

recommendation of the committee relates to the setling up of "State Bank of India as one 
strong, integrated, state-partnered commel.cial banking institution with an effective 
machinery of branches spread over the, whole country for stimulating banking 
development by providing vastly extended remittance facilities for cooperative and  
other banks and  followed a policy which would be in :ffective cogsonance with the 
national policies adopted by Government without departing f rom the  principle of 
sound business." 

The government accepted the recommendation and established the State Bank of India on 
1st July, 1955 by nationalising the Imperial Bank of India. The State Bank of India 
(subsidiary banks) Act was passed in Seplember, 1959 and in course of time, 8 major State- 
associated banks were amalgamated with the main bank as its subsidiaries. They are: Bank 
of Saurashtra, Bank of Patiala, Bank of Bikaner, Bank of Jaipur, Bank of Rajasthan, Bank of ' 

Indore, Bank of Baroda, Bank of Mysore, the Hyclerabad State Bank and the Travancore 
18 Bank. 



of tile nnain C P ~ O ~ C C ~ ~ V ~ S  of' malionalising the Imperial Bank was to spread banking 
bcijitics by thstablislaing ia Barge network of branches all over the country; According to 
the St:ut. asnk rlf India. Act. rhc bank 1.1ad a statutory obligation to open 400 new branches in 
[he  r:il.al. s,;.lr~i-i~~.!~an, :~nd unbanked areas during the first five years of its existence or such 
cxlzntit:tl pcriod 21s ~l i ig l~t  be permitted by the Rank. In  this connection, the bank created a 

I ~ ~ ~ . ~ c (  [ C ~ I U W I I  ;15 the IIaikegn.ation and Deveilo~ment Funcl, which would be utilised 
[or rlleetillg partially 11nc lnsses nttribulable to the additional br~nclles established in 
p~~r : ;~anm of tlic Act ;111d such other lo:,se!; or expe~ldi t~~re  as might be approved by the 
Cenlr.al h;overnreent in corls~~ll; i t io~~ with the Reserve Bank of Indid. This fund was created 
witl l  the tli\;idt:r~tls due to 1iesc1,ve B; I I !~  of India, the contributions of the Reserve Bank of 
]indi:t :lntl thc C'entr;ll (~;(:~~~frnr~lcnL. 

The State. 13;unk a!' India was expected to operate it:; activities in conformity with the broad 
ecoll:,lnic policie\ of the goverllmcnl. Ar~otlier iliaportant ol~jective of the bank was to 
pyo~note agric.ulitu~ritl finaswe and Lo solve Lhe problerm~s of the existing system of 
agl-icuitorai fiaiance. 

111 adtiition, the hank ai~;,~ctl ;?t providing special facilities for the training of the personnel ,of 
the ha~lli nl;d i~nl,kn~,i.ing knowlr:dge on cooperillive principles. 

'I'l~e SBI war; iiiso expec?!:tl to llclp the Rcscrvc Bank of India in its credit policies and in 
helping thtr RBI in ch(:cking :tny :nonctnry ciiscc~i~ilil~rium in the money ~narket. 

the tilne ofcscublisl~ment of the Slate Biunk of' India, two main responsibilities wcre 
plai:cd on its sho~~l(lers. I'irstlg, the Stnte Bank had to ensure s~nooth transfor~nation from 
prnfil-seeki~lg commcrciill bnnking to :I truely socially oriented instit~~tion 1.0 serve the cause 
of the country. Sccontlly, i t  was ~.ecluired to undertake developmental activities which were 
not normally included ir r  the I,usiness of commercial banks. The State Bank: of India made a 
cornrnc~ldablc prr?g,srPss (.Illring the last 35 years (upto March 1990) in different spheres of the 
ccc,rPomy, I r  has bec.ornc: a pioneer i n  the bi111king industry and has emerged as a model bank 
to all other c.o~nnlcl.cial hanks in thr country. The significant achieve~nents of SBI are 
discussed below: 

1)  Wranch'Expasnsion: 'I'hc ol?iective of the bank during the days of its establishment was 
to open 400 hrancht.:t; wi:hiu .5 ycnr:; of its establishment. The b:mk achieved this larger 
well in time. Sine(, tl~cn i t  has been opening its offices in rural, semi~urban, unbanked 
irntl ~intler-hiinked arras. T l ~ c  number of branches in India increased from'466 at the end 
of June 1055 to 8,422 Iby the end of March, I!4!30. 

2) Deposit Mobilisaiion: 'L"lle State Bank of India for~nulated several innovative schemes 
of deposit mohiliratio~~. Further, its vast branch network was an added advantage for , 

accelerating cleposit rnobilis;lfion. 'The bnnk's aggregate deposits increased from 
Rs. I XB crore in .Ju:lc 1955 lo Rs. 37,666 crore by the end of October, 1990. A 
.substantial amount 0 1  tliese deposits was n~obilised from rural and semi-urban areas. 

3) Advances: The bnnk's total advances at the end of 1955 were Rs. 99 crores. The total 
advances of Stale Bank of India ant1 its associates (excIuding investment in govemmdnt 
sccuritics) inr:rensccl to Rs. 25,322 crore by October, 1990. 

The hank has hecome the major iinancial institution, providing finance for short-ten 
and rnrdiurn tcnv for agriculture, srnaIl-scale industries; medium and large industries, 
weaker sections of the socicty, etc. Normally, commercial banks are no1 allowed to ' 

enter into medium term financing but RBI was allowed to provide medium-tern finance 
to industries. Bulk of the credit of the SBI fell to the share of industries like iron and 
stceI, engineering, fertilisers and chcmicals, and the small scale industries. 

4) Export Filiance: The bank's role in the, field of export promotion includes exporl 
fmzudng, exploring and developing new markets for Indian exports (both traditional 
and mon-traditional). The Bank maintains an information service for its customers on 
exlmrl possibilities of various commodities. The Bank also circulates information to 
Indian exporters and importers, It established the international division in Bonibpy in 



Banking Theory and Practice 1970. This divisicn seeks to bring together Indian exporters an4 foreign imposters in 
addition to providing a wide range of infomation. The Bmk also assists in sccuring 
foreign c m n c y  loans. 

5) Lead Bank Scheme: Under the Scheme the State Bank of Inda and its associates and 
the 20 nationalised banks were allotted the districts and were asked to play the 'Icad 
role'. The allotment of districts to the various banks was based on such criteria as the 
size of the b a d ,  the adequacy of its resources for handling the volume of work, 
contiguity of districts, the regional orientation of banks, the desirability of each State to 
have more than one lead bank operating in the territory and, to the extent possible, for 
each bank to operate in more than one state. Thus, under the Scheme leading banks 
share the responsibility for surveying and developing the banking potential of all the 
districts jn the country. Under the Scheme, 90 districts were allotted to the State Bank 
of India and its subsidiaries. The SBI has prepared detailed srirvey rebods for almost all 
the disqicts. The bank has also taken yp various studies ill all Lhe community 
devdlopment blocks in the lead districts allotted to it. 

6) SmalltScnle Industries: A scheme for financing small-scale industries was fmulatcd 
by the State Bank of India imniediately after its inccption. The scope of the scheme was 
extended in 1960 to cover the grant of teim loans for the purchase of fixed assets also. 
In addition, the bank decided to reach out to The prospective borrowers through a systein 
of surveys and offer a package of,credit covering the endire requil.en~enrs of rke 
borrower. In addition to the compreh~nsive credit facilities, the banlc also likmlised the 
terns and conditions. 

The bank also introduced the Enlrdpreneqs Scheme in 1967. Under this scheme, 
importance was given to the cornjxtence of the enh'epPeneur md technical feasibility 
and economic viability of the project. The Bank dso introduced the Rural Industries 
Project in 1969 to help small artisans. The Bank was also actively associated with the 
half-a-miition jo%s programme sponsored by the government for the educated . 
unemployed. The' Bank started implementing the recommendations of its study team 
f ~ o m  1975 on all aspects of small industry financing and a i ~ n d  at improving the 
qualitative aspects of financing, implementing, nursing programmes, etc. 

Bank assistance to small scale industries which was Rs. 10 lakll at the end of 1956 
increased to Rs. 3,412 crore (including that of associate banks) by the end of March, 
1990, benefiting 13.51 lakh small scale unit?. 

7) Agricultural Finance: The Bank grants direct advances to farmers for all agficulhiral 
activities mainly on the basis of the progressiveness of the farmers and the economic 
viaMlity of the schemes. 

The bank introduced the Small Farmers Scheme and Farm Graduate Scheine in t 969. In 
the first scheme the Bank primaiily insisted upon group guarantee of the small farmers 
without'insisting upon any other security. The Farm Grduate Scheme sought to extend 
credit to technically-qualified personnel, particularly Graduates in Agriculture, Dairy 

. Science, etc. 

Total direct assistance of the State Bank of India group to agriciilture increased from 
Rs. 176 crore in 1975 to Rs. 2,757 crore by June, 1986. Similarly, indirect finance 
prpvided by the banks increased from Rs. 65 crore. at the end of 1975 0 Rs. 51 1 crore 
by the end of June, 1986. Total advances to agriculture were to thc tune of Rs. 3,168 
crore by the end of March, 1990. 

.I 
In 1971, the SBI decided to move away from scattered lending and to adopt 
intensification of the area approach. An important feature of the strategy was to select 
intensive centres, preferably in backward mas.  Agricultural Develo~ment Branches 
(ADB) were set up at such centres. Upto the end of 1977 the Bank had opened 314 
agricultural development branches, each providing credit to agriculturists by way of 
crop bans, investment loans ~d other needs irm the area comprising about 100 villages. 
Finance is also provided for activities allied ta agriculture like dairy and poultry, and 

. also for the construction of godowns, bansport facilities and marketing of crops, etc. - 
A villageadoption scheme has b&n forrhulated by the State Bank. According to this 
scheme, a branch adopts a few villages for intensive and integrated financing of farmers 
for meeting the various loan fkquirements, irrespective of size of holding, nature of loan 



requirement arrd size of 10x1. A system of group guldantees has been instituted in the 
case of non-viable farmers. 

Commercial Bnnking in India 

In addition to providing direct finance to farmers, the Bank also provides finance 
, indirectly through primary credit societies. 

Financing Erpard Msrtgage Banks: The bank assistance to land mortgage banks is of 
three types: 
1) subscription to the debentures issued by the Central land mortgage banks; 
2) granting advances on the security of such debentures; 
3) provition of interim financial accommodation to central land mortgage banks 

against government guarantee. 

8) Small Business Finance: The Bank has formulated its policies for meeting the credit 
need of the small borrower engaged in economic activities such'as distribution, 
transport, etc. 

9) Employment-oriented Lending: This scheme was initiated in 1971. The Bank was the 
first to formulate an employment oriented lending scheme to finance, on concessional 
terms, technically-qualified or experienced persons to set up small industrial ,units. 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 doctors1 
dentists, engineers, grucluates etc. lnilially emphasis was laid on self-employment, but 
was subsequently nlodified to cover self-employment/additional employment on 
account of expansion and ranoval of underlpartial employment. 

10) Different Interest Rate Scheme: This scheme was introduced in August, 8972. Bank 
. group's advances under this scheme increased from Rs. 3.9 crores to Rs. 1,361 crores 

during December, 1973 to March, 1990. This scheme resulted in the generation of 
gainful economic activities. Loan is granted on reasonable tenns and conditions under 
this scheme. Total ber~eficiarles under this scheme stood at 18.45 lakhs by the end of 
June, 1986. 

11) Merchant Banking Division: The State Bank set up the merchant banking division in 
1972, which in additio~~ to servirg the clients, helps the small and rnedium 
entrepreneurs who wish to set up) industrial enterprises and enter the capital market for 
the first time. This division assists tech~locrals and new entrepreneurs who do not know 
how to make arrangements regarding financial planning, arranging capital structure, 
public issue, etc. 

Check Your Progress A 
1) State the sever] categories of the banking structure in India. 

2)  Fill in the blanks: 
............... i) After the establishment of the status and working of the Imperial Bank 

landenvent a basic change. 
ii) Intergration and Development Fund was created to help SBI in pursuing the &licy 

of ............... expansion. 
iii) Development banks provide long-term finance, particularly to ............... 
iv) The SBI had'to ensure smooth transfonnatiorl from profit-seeking commercial 

banking to a truly ,.............. oriented institution. 

3) State whether the following are True or False. 
i) SBI was expected to follow policies which conform with the brbad economic 

policies of the country. 
ii) SBI has given priority to export finance over industrial fiance, 
iii) In spite of its best efforts SBI has not been able to significantly influence the credit 

scene in rural India. 
iv) SBI is the only commercial bank albwed to extend medium term loan. 
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Banking Theory and Practice 

4.4 NATIONGEISATBON OF COMMERCIAL BANKS 

Prior to their nationalisation, Indian commercial banks neglected ag~*iculturd sector, snsdl 
industry, expqrt sector, weaker sections of the society, etc. The agiicul~irsl sector accouralCd 
for only 2.1% of the total credit in March, 1967 as against 64.3% for inndustny m d  19.4% for 
commerce. Commercial banks were found falling short of meeeirag h e  social ccjlaurnibmrents 
andbe  needs of economic development. 

The Government of India had, therefore, to impose smld control over bds with a view to 
prevent monopolistic trends, concentration of economic power and wistrse of economic 
resources. Thus the basic goal of sdcial control was to achieve the soci~d ee~nds without taking 
over the banks into public ownership. 

Consequent upon this, National Credit Control Council was set up on Decelnks 22, 1967 to 
assess periodically the available resources of credit and to ensure its equitable a1d 
purposeful distribution among the severd sectors. This council was expected to assess tlae 
demand for bank credit, determine priority for the grant of loans, cooadlnnate the lending and 
hvestment policies of commercial and cooperative banks. But such an mailgemenit was rnot 
considered satisfactory by many. Thus, opinions and arguments continued for and against 
nationalisation. 

6.4.1 Arguments for Nationalisation 

The supporters of nationdisation argued that: 
Banks in India were owned and controlled by a few big shweholders and irtdustridisls. 
They influenced the pattern of allocation of bank credit. 

\ Banks used to grant loans only to the directors out of the deposits nlobilised from the 
public. 
Banks used to participate in speculative activities and anti-social activities in order to 
rnaximise profits. 
Banks provided credit to big industries and completely neglected small scale induslrid 
sector. 

m Banks did not finance the agriculture and allied activities @ough tlae Pndian economy 
was basically agricultural economy. r' 

m Banks credit flow was not in accordance with the priorities of Five 'Year Plans and 
policies of the government. 
There was no cornplete safety to the depositors money. 

6.4.2 Arguments Against Nationalisation 

Some people criticised the nationalisation. Their arguments were as foFrsP1ow.s: 
Nationalisation of banks would result in reduction in efficiency as was the practice in 
other nationalised industries in the country. 
Nationalisation will generate monopolistic tendencies in balking industry, which would 
not be possible to control. 
There were several other ways and means to eradicate malpractices lather than 
nationalising the banks. 
Since nationalisation of banks was aimed at financing agriculture, weaker sections of 1 

the society etc., there would not be any security of funds of the depositors. 
0 Nationalisation involves huge burden in the form of paying the cornpensation to the I 

shareholders. I 

* Nationalisation would not result in socialism but result in State Capitalism. 

It was eventually felt that nationalisation was necessary for the achievement of the 
objectives of social control viz., 
i) Removdl of control by a few. : 
ii) Provision of adequate credit to agriculture, small industry and exports. I 

* iii) Giving of profes ional bent to bank managpment, and t 
I 

iv) Encouragement o new class of entrepreneurs. I 

An ordinance was promulgated on the night of July 19, 1969, nationalising 14 leading i 

scheduled banks each having deposits of more than Rs. 50 crore. The. 14 nationalised banks 1 



were: Allahabacl Bank, Bank of Boroda, Bank of Lndia, Bank of M;~hnrashtra, Canara B:ak, Cumnlcrchl Banking in Intlia 

Central Bank of' India, Dena Bank, Indian Biunk, Indian Overseas Bank. Punjab National 
Bank, Syndicate Bank, United Bank of Inilia, United Commercial Bank and Union Bank of 
India. 

Later the Government nationnlised six more co~nmercial Banlts on 15th April, 1980. These 
banks were Andhra Bank, Corporation Bank, New bank of India, Oriental Bank of 
Commerce, Punjab and Sind Bank, and Vijaya Bank. 

6.4.3 Objectives of Bank Nationaalisation 

More specifically the objectives of nstionalising banks in India were: 

1) to mobilise savings of people to the mi~ximum extent possible and to utilise them for 
productive purpose; 

2) to ensure that the banking operations are guided by a larger social purpose and are 
subject to close public regulalions; 

3) to ensure that tlie legitimate credit needs of private sector industry and trade, big and 
small, are met; 

4) to ensure the necds of tlie productive sector and in particular, agriculture, small scale 
industry, self-employed professionals are met; 

5) to actively foster the growth of the new and progressive class of entrepreneurs and 
create fresh opportunities for hitherto neglected and backward arcas in different parts of 
thc country; and 

6 )  to curb the use of bank credit for spcculativc and for other unproductive pulposes. 

6.5 BANKING DEVE4LOPh"ENT SINCE 
NATIOWALISL~TLON 

Nationalisation of banks on 19th July, 1969 changed the coniplexion and dimensio~zs of 
commercial banking in India. It helped hasten the pace of geographical and functional . 
diversification. The new dime~~sions placed varying responsibilities on the shoulders of 
commercial banks such as expansion of' bank offices in unbanlced and remote rural areas on 
a massive scale, meeting tlie credit reiluirenicnts of'export scctclr, agricultural sector, small 
scale sector. cottage and rurr~l industries, self-employed pcrsons, artisans, weaker sections oi' 
society and small traders, etc. 

1) Branch Expnnsion: The branch expansion oi'co~n~izercial bmks is very significant in 
fulfilling the socio-economic goals of the country. Aftcr nationalisation, the traditional 
co~icentration of' banks in and around urban ccntres has retluced. There is wide dispersal 
of branches in semi-urban, rural, backward and unbanked areas. During the 18 years of 
nationalisation, i.e., LIP tc) June. 1987 banks opened a record number of 53,890 
branches. The number of rural branches increased from 1,832 to 30,201 during the 
period June, 1969 to June, 1987. 

The massive branch expansion in rural, underbanked and unbanked areas resulted in 
reduction in regional imbalances in banking Ihcilities. 

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,s 1,260 crore during 'the period June, 1969 to November, 
1990. The proportion of fixed deposits in the total deposits increased during this period. 

3) Credit Expansion: There is significant improvement in the credit of banks during the 
post-natiqnalisation period. Total creclit shot up from Rs. 3,509 crore in 1969 to Rs. 
,1,06,603 crore in November, 1990. 

4) Growth of Farm Credit: Commercial banks have been giving special attention to 
agricultural sector after nationalisation. Several measures weie implemented to provide 
credit to agricultural sector, viz., lend bank scheme, area approach, differential interest 
rate scheme, village adoption scheme, financing through cooperatives, Small Farmers' 
Development Agency, Marginal Farmers' and Agricultural Labourers' Agency, 
Organisation of Farmers' Service Societies and sponsoring of regional rural banks. 

me banks provide direct finance to agriculturists in the forin of short-term crop loans, , 

23 



term loans for purchasing of bullocks, bullock carts, agriculmd implements, digging of 
wells, land development etc., and also loans for allied activities like poultry, dairy, 
piggery, fisheries, bee-keeping etc. The percentage of credit to agriculture i n c a  
from 5.4 to 18.3 during 1969 and 1986. 

5 )  Finance to Smdl Seala: hdaastry: Small Scale industries have been playing a pivotal 
role in our economy. Commercial banks have been financing small scale industfies 
based on the guidelines of the Reserve Bank of indja which stipulate three categories of 
small scale industries: (a) h s a n  and village cottage industries, @) small industries in 
the tiny secto~, and (c) large size small scale units. Commercial b a s  fmanbial 
assistance to small scale industries increased from Rs. 25 1 crore to Rs. 7,636 crore 
during the period 1969 to 1986. 

6) Financing to other Priority Sectors: Commercial banks also provide credit to other 
priority sectors like self employed persons, transport operators, retail 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 f.0 fune, 1986. 

7) Export Credit: After nationalisation, commercial banks have been providing credit to 
export sector on priority basis and on concessional terms and conditions. The amount of 
loansgranted to this sector was to the tune of Rs. 2,377 crore in June, 1986. 

8) Credit to Weaker Sections: The nationalised banks provide loans and advances to the 
people of weaker sections also. These include small and marginal farmers, landless 
labourers, tenant farmers and share croppers, artisans, village and cottage industries, 

' 

beneficiaries of Integrated Rural Development Programme, Scheduled Castes and 
Scheduled Tribes and beneficiaries of differential rate of interest scheme. 

Check Your IProgress B 
1) What is bank nationalisation? 

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

2) List out the names of the banks nationalised in India. 

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

........................................................................................................................................... 
3) 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 Concerned with 

profit maximisation only. . 

iii) Nationalisation has enhanced the efficiency of commercial banks. 
iv) nationalisation in India was prompted by the necessity of credit facilities 

&hing @e rural sector and weaker sections of the society. 

4) Fill in thk b l a h .  
.......... i) 14 major commerciid battks in India were naticmalised on July 19, 

ii) On April 15,1980 another ...... .,.. banks were added to the list of nationalised banks 
in India. 

.......... iii) The , p e n t a g e  of mdit to agriculture increased h m  ..,....... to during 1969 
and 1986. 

I 
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iv) The bank expansion in rural, underbanked and unbanked areas resulted in reduction Commerciel flanking in India 

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 sections of the society, they are stilt 
facing a number of problems in different respects. 

1) Problems'in Branch Expansion: Banks were asked to open their branches in rural and 
backward areas where minimum infrastructure facilities like roads, communication, 
transport, education, safe buildings for bank operations are not available. In some place 
there is a problem of even the security to the bank employees. 

2) Problems in Deposit Mobilisation:   here has been heavy competition among public 
sector banks in deposit mobilisation as all of them haqe been providing the same 
service. Banks also face competition in mobilising deposits from National Savings 
Organisation, Non-Banking Companies, Unit Trust of India, Mutual Funds etc. It is felt 
that despite their efforts deposit mobilisation efforts of banks have not been adequate to 
meet the needs of the present economic needs. It was also criticised that the schemes of 
deposit mobilisation of banks are not suited to the needs of the prospective depositors in 
rural areas. 

3) Absence of Coordination: For providing finance to the same borrowers, theie are 
several financial agencies like commercial banks, cooperative banks, regional rural 
banks and state financial corporation. In view of these multiple organisations and 
absence of coordination among these institutions it has resulted in duplicate financing, 
over-financing or under-financing. 

4) Inadequate Finance to Agriculture: Though the co~nmercial 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 needs. 

5) Inadequate Banking Facilities in Rural Areas: The number of banks in rural areas is 
quite inadequate compared 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. 

6 )  Regional Imbalances: Tliough the commercial banks have spread their branches in 
different parts of the country, these are not equally distributed. According to Reserve 
Bank of India's Report about half of the branches concentrute in the Southern and 
Western regions. The states like Assam, Jamm11 & Kashmir, Manipur, Nagnland, 
Orissa, Tripura, Uttar Pradesh and West Bengal may be termed as underbanked areas. 

7) Low Profitability: Financing of priority sectors, opening branches in rural as well as 
unbanked and backward areas, granting loans to weaker sections at low rate of interest, 
increase in cost of salaries and establishment and increase in overdue resulted in decline 
in the rate of profitability of most of the commercial banks in India. The low 
profitability is also caused due to increase in costs, inefficiency, bureaucratic atlilude, 
absence of effective cost control, increase in Statutory Liquidity Ratio and Cash 
Reserve Ratio etc. 

8) Low Efficiency: Nationalisation of banking industry has brought in all theUimitations 
of public sector to it. These are bureaucratic attitude of the managers, absence,of 
initiative, red-tapism, inordinate delays, lack of commitment, responsibility, 
indifference to work etc. These result in low efficiency of the banks. 

9) Political Pressure: Nationalisation of banks has brought political interference and 
political pressure a1 all levels of the banks. The political pressure results in the poor 
selection of staff, granting loans and advances to undeserving, etc. 

1 10) Problems of Liberal Credit Policy : Liberal Credit Policy which is essential to meet 

1 

the credit requirements of the weaker seqtions, agricultural sector, etc. resultcd in 
insecurity of bank funds and ultimately of depositors money. Liberal credit policy has 
also resulted in poor recovery of funds and absence of recycling of bank funds. 



Ranking Theory and Practice 11) Unfair Competition : Many nationalised banks generally have their branches in the 
same area. Each of them, therefore, faces unfair and unnecess,ary competition in deposit 
mobilisation. 

12) Froblems in Financing Small Scale Industry : The basic problem associated with the 
financing of small industrial units is the chronic sickness of small units and 
consequently . , mounting overdues and poor recoveries. 

~ h e d k  Your Progress C 
1) Commercial banks in the post-nationalisation period have faltered on the front of : 

i) export finance 
ii) agriculture advances 
iii) large scde industry 
iv) deposit mobilisation 
V) weaker sections of society 

2) Which of the following problems are faced by commercial banks most acutely? 
i) ' Shortage of staff . 
ii) Safety of funds 
iii) Regional imbalances in branch distribution 
iv) Low efficiency 

3) Which of the following may be stated as the objectives of bank nationalisation ? 
i) providing maximum credit facility to trade 
ii) ensuring adequate credit facilities to unbanked and underbanked areas 
iii) helping the emergence of new entrepreneurial class 
iv) satisfying customers 

6.7 LET US SUM UP 

Banking structure in India consists of a central bank, commercial banks, development banks, 
cooperative banks, export-import banks, rural banks and housing banks. 

State Bank of India is the oldest, largest and premier commercial bank in India. It is 
primarily oriented towards 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 a lot more is nceded to make an in~pact. 

In order to orient banking to the social and development needs 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 have no doubt been able to work in the stipulated direction. There has 
been significant expansion in branches, deposit mobilisation and advances of these banks. 
Credit to small scale industry, 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 and efficiency and unfair competition. 

6.8 KEY WORDS I 

Commercial Banks : Banks which provide short loans and advances. 

Cooperative Banks : A banking institution established and run on cooperative principles. 

Development Banks : Banks which pxovide long term and medium term credit. 

Export-Import Banks : Banks which provide finance exclusively for foreign trade. 

Lead Bank Scheme : The banks should adopt particular districts for intensive development; 



6.9 ANSWERS TO CHECK 'KOLlllP, PROGRESS 
Commercial Banking in India 

i) Central Bank, Development banking, Comrnercilil banking, Rural banking, 
Export-Import banking, Housing banking. 

i) RBI, ii) branch, iii) industry iv) socially 
i) True ii) False iii) True iv) True 
i) False ii) True iii) False iv) True 
i) 1969 ii) 6 iii) 5.4; 18.3 iv) imbalances 
ii) and iii) 
iii) and iv) 
ii) and iii) 

6.10 TERMINAL QUESTIONS 

1) Explain the banking structure in India. 
2)  Argue for and against nationalisalion of commercial banks in India. 
3) What are the objectives of nationalisation of commercial banks in India. 
3) Evaluate the extent of achievement of objectives of nalionalisation by nationalised 

comiliercial banks in India. 
5) Explain the establishment, stnlctme and functions of the State Bank of India. 
6) Evaluate the growth and achievements of the Statc Rank of India. 
7) Explain the development of commercial banks in India. 

Note : l l lese questions will help you to urlderstond the unit better. Try to write 
answers for them. But do not submit your answers to the Ur~iversity for 
assessment. These arc for your practice only. 



UNIT 7 CENTRAL BANKING 

Structure 

7.0 Objectives 
7.1 Introduction 
7.2 m a t  is a Central Bank? 
7,3 Functions of a Central Bank 

7.3.1 Trnditional Functions 
7.3.2 Promotional Functions 

7.4 Role of a Central Bank as a Controller of Money Supply and Credit 
7.5 Control of Credit 

7.5.1 Quantitative Methods 
. 7.5.2 Qualitative Methods 

7.6 Let Us Sum Up 
7.7 Key Words 
7.8 Answers to Check Your Progress 
7.9 Terminal Questions , 
7.0 OBJECTIVES 

After reading this uni , you should be able to: 
0 define what a cen b a! bank is 

identify the main differences between a central bank and a commercial 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 ckntral bank is the apex institution of a country's monetary and financial system. It plays a 
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, the central bank plays a very 
important role in the balanced development of a modem economy. 

In this unit, you will study the meaning and functions of a central bank, the difference 
between a central bank and commercial banks, and various credit control measures used by 
a central bank and their effectiveness. 

7.2 WHAT IS A CENTRAL BANK? - 
All developed and most of developing countries have a central bank. However, in most 
countries the central bank is a 20th century financial institution. The Bank of E m d ,  the 
oldest central bank in the world, was set up in 1694 as a joint stock company by- an Act of 
Parliament. The Federal Reserve Bank in USA was established in 1913. In India, the 
Reserve Bank of India was set up on April I ,  1935 under the Reserve Bank of India Act, 
1934. 

The central bank occupies a pivotal position in the monetary and banking structnre of every 
country. It is the highest monetary institution and a leader of the financial system of the 

'country. However, it is not easy to give any precise and accurate definition of central bank. 
The d&~nition of a central bank is largely derived from its functions. As functions of central 
banks vary between countries and over time, so does the definition of a central bank. 

Different economists have defined'central bank differently. In the opinion 'of W.A. Shah, 
'Centt-aI Bank is that bank which controls credit' whereas Hawtrey holds the view that 'the 
central bank is the lender of the last resort'. In the statutes of the Bank for International 
Settlements, a central bank has been defined as 'the bank in'any country to which has been 
entrusted the duty of regulating the volume of currency and credit in the country.' 

28 According to Kisch and Elkin a central bank is 'that bank the essential duty of which is 



~minterl~nce of st~rbdlily of'rnonet~ty standard,' R.P. Kent ha. defined it as an 'institutioa 
charged with the? responsibilig ojmaimging the eqmnsion and conaraciic~l of the vslme of 
miley in IIhe ipzrcrest ofthe general pablic iveifar.e.' 

It is evident fi-on1 d l  these definiaiorrs that variods economists have defined cenml b a n g  
by laying emphasis on its aiffmnt fmc t i~ns  like control of credit, lender of the last resort, 
note issue, repladon of cmency and credit, and stability d the value of momy in the 
hteres; of general public wekfait?. Haweyer, we may ~ a ~ c l ~ l d e  that central barsk is that 
EgLest financial instlhtloaa of a aarnti-y whose madin hmctioa Is to regulate, 
mrdinaee, integrate and guide the momehry and banking strnctarre $0 as to r d k  
certain dmired go& af tg3ti011iaI sad ypuh8ic weglfare. 

The banking system can work efliciently only if tiaerc is an institution at the top to direct and 
coordinate its activities. Failing thk, the banking sysern wou%d be nothing but a collection 
of unconnected units, each follswi~g an independent plicy. often contradictory to each 
other. At present here is hardly any country in tlne wodd which has not set up a central bank 
of its own. The govenlment seeks to influence tlle working and policies d the central bank 
directly by active pa3icipation in the forn~ulation of broad palicy framework within which 
the bank hzs to function. The government can also influence indirectly through appointment 

r l  oficials of the bank. of diectors, qovemor md other big' 

Distinction between a Central Bank'nnd Commercial Banks 
It will, however, be useful to identify rhe area of activities of a central bank and to 
distinguish the functioniilg and objectives of a central bank froin the commercial banks. . 
Some of the points of difference are as follows: 

1) Where the commercial banks mainly d m  to earn maximum pr~fit for its shareholders, 
the prime objective of a central bank is d ~ e  economic interest of t l~e nation and not 
profit maximisati~n. The central bank aims at controling the banking system and 
support economic p l icy  of the government. 

2) The central bank is generally an organ of the governlent. Its actions are, therefore, 
closely coordinated with those d the other departments of the government, particularly 
witl~ the departments of finance, industry and foreign trade. However, unless 
nationdised, the commercial banks are joint stock banks which are privately owned and 
privately managed. 

3) An in~portant requisite uf a red central bank is that it should not perform such banking 
bansactions which are meant to be performed by commercial banks e.g., accepting 
deposits from general public mid accommodating regular commercial customers with 
discounts and ahm~ces.  Except under such circumstances when it becomes absolytely 
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. 

4) The central bank enjoys the monopoly power of issuing currency notes and regulating ' the working of the commercial banking system of the coontry. No such powers are . vested in coqmercial banks; rather they operate under the supervision and within the 
policy fmn'mvork of the central bank. 

5) Generally there are a number Qf comrnercial banks, but only one central bank in a 
country, the USA being an exception where there is n group of 12 Federal Reserve 
Banks functioning as central banks. 

Check Your Progress A 
1) Indicate whether the following statements are T N ~  or Mse.  

i) A cornrnercial 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 regulating the volume\ of 
currency and credit in the country. 

iv) Prime objective of a central. bank is profit maximisation. 
v) Central bank has the monopoly of note issue. 

2) Fill in the blpnks: 
. i) Generally there are a nunlber of .......... banks, but only one .......... bank in the 

' country. , 



ii) .......... bank aims to control banking system. 
iii) The design and conduct of monetary and credit policies are specid responsibilities 

of .......... bank. 

7.3 FUNCTIONS OF A CENTRAL BANK 

There is no pnanimity about the powers and range of functions of a central bank. These have 
undergone a change over time and have differed between countries. However, we can 
broadly classify the functions of a central bank into two broad categories: 
1) Traditional Functions 
2) Promotional Functions 

'7.3.1 Traditional Functions 

According to De Kock, a central bank should essentially perfom the following seven 
functions which are now considered to he the traditional functions of a central bank. 

1) Monopoly of Note Issue: The most important function of a modern central bank is that 
it erijoys exclusive right to issue currency notes. This function is so important that until 
the beginning of 20th century the central bank was known as the bank of issue. In the 
early days of banking, even commercial banks had the right to issue notes. But later on 
this practice was done away, and the power of issuing currency notes is entrusted to the 
central bank for the following reasons: 
i) It brings about uniformity in note issue, which is so important for the dcvelopmeilt 

of trade and industry. 
ii) It ensures reasonable supply of money in the economy and avoids any possibility of 

over-issue by individual banks. 
iii) It tends to render its control over the unwarranted credit expansion by the 

commercial banks. 
iv) It ensures better elasticity in note issue. It is because there may be careless 

expansion of money supply by commercial banks. Even the government may be 
tempted to increase its revenue by over-issue of currency notes which may lead to 
inflation in the economy. -. 

Hence, for the sake of uniformity, safety and elasticity, it is necessary that central bank 
should enjoy the monopoly of note-issue. 

2) Banker, Agent and Financial Adviser to the State: 'The central bank functions as the 
custodian of govemment funds. As a banker of the govemment, the central bank accepts 
deposits on behalf of the goveinment, and maintains banking accounts of both the 
government depar&nlents and government enterprises. It advances short-term loans to 
the government in anticipatiou of collection of taxes or raising of loans froin the public. 
It also makes extraordinary advances during depression, war or any other national 
emergencies. As an agent of the government, it conducts transactions on behalf of the 
government involving the purchases or sales of foreign currencies, management of 
national debt, and also sale and purchase of government securities in the open nlarket. 
In the role of financial adviser, central bank gives much sought-after advice to the 
government on important matters relating to economic policy. The M I ,  for insrance, 
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. 

3) Bankers' Bank: The central bank functions as a banker to commercial banks. All 
commercial banks are required to keep certain percentage of their cash reserves with the 
central bank, by custom or by law. In fact, such an arrangement is useful for the 
banking system for a variety of reasons. Firstly, it enables the central bank to provide 
additional funds to such member banks which are in temporary financial difficulty. 
Secondly, it forms the basis for highly liquid and more elastic credit structure. Thirdly, 
it helps central banks to have an effective control over the credit creation by conlmercial 
banks. Fourthly, it ensures high degree of public confidence in the banking system and 
accords prestige to the currency notes issued by the central bank. Lastly, it helps in 
optimum utilisation of funds during periods of seasonal strain and in financial crises or 
general emergencies. 



4) C u d d m  09 WBd and Foreign Cnrrency Reserves: Today, most of the centrdl banks 
au over Fhe world function as the custodians of nation's gold and foreign exchange 
reserves. Even before World War 11, the central banks were required to keep gold and 
foreign exchange pesemes for issuing paper cumncy which used to be convertible in 
falose days. right of central bank enables it to exercise a reasonable control over 
key fmign  currency, reserves which is very vital to maintain the country's international 
liquidity psition at a safe margin. Besides, it also helps the central Rank to stabilise the 
external vdue of home currency against foreign currencies. The central bank may buy 
its home cumncy in the foreign exchange market when its value is declining, and vice 
verso. The possession of gold and foreign exchange reserves also gives tremendous 
strength to a country in international financial dealings as gold is an internationally 
accepted medium of payment. 

5 )  c~ntrcsller of Credit: Controlling the credit operations of commercial banks has 
become probably the most important function of central bank in modem times. This is 
due to the fact that credit has bec~me 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.W. De Kwk has stated that it is tbirough this function that all other 
functions of the central bunk are united and made to serve a conimon purpose. 
W.A. $haw considers control of credit to be th~primary function of u central bank as 
expansion or contraction of credit result in inflationary or deflationary conditions in 
the economi,y. These'unwarranted fluctuations in the volume of credit create wide 
fluctuations in h e  purchasilig power of money and thereby cause great social and 
economic upheavals. It is, thus, ot great ianportance that there should be some authority 
to control <and regulate the credit creation activity oC cotnmercial banks. 

6) Bank of Central Clearance, Settlements and Transfer: The clearing function is now- 
a-days rcgarded as i 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 against each other in the books of central bank. This function of clearance, 
settlements, transfer of mtrtual clsims was first evolved by Bank of England in 1854 
which in course of time became an accepted normal function of a central bank ill1 over 
the world. Since com~nercial banks keep their surplus funds as deposits with the central 
bank, it is far easier lo effect clearance and settlement of claims between them by 
making transfer entries in their books of accounts maintained with the central bmk. If 
each bank were to enter into separate clearance and settlement transaction with other 
banks individually, it becolnes difficult and laborious. Moreover, such an arrangement 
ccono~nises the use of money and the convenience that is experienced in the individual 
system of clearance m d  settlement. 

7) Lender of the East 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 anti financial crisis. The importance of central 
bank's function as the lender of the last resort was stressed by Walter Bagehot in 1873 
in his book 'Lombard Street' wherein he drew the attention of the Bank of England to 
accommodate any eligible borrower in times of crisis. In the absence of this facility, the 
commercial banks will have to carry substantial cash reserves with them to meet such 
emergencies. 

7.3.2 Promotional Functions 

Apart from the traditional functions discussed above, the central bank also performs a 
number of developmental and promotional functions. The scope-of central bank's functions 
has widened during the Post-Second World War era and specially in the less developed 
countries where fast economic development has acquired urgency and high priority. Hence, 
in a developing economy like ours, the central bank assumes the responsibility of 
maintaining economic stability and assisting growth process in the following manner: 

1) It helps to create and develop specialised institutions of agricultural finance in the 
country. In India, the RBI has helped in the creation of cooperative societies and 
agricultural cooperative banks by subscribing to their share capital so that fanners get 
timely financial help at reasonable rates of interest. 

2) In order to ensure adequate supply of funds to industries, the central banks of some of 



the &veiophg countries have actively participated in setting up spciali.sed insdlutions 
of indusaid finance. Besides, it has also ensured that thelsmd md tiny indesbries and 
the exporters are able to secure suff~cient credit fnciiieies at a relatively low rates of 
illteest. 

3) In addition to sapervision and regulation of baking institutions, the central banks in 
developing countries have undertaken hie responsibility of expansion of banking 
facilities, spsially in PUfilt and semi-urban arW which is so vital for balanced region& 
growth of the economy. 

4) Promotion of well-orgarnised and well integrated institutions and agencies of money 
market md capitall market Ir;ls become an important Suncdon ef central bask in a 
developing economy. Thus, fie central bank tries to remove bsdbtienal gaps in the 
money market and capid market which hinder the process of wanomic growth. 

5) Above dl, the central b6a& undedes  ,the function of collection, ccmpilation and 
publication of statistical data relating to the banking and financial sectors crf the 
econorriy to highlight trends in the money naarket and capital market. This helps the 
state to take suitalbie economic decisions to tackle specific situatiomJ%e controlling 
orices of essential goods, Mack money, ck .  

@he& Your Brqress B 
1) Whaz are the seven traditional functions of a central bank? 

2) State whether the following statements are True or False. 
i) The power of issuing currency notes lies only with the central bank of the country. 
ii) Central bank is the department of government. 
iii) All functions of a central bank are united through the function of credit canml. 
iv) Cenn-al bank also has the promotional role of expanding banking in r u d  and semi- 
- urban %as. 

7.4 ROLE OF A CENTRAL BANK AS A CONTROLLER 
OF EBIONEY SUPPLY AND CREDIT 

Central bank of a countPy tqkes care of the money supply and bCmk credit in an economy. 
While doing SO, it tries to ensure that the total s~pply of money arnd bank credit, at any point 
of time, is in the. best intexst of the economy. In planned economies central barrks have to 
develop such monetary policies which coordinate well with the overall plan framework and 
ygets. Emergenh of the system of managed paper currency in present day economies puts 
added responsibility on central banks of using restraint while issuing additional gurrency. 
The role of central bank in managing money supply and credit in the economy assumes 
farther importance when the economies suffer from strong inflationary tendencies. In fact, 
the central bank often aies to recdncae several competing goals. For example, f q  the 
smooth functioning of economic activities and their expansion, it is necessary that there?$ 
gowth in money supply and ckdit. But at the same time such growth must not lead to 
Madonary andencies in the economy. Further, the monetary policies followed by the, 
Central bank are to be formulated in such a way that they help in accelerating economic 

' 

growth without advmly affe@&.g distributive justice. 

For achieving its diverse gods, a central bank may use various instruments to control money 
supply and credit. You will know about them later in h i s  unit. 

There are sevetal measures which a central bank may adopt to control the volume of money 
supply and credit in the economy. Broadly, these methodsmn be divided; into two 

1.! categories: 



1) The quantitative methods or general instruments of credit control. 
2) The qualitative methods, also known as selective credit controls. 

Central Banking 

While the quantitative conuols 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 
controls (qualitative methods) aim at affecting both the volume and cost of credit as well as 
the purpose for which credit is being offered by commercial banks. 

7.5.1 Quantitative Methods 

Under this category, there are four distinctive methods: 1) bank rate policy, 2) open market 
operations, 3) variable legal cash reserve ratio, and 4) secondary reserve requirements. 

Bank Rate Policy 

Bank rate refers to the rate of interest at which central bank rediscounts the eligible 
securities of member banks when they approach the central bank for accommodation so as 
to augment their liquid funds. They need these funds to expand credit facilities to their 
clients, 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) Thc banks keep only the minimum 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 production are all flexible such that they will expand or 

contract according to changes in borrowing and investments of industlaial and busitless 
houses. 

Working of the Bank Rate Policy: The central bank controls the volume of credit 
indirectly by causing appropriate changes in the bank rate and thereby influence the lending 
rates of interest of the colnmercial banks. When therc is inflationary condition in the 
economy, it reflects a state of excessive credit creation. To control inflation, the central 
bank, therefore, raises the bank rate. Increase in bank rate results in an increase in the 

1 lending rates of commercial banks. A hike in cost of bank loans will dissuade borrowers to 
seek more loans which will put a check on excessive credit creation by corn~nercial banks. 
On the other hand, businessmen may liquidate some of their slock of goods to repay their 
loans. This will augment supply of goods in the market and help to check the rising trend of 
prices. When confronted by a deflationary situation, the central bank reduces 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 rrlay become 
less effective when: 
1) Commercial banks may have enough cash reserves and hence there is no need for them 

to approach central bank for additional cash. 
2) It is possible that bank can raise funds from other sources and do not feel the qecessity 

to approach central bank for accommodation. 
3) Commercial banks may not have enough approved first class bills and securities to get 

them rediscounted by the central bank. 
4) In less developed countries where a large unorganised sector exists, lending rates of 

interest may not rise with increase in bank rate. 
5 )  When profitability of investments is very high due to inflationary conditions in the 

, economy, a bank rate hike will increase only cost of borrowing and may not affect 
demand for funds'for investments. For example, in India, there has been a continuous / 
rise in demand for bank credit id spite of rise in rates of interest. 

I 

I Bank rate policy is considered to be an indirect method to control credit and for its success it , 
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 open market operations. 

L 

Open Market Operations 
I 

Open market operations imply direct and deliberate buying and selling of &urUia 
and bills in the m y  market by the central bank to control tbe volume of credit. 



W i n g  Theory and Prwtica Woruaag sf the Opean Market Operatian$: When there are inflat!~nary conditions in & 
economy, the central bank sells securities in the open market. nlis r d ~ m s  the cash wemes 
of banks directly to the extent that they buy hesc securities. Besides, this also reduces t ] ~  
mount of customers' deposits with commercial b ~ k s  20 the extent that f f ~  ~ S L  - cuskxners 
acquire the securities sold by the c e r ~ ~ a l  bank. Bence the sale of securities in the OWPI 

market by the central bank redr~ces thc credit creating 'base of the. colnmzrcial &u&s and 
thus lead to contraction of credit and reducti~l in supply of money in circuhtioo. This helps 
in controllhg the rising derrrand for goods mil services, thereby cozltrolling rising trend 
their prices. Convewly, the central bank purchases securities to augment cash msemes of 
commercial banks to increase volume of credit to combat deflation. 

mis  method of credit control is considered to be be~qerbr to bank rate policy as it affects 
credit-creating capacity of banks directly by reducing their cash resewes. However, even 
this method has certain limitatims which make this tw1, at h e s ,  less effective. They are: 
1) Open market operations succeed only when there is a 'omad, strong and active securities 

. market. Howcver, in less developed countries like India, there may be lack d such a 
market which render this policy ineffective. 

2) The sale of securities may no: aclversely affect liquidity of connmmcial banks as they 
may ~eplenish tlhe resewes by rediscounthg facilities offered by the centpal bank. 

3) Open market oprations rnay not prove to be effective in controlling deflation. It is 
because even when central bank purnmps more money inlo circulation by purchase of 
securities in the open market, it cannot force borrowers to b o m w  m d  invest more 
during deflntion because prices fall and investments result in losses. 

In view of these limitations, this weapn is generally used as a supplement to the bank rate 
policy. Therefore, both these methais are termed as complen~enhry BG each other for 
effective controll of credit. 

Variable kcgal Cash Reserve Ratis 

The variable cash reserve ratio is a comparatively new n~etl~od of credit control by czntral 
banks. It was adopted for the first time by Federal Reserve System of USA. In countries 
where the money market is unorganiscd or un&r&velo@, this method of credit control is 
resorted to most frequently. 

At present every commercial plank is required, either by law or by custom, to keep a certain 
percentage of its total deposit liabilities with the central bank in the form of minimum legal 
cash reserves. 'Variation in this reserve ratio is likely to change the extent of liquidity with 
the commercial banks and conseque~ltly their lending powers. When credit contraction is 
desired, the central bank raiscs 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 cornmerrial banks. Cash creating crtpacity of the bank is 
calcuizatea wirk thc help of the f~Ilowing formula: 

I AD=Cx - 
r where 

A D ;: Change in total deposits 
C = Cash deposits 
r = Minimum cash m l v e  ratio 

For cumpjes, when cash reserve requirement is 10% and the banks have a total of Rs. 1 0  
Mere worth of cash deposits, their capacity to grant loans will be ten fold, i.e., 

II AD = LOOX - = Rs. 1,000 crore. 
1o/1oo 

Howeyer, this credit creating capacity of banks will come down only to 5 times of Rs. fOO 
crore (i.e., Rs. 500 crore) if cash resWve ratio is increased to 20 per cent. 

However, in spite of being a powerful tool to control credit, this method suffers from the 
following limitations: 

I) It cannot be used very frequently as it creates a lot of uncertainty for the commercial 
banks. 

2) It generates a depressing effect on the security market and thereby hampers the p s s  
of economic development by adversely affecting investment. 



3) It is discrbdnato~y in nature as it does m o t  apply to om- 
i n~ l r a rda r i e~ .  

4) It may prove ineffective if the banks &ady have excess reserves, 

5) A viariation in mhhunl cesh reserve ratio has to be d y  marginal as any large change 
in this ratio wdl create a lot of probPems for conmercial banks to make quick 
adjapstnnents. 

m e  cenaal banks are now empowered to fix for comeacid banks not only a rnhbnwn 
cash reserve ratio but also a proportion of liquid assets to total aswfs. This further limits 
their capacity to create credit. The underlying idea is that commercial banks should not be 
given liberty to convert government 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 k e n  used by many countries 
including India to tight inflation by curbing the lending capacity of cornmercial banks. 
De Kock believes ha t  this weapon can be made to play a valuable role in containing 
conditions of exceptional inflationary pressures. Nomally, this method sf credit control is 
used along with variations in minimum cad! reserve ratio so as to nr&e it rnore effective. 

The above discussion of general instruments of credit control bring out three facts. Firstly, 
no single method of credit control can prove to be really effective unless it is supplemented 
by some other method. Secondly, these methods may prove useful to co11trol 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 socially desirable. 

7.5.2 Qualitative Methods 

Qualitative methods of credit control are also termed as selective instruments of credit 
control. 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 essential uses 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 
important, desirable and productive uses. Selective controls include the following measures: 

1) Variation in Margin Requirements: The practice of margin requirement is adopted by 
banks to determine the loan value of a collateral security offered by the borrowers. The 
ban value of the security equals the market value of security minus Lhe margin. For 
example, the loan vduc 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. 100 against this security. 

The cental bank is empowered to fix the margin for various types of collateral securities 
and thus influence the maximum limit of the loan. An increase in margin requirement 
will reduce the amount of loan wliich can be granted against a security. This will limit 
the quantum of credit and help combat inflation. Variation in margin requirement is a 
very effective device to regulate credit in speculative spheres without, at the same time, 
limiting availabilit+ 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. 

Regulation of consumer Credit: This method of credit control was first used in 
America during World War 11 to restrict consumer demand for goods which were in 
short supply. Regulation of consunler credit has significance in those societies where 
there exists a system of large scale consumer credit through instalment-payments and 
hire-purchase. This method implies fixation of rninimum amount of down-payment and 
the number of instalments in which loan is repayable. The central bank regulates 
consumer credit by fixing a maximum limit for the loan which can be granted by 
commercial banks to consumers of listed durable goods. For resiaining consumer , 
credit during inflation, the central bank instructs to increase the amount of down 
payment and decrease the number of instalments to restrict demand for goads and 



thereby control prices. However, in less developed nations where system of hire- 
purchase is ?ot yet so popular, it has only limited scope in monetay management of the 
economy. 

3) Rationing of Credit: This method plays a very significant role in diverting financial 
resources into the channels fixed by the planning authorities. Rationing of credit is a 
method by which the central bank seeks to fix ceiling of loans and advances and 
also in certain cases, fm limit for specific categories of loans and advances. In this 
way it hies to restrict credit in the non-priority segments so as to divert availability of 
credit in the desired sectors of the economy. This method, however, is often not liked 
by member banks as it tries to curtail the freedom and initiative of commercial banks. 

4) fssue 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 individual 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. Directives are usually 
supplemented by some other tools of credit control. 

5) Mord Suasion: It implies persuasion and request made by the central bank to 
carnmercial banks to follow the general monetary policy of the country. In a period 
of inflationary 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 their loans and advances even against inferior securities 
which they normally do not accept, This method involves only putting moral pressure 
on commercial banks to seek their cooperation as it does not carry any threat or legal 
sanction. Hqwever, 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 
UK. 

/ 

6) Direct Action: It refers to the penal action which a central bank may take against emng 
6ank in any of the following forms: 

i) Central bank may charge penal rate of interest, over and above the bank rate, for 
credit demanded by a commercial bank beyond a prescribed limit. 

i )  The central bank may refuse rediscounting facilities to those commercial banks 
whose credit policy is not in line with its general monetary policy. 

iii) The commercial banks whose borrowings are found to 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 to initiate action against any 
commercial bank as it is not always easy to ascertain non-essential 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. 

7) Publicity: The central banks in modem times try to bring psychological and moral 
pressures on banking system by giving publicity to unljealthy 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 member banks to know 

- what they ought to do. - 

Limitations of Selective Credit Controls 
Selective credit controls also may not prove very effective to control credit and direct it to 
desired channels due to the following limitations in the credit system. 

1) Success of selective controls is limited as these measures do not affect non-banking 
financial institutions. 

2) -It may not be possible to ensure that the loans advanced,by the commercial banks are 
actually spent for the purposes for which they are granted. 

3) In a limited way commercial banks guided by profit motive may grant loans for 
forbidden purposes and then make entries in their books of accounts under different 
headings to escape any penal action. 



Hence we can conclude that success arid effectiveness of monetary policy of central bank to 
a great extent depends on the degree of respect if commiind and the willingness of the 
commercial banks to extend full cosperationh the realisation of national e c o n o ~ c  
objectives. 

Check Your Progress C 
1) Which of the following is a measure of selective credit control? 
' i) Bank rate policy 

ii) Moral 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 
ii) Raise bank rate 

' iii) Fix higher margin requirements 
iv) hlcrease secondary liquidity ratio 

3) Which of the following is not an objective of credit control: 
i) Economic growth 
ii) Economic welfare 
iii) Stability of prices 
iv) Stability of foreign exchange rate 

4) Indicate whether the following statements are True or False. 
7) Moral suasion has generally proved to be very effective instmment of credit control. 
ii) Bank rate policy is the suitable measure to check inflation. 
iii) 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 credit 

control for effective monetary management. 

5) Fill in the blanks: 
i) To expand consumer credit the banks will .......... number of instalments for 

repayment of loans. 
ii) To check .......... the central bank will resort to 1iberalisation.of credit. 

7.6 LET US SUM UP 

The definition of a central bank is derived from the functions which it is supposed to 
perform. A central bank is an apex institution of a country's mo'nct~uy and financial system 
which plays a leading role in organising, supervising, regulating and guiding the activitia of 
commercial banks and other financial institutions. The central bank is in close touch with 
t4e government for effective implementation of the country's economic policy ar~d helps in 
realising rapid economic growth with stability of internal prices and foreign exchange rate to 
maintain the economy in good health. 

The broad policy framework of the monetary management is devisd by the-government in 
, caultation with the central bank which is to be implemented by the latter. Besides, the 
Governor and other high officials of the central bank are also appointed by the government. 

The central bank may be distinguished from commercial banks in respect of their objectives 
and the area of functioning. The commercial banks act as a link between the public and the 
central bank and aim at profit! whereas the central bank's prime objective is national 
econdneic welfare. Further, the central bank has the monopoly of note issue, apart from 
bhg tfie leader of the entire monetary system. 

Traditicmally, a qentd bank performs seven important functions. It acts as bank of note 
issue and the leader of the last resort. It functions not only as government's banker and 1 

dviser but also as a banker to all the commercial banks. Besides, it acts as custodian of 
d o n ' s  gold and foreign exchange reserves. Above all, it controls volume of credit in the 
WUlWiy. However, in recent years, the central banks of developing counties have taken 



Banking Theory and Practice upon the~nsclves the responsibililji of helping in Ihc pr'omotion of such sectors as 
agriculture, i ~ ~ d ~ ~ s t r y  ar~d Ibreign trade for riipid economic development. 

The most challenging task uf a centrthl bank is to control volume of credit in the economy. 
The general instrumenis of credit c.:ontrol are employed to control volume of credit where,as 
qualitative methods (selective credit controls) are employed to influence the direction of 
credit, The central bank, depending upon the circumstances, uses bank riite policy and open 
rnarket operations to checlc fluctuations in the level of prices but rnay resort to variation in 
rni~iimum cash rescrvc ratio and secondary re!;erve ratio to reillise quick and immediate 
effect in controlling prices. 

Quu1it:itive ~nethotls to control credit have gained popularity in recent years. 'Through 
variations in margin reqllirernents, ch:lnging number of i~.rstalnlents for loan repayments, and 
rationing of credit, the central bank aims at diversifying credit in the desired channels. The 
directives issued by the cel~tral bank and moral suasion have proved very effective measures 
of credit control. Besides, the thrcclt of use of direct i~ction pr~)hibits commercial banks to 
flout the directives of the central bank. 

7.7 KEYWORDS 

Monetary Policy: That part ol'cconornic policy \vhicl~ regiilates the level of money in the 
economy so as to achieve !;olne debired policy objcctivcs like price stability, growth, 
equilibrium in b:ilance of payments. rtc. 

Securities: Incorne yieldingzpapers traded on sfock cxchangc or in a ~econdary market. 

4.8 ANSWERS TO CHECK YOUR PROGRESS 

A) 1) i) False ii) False iii) 'True iv) False v )  True 
2) i) Commercial, central i i)  central iii) cerrtral 

B) I )  i) Monopoly of note issue, i i )  Baukn, agent and financial ;~dviser to the state, 
i i i )  Bankers' bank? i v )  Custodian of gold and lilreign exchange rescrles, 
V )  Controller of credit, vi) Bank of central clearance., selllernents and transfer, 
v i i )  Lender of last resort. 

2) i )  'T'nue iij False iii) 'True iv )  Truc 

C) 1)  i i )  
2) i )  
3) i i )  
4) i )  True ii) False iii) True iv) l:rnc v )  False 
5) i) increase ii) deflation 

1) What is a central bank? What makes a central bank ditTerent from con~mercial banks? 
2) Discuss the traditional as well as pro~notiorlal functions of a centraI bank in  a modern 

econorny . 
3) What do you mean by selective credit controls'? In what way they are superior to 

traditiond instruments of credit control'? 
4) Differentiate between quantitative and qualitativc methods of credit control and discuss 

the effectiveness of quantitative nlelhods to control quantum of credit in an economy. 
5) Discuss the working of the bank rate policy ?lid open market operations and show how 

the two techniques are complementary to each other. 

Note : 'These questions will help you to understand ttie unit better. Try to writc 
answers for thern. But do not submit your answers to the university for 
assessment. These are for your practice only: 
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a0 OBJECTIVES : 

After studying this unit, you should be able to: 
o describe the functions of the Reserve Bank of India (RBI) 
r state the system of note issue in India 
o explain the principles followed for issuing the currency notes 
o discuss various instrume~~ts of credit control adopted by the RBI 
e appraise the monetary policy of the 9 1 .  

8.1 INTRODUCTION 

In Unit 7 you have learnt about tlle central bank. As you know, the central bank of any 
country is the apex institution in its banking system. Its aulho~ity to issue currency notes 
and its role as a government's banker and a bankers' bank impart to it a unique position in 
the banking structure of a country. The Reserve Bank of India (RBI) which is the central 
hank 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 institlltions. 

C 
In this unit you will study in detail about the functions of RBI, system and principles of note 

t issue by RBI, and tile instruments of credit control adopted by RBI. It also critically 
i examines as to how efficierltly the RBI has used its monetary control measims to realise the 
L 

stated objectives of its moqetary policy. 
-- 
8.2 FUNCTIONS OF THE RESERVE BANK OF INDIA 

The Reserve Bank of India (RBI) is the central bank of India. It was established as a 
I 

shareholders' bank on April 1, 1935. The RBI retnind this char$cter for a little less than 
fourtekn yeam. On January 1, 1949 i t  was nationalised and since lhen it has remained wholly 

c state owned. 

The RBI perfoms 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 perforrns in both developed and less developed 
economies. In contrast, the developmental and promotional fuitceions of a central bank 
p r a t i n g  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 spial ised institutions of long-term industrial finance have 



Theory and,Rpdic determined the developmenPd and pmmohnal fiarnctioans d the RBI. 

pihe RBI was established on the model of the Bank of England. It was, therefore, e n m t e d  
with the task of performing all hose functions which the BaIk of E ~ l g i i ~ ~ d  had k e n  
performing. These functions, which are usually known as iradidonal functions of a central 
bank are: 

1) To issue currency notes . 
2) To act as a W e r  to the Govenment 
3) To act as a bankem' bank 
4) To control and supervise banks 
5) To mwage.and control the foreign exchange 
6) To control credit 

1) h u e  of Currency Notw: The RBI is the sole au thor i~  for issuing currency notes in 
India. We know that currency constitutes a siaficanr part of the money supply in 
Indip In 1989-90around 57% of the money supply (considered insthe narrow sense, 
that is, M) was in the form of c m n c y .  The issue of cumncy notes, therefole, beconaes 
m e  of the principal functions of the RBI. All c m n c y  notes issued by the IRE41 are legal 
tender in India. 

The Reserve Bank of India Act permits the issue of currency notes in rupees in the 
denominations of two, five, ten; twenty, fifty, one hundaed, five hundred, one thousand, 
five thousand and ternthousand or such other denominations not exceeding rupees ten 
thousand as the Central Government may specify. At present notes in denominations of . 
rupees one thousand, five thousand and ten thousand are not issued. One hundred rupee 
notes are most important as they account for around half the total value of currency 
notes. The system and the principle of note issue by the RBI will be discussed later in 
this p i t .  

2) Bank* to the Gbvernrnenat: The RBI is a banker to both Central and State 
governments. As a banker it renders a variety of banking services to the government, 
including acceptance of money deposit, withdrawal of funds by cheques, and 
collection 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 with it. The public debt management which is now done by the IPBI was earlier 
the responsibility of the Government. Since the RBI operates in gilt-edged m q e t ,  it 
has intimate knowledge of it. The RBI can thus provide useful advice to the gdvemment 
on the amounts, terms, conditions and timing of new bonds issue. In India, thd Treasury 
Bills now conslitute a significant proportion of the public debt of the Central ' 

Government. The Treasury Bills issued by the RBI as the agent of the government. 
Apart from handling the public debt, the RBI also makes short-term advances to the 
government. These short-term advances are provided to overcome temporary 
difficulties af tlie government arising from shortfalls in their revenue. 

Finally, the RBI acts as an adviser to the government. The RBI, with its experts 
specialising in various areas, is in a position to advise the government not only on 
banking and financial matters, but also on issues pertaining to overdl econo~nic 
planning. The importance of this function has increased due to the need for integration 
between the monetary and fiscal policies. 

3) Bankers' Bank: Like other central bruaks, the RBI does not deal with the public or 
business firms, it is only a bankers' bank. The commercial and cooperative banks avail 
the financial assistance from the RBI in the form of rediscounting of bills as-well as 
loans and advances against approved securities, for periods not exceeding ninety days. 
The RBI has been entrusted with the task of channelising banking development on 
sdund lines. Therefore, while giving advances to banks it has to djscrirninate between 
banks on the bases of their financial positions, lending policies and the securities 

I .,< offered. The RBI is within its powers to deny financial assistance t6 any bank wanting 
to borrow from it without assigning any reason. I 

4) Cmbal and Supervision of Banks: Under the Re~erve Bank df India An, 1934 and 
the Banking Regulation Act, 1949 the RBI has been given extensive powers ta control 

... 



comdrcid  bdhs.  mgdato~y functions of the relating to commercial banks 
cover their Ilcensii~g, branch expansion, kiqoidi?y of their assets, mmmagement and 
mh& of working7 amalganation, reconstruction and liquidation. For the purpose of 
control, the RBI conducts inspection 0f the banks and calls for returns and infomation 
h m  them. PHI czwe the opmtions of ,my bmk are bwd unsntisfactory, the RBI may 
momnend remedid measmes to impmve the functioning of hat  bank. 

Any comlpmy wanting clo do banking basincss in Xwdia milst obtain a licence from the 
RBI h terms of the pmvisions s f  the Bmwlkhg li%egtxlation Act. However, the banks in 
the public sector a l ~ d  the mgiowJ rural banks are not required to obtain licence to 
llpp banking business. Control over branch expansion of csmn~ercid banks is 
mcgarivA for dispersal df IsaaaQEd~g facilities. A6 present &he RBl encourages commercial 
banks to open thcir branches in nual and semi-urban ma.. 

In oder to ensure &at commercial banks me orgmised and operated on sound fiancial 
lines, d ~ e  Banking Regulation Act has determined the minimum requirements of paid-up 
capital md aeaevcs, hrmsfer to reserve fund, and maintenance of cash reserve and other 
liquid xisets. ldowever, the most importimt s11prvi3ary function of the RBI is tale 
inqxctiurh of Iraaks. It safeguwds t l~e  interests d the depositors 'and helps in developing 
banking system in conformity with the banking laws m~d regulations. 

5) F'oreT?fm Excfu~ruap M1yaagtwsa% rsmd Coatsol: Foreign exchange management and 
conml irnvollves tlnrw mdn functions: (i) maintaining the external value of the currency, 
(ii) rnanagcnlent of external rescrves of the country, and (iii) exchange control. The 
RBI, being tlre central bank of the country, is required to prform all these functions. 
Presently the exchange value of the r u p  is determined with reference to tl~e daily 
cxchmge ratc movements of a selected number of cmrencics of the countries which are 
India's major trading partners. The selection of the currency units 'and the weights ta be 
assigned to them has been left to the discretion of the RBI. As a custodian of foreign 
exchanp rcscrves, the RBI manages dae investment and utilisation of these reserves. 
The exchange conml .is presently govemcd by the Foreign Exchange Regulation Act, 
1973. The Act is dmi~liskmd by the RBI in ac~ord~mce with the general policy laid 
down by the Central Gov~mrroent in cons~ltation with the former. 

6) Credit Control: Ibgulatisn of credit in accordance with the nceds of 111e economy is 
pf iaps  the most significant function of a central bank. M.H. De Kock, a leading 
authority on ccn td  banking has obscnred, "it (credit control) is the function which 
embraces the most imporb'ont questions of central battk'ng olic and one through I P Y  which practically all other functions are unitcd and mqde to serve a common purpose." 
De Koclc's  observation^ are no doubt relevant in the Indian context. In this country the 
objective of economic policy is growth with price stabifity. The monetary policy relying 
primarily on credit control also aims at realising this objective. Thus the coritrol of 
credit function of the RBI assumes unique importance. In order to regulate the supply of 
credit, the RBI used bath quantitative and qualitative techniques which are discussed 
later in this mnit. 

In the pre-hdepcndcnce days the RBI did not perform any developmental functions. But 
after the country got Independence the RBI has kgun performing a nurnb$r of 
developmental and promotional functions. Broadly these may be classified under four heads. 
Mrst, it has largely institutionalised agricultural credit. With this in view, it first hied to 
integrate indigenous bankers with the organised money market. Having failed in this 
attempt, it not only encouraged development of cooperative credit in rural areas but idso 
exercised its licerising power in such a manner that commercial banks have now reached 
nual areas in a big waiy, Secondly, in order to channelise the savings of depofiitors 
particularly the small savers, it played an active role in the establishment of the Unit Trust of 
India (UTI). The UTJ presently offers the best investment opportunity to both persons and 
institutions lacking in invesm~ent expertise. It ensues steady income, liquidity, low risk and 
expert management to its investors. Thirdly, by helping in setting up the National Bank for 
Agriculhue and Rural Development (NABARD), the RBI has filled ae.gap in agricultural 
finance. The NABAIIU) is the apex organisation in agricultural finance. Half of its share 
capita? has been provided by the RBI. Finally, the RBI has conrrihted greatly to the setting 
up of a number of development banlcs in India. In fact, the Industrial Development Bank af 
India (IDBI) was originah established as a subsidiary of the RBI. However, in 1976 it 



GR~txk Your Pr~rms A 
1) List the: main fmctions of the Resenre of India- 

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

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

2) Smte which of the following stabments are True and whi~h Fdsc. 

i) The Rcsenve Bank of India is h e  ceiltrd bmk of India. 
ii) Right from the day die RBI was set up, it has been s public sector organisation. 
iii) The RBI has the sole right to issue currency notes in India. 
iv) The currency notes issued by the RBI are legal tender throughout the world. 
v) The RBI is a banker to both Cen~aB and State Governments. 
vi) The Treasury Bills are sold by the RBI for raising its working capital. 
vii) 'fie RBJ is a bankers' bank. 
viil) All commercial banks, including those owned by the Government, need a licence 

from the RBI to do banking business. 
ix )  The exchange control in India is managed by the centrd govememt 

independenll y . / 

X )  The deve~o~menhl and bromotiona~ functions which the RBI has p d o m e d  are the .-, - - - -  

same as the, Bank of England has performed in dle !K 

8.3 NOTE ISSUE 
1 

As explained earlier in this unit, note issue is one of the basic functions of the RBJ. 'fie RWI 
has the monopoly power to issue currency notes. In this section we shall discliss the system 
and the principle of qote issue. 

8.3.1 System of Note Issue 

In terms of the Resefle Bank of India Act, the RBI conducts note issue through two separate 
departments: 1) the Issue Department, and 2) the Banking Department, Tie Issue 
Department is liable for all the currency notes put into circulation from time to time. The 
Issue Department is required lo maintain eligible assets for equivalent value. In terns of the 
Reserve Bank of India Act, the assets of the lssue Department against which cuixncy notes 
can be issued consist of gold, foreign securities, rupee coins, Government of India nipee 
securities and bills of exchange, and promissory notes payable in India which are eligible for 
purchase by the RRI. Pn practice, the distinction between the Issue Department and the 
Banking Department does not have much ecohomic significance because the assets of the 
two Departments keep on shifting frequently. However, the Issue Department does not hold 
some of the assets of the Banking Department. The assets which are not eligible for being 
held by the Issue Department are State Governmeilt securities and coins. 

The responsibilities of the Issue Department include arranging the printing of notes from 
the currency printing presses of the Government of India, distribution of currency notes 
among the public and withdrawal ofnon-usable notes. On the other hand, thc functions of 
putting the currency into circulation and its withdrawal from circulation is performed by the 
Banking Department. An illustration will help you to understand this clearly. Suppose, a 
commercial bank wants to withdraw Rs. 5 crores from its deposit with the RBI, the 
transaction will be handled by the Banking Department. The bank concerned will gqt 
currency in thc denominations required by it and its account with the RBI will be debited for 
the amount withdrawn by it. For meetitag this kind of demands the Banking Department 
holds stock of currency. Whenever it feels that its stock of cuirency is not sufficient, it 
replenishes it from the Issue Department against transfer of eligible assets. The commercial 
banks also make deposits with the RBI on a regular basis. Suppose, a particular bank tenders 
cash to the RBI to be deposited in its account, this cash will be received by the Banking 
Department and will be held as stock of currency. As a result of this receipt of cash, if there 
is surplus holqni of cm-rency in the Banking Department,. the excess cash ,will be 
transferred to the Issue Department in' exchange for the assets bf equal value. For 
exchanging currency notes of one den'ornination for another or for coins and vice versa, h e  



Issue ~ p ~ e r n t  deals with the public directly. As related fnction of note issue, the RBI 
provides currency to the central and state governments b facilitate their ~aaasaction~. From 
~8 point of view the IPBI has made elaborate arrangements like maintaining offices of the 
Issue ICbepment in a number of cities. At other cenhs  the currency requiren~ents are met 
through currency chests maintained.by the RBI with the State Bank of India and its 
associated banks, other nationalised banks, md the Government Treasuries and sub- 
treasuries. The agency of the RBI, namely the State Bmk of India or any other nationzaliscd 
bank or the Treasury at which the chest is provided, can withdraw cash thelrckorn according 
to its requirements. It is also required to &posit into the chest any cash in excess d its 
immediate needs, as these funds can be witllQnwn later wlnen a need arises. 

8.3.2 Principle of Note Issue 

Atthe time of establishment of the M I ,  gdd  s t i ~ ~ d ~ d  (that is, a monetary system in which 
the currency of the country was directly or indirectly convertible into gold)'was still 
prevailing at the international level. 

Therefore, in India the pl-inciple of linkiilg gold and foreign reserves to note issue was 
followed by adopling proyostiona! reserve system. Under this system the RBI was 
required to mainlain a reserve of gold and foreign securities (until January 1, 1949 sterling 
securities), not less than 40% of the total asscts. Iiowever, at ally time gold reserve was not 
to fall below Rs. 40 crore in value. The proportional reserve system requirement could be 
suspended with the previoars ~ar~ctioil uf the central government. Nonellleless the RBI was 
required to pay a tax on the shortfall in lhc srjttulorily required gold and foreign securities 
reservc. This system of note issue worked well for about two decades as it put a check on 
money supply in the ecorionly and therefore, keeping an effective control on commodity and 
factor prices. 

However, in 1956 with the adoption of the Second Five Yeu  Plan a big push was to be 
@en to development effon. Moreover, the process of monetisation became faster. Under , s11ch cieclnmslances the demand for money was expected to increase which under the 
constraints of the proportional reserve system could not be easily met. Further, it was felt 

I that blqcking of foreign exchange in reserve to back issue of currency notes served no usefill 
purpose; rather they serve greater purpose if uscd to cover unavoidahle deficits in the 
balance of payments. The system of note issiie was, therefore, made more flexible in 1956. 
The proportional reserve system was replaced by the minimum reserve system. This 
implies that the note issuing authority is under an obligation to maimbin only a certain 
minimum of gold and foreign exchange reserve; the rest to be kept in lhc Form of 
other eligible securities. In terms of the Rcscrve Bank of I~idia (Amendrncnt) Act, 1956 the 
minimum reserve prescribed was Rs. 400 crore in foreign securities and Rs. 115 crore in 
gold, adding upto Rs. 51 5 crore. bl 1957 the provisions governing the minimum amount of 
reserve backing note issuc were modified and the minimum requirement of the gold nnd 
foreign exchange reserve was fixed at Rs. 200 crore, of which the minimum value of gold 
was tcr be Rs. 115 crore. The Second Amendment Act of 1957 alsn empowered thc RBI to 
dispense with reserve in foreign securities with the prior sanction of the Central 
Government. However, gold reserve of Rs. 115 crore is to be kept all the time. This system 
of note issiie is no doubt flexible, but it does not provide for any check on inflationary 
tendencies. 

1 

1 1  
Check Your Progress B 
1) State the two methods of note issue which have been adopted in this country from the 

time the RBI was set up in 1935. 

2)  State which of the following statements are True and which are Fabe. 
i )  The RBI conducts its note issiie through the Issue Department sfid the Banking 

Department. 
ii) The Banking Department is liable for a11 the currency notes put into circulation. 
iii). The issue of currency notes is backed by the eligible assets. 
iv) The function of putting the currency illto actual circulation is performed by the 

Issue Department. 



Banking Theory and Practice v) For exchanging currency notes with coins or noles of one denomination for another, 
the Issu? Department deals with the public directly. 

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 to be at least 40% of the 
toti1 assets. 

viii) The proportional reserve system put a check on inflationary expansion of currency 
notes. 

ix) The minimum reserve system of note issue follows the principle of flexibility in 
currency issue. ' 

x) Presently the minimum gold reserve backing the note issue in India has to be of not 
less than Rs. 5 15 crore. 

8.4 CONTROL OF CREDIT 

As discussed earlier in this unit, control of credit is one of the most important functions of 
the Reserve Bank of India. In fact, through the RBI's credit control the government attempts 
to influence overall economic activity and the piice level. In this section we shall first 
discuss the objectives of the monetary policy of the RBI as they provide its framework for 
credit control. Thereafter, the instruments of general credit control and direct credit 
regulation shall be discussed. 

8.4.1 Objectives of Monetary Policy 

Monetary policy refers to use of different instruments under the control of the central 
bank to regulate the supply of money and credit with the aim of achieving optimum 
levels of output and employment, price stability, balance of payments equilibrium or 
any other objectives decided by the State. At present the main objective of monetary 
policy in India is believed to be the promotion of economic growth coupled with high level 
of employment and price stability. It has induced economic growth by facilitating adequate 
volume of credit to industry, trade and agriculture. This obviously necessitated the RBI to 
follow policies that lead to expansion of credit. 

But such a policy could lead to inflation. Therefore, the RBI has been following a cautious 
policy in credit expansion. To keep inflationary pressures under control, it has to restrain 
credit expansion and prevent 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 adversely affecting the internal price stability. 
This policy is often characterised as the policy of controlled expansion. 

8.4.2 Techniques of General Credit Control 

As discussed in the previous unit, the technique's'of credit control are of two types: i) general 
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 impact is on the direction of credit rather than 
its amount. Following are the general or quantitative techniques of credit control. 

1) Bank Rate: The bank rate is that rate of interest at which the central bank makes 
advances to commercial banks. The central bank provides financial accommodation 
to banks against approved securities or purchases or rediscounts of eligible bills of 
exchange and other commercial papers. The purpose of making changes in bank rate is 
to vary the cost of securing funds from the central bank. If bank rate changes, it brings 
about changes in the structure of market interest rates, which in turn influences the level 
of economic activity. Inan inflationary situation when policy of reducing money supply 
is to be pursued, the bank rate is raised with the hope that unwarranted investment 
activity will be checked. On the other hand, in the recessionary situation the bank rate is 
raised with the expectation that it will induce investment activity thereby providi* 
impetus to overall economic activity. 

However, the effectiveness of bank rate is rather limited in India. The changes in the 



b& rate have very BiNe opsrative significance. They ~rier@By indicate the changes in The Rwwe Bmk d bdl* 

tion of the credit p l icy  of asla RBI. It is for this reason that ch,anges in the bank 
rate ~ d . m ~ s 9  Jways mccompmied by some other techniques of credit control. M h g  
his observations oil the efficacy d due bmk rate in India, H.V.R. Hyeragw, a former 
Governor s f  the RBI, has rzmwkd, "in a planned economy wI1e'ch Baas a large public 
sector ofinvesm8e~rt a d  where gOQf?rtlPPr@PlE have o Prdatr@?y ofpowlers ofdirect 
regulatiott ofinvestmenr, the egiciency of bawl raie chongw is far less clear than it is in 
i&mtrically advanced countries with clfree econo~i"qy." 

2) Open Mwket O~ratiaaas: Open markt  operations are a techoiqik of c~edit control by 
means of wEnich the ceanl~d bmk changes the liquidity position of banks by operating 
directly in the market. Opaa market operations involve purchase aid sale of govenunent 
securities, foreign exchambe, gold, bills of exchange and cornpiany shares by the central 
bank. However, in India open market operations aTe generally confined to the buying 
and selling of governnnent sw~rieies, including 'Freasary Bills. 

Open market operations have ~ V Q  aspects. The first is die buying of sectdies. When 
the central bank purchases securities from banks, the Batter's cash reserves increase and 
this improves their capacity to create credit. The other aspect is die selling of securities 
to the commercial banks which results in die decline of their cash reserves. As a 
consequence the banks' credit creation capacity is reduced. 

In India, the governrnent securities market is narrow which is consuainlr on open market 
operations. A sizeable proportioil of the government securities is held by some leading 
financial institutions and the volume of transactions in them is limited. Furlher on 
account of the virtual abserrce of a treasury bill market, open market operations of the 
RBI are entirelysin government bonds. Given] the narrow goverllmemt securities' market, 
aqy attempt by the RBI to condilct large scale operations would unciuly disturb sccu~ity 
prices. 

3) Reserve Requirements: The Central bank can change the reserve reyl~iireinents and can 
thereby affect the credit creating capacity of the commercial banks. It is a direct and 
effective instrument of credit control. In India, 'the RIB1 regulates the liquidity of the 
banking system by two complementary methods: 1) cash reserve ratio, and 2) statutory 
liquidity ratio. The cotnmercial banks are statutorily required lo maintain a cash reserve 
with the RBI equal lio a certain percentage of deposits. This cash reserve ratio is 
prescribed by the RBI and can be in the range of 3 to 15 per cent of the deposits. 
Whenever the RBI wants to put n check ow the expansion of credit, it raises the 
cash reserve ratio. @onverse!y, winen credit expansion is to be induced, the cash 
reserve ratio is lowered. 

The effectiveness of changes in cash reserve ratio is limited by the lenaency of the 
wmmercial banks to offset their impact by liquidating their government security holdings. 

, Therkfore, along with a change in cash reserve ratio, ;a change in statutory liquidity ratio also 
be~omes necessary. In India, uiitil 1962 the conlmercial banks were required to maintain a 

: liquidity ratio of 20% against their deposit liabilities. Cash h hand, cash with the RBI and 
other banks, gold and unencumbered approved securities conslit~ited liquid assets. The 

I statutory provision until 1962 enabled commercial banlts to liquidate some government 
securities whenever cash reserve ratio was raised. Hence their capacity to creatc credit 
remained intact. The Banking Regulation Act was thus mended to plug tliis loophole. Now 
liquid assets are to be maintained exclusive of the cash balance maintained in terms of 
statutorily determined cash Peseive ratio. The statutory liquidity ratio is also determined by 
the RBI. 

8.4.3 Direct Credit Regulation 

The regulation of credit by means other than control of bank reserves or the cost of . 

credit is known as direct credit regulation or qualitative credit contiol. The widely used 
qualitative techniques of credit coiitsol are; (1) selective credit control, and (ii) moral suasion. 

The quantitative or general techniques of credit control operate effectively in well organised 
mom? markets but are nQt very effective in countries where money markets are less 
developed. Qualitative techiiques are more s~itable for less developed money markets as 
these techniques help in regulating tlie distribution or direction d bank resources to 



Banking Theory and Radke particular sectors of the economy in accordance with braad national priorities. In fact, I 
qualitative credit control measures are considered csmplementary to g e n d  c d i t  control 

. and their effectiveness increases gpeatly when these are used together with general credit 
control. 

1) selective Credit Regulation: The WBI exercises selective credit control under the 
provisions of the Banking Regulation Act. ' h e  main techniques of selwtive control in 
India are: i) margin requirements for lending against selected commodities, ii) ceilings 
on levels of credit, and iii) charging of minimum rate of interest on advances against 
specified commodities. The first two techniques control ?he amount of cmlit, while the' 
thii 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  articular 
situations or achieve the desired direction of flow of credit. The margin against a 
particular commodity is determined keeping in view the socially and ecoliomically 
legitimate requirements of bank credit to that sector. Ceiling limits are fixed in order to 
restrict the capacity of the lending bank to grmt credit against controlled commodities. 
The rate of interest mechanism is used to achieve plicy objective of increasing or 
decreasing the credit flows to particular sectors. It is in  fact thoughthis technique that 
credit is made available to certain preferred sectors on concessional interest rates. 

- 

2) Moral Suasion: Moral suasion refers to the advice given by the seartral bank to 
commercial banks in respect of their Bending and other operations with the 
expectation that it will be accepted and the latter will operate accordingly. Moral 
suasion may 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 
credit against certain commodities 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 commercial banks, effectiveness of moral suasion has 
increased. An added reason for the effectiveness of moral suasion in India is that it is 
baoked by thd RBI's vast powers of direct regulation. - 

Check Your Progress C 
1). State the three quantitative techniques of credit control operated by the RBI. 

ii) ......................................................................... .: ......................... , 
iii) .................................................................................................... I 

2) List the three methods of selective credit control operated by $e RBI. 

ii) ..................................................................................................... 
iii) ...,...d...............................................,............a. ............................... 
. . 

State which Of the following statements are True aud which are False. 
i) Monetsuy/@olicy refers to the policy of the central bank with reg& to issue of 

curzency notes. 
ii) The RBI's monetary policy is often characterised as the policy of controlled 

expansion. 
iii) Bank rate is the rate of interest chargeb by the central bank from the comercia1 

banks on,advances given to them. 
iv) Bank rate policy is-latively ineffective technique of credit control in India. 
V) Open market operations refer to buying and selling of government securities'by -.. tJle 

central bank in the open market. * 
vi) Open market opefitions are quite effective in India. 
vii) Cash reserve ratio and statutory liquidity ratio when used by the RBI can prove to 

be effective for credit regulations.. 
viii) Since the money market in India is less developed, selective credit controls have nu 

relevance in this country. 
ix) 'Backed by the vabt pdwers of direct regulation, the 'RBI has found the technique of 

moral suasion quite useful. 



8.5 APPRAISAL OF THE MONETARY POLICY OF 
THE RBI 

In developed countries the monetary policy generally aims at full employment with price 
stability. In developilig 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 accelerating the rate of growth, there has to be a continuous expansion 
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 
responsibility under the circumstances is only to prevent availability of credit for 
unproductive and speculative purposes. The RBI has, thus, rightly claimed that its 
monetary policy is one of controlled expansion. 

.We have earlier discussed in this unit that the RBI possesses extensive powers of credit 
control, both quantitative and qualitative in nature. We shall now consider in this secti0.n as 
to how effectively the RBI has used these instruments of monetary control during the four 

' 

decades of development planning. We are restricting our discussion to this period only 
because prior to 195 1, the RBI did not have any specific monetary policy. 

The era of development planiling began in 195 1. This was thc 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 froin 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 rnonetisation of the economy. Hence, the wholesale prices registered a decline of 
2.7% per annum. Situation changed substantially during the Second Plan period. With 
increased emphasis on industrialisation and attempt to give a big push to the economy t h ~  
demand for credit increased rapidly. The annual increase in the money supply (M3) thus was 
8.2% during 1956-61. In order io moderate the growth of money supply, the RRI not only 
raised the bank rate to 4% in May 1957 but also resorted to selective credit controls. The 
price level, however, rose at an zu~nual rate of 6.3%. 

During the Third Plan period, as against a modest performance on tl~e productiorl front 
resulting in a mere 2.3% annual increase in llatiunnl income, M3 increased at 9.1% per 
annum. This gave rise to intlationary pressures which the RBI tried to contain by raising 
bank rate to 4.5% in January 1963 to 5% in October 1964 and further to 6% in Mitrch 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 differential rates. Both these instruments aimed at 
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 
this was not to be, Due to failures on the supply front expansion in the supply of money in 
spite of adoption of credit control measures proved to be quite inflationary. In 1967-68 
however when supply position improved due to encouraging performance on the production 
front the inflationary pressures eased and the bank rate was lowered from 6% to 5%. 

During the period of Fourth Five Year Plan failures on the production front coupled 
with an increase in expenditure on defence and evacuee relief operations increased 
inflationary pressures. In this period the supply of money 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 a lot of inflationary pressure. The RBI nonetheless tried 
different measures of monetary control. The net liquidity ratio was raised from 30% in April 
1970 to 34% in January 197 1 and further to 37% in 1973. The b&k rate was raised in May 
1973 from 6% to 7%. The cash reserve ratio was raised from 3% to 5% and further to 7% in 
September 1973. All these measures however failed to contain inflationary pressures and the 
wholesale prices 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 the 
rate of 17.9%. This did not ease inflationary pressures. Hence the RBI not only raised bank 
rate from 7% to 9%; the government also adopted certain fiscal measures..These measures 
wrested inflationary pressures to some extent and made the RBI a bit complacent about 
inflationary situation. As a result, the grip of the monetary policy was loosened. The cash 
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Ranking Theory and Fhctice reserwe ratio w&s &aced fmm 7% to 5% in June 1974 and further to 4% in k e n l k e r  1974. 
Thesf: wee  unwmmted concessions. 'he year 1979-80 wm n &ought year. Hn this year in 
spite of the fact that the national income declimd by 5.595, the suppjy d M3 was dowed to 
rise by 17.3%. As a consqwnce the wholesde prices mw by 17.2%. 

The Sixth Plm period showad complacency on the part of mornetary ~ u & c ~ t i e s .  ln ERis 
pW4n spite of 5.3% per annum increase in tbe national income the wholesale prices r o s ~  
at the rate of 9.3%. This happened due to an annual increase of 16.9% in M3. The fiising of 
bank mte 110% in July 1981, fixation of cash reserve ratio and statutory liquidity ratio 3t 
9% and 35% respectiva8y in 1984 had little impact on inf1atioanwy situation. 

During the Seventh Plan period he supply d money (M3) and national income rose at the 
mfm of 17.6% mud 5.4% per m u m  respectively. The whoBesde prices during this period 
nose at the rate of 7% per annum. This indicates that h e  RBI did not mnove camfully on the 
money supply front. During the Seventh Plan period the cash reserve ratio was raised a- 
number of times mind wm~fmdy fixed at 11% effective from July 30, 1988. The statutory 
liquidity ratis wm also r e v i d  upward a number of times atnd fixed at 38% in April 1987. 
These along with selective c ~ d i t  control measweb proved ineffective to shbiiise the general 
price level. b1' 1990-91 the Mationary situation had gone out of control, as the wholesale 
prices rose at a b u t  12%. The WEQP in this perid did little to wrest pa-ice rise. Only the 
statutory liquidity ratio was raised to 38.5% in Septernkr 1990. 

To sum up, the monetary policy of the WBI has been rather weak. .All the time there seems to 
be some hesitation in operating drastic measures d m o n e w  control. May be dilemma of 
the RBI in pursuing effective measures emanates from the risk of a decline in growth rate as 
a result of adoption of drastic credit control measures. 

C k k  Yepar Progrew D 
1) State the monetary policy of the RBI in one sentence. 

State whether the following statements are True or False. 
i) In hdia the entire emphasis of monetary poiicy cannot lx: on credit restriction. 
ii) During the f i t  sixteen yeah of its existence, the RBI like many other central banks 

pmued cheap money policy. 
iii) During the First Plan period, increase in the supply of money was in two digits 

which led to inf1ation.q pressures. 
iv) The .annual increase in M3 was 8.2% during the Second_ Plan period. 
v) During the Third Plan period a11 annual increase of 9.1% in M3 was not excessive 

because in this period the perfoqance of the economy on production front was 
excellent. 

vi) Various measures which the RBI adopted to check inflalion during the Fourth Plan 
period proved to be effective. 

vii) During Fifth Plan perid the annual rate of increase in M3 was as high as 
17.9%. 

viii)The monetary policy d t h e  lU3I was not entirely irrational when it allowed 17.3% 
increase in M3 in 1979-80. 

ix) The monetary authorities in India were somewhat complacent to inflationary 
pressures during the Sixth Plan period. 

x) Various measures d credit.contro1 adopted by the RBI during the Seventh Plan 
period proved to be quite effective as prices remained stable in this period. 

8.6 LET US SUM UP 

The Reserve Bank of India (RBI) was set up as the Central Bank of India on 1st April 1935. 
Though originally set up as a shareholders' bank, it was nationalised in 1949. 

The RBI performs both traditional and developmentalcum-promotionall functions of a 
,central bank. The traditional functions of the RBI are: i) to issue currency notes, ii) to act as 
a banker to the government, iii) to act as a bankers' bank, iv) to control and supervise banks, 
v) to manage and control foreignlexchange, and vi) to control credit. 



In India, the main objective of the ecorlornic policy being growth with stability, the plicies The Reserve Bank of India 

of RBI are also directed to redise his  objective. Arnong the develspnnental and promotiond 
functions, setting up of specialised institutions of industrial and agicultilral financs have 
received pal-ticular aetentiori of the RBI. 

of the various functions perfoimed by the RBI, the funclion of note issue is very important. 
The RBI condllcts note issue through its lssue D e p m e n l  and Banking Department. 
Whenever there is demand for currency, the Banking Department offers 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 yrotnissory notes payable in 
India. Presently, gold and foreign secllrities reserve against the issue of currency cannot be 
less than Rs. 200 crore, of which gold reserve in any crtse must r~ot be less than Rs. % 15 
crore. 

During the plarining period, the RBI's attempt has heen to ensure adequate supply of money 
and credit needed to sustain tempo of economic growth without generating unnecessary 
inflationary pressures. This itpproach is often know11 as the policy of "controlled expa~~sion". 
m e  RBI can use all the instrunients of creclit control, hoth cguantitative and qualitative. ' 
However, in India duc to lack nl'adequote development of bill and the securities markets the 
bank rate policy and open market oprlqations are no1 very el'fective, The RBI therefore relies 
niore on changes in cash reserve ratio and statutory liquidity ratio. Selective credit contrc~ls 
are more suitable in 111dia as they regul:~lc the distributiun and direction of hank resources to 
particular sectors of the economy. The RBI hns also founcl that since it c~ijoys extensive 
powers of direct regulation moral sui~sion proves quite effective. 

The RBI has all the possible weapons of monetary regulation in it.; tvsenal, yet its actuill 
monetary control has heen weak. The supply of inoney (M3) over the oilst two deciides has 
increased at a rate exceeding 15 per cent pcr nnnurn, while the nntioni~l incollie rose at the 
rate of 4.1 per cent per annum. This has scsulted in inflationary pressures. The measures 
adopted by tlie RBI to combat the111 1i;ivc been found lacking. 

8.7 KEYWORDS -- 

Bank Rate: That rate of interest at which the central biink nlakcs advances to conl~nercial 
banks or rediscounts thcir hills. 

Cash Reserve Wittio: Ratio 01' cash reserve to bank's apgrcgatc clcposits, 

Currency Chests: Receptacles in which issunblc. notes :lrc stored. 

Exchange Control: Control of tlie monetary nutliorily over ;ill tri~~isoctions involving , 

foreign exchange. 

Margin Requirement: A postion of the valuc of the security charged to the bank, which is 
required to be paid by the borrower o ~ ~ t  of Iiis own resources. 

Minimum Reserve System of Notc Issue: A system of note issue requiring that a certain 
minimum amount of reserve backing of note issue should be in the Form of gold and foreign 
securities. 

Money Supply (M3): Supply of currency plus all deposits with banks. 

Moral Suasion: An instrunlent of central bank's pressure upon the lending activities of 
commercial banks through exhortations that they follow certain restrictive practices. 

Open Market Operations: Purchase or sale of eligible securities by the central balk in the 
open markel. 

Proportional Reserve System of Note Issue: A system of note issue requiring that a certain 
percentage of reserve backing th;: note issue should be in the form of gold and foreign 
securities. 

Selective Credit Control: Such credit control that it regulates the distribution 01. direction 
of bank resources to particular seetw's. 

Statutorji Lkuidity Ratio: The ratio of liquid assets to total demand and time liabilities 
determined stqtutorily. 
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$.8 ANSWERS TO CHECK YOUR PROGRESS 

-- 

/ 

i) True ii) False iii) True iv) False v) True vi) False 
vii) True viii) False ix) False x) False 
i) The Proportional Reserve System 
ii) The Minimum Reserve System 
i) TNC ii) False iii) True iv) False v) True vi) False 
vii) True viii) True ix) True x) False 
i) Bank Rate Policy 
ii) Open Market Operations ' 

iii) Reserve Ratio Changs 
i) Margin Requirements Changes 
ii) Ceilings on Levels of Credit 
iii) Charging of Minimum Rate of Interest on Certain Advances 
i) False ii) True iii) True iv)'True v) True vi) Fdse 
vii) True viii) False ix) True 
The monetary policy of the RBI can be chmacterised as the policy of conaoIled 
expansion. 
i) True ii) True iii) False iv) True v) False vi) False vii) True 
viii) False ix) True x) False 

8.9 TERMINAL QUESTIONS 

1) Discuss the various functions of the Reserve Bank of India. 
2) Explain the system of note issue in India. 
3) Explain the methods of credit control adopted by the Reserve Bank of India. Discuss 

their relative importance also. 
4) Why is the Reserve Bank's monetary policy often characterised as the policy of 

controlled expansion? Critically evaluate the monetary policy of the Bank of 
India during the four decades of developmental planning. 

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. Tliese are for your practice only. 



UNIT' 9 INDIAN MONEY MARKET 

9.0 Objectives 
9.1 Introduction 
9.2 What is Money Mhrket? 
9.3 Structure of the Indian Money Market 
9.4 Characteristics of Indian Money Market 

9.4.1 Features of a Developed Money Mwket 

9.4.2 Nature of Indian Money Market 

9.5 Problems 6f Indim Money Market 
9.5.1 Natu~e of Problems 
9.5.2 Role of RBI in Tackl'hg the Problems 
9.5.3 Suggestions for Improvement 

9.6 Let Us Sum Up 
9.7 Key Words 
9.8 Answers to Check Your Progress 
9.9 Terminal Questions 

9.0 OBJECTIVES 

After reading this unit, you should be able to: 
a define money market 
a distinguish between money market and capital market 
a explain the role and significance of money market in a modem economy 
a identify components of Indian money market 
* identify drawbacks of Indian money market which make it an underdeveloped money 

market 
* list the steps initiated by the RBI to remove defects of Indian money market. 

9 3  INTRODUCTION 

Financial markets and institutions have acquired great importance in the modem economies 
as finance has becqme an integral part of modern business and an essential component of 
econon~ic development. Financial markets deal in financial assets and credit instruments of 
various kinds such as currency, deposits, cheques, bills and bonds, etc. Fihancial markets, in 
essence, are the credit markets. They cater to the various credit needs of the individuals, 
f m s  and institutions on the one hand, and help in mobilisation of savings in the economy 
on the other. 

The structure of financial markets can be studied from three angles: I) functional, 
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 of 
organisation (i.e., orgailised or unorganised credit market) and the sectoral classification is 
based on the credit arrangements for various sectors like agriculture, trade, industry, etc. 

Based on the functional classification of the financial markets, we thus have the money 
market dealing in short-term credit and the capital market handling long-term credit. In 
this unit you will study 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 dhole network of linancial institutions dealing in short- : 
term funds which provides an outlet to lenders and a source of supply of fund$ to ., 
borrowers. The short period varies from a day to a few months. Funds borrowed against ' 
different types of credit instruments such 11s bills of exchange, short-term securities, 
promhry notes and treasury bills drawn f0r.a short period, etc., are called near 



Denking Theory and Practise money. Thus, tlae tern money market may sapmall misleading as it does not deal in cash or 
money but in near money assets. 

Elaborating on the essential meaning of money markel, the RBI describes money market as: 
"t/ie centre for dealings, nteinly of shor$-term cdtcmracder, i i ~  nzonefary assets. It  meets the 
short-term requirements of borrowers and provides liquid& or cash to thenr hy the lenders. 
it 6s the phcc where short-term surplus investilple funds at the disposcmstml offinancial and 
other institutions and individuals are bid by borr, ,wers, again comprising instifurions and 
individuals and also by phe Government. ' 

Demand for short-tzlm firnds cornes tiorn Govell~ment, business concerns and private 
individuals. l'hc- Covernmer~t probably the biggest borrower everywhei.e, require8 short-term 
funds to meet current deficits. Fims need funds fur working capital requirements and also to 
carry additional stcioks. Other important borrowers inclt~de stock exchange brokers,, 
manufacturers, merchants, etc. The supply of loanablc furids comes ~nostly from the central 
bank of the country, conmmercial banks and other financial irlstit~ations. 

The money market may be distinguislied from capital market. 'The capital market is  
concerned with the saspply of and dernamd fur long-tcmn investiible funds, whereas the 
money market is essewtially concerned with only slaort-term funds. The capital mxliet 
deals in bonds, stocks an11 shares of corporate sector and mortgage credit for long period, 
while money market deals with short-term needs such as working capital requirements of 
business concerns, individual borrowings and short-term goven~ment obligations. However, 
these two markets are closely related with certain amount of overlapping as the same 
institutions, many a time, deal in both types of loan. 

Check Your Progress A 
1) Fill in the blanks: 

i) Money market provides ............... term funds. 
ii) In money market, funds are borrowed against varioirs ................ 
iii) Distinction between money market and capital market is based on ............... 

classil'ication. 
2) State whether the following statements are True or False. 

i) Money market deals in money. 
ii) Capital market is a part of money market. 
iii) Capital market and money market are closely related to each other. 
iv) Financial market and credit market are essentially the same. 

- - 
9.3 STRUCTURE OF THE INDIAN MONEY MARKET 

The Indian money ~narkct is divided irito three distinct piirk: I )  organised sector, 
2) unorganised sector, and 3) cooperative sector. However, technically the cooperative 
sector [nay be considered as a part of the organised sector. 

1) Organised Sector: This sector consists of the Reserve Bank of India, State Bank of 
India and its subsidiaries, foreign exchange banks, natitioalised banks, all scheduled and 
lion-scheduled commercial banks and the regional rural banks. Besides, some non- 
banking companies and financial institutions like the Life Insurance Corporation of 
India, the General losurance Company of India, the Unit Trust of India, etc., also 
operate in the organised money market. Chit funds and post-office savings banks also 
play a significant tole specially in semi-urban areas and small towns. 

1 2) Unorganised Sector: This pait of the money market consists of indigenous bankers and 
the money-lenders called mahajans, seths, sl~roffs, chettiars, etc., in different parts of the 

-country. Many of the indigenous bankers combine banking business with trading and 
commission business, whereas others deal primarily in banking activities. The 
indigenous bankers deal in 'hundis' and 'promissory notes'. Nearly fifty per cent of the 
internal trade depends on finance from the unorganised sector. 

3) Cooperative Sector: The cooperative sector occupies a somewhat intermediary 
position between the organised and the unorganised parts of the money market.  hid 
sector primarily comprises cooperative banks, rural banks and cooperative credit 
societies. Their main purpose is to supplen~ent the indigenous sources of rural credit. 



They finance farmers, weavers, rural XtiSanS, etc., in their production and marketing 
activities. 

The money market is composed of many financial agencies that deal vith different types of 
short-term credit even in the organised sector. We may discuss the following imp-t 
components of money market. 

1) Call Money Market: It is an integral part of developed nrnay market wh~ch provides 
credit facility for a very short duration, not exceeding seven days in any case. It is the 
most active and sensitive part of the organised segment of the money market. Bill 
brokers and stock-brokers usually borrow call loans from commercial banks against 
which no collaterai 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 financial intermediaries like the LIC, the GIC, and 
the UTI have also started actively participating in the call money market. 

2) Bill Market: The bill market or the discount market as it is called in London, is a sub- 
market in which short-tenn bills are bought and sold. The most important types of bills 
are treasury bills, bank bills and trade bills which are usually drawn for a period of 91 
days. As these bills are basically post-dated cheques, they are easily discounted in the 
money market. In India, there is no well developed bill market, though major 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 foreign trade. Acceptance houses, in whom both the importers 
and exporters have full confidence, act as agents. They get commission from both the 
exporters and impoi-ters 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 Loaq Market: When loans are offered against collateral securities like 
stocks, bonds, merchandise, etc., the loans are called collateral loans. The chief lenders 
in the money market are commercial banks. The borrowers take collaterals in the form 
of overdrafts and cash credits. 

It should 'be noted that the different sub-markets, as discussed above, can be combined into 
one market. For example, call loans are taken by those who deal in discount market and 
many of them who 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. 

9.4 CHARACTERISTICS OF INDIAN MQNEY MARKET 

9.4.1 Features of a Developed Money Market 

A money market is considered 'developed' if it satisfies the following conditions: 

1) Highly organised commercial banking system. 

2) Presence of an efficient.centra1 bank. 

3) Continuous supply of negotiable securities such as bills of exchange, treasury bills, 
I 

I 
short-term Government bonds, etc. 

4) Qkistence of a number of sub-markets, each specialising in a particular type of short- 
term asset. The larger the number of sub-markets, the broader and more developed will 
be the structure of the money market. 

5 )  Moreover, the sub-markets should form an integrated structure in which every segment 
of the money market is in intimate relationship with each other. This is essential to 
ensure uniformity of interest rates in various sub-markets and also for the free flow of 
funds. 

fiere are not many developed money markets in the world which have all the abovesaih 
ehtra~tniatic features. London and New York money markets are the best examples of 



Ballking Theory and Practice developed money markers. Other examples of international financial centres are Paris, 
Zurich, Frankfurl, Amsterdam and Vienna which contain most of the features of developed 
money markets. 

9.4.2 Nature of Indian Money Market 

Indian money market is not a very well organised and truly coordinated entity so as to be 
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 segments. The organised 
sector contains well-established, scientifically-managed financial institutions, whereas 
unorganised sector comprises agencies which have diversified policies. without uniformity 
and consistency in the lending business. In between these two segments lie post-office 
savings banks and the cooperative banks. 

1) Organised Segment: At the apex level there is RBI, which is leader of the money 
markel and controls the banking sector. Besides, there are joir~t stock commercial banks 
which are of two types: (i)  scheduled banks and (ii) non-scheduled banks. Since July 
1969, all major banks in India have been nationalised. Besides, State Bank of India and 
its subsidiaries are also owned by the Central Government. The public sector banks 
control nearly 90% of the finances of organised banking system. There are fifteen 
foreign exchange banks as well. Besides, the post office savings banks, cooperative 
banks, rural banks and chit funds also play a significant role by mobilising savings and 
catering to the needs of small holders particularly in semi-urban and rural areas. 

2) Unorganised Segment: It comprises of indigenous bankers and money-lenders 
including unregistered chit fund companies. In India there are more than 2,500 
indigenous bankers who provide nearly 50% of the rural finance. The financial 
activities of indigenous bankers and money-lenders are mostly confined to small towns 
and rural areas which lack modem banking facilities. They operate in n limited way in 
big cities also. They basically cater to the needs of local demand for funds and grant 
loans to those who are personally known to them, nom~ally against collateral securities 
to mini~nise risk. 

Hence, it is evident that Indian money market is neither a well organised nor a coordinated 
and homogeneous entity. Some of the major features of Indian money market can be listed 
as under: 

I ) Duality: The Indian money market is composed of two segments, viz., the organised 
and unorganised sectors. The former consists of modem, wkll organised and 
scientifically operating financial institutions like the RBI, scheduled and non-scheduled 
banks in the private 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 unorganised sector consists of widely scattered indigenous bankers, 
money-lenders, chit funds, etc., which lack scientific organisation. I 

2) Predominance of Government and Semi-Government Securities: The bill market, I 

an important and the most sensitive constituent of the organised money market, is also 
underdeveloped in India. As compared to advanced countries, there is great paucity of 
good commercial bills in the country. Hence, the lion's share of the securities bought 
and sold are government and semi-government securities. I 

3) Absence of Discount Houses: There is almost complete absence of acceptance I 

business and discount houses in the Indian money market. This is due to the fact that 
there is no market for commercial liills. Traders in India resort to l~undis Yatl~er than ' 

. . .  
scientifically drawn bills of exchange. 

4) Seasonal Stringency of Funds and Fluctuations in Interest Rates: Indian economy, 
being 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 and marketing activities of agricultural 
produce. This requires additional funds during October/November to ApriliMay which 
creates monetary stringency, and results in higher interest rate during the busy season 
and lower interest rates in slack season. 

5 )  Limited Scope oPBanking Facilities: Betore nationalisation of 14 major banks in 
India in 1%9, there was one branch for about 65,000 persons with majority of &nkS 



being in big cities only. There were practically no banks in villages and small towns. 
Situation has improved a lot due to expansion of branches during the last 20 years. 
Some banking facilities have no doubt reached rural areas and small lowns, but these 
are inadequate. 

6) Isolation from International Money Markets: The Indian money market has 
reniaincd more or less isolated from Sorcign 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 Progress 

1) State whether the following statements are True or False. 

i) The Indian money market is a well-organised market. 

ii) All non-banking companies are a part of the unorganised sector of Indian ~noney 
market. 

iii) The short-tern1 bills are basically post-dated cheques and, therefore, easily 
discountable. 

iv) Acceptance houses act as agents in which either importer or exporter has full 
confidence. 

v) The Indian money market is more or less isolated from foreign markets. 

2) Which of the following are the major features of Indian money market? 
i) Predominance of government and semi-govemmenl securities. 
ii) Highly organised commercial banking system. 
iii) Existence of a number of sub-markets, each dealing in a particular type ol' shorl- 

term assets. 
iv) Existence of duality. 

-- 

9.5 PROBLEMS OF INDIAN MONEY MARKET 

9.5.1 Nature of Problems 

In terms of both organisation and development, Indian money market is not comparable to 
any of the developed money markets of the world like the London or the New York money 
markets. It also cannot match tlie extent of resources, stability and elasticily or  these 
developed money markets. It also suffers from a numher of drawbacks, of which the 
following are more prominent: 

1) Lack of Integration: The organised and tlie unorganised sectors of Indian money 
market are completely separate from each other in their financial activitics. There is 
more of competition than cooperation and coordination among various constituents of 
the Indian money market. The hmks 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 orgarlised banking system. This has 
made monetary policy of the RBI (specially tlie bank rate policy) alinost 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 not uniform, i.e., there is coexistence of high as well as 10.w interest 
rates in different parts of the money market. Even the rates of interest charged by banks 
differ widely depending upon tlie locality in which they function, the type of security 
that is offered, the nature of the advances and the competition they have to face. 
Besides, interest rates during busy season are always higher tlian what they are during 
slack season. Another peculiar feature of the Indian money market has been that sllort- 
term interest rates are higher than long-term interest rates. However, there has been 
some improvement in this regard in recent years. 

Indian Money Market 

3) Relatively Under Developed Banking Habits: Even aftcr considerable branch 
expansion, the use of cheques and credit instruments is somewhat less popular. People 
prefer cash transactions. Besides, hoarding is a popular habit in India, specially in rural 
and semi-urban areas. This has led to investme~its in gold and silver ornaments and 
other non-rnonetw assets. 55 



Banking Theory and Practice 4) Shortage of Funds: The Indian money market suffers from shortage of funds 
demand for loanable funds always exceeds their supply. The shortage becomes more 
pronounced in the busy season. Widespread poverty and huge population in India has 
resulted in low per capita income which has limited the capacity to save. Apart from 
this. the existence of black money has also considerably reduced the supply of financial 
resources in the Indian money market. 

5 )  Absence of a n  Organised Bill Market: In spite of the New Bill ~ a r k e t  Scheme of the 
RBI in the year 1970, organised bill market is yet to fully develop in India. It is due to a 
variety of reasons like: (i) lack of uniformity in drawing bills between different parts of 
the country, (ii) general preference for cash transactions, (iii) high stamp duty on usance 
bills, etc. 

6) Inadequate Banking Facilities: Even after expansion of branch banking in the post- 
nationalisation period, the money-lenders still continue to be the primary source of 
credit to the lndian farmers and village artisans. This has hampered the process of 
mobilisation of small savings in the countryside. Apart from this, lack of clearing hou:;c: 
facilities and of specialised banks to provide credit to small and tiny sectors are some of 
the other problems faced by lndian money market. 

9.5.2 Role of RBI in Tackling the Problems 

The Bill Market Scheme was introduced in 1952 by the RBI to grant loans to commercial 
banks against approved usaflce bills of their customers. To provide loans liberally to genuine 
exporters in 1958, this faiility was extended to cover export bills as well. The New Bill 
Market Scherne was introduced in 1970 La revitalise the lnoncy niarket and eliminate certain 
defects of the 1952 Bill. The new bill scheme proved to be a major step in creating a 
genuine bill tnarket in India. Some of the shortconlings of the money market have been 
overconle after nationalisation of co~nmercial hanks and in~roduction of the New Bill 
Market Schemc 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 reduction 
in seaso~ial stringency of moliey. However, the RBI has not been able to achieve the desired 
results as the new sclie~ne pravides bcnefits to scheduled banks only and it remained 
concentrated mainly in the fields of trade and industry and has failed to help the agricultul-a1 
sector. Moreover, the banks have to fulfil many prerequisites to avail of the rediscounting 
facility. 

Hence, a 101 more remains to be done by both the Government as well as the RBI to improve 
the working of the nloney market so that India has a really developed money market. 

9.5.3 suggestions fur Improvement 

In order to improve the functioning of the money marketthe following steps need to he 
initiated by the RBI: . 

, 

1 )  Regulation of Indigeno~ls Banking: For proper organisation of the Indian money 
market, registratio11 of indigenous bankers may be made compulsory. They should be 
brought under the control of RBI and should be provided with ban facilities. 

2 )  Standardisation of Hundis: In order to popularise commercial bills, it is essential to 
standardise indigenous Hundies and bills so that uniformity of rules can be achieved 
with regard to the contents, language and usage. This will help in developing the bill 

. market in the real sense. 

3) Expansion of Rediscounting Facilities: For wider use of bills, the RBI should offer all 
sorts of facilities for rediscounting of bills. This will help in expansion of financial 
activities in the money market and reduce stringency of funds as well. 

4) Clearing House Facility: For expansion of banking services, it is essential to expand 
clearing house facilities throughout the country. For this purpose, the number of . 
clearing houses should be increased and improved on the pattern in which European 
clearing houses function, 

5) Lowering Stamp Duty: To popularise the use of bills of exchange, the stamp duty 
should be reduced to a reasonable IeveI. 

6) Other  Measures: In addition to the above steps, the following measuns may also help 
in improving the money market in India: 



i) Establishment of acceptance houses and discount houses. 
ii) Expansion of the functions of all India Bankers Association. 
iii) Development of a system of agricultural bills against standing crops. 
iv) Cheaper and quicker transfer of funds facility. 

Check Your Progress C 
1) State whether the following statements are True or False. 

i) Indian money market may not be as organised as any developed money market but 
it is definitely equally stable and elastic. 

ii) Various constituents of Indian money market compete more than cooperate with 
each other. 

iii) The dominance of money-lenders in Indian money market remains almost intact 
even after expansion of banking in India. 

iv) Indigenous banking sector shouid also be brought u ~ i d e ~  the control of RBI. 
Y) Uniform rates of interest prevail in different parts of our country. 

2) Wll in the Manks: 
................ #@I introduced the New Bill Market Scheme in the year 

............... ila s l ack  money in India has significantly the supply of financial resources 

in the money market. 
jii) The organised and unorganised sectors of Indian money market are cnnipletely 

............... from each other in their financial activities. 
............... Iv) The Indian money market suffers froni of funds. 

,9.6 LET US SUM UP 
.- -- 

The money market is one of the most important institutions in a   nod ern economy. The 
industrial growth and expansion of trade, particularly foreign trade, are greatly facilitated by 
the existence of a developed money market. The usefulness of the money market is not 
limited to business and industrial sectors but is available also to the state and the central 
bank authorities to implement their policies effectively Ihr realising desired goals of 
economic activity. 

Money market mily be distinguished from the capital market. The money market is tlie 
collective name given to various firms and institutions which deal in short-term credit, i.e.. 
near money assets. The ci~pital nlorkcl is concerned will1 the supply of long-term investiblc 
funds. 

The Indian money markct is composed of two segments--organiscd and i~norgnnised. The 
organised segment con~prises cnll money market. bill markct, commercial hanks, 
cooperative and rural banks, post office savings banks and registered chit funds, l'he RBI is 
the leader of the organised money nlarket. The unorgnnised segment includes indigenoils 
banks and the money-lenders. 

The Indian money market cannot be ter~netl as a developed moncy market like the London 
and New York money markets are. 'l'lnc presence or' large unorganised sector, lack of 
developed bill market, lack of banking I'acilities in the rural areas and stringency of funds 
specially in busy season have resulted in keeping Indian money market underdeveloped, 

In order to tide over this difficulty, thc RBI introduced a New Bill Scheme in the year 1970. 
The Government also n:itionalised 20 nii~jor comn~ercial banks to help RBI to tighten its 
control on the money market. Though various steps initiated so far have defi~ii tel~ helped in 
improving the performance of the money markct, a lot more remains to be done. In this 
regard the following suggestions will,be worrh consideration and implementation by the 
RBI: popularising the use of hills by slandardisation of lnl~ndis, pronnotion and expansion of 
bill market: regulation of incligenous biunkers and money-lcnders. creation of n network for. 
clearing house facilities, lowering of stamp duty on usance bills, etc. Thcse rnetlsures will go 
a long way to enhance the effectiveness of.monelary policy of tlie RBI and help develop the 
Indian money market. 

Indian Money Market I 
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9.7 KEY WORDS 

Acceptance Market: Refers to the market for banker's acceptances involved in trade 
transactions. 

Call Money: Credit facility for a very short duradori, not exceeding seven days. 

Capital Market: Concerned with the supply of and demand for long-term investible funds. 

Collateral&oan: A loan offered against securities like stocks, bonds, merchandise, etc. 

Indigenous Bankers: Those dealing in Hundis and promissory notes. 

Money Market: Refers to the institutional arrangements facilitating borrowing and lending 
of short-term funds. 

Treasury Bills: Bills issued by RBI on behalf of the Government. 

Usance Bills: Bills with a time specified maturity. 

A 1) i) short ii) credit instruments iii) filnctional 
2) i) False ii) False iii) True iv) True 

B 1) False ii) False iii) True iv) False v) True 
2) i and iv 

C 1) i)False ii) True iii) True iv) True v) False 
2) i) 1970 ii) reduced iii) separate iv) shortage 

9.9 TERMINAL QUESTIONS 

1) What is meant by money market? Discuss the significance of money market in a 
modem economy. 

2) Discuss various constihlents of money market and their functioning in India. 
3) Discuss various characteristics of a developed money market. Can Indian money market 

be termed as developed money market? * 

4) Distinguish between money market ahd capital market. Highlight 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 improve the 
functioning of Indian money 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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1 10.0 OBJECTIVES 
I After studying this unit, you should be able to : 

0 explain the meaning of financial intermediation 
0 desckibe the role of non-bank financial intermediaries 

I 1 

I identify various types of non-bank financial intermediaries in India 
I @ describe the importance and role of Life Inkurance Corporation of.India, Gederal 
1 
I Insurance Companies and Unit Trust of India as non-banking financial 

intermediaries. 

1 I 310.31 INTRODUCTION 
I 

In the previous block you have studied the theory and practice of commercial banking. 
You have also learnt about the role of various banking institutions particularly the 
commercial banks and the central bank in the economic development of a country. 

. . 
In this unit you will study the role of various non-bank financial instilutions including 
the Life Insurance Corporation of Ipdia, General Insurance Companies and the Unit 
Trust of India. Before taking up a detailed discussion of these institutions, it is 
necessary to know the mean'ing of financial intermediation and the manner in which 
non-bank financial intermediaries differ from the iinancial intermediaries, viz,, 
commercial banks. 

10.2 NON-BANK FINANCIAL INTERMEDIATION 

10.2:l What is .Nan-bank Financial Intermediation ? 

Financial intermediation is the modern term used for 'Financial Institutions'. The 
finincia1 intermediaries act as mediators to bring together the savers and users of 
capital. They mobilise money from the savers by sellingsecurities to them, and lend 
the same to the borrowers. Broadly, the term financial intermediaries can be applied 

it0 a variety of institutions, some of which are listed below: 
' - Commercial Banks 
- Insurance Companies 
- Provident Fund Organisations . 

Jab 



NOE-BMIIK~~ ~hwhl ml~uriom '- !zvestment Companies. 
fa ~nctln - 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 money to  individuals as well as business firms mainly on  short-term basis. 
Generally, commercial banks d o  not directly participate or undertake promotional 
activities for the development of business o r  industry. 

On the other hand, the non-bank financial institutions, acting as financial 
intermediaries, mobilise savings from the public and lend the same to  business 
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. 
1) The banking institutions mobilise demand deposits and other deposits from the 

public and pay the same on demand to  the customers. Non-bank financial 
institutions generally pay back the money taken from the public only after a 
specified time. 

2) The banking institutions generally provide loans to individuals as well as bdsiness 
firms mainly on short-term basis. Non-banking financial institutions lend funds 
mainly on  term basis to business firms only. They also subscribe for the share; 
and debentures of industrial concerns. 

3) The commercial banks do not directly participate in the promotional activities in 
general. The non-bank institutions, on the other hand, undertake many 
promotional activities for the rapid industrial development of the country. 

4) All 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-o rga~sed  sectors. 

10.2.2 Role of Non-bank Financial Intermediaries 
The non-bank financial institutions acting as intermediaries play a crucial role in , 
bringing together the savers andathe borrowers. The intermediation process of these 

. institutions helps the individuals to invest their funds safely and enables business firms 
to borrow funds without problems. 

For instance, an automobile manufacturing firm wants to borrow Rs. 100 crore. In 
the absence of financial intermediaries it has to seek out individuals who would lend 
that amount, which is a very difficult problem. In the same way assume that you have 
a sum 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 financial 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 pooling' their funds) and 
the users (by lending them the money thus pooled). In addition to  this the pooling of 
funds provides certain administrative economies of scale. 

Aqing as internlediaries, the non-bank financial institutions help the individuals, 
business firms and the nation as a whole in the following ways : 
1) The non-bank financial institutions help the individual investors by providing 

them triple benefits viz., low risk, steady return and capital appreciation. 
2) They help the business firms in securing funds at reasonable cost and In time. 

They take the risk of mobilising bavings from numerous small investors. The 
business firms are, thus, relieved of the problem of approaching small investors 
scattered throughout the country. 

3) The non-bank financial institutions also help the different sectors of the economy 
according to the priorities f~xed  by the Government from time to time. 

4) By providing financial help on softer terms to the enterprises set up in b a c k ~ a r d  
areas, these'1ns11tut~o~s help In correcting regional ~mbalances in the country. 

5)-  When the programmes of rapid indu.strial~sation get bogged down duc to the 
inadequacy of finance. these non-bank ilnanc~itl ~nstitutions render valuable 



assistance in the form of loans, underwriting services or direct subscription of 
shares and debentures. 

6 )  They provide technical, financial and managerial assistance to entrepreneyrs. 
These institutions undertake various promotional activities such as the formation 
of project ideas, conducting viability studies, the implementation of the projects, 
etc. Thus, financial institutions play a very crucial role in accelerating the pace of 
industrial development. 

10.23 Types of Non-bank 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 Trusts : Thest institutions are also known as investment banks. They 
n~obilise 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 as special Financial 
Institutions. They provide long-term financial assistance tc industrial 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 while the 
State Financial Corporations (SFCs) and State Industrial Development Corpo~ations 
(SIDCs) exist at the State level. 
3) Other Institutions : Generally some institutions do not provide financial assistance. 
They mainly undertake promotional activities and provide various services to 
entrepreneurs. These institutions include National Small Industries Development 
Corporation (NSIC), State Small Industries Development Corporations (SSIDCs) 
and Technical Consultancy Organisations (TCOs). 

.We first discuss the role.of.inyestment trusts in this unit, followed by all India level 
term-lending'financial institutions'in Unit -1 I and state level term-lending financial 
institutions in Unit 12. 

Check Your Progre'ss A 

1) Non-bank institutions are broadly of three kinds. What are they? 

................................................................................................................................ 
Which of the following,statements are True and which are False ? 
i) Financial intermediaries bring together the demanders and suppliers of 

capital. 
ii) Non-bank institutio~s lend money to individuals and business firms. 
iii) Banking institutions provide funds mainly on long-term basis, while non- 

banking institutions look after the short-term loans. 
iv) To entrepreneurs in backward areas the non-bank institutions provide 

financial help at easy terms. 
v) State Small Industries Development Corporations mainly prbvide 

consultancy and other su-ch services to.tht entrepreneurs. 
' 

1.0.3. LIFE INSURANCE CORPORATION OF INDIA 

Nun-Bank Flnanclnl Intermtdl8llon 
-An Overvlew 

The Life Insurance Corporation of India (LIC) was constituted under the LIC Act, 
1956 as a wholly-owned gavernment corporation by nationalising 244 private 
companies operating from 9'7 centres in India. The main objective behind the 
establishment of this corporation was to carry an the business of life insurance to the 
best advantage of the community and to channelise the funds into investment in 
accardance with plan priorities. 



Nun-BsnLing Fi~~nncls l  Imhlutlons 
in India Objectives 

The following are the specific objectives of the corporation: 
1) Spreading the gospel 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 every eligible man and woman in the 

cc~untry through insurance schemes suited to different sections of the 
community; 

3) Mobilising public savings or efiectively for nation building activities; 
4) Providing complete security and prompt and efficient service to the policy-holders 

at economical rates. 
5) Conducting its business with the utmost economy and with the full realisation, 

that the money belongs to the policy-holders, investing the funds in such a way as 
to secure maximum yield consistent with the safety of capital; 

6) Developing a dynamic and vigorous organisation under a management conducted 
in a spirit of trusteeship. 

Resources 
When the LIC was nationalised, an initial capital of Rs. 50 crore was provided by the 
Governme~:t of India. Premiums paid by the policy holders are the principal source of 
funds of the LIC. Besides, the LIC receives interest, dividends, repayments and 
redemptions which add upto its investiblle resources. 

Investment Policy 
The Corporation is essentially an investment institution. Its investment policy has 
been designed taking into account the cardinal principles of safety of the principal 
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 
business principles and its investment policy is guided by the consideration of the 
interest of its policy-holders unless it is in the larger interest of the country.. 
The pattern of investment policy of the LIC until recently 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 : 
1) The keynote of the corporation's investment policy is that it should invest its 

funds in such a manner as to safeguard and promote, to the maximum extent 
possible, the interest of the policy holders. The larger interest of the-country 
should not however be ignored. 

2) Investment should be dispersed over different classes of securities, industries and 
regions. The Corporation's policy has been not to acquire wore than 30% of the 
outstanding equity shares of a compary. 

3) The corporation should act purely as 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 securities. 

4) The Corporation should underwrite security issues after a careful investigation of 
the project from financial, economic, technical, managerial and social angles. 

5) The Corporation should review its investment portfolio from time to time and 
make such changes in its composition as may be warranted under the 
circumstances. 

6 )  The Corporation should not acquire control of or participate in the management 
of any concern in which it has an interest as an investor, unless exceptional 
circumstances warrant such participation. 

Investment 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 end of March, 1989. Thus, in the year 1988-89 it recorded a rise of 18%. 
compared to 15.7% and 14.1% in the preceding two years. 

Total outstanding investments of LIC (in Government and other approved securities, 
infrastructure facilities, assistance to industry, housing etc.) in March, 1989 
aggregated to Rs. 18,702.3 crore, recording anhcrease of 17.2% over, that in the 
previous year. In March 1989 LIC's investments in Government and other approved 
seaurities and its direct assistance to industr~ constituted 49.2% and 13.2% of LIC9s 
total investments. 



The Corporation is authorised to assist the p~lblic sector undertakings and public  NO^-B~L Flnmclal Intmnedinclon 

limited companies by way of investment in their securities. The LIC subscribes to the 
-An Ovavlew 

share capital of companies, both preference and equity and also to bonds and 
debentures. It underwrites shares and debenrures but it does not guarantee deferred 
payments or loans as in the case of other financial institutions. 

As shown in Table 10.1, LIC's direct assistance, to industry hy way of loans and 
underwriting direct subscriptions to shares and debentures sharply rose from 
Rs. 362.7 crore In 1987-88 to Rs. 660.2 crorf in 1988-89. Sanctions by way of term 
loans increased from Rs. 127.2 crore in 1987-88 to Rs. 325.7 crore in 1988-89. 
Assistance sancticned by way of underwritingldirect subscriptions increased by 42% 
during 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 llie previous year, recorded an increase (Rs. 442 crore) during.1988-89. 

Table 10.1 Assistance Sanctioned and Disbursed 
(Rs. in crores) 

I Year Sanctions 
Growth Dlsburse- 
Rate % rnents 

Growth 
Rate % 

I 

i 1964-65 15.0 -. 1 1.5' 
1970-7 1 17.8 -. 8.1 - 

1971-72 ' 23.1 29.8 5.3 (-) 34.6 
1972-73 20.1 (-) 13.0 14.0 164.1 
1973-74 25.9 28.9 20.0 42.9 
1974-75 43.8 ' 69.1 54.1 170.5 
1975-76 61.0 39.3 27.5 (-) 49.2 
1976-77 57.1 (-) 6.4 38.9 4 1.5 
1977-78 52,7 (-) 7.7 42.8 10.0 
1978-79 65.5 24.3 31.7 (-) 25.9 , 
1979-80 80.0 22.1 70.9 123.7 
1980-8 1 70.0 (-) 12.5 65.5 (-) 7.5 
1981-82 165.5 136.4 135.9 107.2 
1982-83 136.5 (-) 17.5 86.6 (7) 36.3 
1983-84 166.8 22.2 140.9 62.7 
1984-85 219.9 ' 3 1.8 161.5 14.6 
1985-86 383.6 74.4 26 1.9 62.2 
1986-87 363.8 , (-1 5.2 389.8 48.8 

, 1987-88 ' 362.7 (-) 0.3 342;3 (-1 12.2 
1988-89 660.2 82.0 442.0 29.1 
Cumulative 
upto 
March 1989 3067.7 24 13.6 

Source: IDBI, Report on Development Banking in Lridia 1988-89 

Aggregated assistance sanctioned by LIC; upto March 1989, totalled to Rs. 3,067.7 
crore comprising term loans of Rs. 1,370.9 cI;or;e (44.7%) and underwritingldirect 
subscriptions of Rs. 1,696.8 crore (55.3%). Likewise, term loans and. 
underwritingldirect subscriptions constituted 45.2% and 54.8% respectively of the 
cumulative assistance disbursed upto March, 1989. 

The chemicals and chemical product industry accounted for the highest share of 
33.1% of direct assistance-sanctioned to industries, followed by basic metals (25.6%), 
textiles (14.4%) and machinery (9.7%). Assistance to chemicals and Chemical 
products, which was around Rs. 75 crore during the last three years, shot up to 
Rs. 218.6 c r o r ~ d u r i n g  the year 1988-89, recording a growth of nearly three times. 
Among other major industries, assistance to  basic metals increased by over two times - 
and to textiles by nearly three times. 

Assistance to machinery and electrical machinery increased by 5 1.7% and 5 1.5% 
respectively while assistance to  the electricity generation industry witnessed a marginal 
decline of 0.4% as compared to the previous year. A little Qver two-thirds of the  
cumulative sanctions upto March, 1989, was agcounted for by five industries viz., 



chemicals and chemical products (20.5%), machinery (15.7%), textiles (l4%), basic 
metals (.I 1.1 %) and electricity generation (8.1%). 

Now let us see the state-wise direct assistance given by LIC. Kerala State recorded 
nlaxiinum growth of 26 times in assistance sanctioned and its share increased from 
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. Assist.ance 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 crore followed by Gujarat (Rs. 166.2 crore) their respective shares 
increasing to 27.9% and 25.2% 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 
1987-88. Since from the inception, Maharashtra accounted for the highest share in 
sanctions (22,2%), followed by Gujarat (l7%), Andhra Pradesh (10.f%), and Tamil 
Nadu (8.5%). Similarly, in 1988-89 in cumulative disbursements also Maharashtra 
secured the first position with 20.7%, followed by Gujarat (15.7%), Andhra Pradesh 
(1293, Tamil Nadu (8.6%) and West Benga1(8.4%). 

LIC's assistance to backward areas has not been substantial and it does not also grant 
loans on  concessional terms. It, however, participates in extending assistance to such 
units on normal terms. LIC's sanctions to backward areas rose from Rs. 37.3 crore in 
1987-88 to Rs. 71.6 crore in 1988-89. Of backward areas in total sanctions marginally 
improved to 10.8% during 1988-89 from 10.4% in 1987-88. Orissa, which had not 
received any assistance for its backward areas in 1987-88, was sanctioned Rs. 5.3 crore 
in 1988-89. klaharashtra received the maximum assistance of Rs. 22 crore, accounting 
for 30.7% share in the total assistance sanctioned to backward areas during 1988-89, 
followed by Gujarat (17.2%) and Tamil Nadu (1 1.2%). 

If we analyse the sector-wise assistance, the Corporation invested major portion of its 
resources in public scctor. The investment in public sector increased from Rs. 9,064 
crore in 1986 to  Rs. 14.032 crore in 1989 consisting of 80.9% of total i'nvested funds. 
The investment in private corporate sector including joint sector accounted for 1 1.9% 
followed by cooperative sector 7.2%. 

Evaluation of the Investment Policy 
Tlie LIC has achieved a major breakthrough in mobilising the savings of the people 
and building up a big reservoir for r'inancin socio-economic schemes of national 
importance and the needs of public and private sector undertakings. The bulk of the 
corporation's investment is in the government securities and loans to socially oriented 
schemes 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 of the 
Corporation's total assistance: while the balance (one-fourth) was shared by other 
sectors. 

There has not been any significant diversification of the corporation's investment 
portfolio among different industries and regions. It has not extended its 
assistance to agricultural sector which is considered to be the backbone of Indian 
economy. A more realistic approach on the part of the LIC in investing its funds for 
industrial and agricultural 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 
even this small proportion constitutes one of the largkv single sources of industrial 
finance in the country. 

In spite of its achievements, the investment policy of the Corporation has been the 
subject of controveisy. It is said that LIC's contribution to the new industrial ventures 
is very limited. There is no doubt that the f nds at the disposal of the Corporation arc 
the hard earned savings of the common ma 1 . So the corporation is not in a position 
take the risk of investing its funds in new industrial ventures. However, the 1,IC can 
help them by forming underwriting consortiurns with other credit institutions and by 



purchasing liberally the securities, shares and debentures of other financial 
institutions. It is said that the LIC has not played any significant role in social 
development projects like housing, drainage, water supply and other basic amenities. . 

Thus, the LIC occupies a unique position among the various financial institutions that 
constitute the Indian Capital Market. Because of its handling huge funds, the 

' decisions of the Life Insurance Corporation exercise a decisive influence on the cdpital 
market, whether they relate to government bonds, industrial securities, or real estate. 

10.4 GENERAL INSURANCE COMPANIES 

The Government of India nationalised general insurance companies in India by taking 
over 107 general insurance companies. For managing these companies, it established 
General Insurance Corporation of India in 1973. The General Insurance Corporation 
of India (GICI) is a holding company having the following four subsidiaries. 
1) National Insurance Company Ltd. 
2) New India Assurance Company Ltd. 
3) Oriental Fire and General Insurance Company Ltd. 
4) United India Insurance Compa~iy Ltd. 

. Management 
Management of the Corporation is vested in the hands of Board of Directors 
consisting of one Chairman and nine Directors including two Managing Directors. 
The registered office of the Corporation is located in Bombay. 

Investment Policy 
The main objective of the GICI's investment policy is to invest funds in socially 
oriented sectors of the economy. Such investments include Central and State 
Government securities, bonds, and debentures of public sector undertakings and also 
loans on soft terms to State Governments and other agencies engaged in housing and 
urban development. In addition to this the Corporation helps the industrial units by 
providing direct and indirect assistance. 

CilCl'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 growth of 16.2% over the previous year. Study Table 10.2 carefully for 
the data relating to the financial assistance sanctions and disbursements by GICI and 
its subsidiaries. 

I 

As shown in Table 10.2, assistance sanctiqned by GICI and its four subsidiaries 
during the year 1988-89 to the industrial sector by way of term loans, 
underwritingldirect subscriptions to sharesldebentures firm allotments and rights 
issue of sharesldebentures aggregated to Rs. 123 crore, recording an increase of 24.7% 
over the previous year. 

Table 10.2 : Assistance Sanctioned and Disbursed 
(Rs. in crores) 

Year Sanctions Growth Disburse- 
Rate % ments 

Growth 
Rate % 

Nan-Bnnk Financist rrto-mcd!alion 
- An O v m l t w  

1980-81 30.8 - 44.0 - 
1981-82 50. I 62.7 33.7 (-) 23.4 
1982-83 92.7 85.0 44.7 32.6 
1983-84 108.5 17.0 84.5 89.0 
1984-85 144.1 32.8 110.5 30.8 
1985-86 153.0 6.2 107.3 (-) 2.9 
1986-87 153.3 0.2 131.6 22.6 
1987-88 98.3 (-1 35.9 , 103.5 (-) 2 1.4 
1988-89 122.6 24.7 1 15.4 11.5 
Cumulative 
upto 
March 1989 1097.3 - 857.9 

Source : IDBI, Report on Development ~ a n k i n i i n  India 1988-89 



Industry-wise, fertiliser industry was the la~gest  recipient of GICI's sanctions during 
the year, followed by textiles and machinery industries. 

The analysis of GlC's state-wise assistance reveals that Maharashtra received major 
share during 1988-59 followed by Ciuiarat and Tamil Nadu. While coming to 
assistance to backward areas, in view of its primary concern for maintaining a sound 
and profitable investment portfolio, GIC has generally. refrained from participating in 
the grant of concessional ass~stance to backward areas. 

On the whole GIC and its four subsidiaries are helping the nation in building a very. 
good base Tor the prov.ision or generat insurance facilities. While doing so it has been 
assisting the industrial sector financially in different ways. But it would be socially 
desirable if in future the  GIC tak'e more interest in providing finance for industries 
located in backward areas as instead of concentrating on the units located in 
industrially developed areas. 

Check Your Progress B 
1) In 1988-89 the LIC's share of investment to private corporate sector includ~ng the 

joint sector, the public sector and the cooperative sector were : 
i) private sector ..................... .. .......................................................... 

......................................................................................... ii) public sector 
.............................................................................. iii) cooperative sector. 

2) State whether the i'ollowing statements are True or False. 
i) The LIC is a holding company. 
ii) The  LIC should invest in securities with an aim to speculate. 
iii) The interest, dividends, repayments arld redemptions received by the L1C are 

a part of its investible resources. 
iv) The LIC must do a detailed scrutiny before underwriting a security issue. 

,, v) The  LIC 11as:treated both public and the private sector equally in its 
investment policy. 

10.5 UNIT TRUST OF INDIA (LTTI) 

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 uhit trusts are: 
I )  Diversified portfolio or pooling of risks 
2) Professional management . 
3) High degree of liquidity 

A small investor on his own cannot 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 due to their investment policy. The  unit trusts as a policy do not make 
concentrated investments in a few companies whatever be their financial position. I n  
addition, they havc the advantage of professional management. 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 VTI : 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 need for setting up these trusts was stressed once again by the Shroff 
Committee in 1954. However, it was only in 1964 that the Unit Tryst of India was set 
up under the  UTI Act, 1963. The UTI is an  investment institution which offers the . s all',investor a share in  the India's industrial growth and productive investment with 
a 2 h i m u m  risk and reasonable returns. 

The Unit Trust of India (UTI) is not a development bank. As the name itself suggests 
it is a n  investment trust. It falls in the category of financial institutions which collect 
savings of o the~economic  u,nitsand lend them t o  those who wish to  make productive 
use of them. Unit trust is comparable t o  Mutual Funds in the USA. 

Objectives of UTI : The primary objective of UTI is td; encourage and mobilise savings 
of the community. It channelises them into,lpro/luctive corporate investments s o  as to 



promote the growth and diversification of the country's economy. Specifically, the 
objectives of the Trust are the following: 

i) It mobilises the savings of the comnlunity and channelises them into productive 
investment. By promising savers the triple benefits of safety, liquidity and 
profitability of their irtvestments, the ?'rust 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 to share in the widening 
prosperity consequent on industrial growth. . 

Resources 
Initial Capital : The initial capital of the UTI was statu:orily fixed at Ks. 5 crore. 
It was to be coiltributed by the Reserve Bank of India (Rs. 2.5 crore), the Life 
insurance Corporatioil of lndia (Rs. 0.75 crore), the State Rank of lndia 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 lndia was transferred t o  
the lDBl and thus the UTI became an associate institution of the latter;. 

Unit Capita! : The main source of the I'ucds of the UTI is the unit capital which is 
raised from the sale of units to public under various schemes. The bulk of the fulids 
obtained in this form are under the Unit Scbeme, 1964 and Capital Gains Units 
Scheme, 1983.Thcse two scheines  present!^ account for more than two-thirds of the 
collections from the sale of units. The Unit Scheme, 1964 was the first scheme to be 
introdoced by the UTI 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 
periodically determined 2nd is higher than the face value. The basis for determining 
the market price of units under this scheme is the market valuatiun of the aggregate 
investmeilts ol'the LIT1 over the previous period. The purchase price is kept lower 
than the sale price and between the two there has been always a nlargirl of 30 paise a r  , 
more. 

Investment Policy : The investment policy of the UTI attempts t o  strike a balance 
between security of principal and return on capital. From the point of view of tlie 
security of capital, the sec~rrities in which investments are made must be of proven 
soundness and should be easily marketable. This implies that in the choice of 
securities safe andliquid securities sholrld be preferred. Often these securities also 
ensure reaso?ablelreturn on capital together with fair prospects of capital 
appreciation. 

  he UTI i s  ndt constrained like the LIC andqbanks to  invest a certain proportion of 
its fullds 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 UT1 in any one company should not exceed 
5% of its (the UTI's) total investible funds or 15% of the value of the securities iss~led 
and outstanding of such a company. Moreover, investment in the initial issues of 
securities of new industrial undertakings should 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 ensure that there is a reasonable amount of 
diversification of the investment portfolio. 

Advantages t o  the Unit Molders 
The investors derive the following advantages by investing in the units of Unit Trust 
of India. 
1) Safety of Investment : The investmcnt made in the units of UTL is quite safe. The  

UTI reinvests this money in wide range of securities covering risk and return. 
Hence the investors are assured safety for their investment. 

2) Steady and Reasonable return on  investment : As per the statutory guideiines, the 
UTI has to distribute not less than 90% of its total income among the unit 
holders. I t  means that the unit holders are assured of a steady and reasonable rate 
of return on their investment. 

3) Liquidity: The unit holders kan easily convert their units into cash. The UTI 
repurchases the units anytime at  the prices fixed by it. Further, the unit holders 
can transfer their units to third parties or can get loan from banks by putting 
units as security. 

Working of UTI 
The establishment of the UTI in 1964 may be said t o  be an  important l andmarkh  the 
development-of capital market in India. The Trust played a crucial role for increasing 



NQ~-n*ttkitt~ Flnandal lm~ltutbns activity in new issues m.arket and for the development of the secondary market for 
In India industrial securities in the country. 

For  the last 25 years, the UTI introduced many new schemes for channeling the 
savings of the people into productive sectors. The Trust so far introduced 22 schemes. 
All these schemes received tremendous response from public. Study Table 10.3 
carefully for the highlights of the UTI's performance during the last five years. 

Table 10.3 : Unit Trust of India -- Growth in rerspective 

(Rs. in crores) 

Indicators 1984-85 1985-86 1986-87 1987-88 1988-89 

1) Sales under all Schemes 
2) Unit Capital 
3) Unit-holding Accounts 

(in lakhs) 
4) Investible Funds 
5) Reserves and Provisions 
6) Gross Income 
7) Gross Expenditure 
8) Income Distribution 
9) Sanctions 

10) Disbursements 

Source : Annual Report of UTI, 1988-89. 

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 the previous years (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, reflecting the 
growing.popu1arity of-its schemes,. The total number of unit holder accounts as at the 
end of June, 1989 was 47.8 fakh. 

Investible funds: The total investible funds of UTI as on June 30, 1989 crossed 
Rs. 10,000 crore-mark for the first time, increasing to Rs. 10,859 crore from Rs. 6,739 
crore as at the end of June, 1988 and registered an increase of 61.1%. Investments in 
the corporate sector in terms of equitytpreference shares and term loans registered 
significant growth rates of 87.1% 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 assistance : As shown in Table 10.4 the miscellaneous 
industry continued40 be a largest recipient of UTI's assistance 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, 1989. 
The other industries which received assistance from the trust include machinery 
(Rs. 828 crore), basic metals (Rs. 329 crore), electricity generation (Rs. 458 crore) and 
services (Rs. 643 crore). 

Table 10.4 : Industry-wise Assistance Sanctioned 

. (Rs. in crores) 

Industry 

- -- 

Cumulative 
1986-87 1987-88 1988-89 UP to  

March, 1989 

Textiles 66.7 59.9 90.0 448.0 
Miscellaneous . 78.1 298.9 387.5 11 14.2 
Chemicals, Basic Metal's 24.8 66.6 151.4 328.8 
Machinery 50.1 29.8 336.3 828.3 
Electricity Generation 39.1 150.0 170.3 458.6 
Services . 20.J 168.6 382.0 642.7 

Total 465.0 1024.8 1973.1 5202.9 

Source : IDBI, Report on Development Banking in India. 



While coming to the state-wise assistance, as shown in Table 10.5, at the end o l  
March, 1989 Maharashtra accounted for the highest share in assistance sanctioned 
(32.2%); followed by Uttar Pradesh (9.9961, Madhya Pradesh (9.5%), Gujarat (8.8%) 
and Andhra Pradesh (8.39'0). 

Table 10.5 : State-wise Assistance Sanctioned 

(Rs. in crores) 

State 
Cumulative 

1986-87 1987-88 1988-89 UP to 
March, 1989 

Andl~ra Pradesh 10.9 31.1 314.0 432.9 
Gujarat 47.9 90.1 137.2 458.4 
Madhya Pradesh 1.2 161.2 241.5 492.2 
Maharashtra 
Uttar Pradesh 
Union Territories 

Source: IDBI, Report on Development Banking in India, 1988-89. 

During the year 1988-89, PubIic sector received Rs, 1,l 16 crore (56.6%) followcd by 
Rs. 101 crore by the joint sector, Rs. 75 crore by the cooperative sector and lis. 681 
crore by the private sector. 

On the other hand, the purpose wise assistarlce analysis reveals that the assistance 
sanctioned by the UTI to new projects registered almost four-fold increase to 
Rs. 233.4 crore from Rs. 42.7 crore in 1987-88, improving its share in total sanctions 
from 6.1% to 1 1.8% in 1988-89. Expansion/ diversificatiori schemes, which had 
received maximum assistance in the previous year, recorded a decline of 9.3% 
(Rs. 416.6 crore) in 1988-89 their share in total sanctions also fell lrom 44.8% to 21.1%. 
Share of modernisation rehabilitation acquisition of balancing equipment, which was 
10% in 1987-88, declined to 3.3% (Rs. 65 during the year under review). 

Though the UTI has shown remarkable progress from year to year for tlie 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 Inore bias in investing its funds in industrially 
developed states instead of helping the backward regions., But this argument is not 
true as the UTE has to invest its funds in industrial securities taking into account 
safety of unit holders fuqds followed by the necessity to provide stable return to 
them. 

2) Urban bias: Another criticism is that the Trust is concentrating its activities more 
in urban areas while the rural masses are denied the advantage of sharing the 
industrial prosperity of the country. Ih the recent past the trust is trying to 
mobilise even rural savings but stjll 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 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 half 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 matter. 

42,- High maintenance expenditure : The maintenance expenditure of the Trust is 
lncreasipg many fold from year to  year. The expenditure is well over 10% of its 
income. Considering that the trust distributed 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 its 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 attracted more savers if 
it had promised a competitive dividend rate. 



 an-~anking Flnnncld tnstltutians 6)  Future of UTI: At present ( 3 h t  March, 1989) the Trust has 48.56 lakh unit 
in India holdirs who art' apread throughout the length and breadth of the country 

covering each nook and corner. I t  is hoped that the trust continues to  experience 
rapid growth and is destined to make an important contribution to the Indian 
economy and in particular to the capital market. But its success in future depends 
upon i t s~apaci ly  in mobllising the rural savings and efficient service to  the unit 
holders. 

10.6 OTHER NON-BANKING FINANCIAL 
INSTITUTIONS IN INDIA 

In addition to  LIC, GIC. UTt there are a number of other non-banking financial 
institutions in India. They are: 
I) Hire purchase finance Companies; 
2) Investment Companies; 
3) House Finance Companies; 
4) Finance Corporations; 
5) Mutual benefit Financial Companies; and 
6) Chit Fund Companies etc. 

These non-banking financial institutions are partly in organised sector and partly in 
unorganised sector. They may also be divided into non-banking financial companies 
and non-banking non-financial companies. While the former category includes hire 
purchase companies, investment companies, finance corporations, etc., the latter 
category covers all industrial and trading companies including companies which are 
non-financial and miscellaneous non-banking companies such as Chit  Fund 
companies. These institutions solicit deposits both for short-term and medium-term 
from the  public. Generally these institutions do not accept demand deposits. 

The  other non-banking financial institutions are also playing a crucial role in the 
economic development of the country. They are mobilising good amount of resources 
both from urban and rural savers. Though statistical data are not available, their 
contribution for economic development cannot be underestimated. 

Owing t o  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 and after grabbing good amount of' money, they disappear from the scene 
making the investors to suffer. 

/ 

It is high time that the RBI and government stopped the exploitation of hard earned 
. L sources by bringing these institutions under regulatory framework. 

Check Your Progress C 
1) What are the sources of investible funds of the UTI? 

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

............ ........*.. ...................................................................................................... 
State whether the following statements are True or False: 
i) The UTI is like mutual funds in Western countries. 
ii) The main source of funds of the UTI is the government. 
iii) The UTI tries to choose safe and liquid securities. 
iv) Till 1988-89, the UTI has introduced 12 different schemes. 
v) More than half of the investments of the UTI are in fixed income-bearing 

securities. . . '  

- 10.7 LET US SUM UP 

Financial intermediaries bring together the suppliers and demanders of financial . 

resources. These include commercial banks, investment trusts, insurance companies, 
share brokerq, hire purchase companies, etc. Except commercial banks, all other 

16 institutions mentioned above fall under the category of non-bank financial institutions. 

- -- - 



Non-bank financial institutions help the individual investors by providing them steady 
returns with capital appreciation:These institutions provide funds to business and 
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, 1956 as a wholly- 
owned government organisation. Its main objective4 incjude spreading the message of 
life insurance to every corner of India, to conduct the business 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 LlC 
takes into account several considerations like safety of funds, diversification of 
investment po[tfolio,.time of maturity of the securities, etc. 

r 
Since inception the investible funds of the LIC have been continuously growing. 
nuring 1988-89 it grew at 18% and stood a t  Rs. 20,428 crore. Out of its resources, 
maximum investment flows to the government and other approved securities - its 
share in the total investment being 49.2% in 1988-89. The chemicals and chemical 
product industry was sanctioned maximum direct assistance (33.1%) followed by basic 
metal (14.4%) and textiles (9.7%). During 1988-89, Andhra Pradesh and Gujarat 
together were sanctioned more than half of the total 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 industrial ventures and to the agricultural sector is very 
limited. 

GICl is a holding company with four subsidiaries. It invests funds in socially oriented 
sectors of the economy which include government securities, and agencies engaged in 
housing and urban activities. During 1988-89, fertiliser industry was sanctioned 
maximum funds, followed by textile industry. GICI has not provided any 
collcessional financial assistance to backward areas. However, GICI has helped in 

I building up a good network of general insurance facilities. 
I 

The UTI is an investmentTrustset up in 1964. Its main objective is to  channelise the 
surplus funds of the cammunity into productive use so as to  achieve growth and 
diversification of Indian economy. The investment policy of the UTl aims at striking a 
reasonable balance between security. and return on investment. Unlike the LIC and 
commercial banks, the UTI is not constrained to 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 funds have 
crossed Rs. 10,000 crore in 1989, It-has been observed that the UTI has preferred t o  
invest its funds in developed areas. A criticism of the UTl is that a major part of 
investible funds have flowed into urban areas. For the UTI, there is definitely a need 
aqd scope for developing new schemes to mobilise rural savings and to indentify rural 

' 

industries to get financial assistance. Further there is also scope to reduce 
1 expenditure of the UTI and raise dividend to unit holders. 
I 

10.8 KEY WORDS 
i ~ u i u a l  Fund : A company without issued capkal 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 I )  Irivestment trusts; development banks; Other institutions mainly undertake 
promotional activities and provide services t o  entrepreneurs. 

2) i) True ii) False iii) False iv) True v) _True - 
B 1) i) 1 1.9% n) 80.9% 'O. iii) 7.2% 

2) i) False ii) False iii) True iv) True 'v) ~ a l s e  vi)  r rue ' ,  

C 1) ,Initial capital, unit capital, 
2) i) True ii) False iii) True iv) True v) False . vi) True. 

Non-Bank Finanrial I-+rrnrrdiation , 
- A n  Ovcrvlm ! 



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 savings and helping in the fulfilment of 

national economic objectives. 
3) The UTI has brought professionalism to the non-kank financial intermediation 
. sector in India. Comment. 

4) Write a short note on General Insurance Corporation of India. 
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11.0 OBJECTIVES 

Alter studying this unit, you should be able to :  
@ describe the meaning, functions and objectives of development banks 
Q discuss the origin of development banks in India 
Q explain the working of all India level development banks 
@ assess the performance and prospects of developmcnt banks in India. 

11.1 INTRODUCTION 

In the previous unit you have been introduced to  the role of non-bank financial 
institutions in India in linking the savers and users of capital. In particular, you have 
been exposed to the growth, working and.problems of various non-bank financial 
institutions including Life Insurance 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, importance and evolution of development banks, 
role, functions.and performance of various national level development banks in India. 

11.2 WHAT IS A DEVELOPMENT BANK ? 

Development banks are special financial institutions established for the supply of 
three basic ingredients of development : 1) capital, 2) knowledge, and 3) 
entrepreneurship to the industry. They have been set up during the post World War I1 
period in both developed and underdeveloped countries. They are designed as a 
catalyst for quickening industrial development. In an underdeveloped country, where 
there is scarcity of capital and dearth of entrepreneurship, a set of  banks which do not 
restrict their activity t o  the conventional function of providing term capital to the 
entrepreneurs are needed. 

These banks should also assume a promotipnal role by undertaking potential 
industrial surveys, identifying growth projects, and providing technical, managerial 
and other assistance to  interested entrepreneurs right from the stage of project 



uon-nmtklag Plsndd I I U I ~ ~ ~ ~ I ~ A S  formulation to the commissioning and operation of'lhe project. Thua. emerged the 
in lndlr concept of development banks. 

According to William Diamond 'a di~vrlopt?rm[ hutik i.\ u lg-hrid in.vrirurion nS1ic-h 
c.omhinw it1 i t w u  the,fiinc.rion.s of aJ~t~unr-ta cor/)orurion (mcl u ck(~r~i~ lo /~n~c~t~t  
corporaiicrn.' A finance corporalion is an institution which is coricerned primarily 
with long-term loancapital, while a development corporation is concerned primarily 
with equity capital and with fostering and managing specific.companies as well as 
providing financidl support. 

Thus, development bank is a financial agency engaged in providing medium aad long- 
term assistance to industrial undertakings in the form of loans. It guarantees loans in 
addition to undertaking of underwriting, knd direct subscription t o  shares and 
debentures. It also provides technical knowhow and training to entrepreneurs. 

11.3 FUNCTIONS OF DEVELOPMENT BANKS 

The followink are the functions of development banks: 
1) Sdnction of loans : The important function of the most 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 solirces. They extend guarantees for deferred payments for . 
purchase of capital goods from abroad. 

3) Underwriting of industrial securities : Another important function of developme,nt 
banks is to  underwrite the issue of shares, bonds or debentures of industrial 
concerns. 

4) Investment in shares and debentures : In addition to underwriting, the 
development banks also directly invest in industrial undertakings by subscribing 
to their shares and debentures. 

5 )  Merchant banking : In the recent past some development banks have estdblished 
subsidiary companies, for undertaking various merchant banking activities. 

6)  Development functions : Special financial institutions not only act as term lending 
institutions but also as development banks. They formulate projects, conduct 
techno-economic surveys, provide training and consultancy to entrepreneurs, and 
improve management of industrial units. 

11.4 ORIGIN OF DEVELOPMENT BANKS 

Although the term 'Development bank' was used for the first time after the Second 
World War, similar type of institutions were in existence in the early part of the 19th 

I 

Century in some countries. The first development bank, known as Societe Generale de 
Belgique, was established in Belgium to finance commercial and industrial ventures. 
However, its activities did not acouse much interest. ln 1852 French Credit Mobiliser 

' 

was established. Later it became1 model for similar investment banks in ~ e r m a n ~ ,  
Austria, Belgium, the Netherland fs , Italy, Switzerland and Spain. 

Thelpost-Depression period witnessed. the second phase of development banks dur,ing 
which the need to catei for small-scale industries was recognised. Accordingly, special 
financial institutions were forqed in several countries. 

In India, the first step towards building up a structure of development finance 
institutions was taken with the establishment of the ~ndustrial 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 
a t  the State level in 1951 to extend the benefits of long-term loans to medium and - 
small sized industrial undertakings in the respective states. The Industrial Credit and 
Investment Corporation of India (ICICI) was set up at all India level in 1955 as a 
joint stock company with support from the Government of India, the World Bank, 
the Commonwealth Development Finance Corporation and other foreign institutions' 

. . 



to finance the foreign exchange components of industrial projects particularly in, 
private sector. 

State level institutions, namely the State Industiial Development Corporations 
(SIDCs) were established in the 1960s mainly for pronioting.medium scale industrial 
units. The State Small Industries Development 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 at the national and the State levels, the 
Government of lndia established an apex institution known As lndustrial 
Development Bank of lndia (IDBI) in 1964. The Government of Ifidia in 1990 
established Small Industries Development Bank of lndia (SIDBI) as an apex Bank to 
meet the needs of small scale units exclusively. 

Thus many development banks were set up in India both at the national and 
state levels. 

Let us now discuss the functions ahd working of the various national level 
development banks in Indb (their state level counterparts are discussed in Unit 12). 

Check.Your Progress A 
1) Which of the following statements are True and which are False? 

i) Development banks help in accelerating industrial growth. 
ii) Development banks provide medium and short-term financial assistance to 

industry. 
iii) Industrial undertakings raising loans from sources other than the 

devcloprnent banks can avail of the facility of guarantee of the loan.mby 
these development banks. 

iv) Development banks can directly subscribe to the shares and debentures of 
industrial units. 

V) Industrial Development Bank of India was the first developmen; bank in 
India. 

2) Filk in the Blanks : 
............ i) Societe Generale de Belgigue was the development bank in the 

world. 
............ ii) Development banks extend guarantees for payments for purchase of 

capital goods from ............ 
iii) Development banks I)rovide three basic components of development of 

industry. They are ................ ,.....,.......,,. and ................ . 

11.5 INDUSTRIAL FINANCE CORPORATION 
OF INDIA (IFCI) 

Industrial Finance Corporation of India (IFCI) is the first development Bink 
established in India. I t  was established in July, 1948 through a Special Act of t&e 
Parliament for providing long-term financia1 assistance to large and medium scale 
undertakings. 

Objectives 
The primary object of the formation of this Corporation was to make medibm'and 
long-term credit facilities easily available to  the industrial concerns especially in the 
areas, where normal bankin4 facilities are inappropriate or 'recourse to capital issue 
method is impracticable. It provides financial assistance to those companies or Co- 
operative societies that have been registered in the country and a n  concerned with 
mahufacturing, mining, shipping, hotel etc. It does not provide finance to small scale 
indust jes  Blid unregistered companies. 

1 I 

Sourcer dt Funds .- I 

Its auth+d capital is Rs. 250 crore. As on 31st March, 1990, its paid-up capital was 
Rs. 106 crore. lndustrial Development Bank of India owns 50% of its paid-up capital - 
and the balance by scheduled banls, coop~rative banks, Insurance Corporations, 
Investment Trusts, etc. In addition, it borrows from market through bonds, gets loans 
from Central Government and obtains foreign credits. 



Non-Banklng Financial Insl[tutlons 
in India 

~ a n a ~ e r n e n t  and Organisation 
Industrial Finance Corporation of IndiaN(lFCl) is managed by a Board of I)irectors, 
which consists of partly elected and partly nominated directors. The Central 
Government appoints the whole-time Chairman of the Board i n  collsultation with the 
Industrial Development Bank of India (IDBI). The Board consists of the following: 
One Chairman - appointed by the Central Gover.nment 
Two Directors - nominated by the Central Government 
One Director - nominated by the Reserve Bank of India 
Three Directors - nominated by Industrial Development Bank of India 
Two Directors. - elected by Insurance Concerns, Investment Trusts, etc. 
Two Directors - elected by Co-operative Banks. 

Functions 
Following are the important functions of Industrial Finance Corporation of India: 
I )  Granting loans and adyances to  industrial concerns and subscribing to debentures 

floated by them which are repayable within 25 years. 
2) Guaranteeing the loans raised by industrial concerns in the open market or from 

scheduled banks and cooperative banks. 
3) Underwriting the issue of shares, debentures and bonds by industrial concerns. 

But it is required to dispose of these securities 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 Government and for the World Bank with 
regard to loans sanctioned by them to industrial 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 currency from foreign institutions. 

8) Subscribing directly to the shares issued by industrial concerns. 
9) Providing assistance under the soft loan scheme to selected illdustries such as 

cement, cotton textiles, jute, engineering, etc., to expedite modernisation, 
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 guidance for 
the establishment and management of these units, 

Performance 
Industrial Finance Corporation of India had completed 42 years by June, 1990. 
During this period it acted as  a pioneer in the provision of industrial t'lnancc. 

It sanctioned financial assistance to various enterprises of national importance. The 
assistance sanctioned by the corporation since 1970-71 till recently can be observed 
from Table 1 1.1 

During the 42 years of its existence, the corporation had sanctioned a net total 
financial assistance of Rs. 6,570 crore and disbursed Rs. 4,295 crore. In the recent 
past, the sanctions 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 India. 

The assistance given by the Corporation in the early years of its establishment mainly 
- confined t o  traditional industries like sugar, textiles, jute, etc. But subsequently, in 

pursuance of the national priorities and objectives, it has extended considerable 
assistance 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) folIowed by the 
basic metals (Rs. 161 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 accounted for almost half of the total sanctions. . -, . 

There is a little controversy o n  the of Industrial Finance Cofporation of 
India. If we see the growth of capital, financial assistance sanctioned. and disbursed 



Table 11.1 :,Assistance Sanctioned and Disbursed by IFCI Term-Lmdlnt Financial l I I ~ l i l I I l l o ~ ~  
- A l l  lndir Level 

( R p .  i n  crorcsj 

Year Sanctions Growth rate % Disbursements Growth rate 0/1 

1970-7 1 32.3 17.4 
28.7 23.3 33.9 - 1971-72 (-1 11.1 j 

1972-73 45.7 59.2 28.0 - 20.2 
1973-74 41.9 (-) 8.3 31.9 13.9 
1 974-75 29.2 (-) 30.3 37.0 16.0 
1975-76 51.3 75.7 34.7 (-) 6.2 
1976-77 76,6 , 49.3 54.9 58.2 
1977-78 1 13.4 48.0 57.5 4.7 
1978-79 138.5 22.1 73.5 27.8 
1979-80 137.9 (-) 0.4 91.0 23.8 
1980-8 1 206.6 49.8 108.9 19.7 
1981-82 218.1 5.6 169.4 55.6 
1982-83 230.2 5.5 196.1 15.8 
1983-84 321.9 39.8 224.5 14.5 
1984-85 415.4 29.0 272.9 21.6 
1985-86 499.2 20.2 403.9 48.0 
1986-87 798.0 59.9 451.6 , 11.8 
1987-88 1025.1 28.5 660.0 46.1 - 
1988-89 1095.6 85.9 1005.3 52.3 
Cumulative 
upto March 
1989 6569.8 4295.3 - 

Source : IDBI, Report on Development Banking in I'ndia, 1988-89, p. 22. 

and also its profits, its performance is impressive. But we get a different picture when 
we go deep into its operations. Many criticised the working of the corporation on the 
following grounds. 
I )  Despite the fact that the assistance to the backward regions h~ shown a 

remarkable increase in recent years, a sizeable portion of this assistance has been 
confined'to the backward projects of developed stqes. It is difficult to justify 
financial assistance to underdeveloped 'areas in developed states like Maharashtra, 
Gujarat, etc., on par with the ones'located in backward states like Assam, Orissa, 
Kerala, Rajasthan, Madhya Pradesh, etc. 

2) Another criticism on the working of the Corporation is that it offered fiqancial 
assistance to big concerns which could easily raise resources from the capital 
market. 

3) It is failing in exercising its control over defaulting borrowers. 

11.6 INDUSTRIAL CREDIT AND INVESTMENT 
CORPORATION OF INDIA (ICICI) 

Industrial Credit and lnvestment Corporation of India (ICICI) was the secorld all- 
' 

India level financial institution to be established in India. It was established in 
January 1952. Unlike other development banks in India, this is a privately owned and 
operated corporation. The World Bank played a crucial role in the establishment of 
this 'Srparation. 

Objectives 
The following are the objectives of the corporation. 
I) To provide financial resources to industrial concerns for their promotion, 

development and modernisation. 
2) To encourag:: ,nflow and participation of foreign capital in the private sector 

units. 
3) To encour,age private ownership in industrial hvestnlent and to increase the scope, 

of investment market. ~ , 23 



Resources 
The authorised capital of lClC1 is Rs. 200 crore. The issued capitai of lCICl as on  
March 31, 1990 was Rs.91.56 crore. Borrowings constitute a major sourct: for ICICI. 

Its borrowings included those from the Government of India, the world Ballk, the 
Development Loan Fund (now merged with the Agency for International 
Development), ereditanstaltfur-Wiede~auau (an agency of the Government ot 
Federal Republic of Germany), the British Government and Industrial Developmel It  
Bank of India. 

Management 
Ownership and management of ICICI is vested in the hands of a Board of Directom 
consisting 12 directors. The Chairman and a managing director will be appointed by 
Government of India after consulting Industrial Development Bank of India. 

Types of Assistance 
The following are the vari6us types of financial assistance available from ICICI. 
1) It provides loans repayable over a period of 15 years. 
2) . It provides finance through equity participation, . 

3) It sponsors and underwrites new issues of shares and other securities. 
4) It makes funds available for investment by revolving investment as quickly as 

possible. . 
5) I t  guarantees loans from private investment sources. 
6) It provides loans in  foreign currency to import capital equipment. 
7) It  furnishes managerial, technical and administrative services to the industry. 
8) It  undertakes promotional activities with a view to fostering growth in the 

backward areas. 

Performance 
ICICI is the only Corporation which specialises in securing assistance for industrial 
securities from abroad. It is helping in a significant way for setting up of industrial 
units in private sector. During the last 35 years its financial assistance to the private 
corporate sector was substantial. As shown in Table 11.2, the cumulative financial 
assistance sanctioned by the Corporation upto March 3 1, 1989 amounted to Rs. 9,3 13 

Table 11.2 : Assistance Sanctioned and Disbursed by ICICI 

(Rs. in crores) 
i 

I 

Year Sanctions Growth Rate % Disbursements Growth Rate % 

, 1970-71 
1 

43.9 - 28.9 
197 1-72 39.7 9.6 30.3 4.8 
1972-73 49.4 24.4 , 39.7 31.0 
1973-7.4 61.1 23.7 43.5 9.6 
1974-75 62.9 2.9 45.4 4.4 
1975-76 78.6 25.0 61.1 34.6 
1976-77 98.7 25.0 67.3 10.1 
1977-78 108.3 9.7 91.6 36.1 

I 

1978-79 182.8 68.8 109.2 19.2 
1979-80 204.3 11.8 135.8 24.4 
1980-8 1 . 314.1 53.7 185.3 36.5' 
198 1-82 302.4 (-) 3.7 264.7 42.8 
1982-83 392.1 29.7 282.2 6.6 
1983-84 507.6 29.5 334.2 18.4 . 
1984-85 620.7 22.3 392.7 17.5 
1985-86 708.2 14.1 482.2 22.8 
1986-87 11 18.3 57.9 695.5 44,2 
1987-88 1283.3 . 14.8 77'1.2 10.9 
1988-89 2056.1 60.2 1085.6 40.8 . 

Cumulative 
upto March , 

1989 93 13.3 - 6445.0 - - 
Source : 10~1, Report o n  Development Banking in India, 1988-89, p. 28. 

I 



crore and disbursements to  Rs. 6,445 crore. In  the recent past, the corporation 
increased its assistance. It sanctiolled Rs. 2,056 crore and disbursed 

RS. 1,085 crore during 1988-89 itself. 

Of the 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 and Rs. 7.9 crore for guarantees. 

1 The major recipients of the financial assistance from the corporation are the non- 
L traditional industries, such as chemicals, petro-chemicals, heavy engineering and 

metal products. While coming to the state-wise assistance, Maharashtra, Gujarat, 
Utiar Pradesh, Tamil Nadu and Andhra Pradesh received substantial assistance from 
this institution. However, in the recent past, the assistance to underdeveloped states 

! like Orissa, Mimachal Pradesh, etc., increased substantially. 

1 

I During the year 1988-89, new projects continued to receive rnaaimum 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 (li.9%), cooperative sector (2.3%) and public sector 

I (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 has been widely acclaimed. The provision of foreign 
currency loans is another area where the corporation has distinguished itself. 

Despite the above achievements, the 'working of the corporation has been criticised 
due to the following reasons : 
1)  The ICICI has been concentrating in providing financial assistance to  a few 

industries like chemicals, textiles, cement, fertilisers, etc. 
2) It is not working towards effectively balanced regional development of the country 

as per national priorities. For instance, of the cumulative financial assistance 
i, sanctioned upto the end of March, 1989, 23.4% went to Maharashtra followed by 

Gujarat (14.8%), Uttar Pradesh (9.8%), Tamil Nadu (8.7%), and Andhra Pradesh 
(8.1%). It means that around 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 Government. 

Check Your Progress B 

i 1) Fill in the blanks : 
i) Main objective of creation of IFCI was to provide .............. and .............. 

/ term financial assistance. 
.............. ii) The IFCI acts as  agent for the loans sanctioned by the government 

and the ............................ 
iii) The authorised capital of ICICl is Rs. .............. crore. 

2 )  State whether the following statements are True or False. 
I 

i) ICICl is the only corporation that specialises in securing financial assistance. 
for industrial securities from abroad. 

ii) The World Bank p l a y d  a cl.ucial role in the establishment of IFCI. 
iii) The financial assistance provided in the initial years of the establishment of 

IClCI mainly confined to traditional industries like sugar, jute, etc. 
iv) I F a I  has financed to promotional activities from its Reserve Fund and 

Interest Differential Funds. 
v) IFCI has been providing soft loans for modernisation, replacement and 

renovation of plant and machinery. 

I 

i 11.7 INDUSTRIAL DEVELOPMENT BANK OF INDIA 

I (IDBI) 

industrial Development Bank of Iridin had come into existe~lce in .luly 1964 b) an Act 
of Parliament. This ~ a n k ' w a s  a wholly owned subsidiary of the Reserve Bank ot' 
India. Since 16th February. 1976. it has been delinked from the RBI and, made iin 
autoliomoiis corporatiom. This was done mainly to enlarge its rolc as an apex 

Ttwn.LenJing Flnsntlal inrlnullom 
-All indl9 Level 



financial institution t o  achieve effective coordination among all the financial 
institutions in the country. 

Objectives 

The principal objective of setting up the IDBI was to make a coordinated effort to 
achieve maximum industrial growth. The overall activities of the Bank may be 
classified into three broad categories namely, coordination, financing and promotion. 
The objectives of the bank are summarised below : 

1 )  To serve as an apex institution for term finance for industry. 
2) To coordinate working of institutions engaged in financing, promoting or ' 

developing industries and to assist the development of these institutions. 
3) To provide term finance to industry. 1 
4) To plan, promote and develop industries to fill gaps in the industrial structure of 

the count~y. 

5 )  To provide technical and administrative assistance for promotion and expansion 
of industry. 

6) To undertake market and investment research and surveys as  also technical and 
economic studies in connection with the development of industry. 

7) To act as lender of last resort to finance projects that are in conforxnity with 
national priorities. 

Resources 
As on  March, 1989 its authorised capital was Rs. 1,000 crore, while its paid-up capital 
stood at Rs. 540 crore. Its reserves as on date accounted fcfr Rs. 608 crore. Besides 
securing loans from RBI, Central Government, foreign sources, it also secured funds 
from internal capital market. 

Management and Organisation 
The management of the IDBI is vested in a Board of Directors consisting of 22 
directors including a full-iime Chairman-cum-Managing 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 
experience, 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 assistance and other matters. 

The central office of the bank is located in Bombay. It has five regional offices at 
Calcutta, Delhi, Madras, Bombay, and Ahmedabad. Besides these regional offices, 
the IDBI has eleven branches at Bangalore, Bhopal, Bhubaneswar, Chandigarh, 
Cochin, Hyderabad, ~ a i b u r ,  Jammu, Kanpur, Patna and Simla. 

\ 
Functions 

i 

The following 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 guarantees loan? raised by industrial concerns in the 

, 

open market or from banks or other financial institutions. 
3) Acceptance and discounting of bills : It accepts, discounts and rediscounts bills of 

exchange, promissory notes, hundis, etc., of industrial concerns. 
4) Direct subscriptions and underwriting : It subscribes to shares, bonds, and 

debentures issued by industrial concerns. It also underwrites such issues. 
5) ~ e f i n a n c i n ~  : It provides refinancing facilities to scheduled banks arid other 

financial institutions. Its refinances include: I )  loans between 3 to 25 years 
granted by IFCI, SFCs o r  any other financial institution, 2) loans between 3 to 10 
years'granted by a scheduled or a cooperative bank to any industrial concern, 
3) export loans between 6 months to 10 yearagiven by a scheduled bank or a co- 
operative bank or any other financial institution. 

6) Promotional activities : It provides and arranges technical and managerial 
assistance for an industrial concern (or person) for promotion, management or 
expansion of any industry. It is also entrusted with the responsibility of planning, 



promoting and devel~ping industries with a vicw to filling gaps in the industrial 
structure. 

7) Other functions : It undertakes research and surveys in thc l'iclds of marketing 
and ir~vestment. It may establish subsidiaries to carry out its functions and 
undertake any business which the Cent~.al Government may ask it to undertake. 

pedormance I 

The Industrial Development Bank of India is the leading development bank of India. 
Its progress. if judged by its operations, has really been spectacular all through but 
more so during recent yea'rs. Let us now discuss the various activities of the bank 
under the following headings. 

The total Financial assistance sanctioned and disbursed by fhe bank since its inception 
can be observed From Table.ll.3. It can be seen from the table that the IDBl's 
cumulative assistance upto thc end of March. 1989 reached to Rs.34,400 crore. During 
the same period the bank disbursed Rs. 25,112 crore. The assistance sanctioned and 
disbursed for the latest three years is significant. During 1988-89 it  sanctioned 
Rs. 7,117 crore and disbursed Rs. 4,746 crore. 

Industry-wise analysis of financial assistance saqctioned by IDBl reveals that the 
services industry received major (17%) share in cumulative assistance 
sanctioned upto March, 1989 followed by Textiles ( I  2.8$:), electricity generation 
(10.69:). miscellaneous chemicals (6.6%), fertilisers (6.6%)). and food products (5.5'3i). 

Table 11.3 : Assistance Sanctioned and Disbursed 
([is, in crores) 

Year Sanctions Cirowth rate 9;) Disbursements Growth rate % 

1964-65 28.6 - 20.7 - 

1970-7 1 69.6 - 57.6 -- 

197 1-72 148.9 1 13.9 80.1 39.1 
1972-73 96.6 (-) 35.1 81.7 2.0 
1973-74 167.0 72.9 137.0 67.7 
1974-75 253.7 51.9 203.1' 48.2 
1975-76 304.6 20.1 223.5 10.0 
1976-77 539.6 77.1 341.4 52.8 
1977-78 679.5 25.9 4 10.3 20.2 
1978-79 724.8 , 6.7 618.1 50.6 
1979-80 1131.9 56.2 752.9 2 1.8 
1980-8 1 1291.2 14.1 1014.1 34.7 
1981-82 1549.8 20.0 1217.9 20.1 
1982-83 1800.2 16.2 1498.5 23.0 
1983-84 2303.4 27.9 1774.3 18.4 
1984-85 3342.0 45.1 2073.7 16.9 
1985-86 35 17.2 5.2 2783.9 34.2 
1986-87 4427.0 25.9 3205.9 15.2 
1987-88 479 1.3 8.2 36 13.6 12.7 
1988-89 71 17.6 48.6 4745.8 - 31.3 
Cumulative 
upto 
March 1989 34400.4 - 25 112.2 - 

- 
Source : IDBI, Report on Development Banking in India, 1988-89, P. 17. 

A few developed States contillued to receive major portion of the assistance 
sanctioned by the Bank. During 1989-90 Maharashtra (Rs. 737 crore), Gujarat 
(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 IDBI. In fact, out of Rs. 32,942 crore cumulative assistance 
sanctioned, 61% went to these states only. However, in the recen past, the bank 
extended its assistance substantially 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 

. - - -  -. 



hand, received Rs. 5,797 crore followed by joint sectqr Rs. 1.895 crore and co- 
operative sector Rs. 675 crore. 

The role of lDIt1 in Nation Development 
As an apex bank, the 1DB1 has been playing a very important role in the nation 
building activities. Its contribution is noteworthy particularly from the following: 
I) Creation of more emplloyrhent opportunities : The Bank has given a big impetus 

to creation of employment opportunities in the country. As a result of the 
assistance given by it to the enterprises, about 84.7 lakh jobs were created so far 
since its inception. 

2) Assista~lce to weaker units : It is specially helpful to industrial concerns which, for 
one 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 until the establishment of small  
Industry Development Bank of India in 1990. It played crucial role in the 
establishment of this apex level institution for solvil~g the problems of small-scale 
sector. 

4) Assistance to 11ew entrepreneurs : Inaddition to the grant of finance on libcral 
terms, it has done a lot to discover and encourage new entrepreneurial talent in 
the country. It provided a wide variety of services to the new entrepreneurs in 
addition to training facilities. 

5) Sponsering of technical consultancy organisations : The bank has sponsored eight 
Technical Consultancy Organisations (TCOs) in different parts of the country. 
The TCGscater 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 efforts to identif'y new entrepreneurs and provide training facilities to 
them. 

6) Development of backward regions : The bank has channelled a substantial 
portion of its funds to industries established in backward regions. I t  is taking 
active role in correcting regional imbalances in the industrial development of the 
country. 

7) Soft loan scheme : The Bank provided soft 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 neglected modernisation, replacement and 
renovation of plant and machinery. 

8) Coordination between term lending institutions : It has 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 financing is in tune with the national priorities. 

Criticism 
IDBI achieved tremendous growth in loan sanctions, d i s b u I ~ m e n t s ,  assistance to 
small sector, assistance to backward areas during the period between 1964-65 and 
1988-89. However, if we look 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 

IDBl in the 1980s. As against this, there was a declining trend in disbursements 
duriag the same pe&od. For instance sanctions as a percekage of total was 56.0% 
in 1980-81 which increased to 62.4% by 1984-85 as against a decline from 44% to  
37.5% in the case of disbursements during the same period. 

2) Inadequate care on the development o f  backward areas : IDBl is criticised for its 
lenience towards backward areas of developed states than the backward,states 
themselves. FO; instance, of its'total a ~ ~ i s t a n c e  46.8% was shared by b u r  
developed states, Maharashtra (l,3.5%), Gujarat (12.2%) Uttar Pradesh ( I  1.0%) 
and Tamil Nadu (10.1%) by March, 1989. As against 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.' 

3) Urban culture : Si,nce its head office, regional offices and branch offices are at 
28 metropolitan cities and State Capitals, it developed elitist and urban culture. 



4) Delay in disposal of applications : It is said that IDBI takes unduly long time-in 
appraising and processing the applications for financial assistance received from 
industrial concerns. 

5 )  No links with outside agencies : It has not made adequate efforts to establish close 
links with the outside agencies like Asian Development Bank, World Bank and 
other such International agencies. 

11.8 OTHER DEVELOPMENT BANKING 
INSTITUTIONS 

Besides IFCI, ICICI and IDBI, there are some other development banking 
institutions at national level. They are Industrial Reconstruction Bank of India and 
Small Industries Development Bank of India. Now let us discuss about these two 
institutions 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 Corporation 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 units. Its management is vested in the hands of Board of Directors 
with one Chairman and Managing Director and 12 directors. 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 Jurk 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 
raise foreign loans guaranteed by Government of India. 

The following are the functions of IRBI : 
1) It can take over the management of sick industrial units, lease them out, sell them 

as running concerns or  prepare schemes for reconstruction by scaling down the 
8 .  

liabilities. 
2) ~t can also assist and promote industrial development by granting loans and 

advances and also by subscription and underwriting of shares and debentures. 
3) Its range of activities also includes services like provision of infrastructure 

facilities, consultancy, managerial and merchant banking activities. 

Performance 
It sanctioned Rs. 208.7 crore during 1988-89 as against its disbursements of Rs. 116.5 

t crore. As shown in Table 11.4, till June, 1988 it assisted 535 units with Rs. 522 crore. 
,If we take industry-wise, cotton textiles (14.8%) 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 IRBI, 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, production of 257 units 
accounted for Rs. 6,362 crore and sales Rs. 6,450 crore. Thus, it has rendered a lot in 
remaining the sick units. 

. -  able 11.4 Loan Sanctions and Disbursements of IRBI 

(Rs. in crores) 
J, 

year Sanctions Disbursements 
? 

I986-87 148.9 94.6 
1983-88 186.5 101.9 
i988-89 208.8 116.5 
Cumulative Total 
till 31.3.1989 912.2 624.1 

Source : IDBI, Report on Development Banking in India, 1988-89. 



Inspite of its coqtributions, IRBI is also being criticised because of the following 
reasons : 
i )  It was alleged that the assistance is given only to a set of selected industries like 

engineering and textiles. Nearly two-thirds of IRBl's assistance was taken away 
by these industries. 

ii) There was a wide gap between sanctions and disbursements. On average, only 
55% of the loans sanctioned were being disbursed. 

iii) It is considering only a fraction of the total applications. Hence many 
applications are pending unsettled. 

11.8.2 Small Industries Development Bank of lndia (SIDBI) 
Small Industries Development Bank of lndia (SIDBI) was set up as a wholly-owned 
:..bsidiary of lDBl under the Small Industries Development Bank of lndia Act, 1990. 
It is the principal financial institution Tor promotion, financing and development oT 
small-scale industries. It is also expected LO co-ordinate the ]'unctions of existing 
institutions engaged in similar activities. SlDBl commenced its operations on April 2. 
1990 and has takenover from IDBI the responsibility of administering the Small 
lndustries Development Fund and the National Equity Fund. 

11.9 EVALUATION OF DEVELOPMENT BANKS IN 
INDIA 

All lndia financial institutions (AlFls) viz., IDBI, 1FC1, lCIC1, LIC, GIC and UTI 
have made rapid progress in their operations in recent years. Over the years, AlFls 
have emeried as major catalysts Tor channelising development finance to industry and 
related sectors. New and innovative schemes have been devised. 

The data relating to sanctions and disbursements made by all financial institutions in 
lndia is presented in Table 1 1.5. It can be seen from the table that the aggregate 
sanctions and disbursements oT loans by development banks had witnessed a steaay + 

increase over the years. During the period 1948-64, aggregate assistance sanctioned by 
them was to the order of' Rs. 458 crore. Assistance sanctioned increased from Rs. 118 
crore in 1964-65 to Ks. 177 crore during 1969-70. Particularly there was a s'pectacular 
growth in their sanctions and d~sburscnients durrng the 1980s. Thus, loans sanctioned 
had touched Rs. 13.722 crore during 1988-89. Their cumulative sanctions till March 
1989 accounted for Rs. 59,104 crore. Same trend is noticed in respect of their 
disbursements also. Thus, their disbursements which stood at Rs. 91 crorr in 1964-65, 
shot up to Rs. 8,375 crore during 1988-89. Their cu~nulativc disbursements till March. 
1989 were to the order ol' Rs. 42.1 12 crore. 

Table 11.5 : Assistance Sanctioned and Disbursed by AlFIs 
(Rs. in crores) 

Year Sanctions Growth Rate % Disbursements Growth Rate R 

1980-8 1 2293.5 .- 1599.6 - 
1981-82 2367.1 3.2 1826.2 14.2 
1982-83 2907.2 22.8 2 152.2 17.9 
1983-84 372 1.4 28.0 . 2687.3 24.9 
1984-85 503 1.9 35.2 3 180.1 18.3 
1985-86 5942.9 18.1 4552.9 43.2 
1986-87 7237.6 21.8 5204.0 . 14.3 
1987-88 8579.3 18.5 6233.5- 19.8 
1988-89 13722.8 60.0 8375.3 34.4 
Cumulative 
upto March 
1989 59103.8 - 421 12.5 - 
Source : IDBI, Report on Development Banking in. India, 1988-89 p. 1 I .  



critical .Appraisal 
~ 1 1  India financial institutions suffer from the following weaknesses : 
1) Procedural delays : Due to complicated procedures involved 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 loan received. 
As a result, the beneficiary units are drastically affected. 

2) Urban and elite culti~re : Since ail the offices (head offices, regional offices and 
branch offices) of all 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, w h ~ c h  defeats the very purpose for 
which they are started in a country like India. . 

3) Bias towards developed states : Almost all development banks extended assict, a dnce 
to forward states like Maharashtra, Gujarat, Tanlil Nadu and West Bengal 
instead of assisting backward states like Assarn, Orissa, Meghalaya, Arunachal 
Pradesh, Tripura, Mizoram, S ikk in~  and Nagaland. This is perhaps due to 
absence of infrastructural facilities. But it is to  be noted that as long as financial 
assistance is not provided for  industrial units, there is very little scope to  develop 
infrastructural facilities. 

4) Overdues : Overdues of developnlent banks are increasing day by day and they 
have reached an alarming stage. Of the amounts given as loans, nearly one-third 
are 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 but resources are limited. Further, Governments are unable 
to extend their helping hand due t o  obvious reasons. As a result of growing 
inflation and increasing industrial activity, their limited resources could not meet 
the growing demands. 

6) Coordination : In spite of IDBI's efforts, they lack coordination in 
the course of their activities with each other. As a result, duplication of work, 
contradictions in procedures, etc., are taking place. 

Check Your Progress C 
I) State whether the following statements are True or False. 

i) IDBI is the apex i~lstitution of term finance in India. 
ii) The paid-up capital of IDBI on March 1989 stood as Rs. 1,000 crore. 
iii) The Board of Directors of IDBI deals with proposals for sanction of 

financial assistance. 
' iv) IDBI is also entrusted with the responsibility of planning, promoting and 

developing industries with a view to filling gaps in the industrial structure. 
v) IDBI is also entrusted with the responsibility of planning, promoting and 

developing industries with a view to  filling gaps in the industrial structure. 
vi) IDBI has sponsored eight Technical Consultancy Organisations. 
vii) IDBI is the principal agency for promoting small scale industry. 
viii) Disbursement as a percentage of loan sanctioned has declined lately in case 

of IDBI. 
ix) IDSI's activities have hampered the growth of new entrepreneurial talent. 
x) IDBI also undertakes surveys in the field of investment. 

11.110 LET US SUM UP 

Development banks are  a special kind of institutions which are a combination of a 
finance corporation and  a development corporation. These development banks are ' established to  supply three basic ingredients to  industry : I )  capital, 2) knowledge and I 3) entrepreneurship. 

i Though origin o f  development banking may be traced to  the early 19th century, it 
j came up in its modern form after the World War 11. The first development bank 
I established in India was the Industrial Finance Corporation of India. It was 

established in 1948, followed by State Financq Corporations. Subsequently ICICI, 
IDBI, SIDC and SIDBI  have been established. 

[ 

The primary objective of IFCI  is to  provide medium and long-term credit to industrial 
i units. In addition, it guarantee; the loans, underwrites the issue of sllares, debentures i 

Tcrm-Lrndlng Flnanclal Institutions 
-All lndls Levri 



H1m~Ian4In~  Flnmdal lmthvllon~ and bonds and subscribes directly to the shares issued by industry. During its 42 years 
In lndle 

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. Though 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. Its 
two main aims, besides the normal aims of a development bank, are to  encourage 
foreign capital participated in the private sector and to encourage private investment 
in industry. It provides the facilities of loans, underwriting, guaranteeing and equity' 
participation. The non-traditional industries were the major beneficiaries o'f ICICI. 
This Corporation has significantly contributed to the growth of private industrial 
financial assistance to a few industries and geographical regions. 

The IDBI was established in 1964 as a wholly owned subsidiary of ihe RBI. But it was 
made autoQomous in 1976,and was asked to play the role of an apex financial 
institution. It provides term finance, technical and administrative assistance, and co- 
ordinate working of those institutions that 2re engaged in financing and promoting 
industries. It also acts as a refinancing agency for scheduled banks and other financial 
institutions. In terms of financial assistance sanctioned and disbursed, the 
performance of ID01 has been quite impressive. However, developed states like , 
Maharashtra, 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, devkloping 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 industries. 

11.11 KEY 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. 

Development 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 capit;l of a company that has been paid-up 
by the shareliolders. 

I 

11.12 ANSWERS TO CHECK YOUR PROGRESS 

A 1) i) True ii) False iii) True iv) True v) False 
2) i) earliest 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 ii) .False iii) False iv) True v) True vi) True vii) False'viii) True ix) False 
x) True 

11.13 TERMINAL QUESTIONS 

1) What do we mean by term lending? Discuss the role of special institutions that 
have been established recently in India with a view to solve the problem of ierm 
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 Invest'nient 
Corporation of India. 



\ 
4) Has Industrial Finance Corporation of India become irrelevant recently given thr T ~ ~ . L ~ ~ I ~ ~  Finmdd hankm 

-AR ID& Lnd emergence of a number of specialised financial institutions in India? Discuss. 
\\ 
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12.0 OBJECTIVES 

After studying this unit, you should be able to : 
explain the need for the state-level development banks 

@ describe the objectives, resources and functions cf term-lending institutions at the 
state level 

@ critically evaluate the performance of term-lending institutions at the state level. 

12.1 INTRODUCTION 

In the previous unit you have been introduced to various all-India term-lending 
financial institutions. You have studied their objectives, management, functions and 
working. In this unit you will study about various issues relating to the development 
banks at the State level in India. 

12.2 NEED FOR STATE LEVEL TERM-LENDING 
INSTITUTIONS 

Industrial Finance Corporation of llldia (IFCI) was established in 1948 at  all India 
level to provide finance exclusively to large scale industrial units. Financial needs of 
medium and small size industries were not covered by IFCI. The government, 
therefore, felt the need for starting development hanks at the regional level to  provide 
assistance to small scale industries. Consequently, State Financial Corporations 
(SFCs) and State lndustrial Development Corporations (SIDCs) were established in 
all the states. State level development banks were established with the followi~lg 
objectives : 
1) To provide financial assistance t o  industrial units particularly small scale units in 

the State. 
2) For establishing and managing the industrial estates. 
3) To concentrate on the development of less developed parts of the States, through 

provision of infrastructure facilities like roads, electricity, drainage and water 
supply 

4) To establish institutes to provide training to the middle and high level technicians. 
5) To decentralise the development banking activities and take them t o  semi-urban 

areas in the State. 
6 )  To proiride better access t o  the borrowers and clierarle. 
7) To have thorough knowledge about the local conditions and problems. 
8) To overcome the problem of language and communication. 
Now let us study the functions, types of assistance provided and the  working of the 
two important term-.lending institutions at State level namely State Financial 



corporations (SFCs) and State Industrial Development Corporations (SIDCs) along 
with Technical Consultancy Organisations (TCOs). 

Tam-Lcndlng Finnndml I&lkutlon# 
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12.3 STATE FINANCIAL CORPORATIONS (SFCs) 

State Financial Corporations Act, 195 1 was brought into force LO enable all State 
Governments (except Jammu and Kashmir) to  set up State Financial Corporations as 
regional development banks. They are to  meet the financial requirements of small and 
medium size industrial units in the respective States. The first State Financial 
corporation was established in Punjab in 1953. Subsequently Andhra Pradesh and 
Bihar State Governments took the lead to set up SFCs in 1960 followed by Uttar 
Pradesh, Karnataka, 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 S F C  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 fund,s by issue of share capital, and issue of bonds and debentures guaranteed by 
State Governments. They can also accept medium and long-term deposits from 
public. In addition, they can borrow from other financial institutions. 

Management 
Every S F C  is managed by a 12 member Board of Directors. The State Government 
concerned appoints the-Chairman and the Managing Director, and nominates three 
directors. lFCl  and lDBl  nominate one director each. Three directors are elected by 
financial institutions. The rest will be chosen on the basis of one each from schedule 
banks, cooperative banks and other financial institutions. One director is elected by 
non-institutional share holders. 

Types of Assistance 
SFCs provide the following types of assistance: 
1) Granting of long-term loans to industries for the purchase of land, buildings and 

inachinery. 
2) Guaranteeing payment on  behalf of the entrepreneur for purchasing machinery on 

deferred payments from suppliers within India. 
3) Underwriting issur of  shares, bonds and debentures of industrial concerns. 
4) Guaranteeing loans raised by industrial concerns for a period not exceeding 20 

years. 
5) Guaranteeing loans raised by industries from comnlercial banks 01. co-operative 

banks for acquiring fixed assets. 
6) Subscribing to debentures of industrial units. 
7) Provision of foreign exchange loans to industries under the World Bank line of 

credit. 
8) Special capital assistance ilpto Rs. 2 lakhs. 
9) Loans to industries in collaboration with the ccntral financial institutions like the 

IDBI, the IFCI  and the ICICI, and joint financing of projects along with the 
SIDCs and the commercial banks. 

10) Acting as an  agent of the State or Central Government or any other financial 
institutions notified o n  tqis behalf by the Central Government. 

Eligibility 
Industrial concerns under any form of ownership viz., a proprietary concern, join1 
Hindu Family, registered qo-operative society, private or public limited company 
engaged in or proposed to engage in one or  more of the following activities are 
eligible for financial assistance. 
1) Manufacture of goods 
2) Preservation of goods 
3) Processing of goods 
4) Mining 
5 )  'Hotel industry 
6 )  Development of industrial cstates 
7) Generation and distribution of  electricity or  any other form of power 
8) Transport industry 



~ m - n m k i n g  FImnclll insttluliom 9) Assembling, repairing or packing any article with the aid of machinery 01- power 
In Indlm ' 10) Fishing or providing shore facilities for fishing or maintenance thereof 

11) Providing special or technical knowledge or other services for the promotion of 
industrial growth. 

Performance of SFCs ' 

Operations of SFCs were on moderate scale during 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 entrepreneurs 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 Rs. 1,405 crore and Ks. 1,053 crore 
respectively. The details of financial assistance given by State Financial Corporations 
can be seen from Table 12.1 

Table 12.1 
Assistance Sanctioned and Disbursed by the State Finance 

Corporations from 1965-66 to 1988-89 

I Year Sanctions Disbursements 

Amount. Growth Amount Growth 
(Rs, crores) Rate(%) (Rs. crores) Rate (%) 

1965-66 25.3 18.0 - 
1970-7 1 49.6 - 33.5 - 
1971-72 64.1 29.2 39.6 18.2 
1972-73 78.7 22.8 44.7 12.9 
1973-74 103.1 3 1 .O 54.6 22.1 
1974-75 141.8 37.5 79.6 45.8 
1975-76 155.5 9.7 98.8 24.1 
1976-77 163.3 5.0 105.2 6.5 

1 1977-78 166.2 1.7 107.4 2.1 
1978-79 200.7 20.8 135.0 25.7 

I 1979-80 263.8 31.4 184.8 36.9 
I 

I 1980-8 1 370.5 40.4 248.0 34.2 
198 1-82 509.6. 37.5 317.7 28.1 
1982-83 61 1.6 20.0 404:0 27.2 
1983-84 644.9 5.4 435.5 7.8 
1984-85 . 743.1 15.2 497.7 14.3 
1985-86 1,009.1 35.8 * 608.5 . 22.3 
1986-87 1,210.8 20.0 79 1.9 30.1 
1987-88 1,284.7 6.1 938.0 18.4 
1988-89 1,404.7 9.3 1,053.1 12.3 
Cumulative upto 
March,, 1989 8,65 1.5 - 6,356.2 - 
Source: IDBI Report on Development Banking in India 1988-89, P. 49. 

SFCs are playing an important role in financing small and medium scale concerns in 
their respective States. They, however, are being criticised on the following grounds : 
1) Recovery of Dues : Recovery of dues is not satisfactory. For example, their arrears 

had trebled from Rs. 215 crore in 1979-80 to Rs. 623 crore in 1984-85. In case of 
I many SFCs, overdues exceed their disbursements. Another disturbing trend is 
I that the percentage of overdues to outstanding loans was increasing as is seen 

from Table 12.2. The mounting arrears are severely affecting resource position of 
SFCs. 

2) Assistance to Tiny Industries: Financial assistance.of SFCs to small industries 
sector is declining. This is evident from Table 12.3. Share of units yhich received 
assistance upto Rs, 50,000 is declining both in terms df number and amount. 
Contrary to this, share of units which were sanctioned assistance above Rs. 10 
lakhs is continuously increasing in terms of number as well as amount. Further 

I 6.2% of the units sanctioned loans above Rs. 10 lakh accounted for about 50% of 
36 total assistance of SFCs during 1984-85. As against this, small units which 

1 



I 

accounted'for 42% of the total units received only 3.5% of the total sanctions 
given by SFCs. 

Table 12.2 : Percentage of Overdues to Outstanding Loans 

Year Percentage 

1980-8 1 25 
1981-82 26 
1982-83 26 
1983-84 27 
1984-85 29 

Source : Economic Times, September, 15, 1986. 

Table 12.3 : Size-wise Classification of Assistance 

, (Rs. in crores) 

Assistance upto Assistance above 

Year Rs. 50,000 Rs. 10 lakh 

Number of Amount Number of Amount 
Units Units 

1980-8 1 19,603 28.82 787 142.95 
(67.8) (7.8) (2.7) (38.6) 

198 1-82 19,158 28.42 1,158 29 1.07 
(59.8) (5 6) (3.6) (43.4) 

1982-83 17,382 27.99 1,366 256.63 
(5 1 .O) (4.6) (4.1) (42.0) 

1983-84 14,930 28.46 1,528 295.70 

I (48.1) (4.4) (4-9) (16.0) 
1984-85 13,087 26.89 1,955 385.13 

I 

I (41.5) (3.5) (6.2) (49.4) 

Note : Figures in brackets indicate percentage to total. 
Source: Economic Times, September 15, 1986. 

d 

3) Inadequate Resources : Many SFCs do not have sufficient funds to meet growing 
demands for their financial existence. In the recent past, the State Governments 
are found to concentrate more on welfare programmes. Hence, the SFCs are 
hnding it difficult to rirrange funds to meet their needs. 

4) Increasing Sickness : Many of the assisted units are becoming sick resulting in an 
increase in the burden of debts. 

5) Too many Formalities : The SFCs ,follow the same old process of scrutiny and 
processing of loan applications. Consequently, 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 
I 1) State level term-lending institutions were needed to provide : 

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

1 ............................................................................................................................... 
............................................................................................................................... 

2) State whether the following statements are True or False. 
i) All the Board of Directors of SFCs are nominated by the c~ncerned State 

Government. 
ii) SFCs grant loans to large scale industries. 
iii) SFCs have not been able to recover their dues efficiently, 
iv) Almost all SFCs have surplus funds. 

I v) SFCs provide the facility of guqranteeing the payments on behalf of the 
industrial units. ' -  



Nan-Bmnkln~ Financial lnstltutlons 
In Indim 12.4 STATE INDUSTRIAL DEVELOPMENT 

CORPORATIONS (SIDCs) 

Since 1960, many States and Union Territories started State Industrial Development 
Corporations (SIDCs) for accelerating industrial development in their respective 
States. In certain States these are called State Industrial Investment Corporations. 
A n d h a  Pradesh and Bihar were the first to set up Such corporations in 1960 followed 
by Uttar Pradesh and Kerala in 1961 and Maharashtra, Gujarat and Orissa in 1962. 
By the year 1988 there were 26 SIDCs spread all over the country. 

Financial Resources 
Besides paid-up capital and loans from State Governments, SIDCs also borrow funds 
from market by way of bonds and debentures and refinance from IDBI. Of the total 
resourcesaggregating Rs. 1,113 crore mobilised by SIDCs during 1988-89, break-up 
of contributions from different sources .was as follows : 
1) 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 38.8% 

Management 
The SIDCs function under the guidance of respective State governments. Except for 
one nominee of the IDBI, all other members of their Boards of Directors are 
nominated by State governments. The boards constitute special committees as and 
when they feel necessary. Those committees advise the board on various issues 
relating to the businesls. Managing Director is the Chief Executive of an SIDC. He 
16oks after3its day-to-bay management. 

Functions 
The following are the functions of State Industrial Development Corporations: 
1) Promoting industrial activities such as project identification, preparation of 

feasibility reports, identifying entrepreneurs and assisting them in project 
implementation. 

2) Setting up of medium and large scale industrial projects either in joint sector or as 
wholly-owned subsidiaries. 

3) Provision of infrastructural facilities and market intelligence services. 
4) Granting of financial assistance by way of term loans/ bridge loans and 

underwriting or subscription of equity and preference shares. 
3) Acting as agent of State and Central Governments in respect of granting 

subsidies, incentives, etc. 

Performance of SIDCs 
Sanctions and disbursements of SIDCs are given in Table 12.4. As is seen from the 
table, their cymulative 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 respectively. Rapid expansion of operations of 
SIDCs in recent years is brought out by the fact that their aggregate assistance during 
the four year period,*i.e., 1985-89, was more than the total assistance given by the 
SIDCs ffom their inception 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, etc. Their 
assistance for accelerating industrial development in backward regions is increasing 
substantially. For instance, by March, 1989, industrial uni'ts in backward areas 
accounted for 62.9% 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 Capital Assistance 
SIDCs have been pIaying an important role in widening the entrepreneurial base by 
operating the seed capital scheme on behalf of Small Industries Development Bank of 
India. 



- '  Table 12.4: Assistance Sanctioned and Disbursed by SIDCs 

Year , Sanctions Disbursements 

Amount Growth Amount Growth 
(Rs. crores) Rate (%) (Rs. crores) Rate (%) 

1971-72 23.6 - 14.4 - 
1972-73 23.5 , (-) 0.4 L6.6 15.3 
1973-74 27.9 18.7 20.6 24.1 
1974-75 33.5 20.1 26.7 29.6 
1975-76 37.5 11.9 26.4 (-1 1.1 
1976-77 71.8 91.5 35.0 32.6 
1977-78 87.9 22.4 44.8 18.0 
1978-79 98.3 11.8 BOvV 1 34.2 
1979-80 ' 157.7 60.4 85.3 41.9 
1980-8 1 216.4 37.2 124.6 46.1 
1981-82 299.6 38.4 191.1 53.4 
1982-83 296.6 (-) 1.0 208.0 8.8 
1983-84 364.6 22.9 236.5 13.7 
1984-85 477.9 31.1 297.6 25.8 
1985-86 527.0 10.3 364.0 22.3 
1986-87 570.3 8.2 425.1 16.8 
1987-88 6 19.4 8.6 449.1 5.6 
' 1988-89 742.3 19.8 . 530.7 18.2 
Cumulative upto 
March 1989 4356.4 3 135.8 

Source : IDBI Report on Development Banking in India, 1988-89. P. 56. 

Under the scheme, equity type of assis~ance is provided to deserving new generation 
entrepreneurs who possess necessary skill but lack adequate resources. 

Table 12.5 : Assistance Sanctioned to Backward Areas by SIDCs 

(Rs. crore) 

Year Backward Non-backward Total 
Areas Areas 

Cumulative upto 
March, 1989 

Note : Figures in brackets indicate percentage to total 
Source: IDBI Report on Development Banking in India, 1988-89. 

'\ 

But IDCs also suffer from the following problems and drawbacks : 
any of them are facing the problem of funds. The present availability of funds is ! ' t sufficient for growing needs of industrial units. 

2) qverheads are becoming a big problem for almost all SIDCs. 
3) Political interference in activities of SIDCs has been increasing. 

12.5 TECHNICAL CONSULTANCY OJRGANISATIONS 
1 \ J\, , 

In addition to the availability of finance, technical codsultancy services play a very 
important role in the industrial growth of the country. The large scale industries can 
afford to maintain and equip separate technical consultancy departments or else they- 
can spend g ~ o d  amount of money and can take the assistance from wel1,established . 

consultancy orginisations. But the small scale units cannot afford the cost of services 



of private corisultancy units operating purely on commercial considerations. It is in ' 

this contex: thst the technical corisultancy organisations (TCOs) wkre set up in the 
early seventies. The IDBI, lFCl and ICICI, in collaboration with State-level 
financizl/development institutions ad commercial hanks, established a network of 
TCOs. At present, there are 17 TCOs in the country, some of them covering nlore 
than one State. I 

TCOs have been set up to provide a package of total consultancy services covering all 
stages in the project cycle under single roof. TCOs also provide consultancy services 
to State Governments, State-level development financing institutions and banks. The 
mzjor thrust of operations of TCOs is in the area of preparation of project reports 
and feasibility studies. Having gained experience over the years, TCOs have 
diversified into the fields of identification of poteiltial entrepreneurs and their 
training, project implementation, rehabilitation, management consultancy, detailed 
design engineering, and turn-key services, besides energy audit and conservation. 

During the year 1988-89, TCOs completed a total of 3.550 assignments, as against 
3,082 during the previous year. The assignments included : 
- 2,983 feasibility studies/ project reports/ profiles 
- 31 project appraisals 
- 170 industrial potential/ market / area developnlent and other surveys 
- 9 furictional industrial complexes/ turn-key assignnents 
- 219 modernisation/rehabilitation/ diagnostic studies 
- 138 other assignments1 special studies 

TCOs also prepared techno-economic feasibility reports involving investment of 
Rs. 503 crore and employment potential for 31,438 persons. Besides, they conducted - 
178 entreireneurship developlnlent programmes (EDPs) where 3,316 entrepreneurs 
wire trained. TCOs also conducted 54 entrepreneurship awareness camps and 12 
draihing programmes under the self-employment scheme for educated unemployed 

louth (SEEUY). 

Check Your Progress B 
1) What are the major activities of SIDCs? 

.............................................................................................................................. 
2) Fill in the blanks : 

.................. .................. i) and were the first states to  set up SIDCs. 
ii) The SIDCs function under the guidance of respective ................................. 
iii) Under the .................................... scheme, ccluity type of assistance is 

provided to deserving new generation cntrepreneurs. 
3) State whether the following statements are True or False. 

i) SIDCs have been playing an important role in widening the entrepreneurial 
I , base. 
i )  Except for one nominee of State government, 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 technical consultancy to only the State level development 

financing institutions. 

12.6 LET US SUM UP 

State level term-lending institutions were needed to provide infrastructural facilities, 
training facilities and financial assistance t o  small scale units, besides helping in the 
development of backward areas in the State: 

State Finance Corporations were established in 18 States and Union Territories to 
finance small and medium size industrial units. Every SEC is managed by a Board of 



Directors with 12 members at preseat. It grants loans to industries to purchase land, 
buildings and machinery. It a l s ~  guarantees payrneut on behalf of the entrepreneur, 
besides directly providing foreign exchange loans and slibscribing to debenturcs 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 not 
satisfactory and financial assistance to small industries is declining. However, SFCs 
suffer from inadequacy of resources and unnecessary formalities. 

State Industrial Development Corporations (SIDCs)/State Industrial Investment 
corporations (SIfCs) have been set up by different states in India to promote medium 
and large scale industrial projects by providing financial and infrastructural 
assi~t nce. There has been rapid expansion in the activities of SIDCs/SIlCs in recent 4 years, particularly in non-traditional industries, development of backward areas and 
providing seed capital assistance. Like SFCs, SIDCs/$IICs are also facing the 
problem of shortage of funds and overheads. 

At the State level Technical Consultancy Organisatioris ('TCOs) were set up tb help 
small scale units. At present there are 17 TCOs in India nnd have'significant 

in providing technical consultancy. 

12.7 KEY WORDS 

Term Lending : A bank advance for a specific period (normally 3 to 10 years) to be 
repaid with interest usually at regular intervals. 

Seed Capital Assistan.cc : Equity type of assistance is provided t? deserving new 
generation entrepreneurs who possess necessary skill but lack adequate resources. 

12.8 ANSWERS TO CHECK YOUR PROGRESS 

A I )  Financial assistance to small scale units; helping the development of less 
developed areas; providing infrastruciural & training Facilities. 

2) i) False i i )  False iii) True iv) False v) True 
B 1) promoting indusirial activities; providing inl'rastructura~ and financial 

assistance; setting up industrial projects; Acting subsidies e'tc. on behalf of 
Siate governments. 

2) i) A.P. and Bihar ii) State government iii) seed capital 
3) i) True ii) False iii) False ' 

12.9 TERMINAL QUESTIONS 

I) Describe the structure of term lending financial institutions at the Slate level in  
India. 

2) ~ritica1l~"evaluate the role of SFCs in the industrial development of states in 
India. 

3) Discuss briefly the management, functions and performance of SIFCs/SIlCs. 
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13.0 OBJECTIVES 

After studying this unit, you should be able to : 
@ discuss the importance of agricultural finance in lndia 
0 identify the sources of agricultural finance in India 

explain the role of comlnercial banks in agricultural finance 
0 describe the working of regional rural banks 
@ examine the role of National Bank for Agriculture and R';~ral Development 

(NABARD) in extending refinancing facilities to agriculture snd rural 
development in lndia 
point out the persistent problems of agricultural finance in India. 

13.1 INTRODUCTION 

In the previous units you have studied about various financial institutions which 
provide assistance mainly to industrial units. In this unit you will study those financial 
institutions which provide financial assistance particularly to agriculture and allied 
sectors. 

13.2. IMPORTANCE OF AGRICULTURAL FINANCE 

The importance of agriculture as an occtfpation of nearly 70% of the populatiofi needs 
no emphasis. It is a well known fact that the Indian peasant is poor, illiterate and 
heavily indebted. For the relief of agricultural indebtedncss, the Government of India 
and the State Governments have tried to regulate money Ionding, restrict transfer of 
land from agricultural to non-agricultural classes, and extend direct financial 
assistance in the form of Taccavi loans. Unfortunately, notwithstanding these sincere 
efforts on the part of the government, the economic conditions of agricultural masses 
has steadily deteriorated and the indebtedness increased. Before the advent of 
institutional credit, the major source of credit to the farmers was the village mahajrn 
(money lender). Besides following many unfair practices, the village mahajans charge 
abnormal rates of interest. 



With the breaking up of the village economy, loans were not available on pcnonal 
security but'on security of land. The new laws like the Indian Contract Act and the 
Civil Procedure Code were also in favour of  money lender, and enabled llim 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 facilities in 
rural areas t o  mop up surplus funds and also t o  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 o n  the period for which finances are required, the financial needs of the 
farmer may be broadly classified into three categories as follows : 
1) Short-term or seassnal credit : Short-term loan 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 t o  purchase live stock, 
ejlpensive implements and 'to carry out land improvements of average duration. 
The loan is repayable in  inslalments spread over two t o  five years. 

3) Long-term credit : This gives farmers the means t o  purchase land and agricultural 
machinery or  to  effecl permanent improvement on land such as drainage and 
irrigation. The returns froin investments o n  such items are very slow and hence 
the farmers can repay the loan only in small amounts over a substantially long 
period (upto 30 years). 

- 

13.3 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 emphasising the importance of mutual 
help. 

The cooperative movement in India may be said to 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 recommendalions made in the Report were accepted by the 

, Governmei~t of India, and State Governments were directed to draft their proposals 
for development of the cooperative movement during the plan period. The Second 
Five Year Plan envisaged setting up  of an  integrated rural credit structure based on 
three fundamental principles : 1) state partnership at different levels 2) full 
coordination between credit and economic activities (especially marketing and 
processing), and 3) administration with adequate trained personnel responsive to the 
needs of the rural population. 

The medium and short-term cooperative credit structure in India has a three-tier 
structure: i) at the village level there are Primary Agricultural Cooperative Credit 
Societies, 2) Central Cooperative Banks at  the district level, and 3) State Cooperative 
Bank as an apex body at the state level. The State Cooperative Banks supply funds to 
affiliated district level cooperative banks which in turn lend money to Village level 
cooperative credit societies. The other wing of cooperative credit structure provides 
long-term loans and it has a two-tier system : I )  the Primary Land Development 
Banks at the taluk level and 2) Central Land Development Banks at the State level. 
Let us study about these types in more detail. 

13.3.1 Primary Agricultural Cooperative Credit Societies 
Primary Agricultural Credit Societies constitute the pivot of the cooperative 
movement in India. A society can be  formed by ten or  more persons by filing with the 
Registrar of Cooperative Societies a copy of by-laws and other prescribed particulars. 
The area of operations is usually a village o r  a group of villages with a reasonably 
large membership and adequate share capital. The headquarters of a bigger primary 
credit society is conveniently located for the people of villages in its jurisdiction. 



Primary Agricultural Credit Society has to play a vital ;ole in the SOC~O-economic 
development of the rural areas of the countr). They are serving as mini-banks to 
supply finance, besides sedng 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 the higher level institutions such as Central 
Cooperative Bank and Stttte Cooperative Bank within the federal structure of 
cooperative financidg system. 

The number of primary societies in India has been increasing over the years. By 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 societies 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 short-term purposes and Rs. 126.4 
crore for medium term purposes. 

13.3.2 Central Cooperative Banks 
The central banking organisations are generally located at the district headquarters of 
other important towns in the districts, A Central Cooperative Bank derives funds for 
its working capital from two sources : I)-owned capital (comprising capital and 
reserves), and 2) borrowed capital (comprising deposits and loans). The business of 
these central cooperative banks consists of financing primary credit societies. 

The Central Bank of a predominantly agricultural country like I n d a  has a very 
special role to play. In India, the district central cooperative banks form the 
connecting link in the chain of cooperative crcdit structure. Progress of cooperative 
credit programme largely depends on the strength of these banks because all the fund 
available from Reserve Bank of lndia for financing seasonal agricultural operations 
and marketing of agricultural produce are advanced to them on the basis of their 
financial strength and stability. T k  flow of fresh loans and advances during 1983-84 
from the central cooperative banks increased by Rs. 468.4 lakh and yvorking capital of 

' 
these banks registered an increase of Rs. 465 crore during the last 13 years. 

13.3.3 State Cooperative Banks 
At ihe top of the cooperative movement, there is State Cooperative Bank. The need 
for establishing these banks was emphasised by the Maclagan Committee, which _ 
recommended the creation of a provincial cooperative bank capable of attracting 
deposits from the urban classes and channel them to agricultural sector through 
district central banks. 

The State coopejative banks finance, coordinate and control the working of central 
banks in each state. They serve as clearing-houses of the excesses and deficiencies of 
the working capital of these central banks. They serve, moreover, as a link between 
the general money market and the cooperative primary societies in the villages. 

I 
I 

Generally speaking, the apex bank doesnot deal directly with primary societies but 
I through central bank except in areas where central banks are not developed. 

Functions of the apex banks include giving financial accommodation to the central 
cooperative banks and through them to the primary societies. Besides the normal 
banking activities they have also, taken interest in other cooperative activities such as 
helping various cooperative organisations to come together, financing the supply and 
distribution of essential commodities, etc. 

13.3.4 Land Development Banks 

The ordinary cooperative societies and banks cannot grant long-term loans to their 
, 

members because the principle of cooperative lending demands that loans should be 
advanced on personal credit of members. But it is not possible to  grant long-term 

, 
advances on personal security alone. The Land Development Banks, therefore, supply 
long-term credit to the cultivator who offers his land as a security. 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 

L land. In Tamil Nadu and Maharashtra, the Central Land Development Banks issue 
44 - 

debentures for obtaining finance. These debentures are usually guaranteed by the 

- 



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 Maharashera, Gujarat and Tamil Nadu. Like the 
~ r i m a r y  cooperative banks, the land development banks have also 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 of loans because 
of shortage of trained staff. Due to these shortcomings, the L.DBs in India are able to 
provide only a negligible proportion of the long-term credit required by the 
culti~rators. 

Check Your Progress A 
-1) The three tiers of the cooperative credit structure in Pndia are:  

2) Land Development Banks give loans t o  its members for the purposes of : 

3) The central cooperative bank derives funds for its working capital from two 
sources : 
i) ................ capital con~prising capital and reserves; and 
ii) Borrowed capital comprising .................. and .................. 

4) Fill in the blanks : 
i) Prior to  the advent of instit~itional credit, the main source of rural credit was 

the village .................. 
ii) Credit required for purchasing seeds and fertilisers is the ................. tcrrn 

credit. 
.............. iii) Long-term loans can be repaid upto years. 

................. iv) At the apex of the  cooperalive movement is the 

13.4 COMMERCIAL BANKS 

In spite of the fact that agriculture and allied activities were contributing about 40% 
to India's national income and supporting almost three o'ut of every four employed 
persons in the  country, the contribution of commt.rcia1 banks to agricultural 
development till 1955 was not even one per cent of their aggregate resources. Things 
have changed after nat ionalisation c~f commercial banks in 1969. 

'She real involvement of banks in agricultural financing coinnienced with the ' 

introduction of social control in 1967. The study group appointed under the 
Chairmansl~ip of Professor D.R. Gadgil in October 1969, and the Committee of 
Bankers set up  by the RBI in 1969 under the Chairmanship of F.K.F. Nariman 
recommerided 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 Lhe country came to be apportioned 
ainong all the public sector banks and three banks in the pri'vate sector. The banks 
were charged with the responsibility of preparing development programmes for their 
respective districts. The scheme, by introducing commercial banks to rural areas, 
involved them in financing agriculture. Nationalisation of the 14 major banks in July 
1969 accelerated the association of banks with agricultural finance. 

Apart from the three major forces (viz., the so'cial control, the Lead Bank Scheme and , 

Bank Nationalisation) tha t  are responsible for the association of commercial banks 
with agricultural financing, sharp rise in the number of bank branches 
in rural areas also contributed to  the development of agriculture and related 
activities. 



Non-Banking Flnmdd Im(ltutlons 
In lndlr 

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 
responsibility would be withdrawn soon. No wonder, the growth in agricultural 
financing 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 experimenting with various schemes and setting the pace for 
promoting farm finance. During this period, commercial banks attained valuable 
experience in agricultural finance. They acquired the necessary knowledge of their 
clientele as also of the areas, which helped them to evolve a suitable 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 'dther agencies is essential. They.are also 
experimenting in agricultural financing with organisations like the Farmers 
Service Societies, the Region31 Rural Banks, tlie Primary Agricultural Cooperative 
Societies, ktc. 

13.4.1 Types of Agricultural Finance 
The commercial banks provide loans for all agricultural operations and allied 
purposes. These may broadly be classified into 1) direct advances, and 2) indirect 
advances. 
Direet Agricultural Credit 
It takes the form of short-term, medium term or long-term loans. Short-term loans 
may be in the form of i) crop loans, or ii) production 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 loans cover the annual maintenance cost of perennial plantation 
crops such as tea, coffee, cardamom, etc. 

Though short-term credit is mainly in the form of loans, yet in a few 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 funds, the banks normally go in for a system of tie-up arrangements, 
wherever possible. For example, often tie-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, etc. 

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 rangestbetween 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 to bring 
additional area under the plough in the country and the consequent need to 
revitalise the existing cultivable area and thereby increase its productivity. However, 
the long-term credit requirements of agriculture are massive and hence 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 banks 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 

46 
routed through other agencies (such as farmers' s e rv i c~~c i e t i e s ,  primary 
agricultural credit societies, etc.) which in turn finance-their members. 



2) Advances made to State Electricity Boards for electrification and thereby helping 
energisation of pumpsets for agricultural purposes. 

3) Credit granted to dealers in fertilisers to meet their working capital requirements. 
4) Advances made to cooperative milk societies, sheep rearing cooperative societies, 

etc., which in turn extend credit assistance to their members for. purchase 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 earnestly. However, in the process the 
commercial banks faced a number of problems, some of which are discussed below: 
1) The commercial banks have 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 iri 
training their staff to go to rural centres for making agricultural advances. Over 
the last twenty years a number of their officers have been found guilty of 
malpractices and/ or gross negligence. 

2) Of the 5.75 lakh 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 village adoption approach. The 
villages which are relatively more backward and deserve immediate development 
assistance have not been adopted by them. Besides, farmers-engaged in dry land 
agriculture constituting about 75% of the Indian agricultural population have not . 
got their due attention. 

4) Although small and merginal farmers have been included by commercial banks 
on their 'target population' list, the rates of interest charged on advances are 
very 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 
avoidable money and waste time in satisfying legal formalities. 

Thus, there is still a large gap persisting between the demand and supply of rural 
credit in Igdia. This calls for a long range, careful and realistic planning taking into. 
account the existing operational deficiencies and problems. 

Check Your Progress B 
1) What is lead bank scheme ? 

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

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

2) State whether the following statements are True or False. 
i) The contribution of commercial banks in financing agriculture was very 

high till 1969. 
ii) The Lead Banks are charged with the responsibility of preparing 

development programmes for their respective districts. 
iii) Commercial banks also route funds for agricultural credit through Farmers' 

Service Societies. i 

iv) Rates of interest charged by commercial banks on advances is very low. 
3) Fill in the blanks : 

.................. i) Production loans are required to meet the maintenance cost of 
.................. crops. 

ii) .................. advances include credit to dealers in fertilisers to meet their 
working capital needs. 

.................. iii) Commercial banks have been to be quite in their village 
adoption approach. 

13.5 REGIONAL RURAL BANKS 

The Banking Commission in its report submitted to the Government m 1972 
recommended the formation of rural banks. These rural banks were described as 
primary banking institutions for serving a compact group of Wages, covering a 
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 NO^-n.nt1~8 F l n u d d  ~nmhtions population of 5,000 to 20,000. In the context of the urgency for the liquidation of 
In Indls 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 
India. 

'The main objective of the Ordinance is to provide for the establishment of Regional 
Rural Ranks for provision of credit and other facilities specially to the small and 
marginal farmers, agricultural labourers, artisans and small 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 Union 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. 

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 training of 
its personnel during the initial period of functioning of the rural bank. According to 
the Ordinance, the authorised capital of each rural bank will be Rs. 1 crore. The 
issued capital of each rural bank will be Rs. 25 lakh. Of the issued capital, 50% will be 
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 
principles and should have due regard to public interest. Besides the Chairman, the 
Board of Directors of a rural bank will consist of not more than three Directors to be 
nominated by the Central Government, not more than two Directors to be nominated 
by the concerned State Government and not more than three Directors to 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 bank3 are permitted to give half a per cent higher interest on the deposits kept 
with them. The staff of rural banks will be composed of men who have knowledge of 
local conditions and are responsive to the rural needs. 

On October 2, 1975 the first five regional rural banks were set up in West Bengal, 
U.P., Rajasthan, and Haryana. By the end of 1985 there,were 187 regional rural 
bgnks with 12,000 branches covering 337 districts. The tbtal deposits mobilised by 

I these banks aggregated to over Rs. 1,159 crore and total advances amounted to 
Rs. 1,333 croie. 

It needs to be mentioned here that the Dantwala ~ o m d i t t e e  set up by Reserve Bank 
of India in June 1977 to review the performance of regional rural banks came out 
strongly in favour of their continuance and extension. The Committee came 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 
credit business, currently handled by their rural branches, to the regional rural banks 
keeping in view the RRBs capability to shoulder the responsibility. The Dantwala 
Committee was not in favour of total replacement of the rural branches of the 
commercial banks by the RRBs. It, however, suggested'that steps be taken to initiate 
the process of making regional rural banks an integrated part of the rural credit 
structure. 

Following the establishment of Nationd Bank for Agriculture and Rural 
Development (NABARD), refinance facilities to RRBs (hitherto available from RBI) 
are now available from NABARD. the NABARD's refinance policy 
for RRBs underwent a change. The hitherto sanctioned to RRBs was 
bifurcated into short-term limit and limit. Under the 
new policy, RRBs-which have 
required to apply for separate 
regi~nal  rural banks 
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aggregating Rs. 202.5 crore to 126 regional rural banks. The outstanding amounts 
against medium-term (non-schematic) limits were Rs. 124.7 crore and Rs. 182.7 crore 
in respect of short-term limits as on June 30, 1985. 

The regional rural banks, which have been set up in rural India are desgined to play a 
pivotal role in rural credit. They have been evolved as low cost and rural based 
iristitutions. Their operational area will be relatively small and their staff is to be 
recruited locally SO that they will be familiar with the local conditions and local 
languages.   he regional rural banks, by bringing credit facilities very nearer to the 
door of the poorer sections of the rural people, will help to relieve them from the grip 
of the money-lender. Incidentally, it should be mentioned here that small/ marginal 
farmers, agricultural labourers, artisans and other weaker sections in rural areas 
constitute the main beneficiaries of loan assistance from regional rural banks. 

It should be noted here that the le?d bank scheme and the proposal for the setting up 
of regional rural banks are complementary to each other. So far, the lead bank has 
been the sponsoring bank for the regional rural banks and as such, the establishment 
of the rural bank should be viewed as a suitable institution for strengthening the 
institutional structure iqthe district where tlie lead bank is expected to play a 
dominant role in financing. 

As the rural banks are now taking up the implementation of all bankable schemes 
which concern the small and marginal farmers, rural artisans and landless labourers, 
it is desirable that these rural banks have their representatives in the district 
consultative committees in all the districts where these banks are operating. This will 
bring about greater involvement of the rural banks in the lead bank scheme. 
Moreover, the opening of regional rural banks in the districts will help to remove the 
two big constraints which the banking system has hitherto been experiencing in 
implementing the lead bank scheme : 1) inadequate number of banking offices in 
remote parts of the country, and 2) high cost of servicing small'accounts. 

Studies undertaken by RBI in 1980 have brought out that it was not possible for some 
branches of RRBs to become economically viable owing to competition from 
commercial and cooperative banks and also because of their location at centres 
endowed with limited potentiality. Nevertheless, it is heartening to note that the RRBs 
had been able to fulfil the prime objective of meeting the credit requirements of rural 
poor. 

13.6 NATIONAL BANK FOR AGRICULTURE AND 
RURAL DEVELOPMENT (NABARD) 

Agricullur.I'Finnnce In India 

The NABARD came into existence on June 12, 1982 following the recommendations 
of the Committee to Review Arrangements for Institutional Credit for Agriculture . 

and Rural Development (CRAFICARD). The Committee set up by the RBI in 
March 1979 submitted its final report in March 1981. The setting up of NABARD as 
an apex body for rural credit could be construed as a logical step in the organisational. 
evolution of Reserve Bank to decentralise its functions retaining the essential controls. , 
Although NABARD has been entrusted with the task of overseeingthe entire rural 
credit system, the organic link of RBI with NABARD has been retained by formally 
contributing half of its share capital and by nominating three of its Directors on the 
Board of NABARD with a Deputy Governor of RBI as Chairman. NABARD has 
taken over entire functions of the Agriculture Refinance and Development 

' 

Corporation (ARDC) as well as the refinancing role of RBI vis-a-vis State 
Cooperative Banks and Regional Rpral Banks. 

The capital of the Bank is Rs. 100 crore subscribed by the Central Government and . 
the RBI in equal proportions. For its term loans, the NABARD draws funds from the 
Government of India, World Bank and other multilateral and bilateral agencies as 
well as the domestic money market.. 



Nan-Bankbt Fllunrlal lnalllutlons 
In Indlm 113.6.1 Functions 

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 Ranks, Regional Rural 
Banks and other financial institutions. This facility of loans and advances is available 
for agricultural operations and marketing of crops, marketing and distribution of 
agricultural inputs, marketing activities of artisans or small scale industries, etc: The 
NABARD is also empowered to extend loans and advances against. the security of , 

stocks and promissory notes. Incidentally, the short-term loans granted to state 
cooperative banks (SCBs), Regional Rural Banks (RRBs) and financial institutions as 
approved by the RBI call be converted into medium-term loans for a period not 
exceeding 7 years under conditions of famine and other natural calamities. Medium- 
term loans for periods not less than 18 months but not exceeding 7 years are granted 
tq SCBs and RRBs for agriculture 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 institution engaged in agriculture and rural development. 

In an effort to  promote agriculture and rural development, the NABARD also grants 
long-term loans and advances to Land Development Banks (LDBs), RRBs, 
commercial banks, SCBs and other financial institution%. Furthermore, NABARD is 
entitled to extend loans and advances to the State Ciyvernments from the National 
Rural Credit (long-term operations) Fund for periods not exceeding 20 years to 
enable them to subscribe directly or indirectly to the share capital of a cooperative 
credit society. 

Coordinating, Advisory and Miscellaneous Functions 
Apart from being a source of different types of loans and advances, NABARD is also 
entrusted with the task of coordinating the operations of several institutions engaged 
in the field of rural credit and also to maintain expert staff for studying the'problems 
besetting agriculture and rural development. 

NABARD maintains a Research and Development Fund (RDF) to help and promote 
research in agriculture and rural development including the provision of research and 
training facilities. l'he Central Board of NABARD is also empowered to establish a 
'Reserve Fund' or any other fund as it deems fit. NABARD undertakes the inspection 
of RRRs, besides the cooperative banks. Applications from these banks seeking 
permission for opening new branches are, however, submitted to the NABARD for 
onward transmission with comments 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 ReguIations 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 particular through strengthening the institutional rural credit structure. 
Recently, the NABARD has also decided to liberalise the terms of lending inorder to 
stimulate credit flow to the rural non-farm sector. The quantum of refinance 
assistance to the commercial banks, cooperative banks and RRBs has been stepped.up 
from 90% to 100% of bank loans. 

NABARD has helped in achieving the growth targets in farm m d  non-farmi sectors. 
Its operations and objectives have been dovetailed into other national objectives like 
balanced regional growth, economic improvement of the weaker sections of the rural 
society, etc. 

Aggregate short-term credit limit sanctioned for financing seasonal agricultural 
operations to State Cooperative Banks.amounted to Rs. 1,233 crore during 1984-85 as 
&gainst 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 
fbr @proved agricultural purposes increased sharply from Rs. 32 crore at the end of 

50 June /@ag? Rs. 158 crore at  the end of June 1985. IRDP was the second important 



programme to which NABARD committed Rs. 302 crore and disbursed Rs. 291 crore 
during 1985-86. 

NABARD has laid greater emphasis on agricultural credit. As a result,. its assistance 
to agriculture and allied activities has gone up tremendously. NABARD has also 
provided substantial refinance for IRDP and for bringing about necessary 
improvements in lending for poverty alleviation programmes. 

A close analysis of the flow of rural credit reveals that NABARD has met with little 
success in reducing imbalances in rural development, as North Eastern region 
accounted for about 2.1% of its refinancein 1985-86 as ,against 213 of cumulative 
disbu~sements in Northern, Southern and Western regibns. 

Check Your Progress C 
1) State whether the following statements are True or False. 

i) The Regional Rural Banks Ordinance was enacted in 1975. 
ii) A sponsored bank competes with the RRB. 
iii) NABARD extends refinance facilities to RRBs. 
iv) RRBs are taking up all such schemes which help the marginal farmers, 

rural artisans and landless 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 RRBs. 
viii) RRBs undertake the inspection of NABARD. 
ix) NABARD is making efforts to strengthen the base of rural credit. 
x) NABARD has succeeded in eliminating regionalv imbalance. 

13.7 LET US SUM UP 
r' 

The magnitude of rural indebtedness has been continuously increasing indicating the 
poor economic situation of peasants. Farmers require two types of loans : 
i) Consumption loans, and ii) Production loans. On the basis of time, loans can be 
classified into three categories as short-term, medium-term and long-term loans. 

Farmers can borrow from non-institutional agencies as well as institutional agencies. 
With the establishment of cooperative banks, the share of institutional credit in the 
total has gone up over time. Since 1970 India has relied on multiagency approach to 
rural credit in which institutions like cooperatives, commercial banks and regional 
rural banks have participated. 

Cooperative institutions, with three-tier structure of Primary Agricultural . 
Cooperative Credit Societies, Central Cooperative Banks and State Cooperative 
Banks, provide short-term and medium-term loans while Land Development Banks 
provide long-term loans. However, these could not provide adequate finance to 
agriculture sector. Since 1969, commercial banks have started participating in rural 
credil by providing crop loans and term loans. 

Regional Rural Banks have been set up to help the weaker sections in the rural areas. - 
The public sector banks have been empowered to sponsor RRBs by participating in 
their capital and also organising and staffing them in the initial stages. Though RRBs 
have latgely succeeded in helping the poor and weaker sections of the society, they 
have been caught up by problems like inadequate resources and mounting overdues. 

NABARD has come into existence in June 1982 mainly to extend refinance facilities 
to agricultural cooperatives, rural banks and commercial banks for short, medium 
and long-term requirements. The real purpose of the NABARD will be measured by 
the transformation it can bring abaut in the rural credit system so as to shape it into 
an effective instrument for the welfare of poor peasants. 



13.8 KEY WORDS 

' Credit Structure : Various levels at which the credit is made available. 

Social Control : When the production is asked to serve social priorities, along with 
the commercial objectives. 

- 
13.9 ANSWERS TO CHECK YOUR PROGRESS 

, . 

A 1) Primary Agricultural Cooperative Credit Societies, Central Cooperative Banks, 
State Coopcrative Banks. 

2) Purchasing new plots of land, permanent improvement in esisting land, 
reduction of debt. 

3) i) owned ii) deposits; loans 
4) i) Mahajan ii) short iii) 30 iv) State Cooperative Banks. 

B 2) i) False ii) True iii) True iv) False 
3) i) p.erennia1 plantation ii) indirect iii) selective 

C I) i) True ii) False iii) True iv) True v) False vi) True vii) True viii) False ix) True 
x) False 

13.10 TERMINAL QUESTIONS 
I 
I 1) Explain the need for institutional finance for agriculture in India. 
I 

2) Discuss how cooperative banks are helpful to  the farmers in solving the problem 
of indebtedness. 

3) Explain the contribution of cooperatives to the financing of agriculture in India. 
4) Explain clearly the main source of agricultural credit in India. How far the 

nationalised banks have been able to meet the credit needs of the farmers? 
5 )  Assess the achievements of commercia\ banks in India. 
6 )  How far NABARD has been successful in creating refinance facilities to the other 

banks in India? 
7) Examine the salient features of Regional Rural Banks. 
8) Discuss the recent changes in the supply situation of rural credit in 1nbia. 
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After studying this unit, you should be able to: 

Explain the need for international finance 

Describe .the structure of international finance . 
Discuss the working of the foreign exchange market 

State the nature and working of international mdney and capital.markets 

Describe the role of leading international financial institutions. 

14.1 ODUCTION 

International financial system refers to the system for the flow of funds between 
nations. The need for the flow of funds kses  on account of two reasons. First, the: 
trade between the nations often requires international transfer of funds. Since trade 
rarely assumes the form of barter, there is normally either a surplus or a deficit in the 
balance of trade of a country. This will r~quire transfer of funds between the 
countries. A second category of transfer of funds from one country to another 
involves long-term capital flows. These may be at both the government and the 
private levels. In this unit you will study the need for international financial flows as ' 
well as the institutional arrangement that exists to facilitate such flow of funds. In 
particular, you will study the functioning of foreign exchange market, international 
money and capital markets, roles of the International Monetary Fund, and the, World 
Bank and its affiliates. 

14.2 FOR INTERNATIONAL IrINANGE 

The need for international finance Q of two kinds: 1) short-term, and 2) long-term 



Infernational Finsncinl 
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 a surplus to a deficit country. On the 
other hand, flow of long-term capital between the countries is guided by two factors: 
1) the foreign capital needs of developing countries and 2) the investment 
opportunities available abroad, Now let us discuss in detail about short-term 
requirements and 1ong.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 level 
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 
necessary to understand the hook-keeping of the balance of payments. In Table 14.1 
given below, accounts of a country's balance of phyments have beetl presented in a 
summary form. 

Account of a Country's Balance of Payments (An Illustration) 

The balance of payments of a country involves double entry book keeping and is, 
thus, always in balanct. 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 situation, 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.e., exports and imports. 
While commodity exports from a country create claims o n  importing countries, 
commodity iniports result in debt obligatio~is to the countries which have 
exported goods to this couritly-~hhess exports and imports are done by a 
countiy strictly on barter basis, they are nqt equal. Even in cases where foreign 
trade is planned and regulated by the government of a country, there may be 
eithk a deficit or a surplus in the balance of trade of a country. This would lead 
to flow of short-term 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. 

Receipts (Credit) . 

Exports of goods 
Exports of services 
Unilateral receipts 
Capital receipts 
Exports of gold 

Total receipts 

2) Invisibles, exports and imports : Along with exports of goods a country also 
exports services in its various forms which create claims against the foreigners. 
All,these claitns appear in the balance of payments accounts of a country o n  the 
receipt side. In Table 14.1, you will observe that the exports of services appear 
on the credit side of the balance of payments accounts. Now, the form in whi& a 
country exports services requires some explanation. Major sedces  items 
generally included in the balance of payments accounts are payments for 
shipping ahd freight services, payments fo~: banking, insurance and brakerage 
senrim, returns on foreign investments', expenditures by the foreign tourists and 
the residents of the country abroad, and expenditures ipcurred by government 
agencies abroad, and the foreign government agencies in the country. Let us 

, . 

Payments (Debit) 

' Imports of goods 
Imports of services 
Unilateral payments 
Capital payments 
Imports of gold 

%tal payments 

Amount 
(b 
1,300 
140 
160 
300 
100 

2,000 

Amount 
(a) ,' 
1,400[. 
120 
40 
400 
40 

, 2,000 



wmider 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 ?dl thus these services 
would appear in India's balance of payments on th2 teLeipts side. Conversely 
when the Indian firms avail the services of foreign shipping corporations, bamb 
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. 

Unilateral transfers : U~ilateral transfers, such as personal remittances, gifts, 
grants, and indemnities, 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. Zet us &st 
see what unilateral transfers would appear on the credit side of the balance of 
payments. 

A country may receive grants and $ifts from foreign 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 the p a t  three 
decades the less developed countries have received substantial grants from the 
developed countries. Remittances we 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 I. These receipts appeared in the balance of payments 
accounts of the recipient countries of reparations. Whea these unilateral 
transfers appear on the debit side of the balance of payments acco~~nt, then it 
means that the country has made gifts and grants, has paid reparations, and has 
permitted remittances. 

4) Capital receipts and payments : Receipts and payments on account of exports 
and imports of commodities and services and uniiateral 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 paymeilts 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 a country receives loans or raises equity capital the amount raised is shown 
as capital receipis on the credit side. The repayment of loans and repatriation of 
foreign capital are shown on the debit side of the balance of payments accounts. 
Like the current account, the capital account of the balance of payments shows 

:&her a deficit or a surplus. However, it is only when we take both the current 
and capital accounts together that we know Whether there is a net deficit or a net 
surplus in the balance of paymmts accounts of the country. 

5) Gold movements : Gold movemeths between the countries is of two kinds. First, 1 I it may be exported or imported like any other commodity. In such a case it is not 
to be distinguished from othe~: 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 credit side while imports of gold appear oq the . 
debit side. Thus merely from balance of payments accounts one would fail to , , 
know the actual reasons for gold movements. 

Having discussed the book keeping of the balance of payments, we are now in a 
position to follow the meaning of disequilibrium in the balance of payments. The 
difference +tween the exports and imports of a country is k n o p  as the balance of 

I trade. When exports exceed the imports, the balance of trade is said to be 
favourable. Conversely when imports exceed exports, the balance of trade is 

I 
considered to be utifavourable. The deficits in the balance of trade may be offset or 
accentuated dependiiig upon whether the other heads have a surplus or a deficit. In 

1 

I 
Table 14.1 the country is shown to have a deficit of 860. If we consider the current 

- .  
I - - - - 
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aecount constituting trade of commddities and services and the unilateral transfers, 
we find that there is a surplus of $40. Sbce capital receipts are $300 and capital 
payments are b400, thereis a deficit of $100 h 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-surplus 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 balance of payments a reference has been 
made to capital flows. You will now learn that the long-term capital flows are caused 
by the development needs of the various countries. Presently the world can be 
broadly divided into the capital surplus countries and the capital deficit countries. 
Most developed countries are the capital surplus countries, while almost all 
developing countries are tlae capital deficit countries. Since the countries fafling in the 

. latter category have not been able to save adequately for their investment 
requirements they import foreign capital from the-capital surplus countries. 

Foreign capital usually takes two main forms : i) private foreign investment, and 
ii) foreign aid. Before World War 11, private foreign investment was used by the 
colonial powers to exploit the market cif the colonies. Since these colonies have 
become independent, the penetration of private foreign investment in its earlier form 
has stopped. Currently private foreign investment assumes two forms : i) direct 
foreign investment, and ii) indirect foreign investment. The bulk of the direct 
foreign investment is now made by the rnulti~latioanal corporations (MNCs), These 
MNCs provide substantial amount of financial resources to the countries where they 
set up branches and subsidiaries. The capital recipient countries thus get substantial 
help in meeting their needs of capital for growth. But these countlies subsequently 
face problems when repatriation of profits by MNCs starts or the production plans of 
these companies start causing distortions in their industrial structure, Indirect foreign 
investment takes place when nationals of a country make investments in the 
shares and debentr~res of the foreign cornpna~ies. At precent most of the private 
foreign investment is'made in the direct rather than indirect form. 

Foreign aid, refers to official loans and grants give11 in currency or in kind from 
developed countries and international financial institutions to less developed 
countries. These loans and grants are provided for development purposes. In 
international finance only 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 terms implying that the rate of interest is lower and the maturity period 
is longer. Foreign aid rarely i.nvolves any foreign exchange problems when it is 
provided. Since aid is given- by the developed 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 equipment and technology in the international 
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 
quite difficult to accomplish. As a result most cou~itries inviting foreign capital are 
now in tight corner. They have either already fallen in the debt trap or are facing the 
risk of falling into it. 

Check Your Progress A 
1) State the two main reasons why there is a need for international finance. 

2) State the two main forms in which inter-country long-term capital flows take 
place. 



3) Which of the following statements are True and which nre False : 

i) Balance of payments of a country is said to'be favourable if its net claims 
arising from all the transactions with the rest of the world are positive. 

ii) Balance of trade refers to the difference between a country's commodity 
exports and irnpoi-ts. 

iii) Balance of payments of a country are always in balance in accounting sense 
and therefore cannot be in disequilibrium. 

iv) Trade deficits or surpluses do not require flow of funds between the 
countries. * 

v) Exports and imports of services and the unilateral transfers affect 
international flow of funds. 

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 iri its balance of payments. 

-- 
14.3 FOREIGN EXCHANGE 

Most countries 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 special characteristic which- 
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 to acquire dollars for meeting payments 
obligations. Similarly, a Canadian visiting India will have to obtain rupees in 
exchange 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 norrow sense refers to foreign currencies. In 
broad sense the tern foreign exchange includes not only foreign currencies, but 
also bank deposits denominated in a foreign currency and short-term claims on 
foreigners expressed in fo.reign currencies. Most foreign exchange transactions, 
however, presently involve purchases and sales of foreign ccrrencies and bank 
deposits denominated in foreign currencies. 

14.3.1' Composition of the Foreign Exchange Market 
The main participants in the foreign exchange markets are : 1) retail customers, 
2) Commercial banks, 3) foreign exchange brokers, and 4) central banks. 

I) Retail customers : Indi~iduals~and business firms are the retail customers. They 
buy and or sell foreign currencies either for transaction purposes or for adjusting 
their portfolios. The main transaction purposes for which the retail customers. 
deal in foreign currencies are commodity exports 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 only 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 currencies are mostly with the commercial 
banks. 

2) Commercial bank5 : The commercial bank is considered to bk the most 
important institution operatingin the foreign exchange market. Commercial* 
banks hold foreign exchange inventories which enable them to transact in foreign 
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Jntematlonol Financial currencies with the retail customers. If a retail customer buys foreign exchange 
System from the bank, the latter's holding of foreign exchange diminishes. Conversely 

when the retail customer sells foreign exchange, the bank's forcign exchange 
holdings increase. The process of buying and sellhg of foreign exchange by the 
retail customers to commercial banks goes on continuously. It sometimes results 
in excess foreign exchange reserves with the commercial banks while at other 
times 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 be facing shortage of foreign exchange. Under these 
circumstances commercial banks transact in foreign exchange with one another. 

3) Foreign exchange 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 
main function is to bring together the banks which are 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 to hold foreign exchangc inventories. 

4) Central banks : A country's central bank is an important participant in the 
foreign exchange market. Its activity 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 its 
objectives the central bank generally does not operate in the foreign exchange 
market directly. It often relies on the services of commercial banks and foreign 
exchange brokers for its transactions in foreign exchange. 

14.3.2 Spot and Forward Markets 
The foreign exchange market is one of the largest markets in the world. You can 
imagine the size of this market from the fact thatsits daily trading volume exceeded 
$100 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' time, 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 remit their savings to their native countriesbuy foreign exchange in the spot 
market. However, for trading purposes buying and selling of foreign exchange in the 
spot markets may not be entirely safe. Since exchange rates are found to fluctuate 
over time an importer will have to safeguard his interest against these possibilities by 
buying foreign exchange in the forward market. Suppose, an Indianl£irm hopes to 
receive derivery 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 &st option is risky. Suppose, between the 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 dollar. 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 avoided if the Indian firm buys dollars in the forward 
market for fbture 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 exchange really involve forward transactions. 

14.3.3 Exchange Rate Regimes 
In the earlier section, we have referred to spot and forward 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? 
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Economists generally distinguish among three basic types of exchange rates regimes. ss stern 
A brief description of these-will provide answers'to the questions posed above. You . .  
will learn more about them in Unit 15. 

1) Freely flexil~le (or free-floating) exchange rate regime : A system of freely 
flexible exchange rates is characterised by exchange rates whi$h fluctuate freely 

, in response to demand for and supply of foreign exchange. This system is the 
least complex of exchange. rate regimes. The principal advaantage 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 

. a provide for official intervention to support exchange rates, it freely responds to 
changes in the factors 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 system exchange rates are not permanently fixed. 
They can be changed (though not frequently) in response to structural changes 
which result in persistent balance of payments deficits or surpluses. To begin 
with, an exchange rate under the fixed exchange rate regime is determined 
keeping in view the balance of payments positions of the courltries 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 turn its value in ternls 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 uncertainty in 
international trade. The main disadvantage of the system is that it makes 
restoration of equilibrium in baiance of payments difficult. 

3) Managed (or controlled) floating exchange rate regime : Managed floating 
a 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 preventing 
wild fluctuations in the exchange rate. This policy results in orderly changes in 
the exchange rate. The main advantage of this system is  that it does not result 
in large deficits or surpluses in the balance of payments of any country ~ ~ n l e s s  ' 

it has some structural problems. It also avoids the uncertainty and volatility of 
the freely flexible exchange'rate system and instability associated with the 
infrequent adjustments ~haraifterisin~ the fixed exchange rates regime. 

I 

/ Check Your Progress B 
, . 

1) Distinguish between spot and forward exchange markets. 

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

/ 2) List the main participantsin the foreign exchange markets. 

i . +... 
. ...................................... ii) ..................................... , ................... : ...................... ,.........,..... 

I ........................................................ iv) .; ............................................................................. 
. . 

3) Name the three basic types of exchange rate regimes. 

...........I .................................................................................................................................. 
.... .................................................................................................................................. ..,,.*..! 
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4) Which of the following statements are 'True and which are False 

i) Retail customers generally transact in foreign exchange directly. 
iij Commercial bank is the most irilportant participant in the foreign exchange 

market. 
iii) Spot foreign exchange transactions involve immediate delivery of foreign 

exchange and payment. 
iv) In a forward market the price at which currency is traded isset concurrently 

with the payment and deliverpr of the currency. 
v) A freely ilex!ble exchange rate regime exists whenever exchange rates are 

freely detennined by the demand for and supply of currencies by private 
parties. 

vi) In a system of fixed exchange rates under no circumstances rates of exchange 
arc allowed to change. 

viij The system of managed floating is an altempl to cornbiile the advantages of 
fixe.d exchange rates with tlie flexibility sf freely floating exchange rates. 

144 mTEWdAT1ONAk MONEY AND CAPITAB[, 
m E T S  

Money and capital markets are an integral part of any financial system. Their role is 
quite important in international finance. You rnust be aware that well-developed 
money and capital markets exist in mahy 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 oi 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. 

14.4.1 Money Markets 
A money market refers to a market for transacting in financial assets of relatively 
short-term maturity. These include demand and time deposits, treasuly bills, trade 
bills, acceptances and a variety of other short-term claims. A nnoney market provides 
an sulllet for funds to those lenders who wish to keep their financial resources 
liquid. For example, people rnaking deposits with the commercial banks can 
withdraw their money any time. Similarly investments in treasury bills are highly 
liquid due to  their easy marketability. In the absence of a money market, all funds 
kept in liquid position tviU remain idle. The money market is of great importance for 
the borrowers who need funds for a relatively short period, particularly for 
self-liquidating projects. 

Short-term funds are made ,available in the money market by a variety of domestic 
and foreign groups among which the most notable are corknercial 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 markets which have emerged as the 
international financial centres, are closely integrated with the foreign exchange 
markets. In these centres a large share of the funds is used for financing the foreigql 
trade and movement of services between the countries. 

In the absence of strong exchange control measures, a money market would be 
highly sensitive to intematioual differences in interest rates. If the interest rate is 
higher abroad, there will be an outflow of short--term funds. EIowever, she extent of 
such an inter-country flow of short-term funds largely depends on interest rate 
differentials which shouldbe large enough to offset the cost of currency conversion 
and forward contracts. A serrdnd factor having considerable bearing on the flow of 
short-term f~ands is !he degree of external disequilibrium. Generally short-term 
funds have a tendency to move horn a country with a weak or depreciating currency 
due to its chronic balance of paymentsproblem to a country with a strong currency. 
During the post-World War I1 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 



fu'lds. The flight of capital from marly less developed countries in recent year's can be 
explained only in these terms. 

Mobility of short-term funds is generally desirable and is nonnaily saabilising in 
nature. However, it may not always be so. Km case of a country faced with persistent 
deficit in its balance of payments a large outflow of its funds may prove destahilising. 
That is why the gover~~ments often do not permit sudden intcznational shifting oE 
short-term b ids .  

A money market acquires intematioilal character when there is a worldwide general 
acceptability and use of the donnestic 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 I1 the London money market was a leading reserve centre. 
However, its importance as an. international financial centre was weak.ened due to 
UC's decline as an economic pbwer. After World War 11 the New York money 
market emerged as the leading reserve centre. This was natural due to dollar's 
convertibility into gold and tile supremacy of the USA as an econoniic power. It is 
interesting that since many courltries hold their resel-ves in a particular country, the 
transfer of short-tep funds honl 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 currency. It actudly happerled during the early 1970s when the 
confidence was shaken in dollar and it was exchafiged for othor'strong currencies in 
huge amounts. 

Apart from the central barks of the valiou:; cau~ltries which hold their foreign 
exchange reserves in the international resewe centres, commercial hatnks and business 
firms also hold short-term claims as working balance against the major rcscrve 
centres. The financial institutons at these centres are, well organised and thus always 
find profitable investment outlets for these firnds. 

14.4.2 Capitsnil Markets 
In contrast to the .money market which covers dealirlgs in short-term claims to assets, 
the cnpital market deals in, long-term c8dms.to assets, such as govcrnnment bonds, 
and corporate shares and debentures. In any capital market there are four broad 
categories of the supoliers of long-term f~mds : 1) individuals, 2) conlmercial banks, 
3) non-bank financial intenmediaries (like insurance companies, investment trusts, 
unit trusts and pension and provideut funds, a.nd 4) developinent banks. The demand 
for long-temr funds in most cotantries colnea from individuals, unincorporated 
concerns, business corporations, public corpratio~ls and the governments. 

Capital rnarkets 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. Fronl 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 qs an economic power. 

Inter-country movement of long-term cr.pital is considered to be conducive to a lzigh 
level of investment and production. Thc .najor capital markets which have emerged 
as the international financial centres channelise lonktorm investment to countries 
where they have optimal commercial use. I; New York and London, investment 
banking f h s  play a significant role in promoting the sale of new foreign securities. 
They often underwrite the foreign issues, Tn the USA, the UK and the countries of 
western Europe, apart froirl the new issue market for foreign securities, a secondafy 
market for foreign securities also exists. Securities issued by foreign corporations are 
traded in the stock exchanges and over-the-counter rnarkets of the Norfh American 
and West European countries. 

International movements of long-tejrrrm capital were restricted by the government of 
many countries in the post-World \War I1 period. There were two reasons for r 

adopting this policy: 
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1) On acccunt of the inglorious role of the foreign private investment in the past, 
many countries 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 expected to create distortions in the economic structure of.the host country. . . 

However, in course of time controls on capital flows were relaxed. Consequently, the 
flow of long-term private funds between the countries has increased. Since capital 
flows are guided largely by the amourit of returns, more private capital has moved 
between the various developed countries than from the developed to the developing 
countries. The explanation for this is simple. Because of very low level of income in 
developing countries, the size of market tends to be small. The inducement to invest 
in these countries is, therefore, much less than in the developed countries. Perhap; 
this explains why the substantial portion of long-term capital flows from developed 
countries to less developed countries are channelled through government and its 
agencies. 

Check Your Progress C 
1) Distinguish between a money market 2nd a capital market. 

2) State which of the following statements are True and which are False : 

i) Financial assets of relatively short-term maturity are transacted in a money 
market. 

ii) A money market is generally insensitive.to interest rates differentials at the 
international level. 

iii) International mobility of short-term funds is normally stabilising 
iv) A t  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 itself 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 capital 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 INmWATIONAL FPdANCIAL INSTITUTIONS 

International financial institutions are an important compone~lt of the existing 
international financial system. From this point of view the International Monetary 
Fund (IMF) and the International Bank for Reconstruction and Development 
(IBRD), better knowri as the World Bank, are particularly important. The decision to 
set up these institutions was taken at the Bretton Woods Conference held in 1944. Tn 
the present section you will learn briefly about their objectivw.and working. The 
subsequent units (Units 15 and 16) will deal with these institutions in detail. 
Presently, the World Bank has two affiliates: 1) the International Development 
Association (IDA) and 2) the International Finance Corporation (IFC). Although 

' these two institutions have separate existence, yet they have some organisational links 
with the World Bank and in essence play a complementary role. 

14.5.1 The International Mo~etary Fund 
The IMF is now about four and a half decades old. Its main objectives as they are 
listed in the Articles of Agreement are promotion of international monetary 
co-operation and international trade in order to @&e high levels of income and 



employment. From t?As point of view the IMF would atternpt,to promote exchange 
rate siabzty, discourage adoption of exchange controls, assist member countries to 
restore equilibrium in balance of payments and develop a multilateral system of 
payments. 

The architects of the IMF were aware that these objectives were difficult to achieve; 
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 
found it difficult to eliminate exchange controls. Some countries persistently had 
deficits in their balance of payments due to structural factors, such as lack of energy 
resources, 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 exchange 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 longer an objective of 
the IMF. The IMP;, however, has helped member countries by granting loans from its 
resources to the member countries to correct temporary maladjustments in their 
balance of payments. The IMF does not provide funds to any member country for 
correcting a fundamental disequilibrium in its balance of payments. The objective 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 (LBRD), also known as 
the World Bank, was set up in 1945 as a twin institution of the 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 coilducive 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 rendered 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 appropriate to the 
more complex situations of some of the developing countries. The World Bank should 
have 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 
their entities are separate from that of the World Bank. 

The International Development Association 
The IDA was set up in 1960. The need to set up the IDA was felt long ago. In the 
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 easy 
terms. The IDA was set up precisely for this purpose, In fact, its creation highlighted 
three important points: i) It is a step ;3 instihltionalise the concessional finance for 
development purposes; ii) it has made poverty and economic backwardness in 
underdeveloped 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. 

The membershipof the World Bank is a preiequisite for the membership of the IDA, 
Any member of the World Bank can join the IDA. However, if he ceases to be a 
member of the World Bank, its membership.of the IDA is automatically terminated, 
The members of the IDA are divided into two groups, viz., Part I and Part 11. Part I 
countries are the developed ones qnd Part I1 are the less developed ones. This 
categorisation has been made tnd~t.e.rnhe the basis for flow of funds from the richer 
members to the poorer members of the IDA. Presently, the IDA is usually referred 
to as the soft loan window of the World Bank. It underlines the fact that its terms 
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concessional terms and long maturities of the loans given by the IDA is that they 
should not be burdensome on balance of lpaymcnts of the borrowing countries. 

The International Finance Corporaltion 
The IFC was set up in 1956 to help accelerate economic development of its member 
countries, particularly irn less developed areas by encouraging the growth of 
productive private enterprise. It thus supplements the activities of the World Dank. In 
order to realise this purpose the IFC assists productive private enterprise in 
developing countries in association with private investors. It does not seek guarantee 
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 resaurces for development projects. 
Left to market forces these resources would not be forthcoming. The IFC promotes 
productive private investment in thrde ways: a) by direct investrnent;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 oilly in those developing countries where sufficient private 
capital is not available on reasonable terms. 

The membership of the 1FC 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 automatically. 

Check Your Progress D 
1) Name the two major-internationa1 financial institutions. 

ii) ...................................................................................................................................... 
2) Which are the two affiliates of the World Bank? 

3) State which of the following statements are True and which are False : 

i) The IMF mobilises long-term foreign capital for the develbpment 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 cauntries to correct fundamental 
disequilibrium in their balance of payments. 

iv) The World Bank gssists less developed countries in need of capital for their 
development projects. 

v) The IfiA provides development aid to less developed countries o n  
concessional terms. 

vi) The IPC is usually referred to as the "soft loan windaw" of the World Bank. 
vii) The IFC was set up to further economic development in less developed 

countries by encouraging the growth of the productive private entebprise. 
viii) The membership of the IDA is open to only those countries which are the , 

members of the World, Bamk. 

14.6 LET US S UP ' 

International financial system refers to the system of flow of financial resources A 

among the nations. The need for international fmancial 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 



advantage of the investment opportunities abroad. Often transfer of financial 
resources on account of trade deficits and imbalances in /invisible account are short- 
term. In contrast, capital flows are long-term. 

11 

International transfer of financial resources requires use bf foreign currency. 
Currencies of different countries are exchanged for one another with the help of 
foreign 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 their foreign exchange needs from the 
commercial banks. The central controller of the foreign ekchange 
market. 

I 

Foreign exchange market is one of the largest markets) It is broadly classified into the 
spot and forward foreign exchan markets. In the spo markets the foreign exchange 
transactions are done for immedia 7 e delivery and paym k t, while in the forward 
market the foreign exchange transactions are done for future delivery and payment at 
a pre-determined 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 systems: i) freely flexible (or freely floating) exchange rate regime; 
ii) fixed (or pegged) exchange rate regime; and iii) managed (or controlled) 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 centres. 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 
relatiiie 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 
profital?lp 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 financial 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 International 
Bank for Reconstruction and Development, better known 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 development 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 development projects in the private sector. 

International Finnncisl 
System 

KEY WORDS 

Balance of Payments : Difference between the receipts and payments of a country, 
keeping out accommodating transactions. 

Balance of Trade : Difference between commodity exports and imports. 

capita) Market : A financial market in which long-term claims to assets are 
exchaqged. 

~isc~Gilibrium in Balance of payments : A surplus or a deficit in balance of 
payments.- 



Internntional Financial 
Systen1 Exchange Rate : The rate at which one currency is exchanged for another. 

Fixed Exchange Rate R+me : A system of stable exchange rate witlmin well-defined 
lbits. 

Foreign Aid : Ofticia1 loans and grants. 

Foreign E x c h q e  : Foreign currencies and bank deposits denominated in foreign 
currencies. 

Foreign Exchange M e e t  :Market in which foreign exchange is traasacted. 

Forward Foreign Exchange Markst : The market in which foreign exchange 
transactions are done for hiture delivery arid payment at a pre-determined rate. 

Freely Flexible bshange Rate Regime : A system of exchange, rate in which rates of 
exchange a-e allowed to fluctuate freely in response to demand for and supply of 
foreign exchange. 

Inter~lational Financinl $ystem:.A system for the Bow of funds between the nations. 

Managed Floating Exchange RatelReghe : A systern in which rate of exchange is 
adjusted through government intervention quite frequently in response to changes in 
demand for and supply of foreign exchange. 

.Money M ~ k e t :  A market in which financial assets of short-term niaturity are 
transacted. 

Spot Foreign Exchange Market : A market in which foreign exchangc transactions 
are done for immediate delivery and payment. 

--- ----- -- - 

14.8 ANSWERS TO CHECK YOUR PROGRESS ----- - -- - - -- 
h 

A 2) i) Private Foreign Capital ii) Foreign aid 
3) i) True ii) True iii) False iv) False v) True vi) True 

3 2) i) Retail Customers ii) Commercial Banks 
iii) Foreign Exchange Brokers iv) Central Banks 

3) i) Freely flexible (or freely floating) exchange rate regime. 
ii) Fixed (or pegged) exchange rate regime. 
iii) Managed (or controlled) floating exchange ratc regime. 

4) i) False ii) True iii) True iv) False v) True vi) False vii) True 

C 1) i) True ii) False iii) True iv) False v) True vi) Falsc vii) True 
viii) False ix) False x) True 

D 1) i) The International Monetary Fund 
ii) The World Bank 

2) i) The International Development Assocsatior~ 
ii) The International Finance Corporation 

3) i) False ii) True iii) False iv) Truc v) True vi) I-alsc vii) True 
viii) True 

-- ---- 
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 types of exchange rates ~egimes? Which one in your opinion 
is the most appropriate for the present day conditions? 



I 5) Discuss the role of money and capital markets in the international flow of funds. 
Internationnl Fimpckl 

System 

6) What purposes arc being served by the International Monetary Fund and the 
World Bank and its affiliates? 

Note: These questions will help you Lo 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. 

C 
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15.0. OBJJECTIVES 

After studying this unit, you shouId be able to : 

e Explain the objectives and working of the International Monetary Fund 

e Identify the issues involved in the systems of fixed and floating rates of exchange 

Describe the failure of the IMF in ensuring exchange rate stability 

State the problem of international liquidity 

0 Explain various proposals 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 disequilibrium in balance of payments. The International 
Monetary Fund (IMF), which was established in 1944 at Bretton3Woods, is 
considered as the leading international institution which helps its members in 
overcoming their short-term balance of payments problem. The IMF in the earlier 

. phase of its existence had favoured exchange rate stability because it believed that 
stability in exchange rate helps both 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 actualli happened in case of a 
number of countries making their currencies over-valued. Among these the US 
dollar was the most important. But the USA was not willing to devalue its currency 
and bring the exchange rate to its realistic level. Under the circumstances 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 o n  
chqnging in response to changes in foreign exchange markets. This system will 
normally prevent emergence of a large deficit in the bdance of payments of a country 
unless some structural factors in operation are keeping persistent pressures on its 
balance of payments position. Apart from systematising the determination of 

29 
exchange rates, the IMF also works as an important source of iriternational liquidity. , 

.- . 



In this unit we shall discuss the objectives and the 'working of the IMF particularly 
stressing its role in ensuring a rational exchange rate system and adequate amount of 
international liquidity. 

The IMF was set up in 1946 as a specialised agency of the United Nations and 
almost all the non-communist nations of the world are its members (though some 
communist 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 international monetary co-operation, 
2) 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 discourage competitive devaluation of 

currencies, 
4) to develop a multilateral international payments system, 
5) to eliminate exchange controls over current transactions, 
6) to assist member nations to correct balance of payments maladjustme?ts, and 
7) to reduce the duration and the severity of balance of payments disequilibrium. 

Obviously these objectives are interrelated 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 harmony. Since competitive exchange 
depreciation andsxchange controls undermine international 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 country persistently 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 endeavour's by IMF the system of Stable 
exchange rate broke down because the major industrial countries abandoned their 
exchange rates and floated their currencies. This implied that the exchange rates were 
to be determined by the prevailing conditions in the foreign exchange markets. 

The founders of IMF recognised that if international trade is to be optirnised 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 holdings of 
particular currencies. This means that if a country holds pound sterlings, it is not 
necessary that it should import goods and services from the UK only. Under la 
multilateral payments system, foreign exchange reserves held in any currency can be 
used for importing goods and services from any country. This is possible because of 
the free convertibility of the currency. Obviously, it was not easy to develop this 
system due to the inherent weaknesses of the currencies of the less developed 
countries. However, the founders of the IMF saw no harm in at least making an 
attempt in the direction of developing a multilateral payments system. 

The IMF has given particular attention to the objective of assisting member nations in ' 

overcoming their short-term balance of payments problems. From this point of view 
the IMF provides a right to its member-countries to 'draw' on its resources tofinance 
a temporary deficit in their current account balance of payments. This arrangement 
enables member-countries to tideover their balance of payments problems Wxout 
introducing exchange controls in cone form or the other. 

WORKING OF THE IMF 

In the working of the IMF three aspects deserve particular attention. These are as 
follows : 



1) Determination of quotas 
2) Determination of par values or exchange rates 
3) Borrowings from the IMF 

15.3.1 Determimation sf 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 member countiies reflect their contribution to the resources of the IMF 
and provide a basis for determining members' access to these resources and their 
voting power. Members' shares in allocation of Special Drawing Rights (SDRs) also 
depend on their quotas. Quotas of the member corntries Rave been detemhed 
keeping in view their national incomes, gold and foreign exchange reserves nnd 
tae vdme of imternatioaal tmde. has naturally resulted in large differei~ces in 
the quotas of different countries. The largest quota is of the USA which accounts for 
20 per cent of the total quota of the IMF. The UK, France, West Germany and 
Japan are the other leading members of the IW. 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 she of the US quota 
has given it overriding powers to influence both the policies and practices of IMF. 

It needs to be understood that quota of a country has three dimensions : 

i) It specifies the amount of contribution of the member-country to the IMF. Of 
this contribution 25 per cent is to be paid in gold an the remaining 75 per cent in 
national currency 

ii) Country's quota determines the drawing right of a country, i.e., the amount 
which the country can borrow from the IMF 

iii) The quota also determines the voting right of the member countries. 

15.3.2 Deterhat ion of Par Values or Exchange Rates 
Until the system that was conceived at Bretton Woods in 1944 did not break down in 
the early 1970s, the members of the IMF were under a statutory obligation to declare 
par values of their currencies in terms of gold co~itrol of the US dollar (latter on in 
terms of SDR). Since this obligation was binding, most countries fulfilled it and 
declared the par values of their currencies. However, there were some defaulters, but 
even those countries attempted to maintain de facto parities and thus adhered to the 
1MF's system of the stable exchange rates often characterised as the system of pegged 

r exchange rates. 

Member-countries had transactions with the IMF at the official per values. Only these 
exchange rates were to be used even for private transactions. For spot transactions 
deviation from the par value in the range of 1 per cent was allowed. In December 
1971 the Smithsonian Agreement widened this range to 2.25 per cent above or 
below the par value. This obviously suggests that the founders of the IMF in their 
wisdom thought that the stable exchange rates regime was conducive to both 
international trade and international flow of capital. 

In the earlier phase that lasted for more than two and a half decades the member 
countries had the right to change the 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'balance of payments. Hence the IMF never stressed upon exchange rate rigidity, 
though it always sought to promote exchange 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. 



I-lowever, when on August 15, 19'71 the US government annou11ce.d that it would 
no longer redeem dollars from other central banks for gold or other reserve assets, 
tl~e de~nland for the currencies of various 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, allowing their currencies to float upward. For about four years 
attempts were made to revive the earlier system but without success. Finally in 
January 1976 the issue was resolvecl by legalising the managed floal. The IMF has 
not adopted formal rules for managed floating and kllerefore rates of exchangc keep 
on fluctuating,in response to changes in foreign exchange markets. This implies that 
if some country persists with deficits in its 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 Bsmowiwgs from the 
As explained earlier in this unitt the IMF aims at helping its members to overconle 
their balance of payments problems of temporary nature. From this point of view it 
sells 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 borrowings of the other countries' currencies by the member- 
countries from the IMF thougln the borrowers are required to give their own 
currencies irn 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 iin.volves repurchase of one's own currency by 
making payment in gold or in the currency in which the loail was originally taken. 

A member-country, howevcr, wnnot get Ioans from the IMF in unlimited quantity. 
In this regard there are two restrictions: First, the IMF will not normally hold a 
country's currency in an amount exceeding 200 per cent of its quota. This means that 
in a normal case the total borrowings of a country from the IMF will not exceed 125 
per cent of its quota. This condition can however be waived by the IMF in special 
cases. Second, the borrowings from the IMF by a wurltry should not raise the Fund's 
holdi~igs of the latter's currency by more than 25 per cent of its quota during a one 
yeamperiod ending on the date of borrowing. 

The right to borrow or draw foreign currencies from the IMF enables member- 
muntries to tackle their short-run balance of payments problems without recourse to 
bilateral balancing of transactions. In a nnultilaterd payments system which the IMF 
is waning to strengthen, the member-ccrmitries would not seek loans in currencies of 
only those countries wit11 which they have bilateral deficits. In fact, in such a systerri 
loans in any foreign currency will be good enough to meet debt obligations. In 
practice, the IMP has yet to evolve a multilateral payments system. Hence most of 
the time IMF is approached by the member-countlies to seek loans in particular 
currencies due to their wider acceptability. 
Check Your Progress A 
1) What is the International Monetary Fund? 

2) List the various dinlensions related to the country's quota allotted by the IME 

........ 1........1......,............*.....,.........,,,...,.....,...,..,............,...............................*,......,**.,............ 

I .............................................................................................................................................. 
' 3) What are the main aspects of working of the TMF? 

.........*....................I...........*...................*...................*.. ......................................................... 
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Systetp 4) Which of the following statements are True and which are False : 

i) . The IMF in the earlier phase of its existence had stressed exchange rate 
stability. 

ii) After the break down of the earlier IMF system the new system that has 
emerged is known as the fluctuating exchange rate system. 

iii) The decision to set up the IMF was taken at the conference held at the 
Bretton Woods. 

iv) Exchange controls are necessary for the international harmony. 

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 borrow funds from it for financing their development 
projects. 

vii) Members 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 multilateral system of payments the members of the IMF would not seek 
loans from it in currencies of only those countries with which they' may have 

' bilateral deficits. 

15.4 EXCHANGE RATE STABILFTY 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 
for a system of stable exchange rates. However, under changed circumstances, 
adjustment could be formally made in the exchange rates. This system 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 Adjustable-peg System 
The adjustable-peg system of exchange rates which was adopted by the IMF at the 
Bretton Woods Conference (often called the Bretton Woods system) continued for 
about two and a half decades. It was believed to be having the following merits : 

1) Eliminates uncertainties of foreign trade : International trade is beneficial to all 
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 needs 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 ofohhhing 
foreign exchange for imports. Secondly, if the rate of exchange keeps on1 

. fluctuating in an erratic manner, it can also upset the importer's calculations with 
regard' to  hi: profits. Hence the rate of exchange she* be relativelydtable. Thr 
IMF system of adjustable-peg was expected to tackle this problem. 

Facilitates inter-country flow of private, capital : Although in modem world 
international flow of capital is not decided entirely on economic considerations, 
the inter-country movement of private capital surely takes into account 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 movement 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. 

3) Prevents speculaticin in foreign exchange :~heoreticdll~ it is possible to argue 
that speculation in foreign exchange has a tendency to smooth out fluctuations in 



the exchange rate caused by trade and has thus a stabilising effect. Jn practice, 
however, the experience of speculation in foreign exchange is not very 
encouraging, as it has invariably contributed to unwarranted fluctuations in the 
rates of exchange. Freely flexible exchange rates provide much scope for 
speculatioli in foreign exchange, while adjustable-peg regime of the IMF 
provided little scope for such speculation as the exchange rates were by and large 
fixed. 

International Monetary 
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4) Checks import of inflation : When a currency depreciates, 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 depreciate 
ovFr time in a flexible exchange rates system, these countries fail to avert import 
of inflationary pressures. However, under adjustable-peg regime the stable 
exchange rates help by insulating an economy from the possible import of 
inflation resulting from continuous fall in the external value of the country's 
currency. 

15.4.2 Failure of the IMF 
The adjustable-peg regime broke down in the 1970s, underlining the failure of the 
IMF. One important factor which contributed to the system's collapse was inflation in 
the USA caused by the wrong policies of the government to finance the Vietnam 
War. This inflation resulted in deficit in balance of payments of the USA. On the 
other hand, at this juncture, there were certain countries of Europe which were 
having surplus in their balance of payments. These countries were unhappy with 
these developments. They were keen to prevent import of possible inflation from the 
USA. In 1971 the prevailing conditions encouraged speculation in foreign 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 to change dollars 
into German marks. In the first week of May 1971 there was large trading in marks 
and dollars and in three days $2 billion were exchanged for marks. Since further 
trading could have serious repercussions on the German economy, it was suspended 
and the Frankfurt foreign exchange market was closed. When the foreign exchange 
market reopened the following week, Germany allowed the mark to float contrary to 
the statutory provisions of the IMF. At this juncture Australian shilling and Swiss 
Franc were revalued. However, the deficit .in the US balance of payments continued. 
to increase. There was massive outflow of both short-and long-term capital from the 
USA. The speculation against dollar persisted and the confidence in it was greatly 
shaken. In spite of these developments the USA's approach was not to devalue the / over-valued dollar. This made the matter worse. The central banks of major countries 

*.  
in this situation failed to stave off speculation against dollar. The integration of the 
world economy in general and of the financial markets in particular had exposed the 
system to speculation and certain other types of disturbances. Multinational firms 
moved large funds around in pursuit of short-term gains. Unable to sustain all these 
pressures the IMF system as conceived at Bretton Woods finally collapsed. 
According to the experts, August 15, 1971 the day when the USA formally 
abandoned the convertibility of dollar into gold actually marks the demise of the 

9 Bretton Woods system. 

Let us now attempt to understand whether there was any basic defect in the Bretton 
Woods system or it was some unexpected chance development that caused its break 
down. Most experts now believe that undue stress on exchange rate stability and 
reluctance on the part of the leading developed countries to devalue their currencies 
fgr correcting balance of payments disequilibrium were the two most important 
reasons for the collapse of the Bretton Woods system. The system was based on the 
presumption that the parities 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 
industrial countries accounted for fewer than ten exchange rates adjustments between 
1945 and 1971. The US government adopted the attitude of total casualness to the 
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 
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the USA in the late 1960s shook the confidence of IMP members in the Bretton 
Woods system. Consequently, there was a drift from thaadjustable peg regime. The 
Bretton Woods system no doubt failed but the working of the IMF taught the leading 
developed countries that there are certain benefits of international monetary 
co-operaiion. 

115.4.3 The System of Managed Bloat 
Some leading economists, like J.E. Meade, 1-I.G. Johnson and M. Friedman have 
advocated adoption of a system of flexible exchange rates. In their opinion, in a 
system of flexible exchange rates there is a contirluol~s process of adjustment. 
Compared to this, in a system of fixed exchange rate, adjustments in exchange rate 
are under-taken only under situations of crisis. Obviously, this rnakes the system of 
flexiblc exchange rates preferable to the system of fixed exchange rate. The system of 
flexible exchange rate removes pressure on the government to inte~vene in 
international trade for restoring equilibriuni in balance of payments. It also gives 
freedom to governments to use instrurnerits of domestic policy exclusively for the 
pursuits of domestic objectives. Further, when flexible exchange rates are used as 
instruments of adjustment, the need for assets that could be used for meeting 
international payments obligations is very much reduced. 

However. the experiences of flexible exchange 1.ate.s systern (or free floating) are not 
very encouraging. hnmediately aftcr the collapse of the Bretton Woods system the 
world witriessed highly destabilising swings i11 the exchange rates of major currencies. 
These swings in exchange rates rarely reflected the basic economic situations of thc 
countries concerned. They, in fact, were often caused by the speculative activities in 
the foreign exchange market. Hence, a con~pletely flexible exchange rates system was 
ruled out. Rather, il system of managed floating is found far more conducive to 
international trade arrd capital rnovemcnts in the existing international monetary 
situation. In tlis system various forms of co-operation and snaxlagement are required. 
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 Communitj~ (EEC) countries, i.z., West 
Germany, France, Belgium, Netherlands, Luxemburg and Denmark. Though not 
members of the EEC, Sweden and Norway joined the cornmon43EC float. You have 
learnt earlier in this unit that under the Smithsonban agreement 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 narrowtimit. 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 to the joint 
float. 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 concluded that the managed float does not pennit 
completely free fluctuations of exchange rates, and therefore does not involve the risk 
of complete disorder in the system of exchange rates. 

The floating exchange rates system can be managed in various manners. However, 
two proposals in this regard desenre 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 case of drift of the actual 
exchange rate from this equilibrium value) the central ban.k of the concerned country 
will intervene in the foreign exchange market. One proposal for intervention suggests 
that when the central bank intervenes it should not cohtribute to swings In the 
exchange rate. In fact its attempt should be to moderate the swings. Therefore, no 
central bank should sell its currency when the exchange rate depreciates, nor should 
it buy its currency 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 pride above the reference rate. 



: The system of managed float apparently looks similar to an adjustable-peg system. In 
1 reality the two systems are different. Under the man'aged float system there is 
; virtually no bias towards rigidity as it permits constant adjustment of rate of 
I exchange. In contrast, the adjustable-peg system invariably delays adjustments and, I 
I therefore, eventually needs relatively large changes in the exchange rates. 

Check Your Progress B 
1) Describe the Rretto11 Woods system of adjustable-peg. 

I .............................................................................................................................................. 

1 2) Distinguish helwern tnanxgcd float and free float. 

I 3) Which of the following statelllcnts are True and which are False: 

i )  The adjustable-peg system of exchange rates facililates inter-country flow o f  
private capital. 

ii) In a system of frecly tluctuatirlg exchange rates uncertainties of foreign trade 
are completely eliminated. 

iji) So long the adjustable-peg system worked well, it did not leave much scope 
for speculation in foreign exchange. 

iv) The adjustable-pcg system was not expected to provide a safety valve against 
import of inflation. 

v) The IMF system of stable exchange rates broke down becpuse the dollar 
appreciated in value. 

vi) Undue stress on exchange rate stability and reluctance on the part of leading 
developed countries lo devalue their currencies even when they had deficits 
in balance of payments caused the collapse of the Bretton Woods system. 

vii) A completely flexible exchange rates system or free floating is preferable to 
managed float because of its merit of constant adjustment. 

viii) The "snake scheme" provided for the joint tloat of the dollar and the pound 
sterling. 

ix) The central bank's intervention in the foreign market under the managed 
float should contribute to swings in the exchange rate. 

15.5 THE ERlF AND IBITERNATIONAL LIQUIDITY 

The teim 'international liquidity' usually refers to gold and foreign exchange reserves 
position at the international level. In September 1967, the Board of Governors of the 
IMF at their Annual meeting at Rio De Janeiro decided to create 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 international liquidity 
emanating from deficits in the balance of payments is met f ~ o m  three 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 inbemational liquidity. Since creation of the 
SDRs by the IMF has been the most radical measure since World War I1 to augment 
the international liquidity, it will be explained separately in this sectiori in the end. 
the end. 
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System 15.5.1 The Problem of International Liquidity. 

After World War I1 the importance of pound sterllng decllned and the US dollar 
emerged as the most widely acceptable currency at the international level. Since 
dollar was convertible into gold, most countries wanted to hold their foreign 
exchange reserves in dollars. The supply of dollars depended on the amount of 
deficits in the US balance of payments. In addition to dollar reserves of the various 
coustries the IMF's reserves also constituted international liquidity. This system of 
creation of international liquidity was haphazard and thus the rate at which the 
international liquidity grew during the 1950s was erratic. This disturbed various 
economists. Robert Triffin one of the most distinguished economists of the late 
1950s' felt that the international 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 grown at 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 
distribution of foreign exchange and gold reserves among the various countries was 
uneven. However, the most serious aspect of the problem was that there was no 
built-in mechanism whereby an orderly increase in the international liquidity could be 
possible. 

Under the IMF system attempts to increase the supply of gold at the desired rate 
were scuttled by the USA. When the IMF was established the price of gold was fixed 
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 them for monetary use. The dollar reserves, however, increased in a big way 
because the USA had large 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 European countries there was great pressure on the 
USA to ,convert dollars into gold. T h ~ s  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 confidence in the dollar was on the 
decline and further deficits in the US balance of payments did more damage to 
prestige of the dollar. In this skuation further growth of international liquidity - 
became difficult. 

The problem of international liquidity is alsd linked with the exchange rate pegging. 
As discussed in Section 15.4.3 of this unit, in a system of flexible exchange rates 
there would be much less demand for international liquidity and that would not be 
difficult to meet from the given foreign exchange reserves. Hence, the pressure on , 
augmenting the supply of international liquidity has diminished much ever since the 
Bretton Woods system of adjustable peg has been replaced by the system of the 
managed float. 

15.5.2 Proposals for Raising International Liquidity 

Having noted that the international liquidity was not increasing at the required rate 
some economists and other experts made both radical and reformist proposals in 
order to tackle the problem of international liquidity. Among the radical proposals 
two were most important. One of these proposals was that the system of adjustable 
peg should be abandoned and in its place the flexible exchange rates system should 
be adopted. This would obviously reduce the demand for international liquidity and 
the existing foreign exchange reserves could easily meet this reduced demand for 
international liquidity. In the early 1970s the world finally switched 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 I1 period. This was 
considered unworkable and thus lacked much support. The reformist proposals 
sought to increase the international liquidity in the JMF system itself. Among these 
the following proposals received much attention, but for various reasons could not be 
adopted. Nonetheless they merit brief discussion. 

1) Raising the price of gold : During the 1950s and 1960s some experts, including 
Roy Harrod and Jacques Rueff, Economic Adviser to President de Gaulle of 
France recommended that the price of gold which was pegged at 8 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 not 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 considerations the USA and some 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. 
The Triffin Plan : kobert Triffm 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 bf international liquidity 
by increasing their supply could impair confidence in them. It actually happened 
in case of the dollar. 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 tlieir foreign exchange reserves to the 
IMF as it would amount to compromising on their economic freedom. He thus 
suggested that to begin with the members of the IMF could provide around 20 
per cent of their foreign exchange to augment the supply of international 
liquidity. The Triffin Plan being utopian was not considered to be practicable and 
thus did not receive wider support. Hence no attempt was made to adopt it. 
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3) The Bernstein Plan : E.M. Bernstein was associated with the IMF. He had put 
forward aproposal 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 automatic. The second proposal was with respect to 
creating a Reserve Unit Account in the IMF. The members of the IMF by 
subscribing to Reserve Unit Account could create additional reserves. The 
Bernstein Plan, like other proposals tried to augment international liquidity failed 
to get adequate support and was thus not adopted. The chief weakness of the 
Bernstein Plan was that it offered little to tackle confidence problem which in 
fact was at the heart of the problem of shortage of international liquidity. 

15.5.3 Role of Special Drawing Wights 
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 international 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. Thereafter for seven years there were 
no allocation of SDRs. The 1979 fresh allocations of SDRs totalling 12 billion began. 
This allocation 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 r,eserve assets out of 
nothing, great caution is needed in their creation. Any proposal to create SDRs must 
have the approval of the IMF members enjoying at least 85 per cent of the voting 
power. Therefore, a proposal to create SUKs 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 benefit of the 
creation of SDRs has gone largely to the developed countries whose quotas are much 
larger than the quotas of the less developed countries. The proposal 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 created in the early 1970s their value was fixed in gold; 
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one equalling 0.888671 gram of fine gold. Since this was also the value of the 
d~!!cr one SDR became equal to one dollar. With the devaluation of the dollar in 
1971 and 1973 the one-to-one relationship between the SDR and dollar was 
disturbed. Later m, 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 wor)dYs five largest exporting countries. The 
weights of the currencies of these countries in the basket are : the US Dollar 42 per 
cent, Deulsche Mark 19 per cent, French Franc, Pound Sterling and Japanese Yen 
13 per cent each. 

S D h  caaa be lased by a sorantry to finance its balance of prnyrnents deficits. As 
stated earlier in this unit, SDRs are not directly usable. Therefore, a needy country 
wiU have to obtain the required currency by exchanging SDRs for it. As a result, 
SDR holdings of the country providing the required currency will increase, while 
those of the country which transfers SDKs will d+inish. A cousmtry faring no balance 
of payrmpemts ppblem is not allowed to draw SIDE& from the M F  with a view 80 
exchange them for nn(iona1 cumencies. In other words, the members of the IMF are 
not expected to use SDRs for changing the composition of their reseives but only for 
meeting temporary disequihibriuill in their balance of payments. 

It might be liseful to compare the importance of SDRs with that of gold and foreign 
exchange reserves. Presently, SDRs total around b25 billion, while the international 
Liquidity is estimated to total $500 billion. Therefore, SDRs account for hardly 5 per 
cent of the international liquidity. 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 tllat these intentions in 
future also wiU not be translated into reality. In their opinion, SDRs suffer from some 
basic problems which cannot be easily overcome. First, SDRs cannot be used as an 
intervention currency. Secondly, there is no mechanism whereby SDRs can be 
created in response to increased demand for international liquidity. FinaUy, the veto 
power which the USA presently enjoys on the basis of its voting s t r g z ~ h  ban always 

. scuttle any proposal to create fresh SDRs, if it conflicts with ;he hterests of 
this country. 

! 
Check Your Progress C 
1) List the reserve assets which presently constitute the international liquidity. , 

2) Fill in the blanks: 

i) The unique reserve asset created by the IMF is ................. 
ii) In a system of adjustable peg, since exchange rate did not change too often 

................ demand for international liquidity rapidly. 

iii) 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 to augment the supply of gold. 

v) Physically, 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 
balance of payments of a country,. 

ii) Since the World War I1 pound sterling has emerged as the most widely 
acceptable currency at the international level. 

iii) upward revision in the official price of gold could augment its supply and 
thereby could ease the problem of international liquidity., 



iv) Large surpluses in the US balance of pgmenta during the 1950s and 1960s 
resulted in considerable increase in the supply of dollars which could be used 
as reserve assets. 

v) SDRs are presently the biggest component of the international'liquidity. 

vi) . SDRs arc directly usable for meeting payments obligations at the 
international level. 

The International Monetary F w d  (IMF) has existed for rnore than four decades. IL 
has promoted international rnonelaryco-operation, facilitated intenlational trade and 
assisted member-countries to correct their balance of payments disequilibria. ' f ie 
IMF has, however, failed to elhiinate exchange coatrols. It attempted to promote 
exchange rate stability, but the system of adjustable-peg which was expected to serve 
this purpose k a l y  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, ii) determination of the par values or exchange rates, and 
iii) borrowings by the menlber-counldti9 from the IMF. The quotas of all the member- 
countries taken together preser~tly amount to SDR 90 billion. 'me quotas of 
individual countries reflect their comribution to the resources of the TMF and have 
been fixed kecping in view their national incomes, reserve assets and volumes of 
foreign trade. The quotas also determine the voting powers and drawing h i t s  of the 
member-countries. The IMF assists the member-cauntries in overcoming their short- 
term balance of payments problems. For this the members are allowed to borrow 
form the IMF within statutory Emits. 

4 

Until the early 19'70s, the par values or the exchange rates in the TMF system were 
determined in temw of the national currencies' parity with gold. In case of 
fundamental disequilibrium in the balance of payments of a country it could revise 
the vdue of its currency in terms of the other curr~nciesmd gdd. However, 
competitive exchange depreciation was not allowed. The original IMF system known 
as the Rretton Woods system stressed the exchange rates stabilty. 

From this poult of view the system of adjustable peg w y  adopted. Under this 
arrangement the exchange rate could be altered only if ~t was so warranted by the 
hndamental disequilibrium in the balance of payments of the countxy concerned. 
'This system eliminated uncertainties of foreign trade, facilitated inter-country flow of 
private capita1,grevented speculation in foreign exchange and acted as a safety valve 
against import of inflation. 

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 a result, 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 countries decided to float their currencies and 
in the process the dollar was depreciated. Thus, adjustable-peg system gave place to a 
rlew 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 co~itinuously 
thus nqt permitting free fluctuations in exchange rate. It is fa1 thh reason that the 
system of managed float was adopted by these countries. 

The balance of payments disequilibrium and lack of multilateralism create demand 
for international liquidity. The demand for international liquidity is presently met 
from three sources, viz., the official gold and foreign exchange reserves of the various 
countries, gold and foreign exchange reserves with the IMF, and the SDRs. After 
World War I1 the supply of international liquidity has not increased as fast as the 
demand for it. The persistent deficits in the USA's balance of payments though 



International Financial augmented the supply of the international liquidity, it created the problem of crisis of 
System confidence in the dollar. Hence, Robert Triffin, E.M. Bernstein and Roy Harrod put 

forward proposals to tackle the problem of international 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 
essence 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 S ~ R S  account for about 5 
per cent of the international liquidity. The value of SDRs has been fixed on the basis 
of a currency basket which is composed of the currencies of the world's five largest 
exporting countries. 

15.7 KEY WORDS 

Adjustable-peg Regime :A system of stable exchange rates with the provision for 
adjustments in cases of fundamental disequilibrium in balance of payments. 

Bretton Woods System :The system of stable exchange rates in the IMF framework 
as adopted at the conference held at Bretton Woods in 1944. 

L 

Devaluation:.Reduction in the external value of the currency in terms of gold and/or 
some foreign curreccy. 

Exchange Control : A system under which foreign exchange transactions are subject 
to government control. 

Exchange Rate : Value of a currency in terms of some other currency. 

Fixed Exchang9 Rate: Rate of exchange that does not change. 

Flexible Exchange Rate : Rate of exchange which continuously keeps on adjusting 
with changing conditions. 

Free Float : A system under which rate of exchange fluctuates freely. 

International Liquidity : Reserve assets position at the international level. 

Managed Float : A flexible system of exchange rates u?der which exchange rates 
adjustments are coIlectively made. 

Multilateral Payments : A payments system at the international level under which 
any country's currency can be used for making payments to all other countries. 

Par Values : Exchange rates.. 
I 

Special Drawing Rights : A reserve asset created by the IMF. 

15.8 ANSWERS TO CHECK YOUR PROGRESS 

A) 4) i) True ii) False iii) True iv) False v) True vi) False 
vii) False viii) True 

B) 3) i) True ii) False iii) True iv) False y) False vi) True 
vii) False viii) False ix) False 

C) 2) i) SDRs ii) rose iii) centralisation hv) upward v) book keeping 
3) i) True ii) False iii) True iv) True v) False vi) False 

, 
I 

15.9 TERMINAL QUESTI~NS / 
b I 

1) What are the various objectives of the lnferhafional Monetary M d ?  How far 
they have not been realised? 



/ 2) Describe the working of the IMF. How does it help member countries in dealing 
! with their temporary balance of payments problems? 
I r 3) What is meant by the adjus!able-peg regime'? Why did it fail? ! 

/ 4) Explain the circumstances in which the world has switched over to the system of 
i managed float. 
' 5) What is international liquidity? Discuss various proposals to augment the supply 

of international liquidity. 

6) What are the Special Drawing Rights? Wow far has their creation solved the blem 
problem of international. liquidity? 
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16.0 OBJECTIVES 

After studying this unit, you should be able to : 

a Describe the objectives of the World Bank 

a Exclain the various functions of the World Bank 

e Discuss the role of the World Bank as the mobiliser of resources for reconstruction 
and development 

e Describe the operations of the World Bank and identify the problem associated 
with its operations 

0 Explain the contribution of the World Bank 
I 

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 economies 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 Bank. 

16.2 OBJECTIVES OF THIE WORLD BANK 

The objectives of the World Bank have been clearly stated in the Articles of 
Agreement. These are as follows: 

. * 
, 1 Financing reconstruction of the war-devastated economies : During World 

34 War I1 many countries of Europe had suffered heavily .- $ - terms of the destruction . - 



- 
I of their infrastructure and industries. The economies of these countries were in 

- > bad shape and could not generate adequate resources internally for the 
I reconstruction work. Even the flow of private foreign capital to these countries 

was not certain. Of course some foreign aid was expected from the USA, as this 
was the only developed country which had escaped the destruction from the war. 
But it wasnot enough. Keeping these realities in view, it was decided at the 
Bretton Woods Conference that the World Bank would provide finance for the 
reconstruction of the war-devastated economies. 

2) Financing developrnle~~t of ecanornically backward comtcies : By the time the 
Bretton Woods Conference was held, it had become clear that in the post-World 
War I1 period economically backward countries having inadequate domestic 
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 bo inadequate and uncertain. The World Bank was thus 
expected to provide long-telm 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. 

I 

1 3) Promotion of priYate fareign inveslment : kt the time of Bretton Woods 

i Conference, international credit structure was in shambles because the principles 
of sound international private lending were not followed between Worid War I 

I 

and World War 11. Foreign loans were obtained for aon-viable projects, 
c sometimes at exorbitant rates of interest. Short-term credits were used for long- 
I 

term investment purposes creating repayment problems. In the light of these 
experiences it was unlikcly that private foreigp capital would be freely avaijable 
for reconstruction and development projects. Even if some private foreign capital 
was available, its terms being highly unfavourable, it was riot 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 and 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. 

4) Promotion of long-term balanced growth of international trade : It is generally 
agreed that international trade is beneficial to d the participants in it. Therefore. 

I 

balanced growth of international trade should be encnuraged. In a 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 should overcome their structural handicaps by 
developing their productive resources and acquire export capabilities. This 
would help them in maintaining equilibrium in balance of payments while their 
quantum of foreign trade increases. However, economically backward economies 
could not accomplish this task on their own. They had to be assisted in realising 
this objective. The World Bank, keeping this reality in view encourages 
international investment in developing countries. 

5 )  Assisting member countries in bringing about an easy transition from a war 
pime economy to a peace time economy: During 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 aver the production capacities that were created in these 
industries were not requir& and thk 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 reqdred capacities. This imbalan~e~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 
smooth transition from their war time economies to peace time economies. 



From the above. discussion it must have become clear to you that the World Bank's 
basic objective is to assist member countries in raising resources for the 
reconstniction and dt:ve,ilopme~?r projects. The priority in raising the resources is to be 
given to private foreign iavestment while the World Bank's own resources are to be 
used only to supplement this flow. The World Bank does not give grants and, 
however, loans are providecl only for non-military projetts. 

Check Your Progress A 
1) State the basic objectives of the World Bank. 

....................... 1 ........................................................................................................................ 

2) State which of the following statements are True and which are E'alse : 

i)  The World Bank is a sister organisation of the International Monetary Fund. 1 
ii) The World Bank provides,finance for military projects. 1 
iii) The World Bank is expected to encourage private foreign resources for the 

recollstruction of war-devastated econo~nies and development of economically 
backward crmnomies. 

, iv) The intention of establishing the World Bank was to replace the flow of 
private foreign capital by its lendings. 

v) The World Bank promotes long-teem balanced growth of international tmde. 

vi) The World Bank assists developed countries- to bring about ara easy 
I, transition of their peace time economies to war tirne economies. 

vii) The 'World Bank does not give grants to its member countries. 't 

18.3 FUNCTIONS OF THE WBFaED BANK ---- ----- ---- 
In the previous scd.inn 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 funci!ions of the World Rank which can be. broadly classified under the 
three heads: i) Lending and guaranteeing private loans: ii) Teclinical akistance; and 
iii) Stimulating pt ivate investment, 

16.3.1 Lendir ug and Guaranteeing Private Loans 
The World Bank generally channelises transfer of funds from developed countries to 
developing counll ies, though transfer of resources from one developed country to 1 
another developec :I country through the World Bank is also permissible. The World 
Bank provides loa a s  to the member countries in the following ways: 

1) Loans out of t$~  e World Rank's own resources 
2) Loans out sf t,h e World Bank's borrowed resources 
3) Loans on the g~iatantee of the World Bank 

1) Loans out of the World Bank's own resources : The paid-up capital and 
retained earnil *lgs constitute the World Bank's own resources. Share capital of the 
World Bank hi 4s been allocated to the member countries. The shares subscribed 
by the governa lents of the member countries are not transferable. The members 
have contribute ( d  2 per cent of their subscription in the form of gold or the US 
dollars, which ii r available to the World Balk for lending purposes. In addition, . 
members have r :ontributed 18 per cent of their subscription in their own 
currencies whir,:] h can be used for lending with the consent of the members whose 
currencies are tl .L be used for this purpose. The remaining 80 per cent of 
subscription i s  clot available for lending but can be called for meeting the World 
Bank's oblig; iticrns which may arise out of its borrowing or guaranteeing loans. 

The World 13ank generally provides direction to its members in foreign 



~urrencies. However, in exceptional cases it cm grant loam to a m d e r  hits 
o m  currency (that is, in the currency of the borrowing country). The terms and 
conditions of loms are decided by the World Bank. The interest rate that it 
charges 011 its loans is higher than the one it pays on its borrowings. 1l1e margin 
thus provides it for its ~easnitngs. 

Loans out of B e  World Bmk's borrowed maurfes :The World Bank's own 
resources are small vis-a-vis the amount of loans it has to give to its member 
countries. Itpugauents its capability to provide loans to member countlies by 
borrowing from the capital markets of the countries in whose currencies it is 
generally expected to give loans. The advantage of this arrangement is that 
whereas the capital suiplus countries find an, putlet for their excess resources, the 
capital deficit countries manage to get loans at reasonable inrerat rates which on 
their own they may not be able to get. 

The World Bank has placed its securities with investors in inore than 100 
countries, both developed and developing. It s ek  its securities through direct 
placement with the government, the central banks and the government agencies 
and in securities markets wliere they are offered to investors through commercial 
banks and certain other fmanciaLhstitutwns engaged in this work. The World 
Bank's borrowings range from 2 to 25 y m .  A careful study of the World 
Bank's borrowings reveals that it has followed a policy of diversifying its debt by 
currency, country, source, maturity and technique of borrowing. 

3) 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 piivate 
investors for which it charges a guarantee commission from the latter. The 
Bank's policy of guaranteeii~g loans has stimulated international flow of piivate 
capital. In order to safeguard its own interest the World Bank usuafiy asks the 
govemment of the borrower's country to guarantee the loan before it agrees to 
give its own guaraniee. In case of default in repayment of such loans the World 

I Bank has the option of buying up the loan at its par value. This obviously helps 

1 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 
naturally helps the borrower. Thus, the World Bank manages to avert its losses 
arising from the defaults of the borrower and the guarantor. 

j 

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 
commi!ments 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 
Chiria secured loan commitments 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 for co-finaricing. There are three major sources of the 
co-finaneg, viz., aid-giving agencies (such as OPEC), export-credit institutions 
and commercial banks. In the past contribution of official aid-giving agencies in 
co-financing activities' of the Bank has been quite significant. The World Bank 
tries to involve export-&edit institutions in .co-financing capital intensive 
projects. In recent years the projects financed by the World Bank are being 
increasingly co-financed by commercial banks. 

16.3.2 Technical Assistance . 
Another important function of the World Bank is to provide technical 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 development projects, They also cannot judiciously determine 

' the priorities of the various projects. 
I 

Tbe World Bank therefore provides technical assistance usually at the stage of the 
lPre~aration of a project to member-countries, 
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Internmtiona~ Flnencis)' The World Bank conducts surveys in different countries with z view to identify the 
Syutem resource potential of a country as well as the obstacles in its utihsation. It also tries to 

find out the most appropriate technology for the country given its 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 organimtions. 

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 programmes in 
management of resolurces, project evaluation, rural development, development of 
infrastructure, development banking, aid so on. 

116.3.3 Shdat ing  Private Foreign rnvesQment 
The founders of the World Bank had expected that it would stimulate a dircct 
inter-country flow of capital between private lenders and borrowers. The World 
Bank reiterated this objective in its Fo~~rth Annual Report. It stated that "over the 
long NE, it is only the sustained flow of private capital that can provide external 
financial assistance in amounts sufficient to make a significant inroad on the world's 
development needs." The direct private foreign investment has heen considered 
desirable for two reasons: i) to avoid fixed interest charges, and ii) to obtain essential 
technical and rnanagefial skills which are available with such investments and 
generally not obtainable in any other way. 

In practice, however, thi'world Bank has not succeeded much in stimulating a direct 
international flow of private capital. There are twa rnainnasons for this failure: 

1) - To create conditions for self-sustained growth most underdeveloped countries 
need investments of the kind which are undoubtedly productive in the long run, 
but are not quick yielding. Such investments, therefore, do not interest private 
lenders belonging to developed countries. 

2)- Over the past few decades extensive investment 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 discrimination, 
double taxation, transfer problems and even nationalisation are not entirely 
imaginary. 

Check Your Progress B 
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) State wbich 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 

ii) The paid up capital and retained earnings of the World Bank constitute its 
own resources. 



iii) The entire amount of the subscribed capital is available to the World Bank 
for lending purposes. 

i iv) The World Bank generally provides direct loans to its members in foreign 
currencies. 

I Y) The World Bank has followed a policy of diversifying its debt. 

vi) The World Bank renders a free guarantee service to the borrowers of private 
loans. 

vii) The World Bank does not provide any other service to the member countries 
except the financial assistance. 

* 
, viii) The World Bank has greatly succeeded in stimulating private investment. - 

I - ,  

I 15.4 OPER4TIONS OF TWE WOWD BANK 

Operations of the World Bank are guided broadly by some gcneral lending 
principles. However, under special circumstances the World Bank provides loans for 
structural adjustment in the borrowing countries. These special circumstances loans 
and the loans to finance a part of the local cost of a project have been a subject of 
controversy. Therefore, we shall also attempt to examine if there is any rationale for 

I these loans. I 
I 1 16.4.1 General Lending Principles 
! The World Bank usually follows the following principles while giving direct loans or i 
I guaranteeing the private loans so as not to expose its funds to unwarranted risks. 

1) The amount of loan or loans which a country may get from the World Bank or 
from private foreign investors on the guarantee of tfie Bank is not limited by the 
recipient country's subscribed capital. However, the World Bank takes into 

, 
I consideration the credit worthiness of the borrower and the guarantor. This is 

done to ensure that, amongst other things, the borrowing country should be in a 
position to meet its debt servicing obligations out of its foreign exchange 
earnings. 

2) The World Bank gives loans for non-military productive projecrs. Under no ' 

circumstances loans are given for non-productiye purposes. Though the World 
Bank claims that while making loan commitments it is guided'entirely by 
economic considerations, its critics accuse it of sanctioning loans often on 
political considerations. 

3) 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 
lending 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. 

4) 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 financial soundness of the projects, the World Bank sanctions or-guarantees a 

a loan. The bank also ensures that besides yielding return that would be ekough to 
meet debt service.obligations and generate some surplus, the project concerned 
would also conpibute to the economic growth of the borrowing country. 

5) ,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 elsewhere 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 part of the local cost of the project. Since the World Bank's 
lendings are normally in foreign exchange, it insists that the repayment of the 
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System loan and the payment of interest earned on it should be in currencies in which 

the l o w  was given. 

6 )  The World Bank has a right to determine the amount of loan and decide its 
terms and conditions. However, the rates of interest and other charges should be 
reasonable and payment schedules must be appropriate to the proyect. Anlong 
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 regard the only valid condition is 
that the borrowing country spends the amount of loan in the eca~aomies of the 
World Bank's member countries. 

16.4.2 StnlctnraB Adjustment Loans 
In the previous section it has been mentioned that under special circumstances 
non-profit Ioans and loans to finance a part of the local cost of a project can bc 
provided by the World Bank. 'The World Bank has used thesz provisiorls stated in the 
Articles of Agreement for giving loans for structural adjustment in tile economies of 
the borrowing countries 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 
developing countries (non-oil exporting) faced serious balance of payments 
problems. The deficits in their balance of payments rose rapidly due to continuous 
increase in the prices of imports while their export earnings showed no sign of 
improvement. The prices of imports had risen on account of repeated oil price hikes 
and raging inflation in the advanced countries of the west. The situation did not 
change during the 1980s and for the developing countries the task of improving 
balance of payments position looked rather difficult under these circumstances. A 
number of developed countries which had taken loans from the WorId Bank found it 
difficult to meet their debt service obligations. Economic inter dependence between 
the developed and developing countries could adversely affect the former, as it cou$i , 
lead to shrinking of their export markets. Repayment of the loans given by devkaed  
countlies to less developed countries could be defaulted. 

Solution to these problems lay in lowering the protectionist walls and thereby 
allowing imports from the developing countries. But the western countries did not 
accept tlis solution; 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 to be able to improve 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 and (ii) had also recognised 
the need to introduce, as a matter of urgency, a package of measures designed to 
adjust the structure of productive activities of thcir economies to the deteriorating 
balance of payments situation. Such lending is subject to a number of stringent 
conditions dictated by the World Bank to the borrowing countries. These conditions 

I 

require major changes in the government policies. I 

The structural adjustment loans are generally medium term. The World Bank's 
assertion in favour of structural adjustment loans is that they aim at achieving two . 
important objectives. First, such loans support programmes to restructure productive 
sectors with a view to improve the balance of payments position of the borrowing 
countries. Second, these loans act as a catalyst for the inflow of other foreign capital 
which may improve the balance of payments position. 

The World Bank's policy of structural adjustment lending has invited serious criticism 
in some countries. Critics are not wrong when they assert that the structural 

. 

adjustment lending of the Bank carries with it a high degree of conditionality which is 
' 

prejudicial to the interests of the borrowing countries. Structural adjustment loans 
are generally a small portion of the current account deficits of the balance of 

40 payments of the country. The World Bank while sanctioning structural adjustment ' 



loans insists that the borrowing country adopts a package of pricing policies, 

( Liberalisation measures, monetary and fiscal policies and the public investment 
priorities recommended 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 

1 sovereign governments. 

t 116.4.3 k o d  Gme1pc-y hpenditures and Other Problems 
The operations of the World Bank reveal that there are some practical difficulties ul 

i 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 need the 
maximum external assistance often even fail to mobilise enough of domestic 
resources for meeting the local investment expenditure component. 'Fhe World Bank, 
therefore, denies them loan for the importation of capital equipment. In contrast, 
develcping countries in the middle income group do not find much difficulty in 
raising resources for the local investment component of the project. This easily 
entitles them for loan from the World Bank. Thus, the World Bank's insistence on 
the exceptional circumstances clause for providing loan in local currency violates the 
norms of famess. 

A multilateral systemis defined as the one whereall c~urenrics are.convertible and 
a 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 the 
country in whose currency it has received a loan. However, in practice due to  lack of 
convertibiliry of currencies ar~d absence of multilateralism the countries getting loans 
from the World Bank has to import goods often from those c,oountkes only in whose 
currencies the loans have been provided. Thus, the second difficulty is that though 
the World Bank has imposed no condition about spending the loan amount in a 
particular country, in practice most aid becomes country tied due to the absence of 
multilateralism. 
Finally, a borrowing country vmetimes fails to live up to its promises due to acute 
Foreign exchange problem. In this case, the failure of the country may not necessarily 
je the result of its economy's non-performance. In fact, often a deficit or a surplus in 
he balance of payments of a country is determined by a number of such factors on 
~hich the country may not have any control whatsoever. Under these circumstances 
the borrowing member may apply to the World Bank for a relaxation of the 
conditions of repayment. If the World Bank is satisfied that the basis on which a 
relaxation of the conditions of repayment of loans 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 sel-vice payment in the currency of the borrowing 
member and advise it to repurchase such currency over time on appropriate terms; 
and (ii) 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 are False : 

i) The amount of b a n  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. 

iii) In making loan commitments the World Bank is guided by political 
considerations only 
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System iv) The World Bank loans are generally project-tied and not country-tied. 

V) The World Bank generally gives loans to cover only the foreign exchange 
component of the projects. 

vi) Before making commitment for a loan to a member country the World Bank 
need not ensure that the country could obtain loan from an alternative 
sowce on appropriate terms. 

vii) Struchual adjustment loan carries with it a high degree of conditionality 
which may be prejudicial to the interests of the borrowers. 

viii) Under no &cumstanas the World Bank is allowed to give local currency 
loans. 

b) Due to lack of multilateralism most of the loans given by the World Bank in 
practice become country-tied, 

X) It a borrowing country 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 WORLD BANK 

The role of the World Bank as a source of finance and other services, should be 
considered in the context of the increased importance of international finance in 
economic 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 
Ba@s activities. m e  World Bank's performance over the years has been criticised 
from tgvo angles: (i) that the contribution of the World Bank in terms of resource 
rnobilisation vis-a-vis the. needs of the developing countries has been only marginal; ' 

and (ii) that the World Bank's policies have been discriminatory and prejuacial to  
the interests of the developing countries. 111'9s section, we shall examine both the 
contribution and the failures of the World 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 11, 
Having completed this task, The World Bank directed its attention to the 
development needs of the relatiVely underdeveloped countries. The task of ' 

development in economically backwiird 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 appfopriate rates of interest 
,and other reasonable terms and conditions. 

The World Bank's real impprtance, 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 Tbe World Bank has become a 
major channel whereby the developing counties have acquired an access to the 
international bond market and other financial markets. This is of critical 
importance, particularly far those countries which ~ely heavily.on commercial capita 
and are sensitive'to impact of fluctuations in the world ecmomy. 

In order to augment resource transfe; from capital surplus developed countries to 
capital deficit developing coqtries 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 fiancial institutions various co-financing 
instruments have been developed. The World Bank with technical expertise at its , 

disposal has the capability to evaluate investmht programmes and individual 
projects for which aid is sought. I t  uses this expertise to support the efforts of both 

- - - - - - - -  - .  



I the export-credit agencies and the commercial banks to improve the quality of 
lending. 

LOW income economies need finance on concessional terms. The World Bank itself is 
not able to provide concessional iinanoe in a large quantity. However, if one takes 
h to  account the activities of the International Development Association, an affiliate 

I of the World Bank, then the position is not as disappointing as it apparently boks. 

j The International Development Association is often referred to as the "soft loan 
: window" of the World Bank, as it has given loans on easy terns and hiis not ignored 
I ' the claims of the low-income ewnomies. 
I 

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 International Finance Copration, has attempted to stimulate private 
foreign invesMent both directly and indirectly. The system of guaranteeing loms has 
emcouragd 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 developing countries which in 
turn has improved the prospects for private investment in these countries. 

Finally, the World Bask has lately played an important rolein the area of poverty 
alleviatiou. 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 poor. Therefore, 
the major emphasis of the World Bank was on financing iofrastructural project in 
the field of power generation and distribution, transportation, ports development, 

I telecommunications, and irrigation. Loans for these projects accounted for about 75 
I per cent of the total loms sanctioned 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. Sfressing the point that the bottom 40 per cent of the 
people in less developed countries had not benefited from the economic growth that 
had taken place during the 1960s, he asserted that the World Bank's lending policy 
would be guided in future by its relevahce for the disadvantaged 40 per cent people 
of the underdeveloped countries. This requred a change in the choice of the projects. 
Under McNamara's influence agriculture and rural development projects received a 
high priority. 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 c~mrsercial banks, by their nature, cannot have such a concern for human 
hunger and disease, for rninimum life standards and the mitigation of inequality of 
opportunity and  position..^' 

16.5.2 Failures of the World Bank 
In quantitative terms if one attempts to evaluate the performance of the World Bank, 
then its role in international capital flows has been certainly marginal. During the 
1960s the World Bank's loans 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 flow. Hence, the World Bank's role in' international finance 
should not be exaggerated. 

Moreover The World Bank charges a high rate of interest w d  other charges which 
reflect its commercial approach. This seems to be inevitable, because the Bank is 
dominated by developed countries which have no interest in loans on concesdonal 
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 ppint of view the following 
criticisms deserve particular attention: . I 

F i t  Tk World Bsl* attempts to tie its laan with a particolar project. 
The project approach can be defended principally 04 the basis of accountability. 
However, from the borrowing country's point-of view, it is not the most appropriate 

- 
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System approach. Projects are often inter linked and an attcmpt 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 tlne 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 iastrumeat in the h m l  of 
neo-imperialists. The main purpose of encouraging flow of foreign capital from the 
developed to the developing economies.is to acquire a firm control over the less 
deve!oped countries. This allegation against the World Bank is at least partially true. 

Finally, the structural adjustment l e n h g  is being done with the objective of 
influenchg 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 sl~ortages 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, beadvised 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 fabe. 

Chwk Your Progress B 
1) State which of the following statements are True and which are False : 

i) The positive side of the World Bqnk'sactivities is that it has encouraged 
international flow of capital. 

ii) Considering the needs of developing countries the World Bank's lending to 
these countries has been significant. 

iii) The World Bank's policies are prejudicial to the interests of developed 
countries. 

iv) The real importance of the World Bank arises from the fact that it has 
emerged as a channel by which the developing countries have an access to 
international bond market. 

v) Neither the World Bank nor its affiliate IDA gives loans on concessisnal 
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 criterion for the World Bank's 
lendings. 

viii) A programme-tied aid rather than a project-tied aid is more flexible from 
the point of view of the borrowing country. 

ix) Encouragement of private foreign capital involves the risk of serving the 
interests of the neo-imperialists, 

16.6 LET US S 

Discussion to 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 objectives of the World Bank, as stated in the Articles 
of Agreement, are: 

1) To provide finance and technical help for the reconstruction of war devastated 
economies; 

2) To give financial and technical assistance to developing countries for their 
development projects. 

. 3) To  promote international flow of private foreign investment with the hope that 
capital surplus economies will find an autlet for their excess financial resources 
while the capital deficit countries will be able to raise their.investment level 



1 
1 despite low level of domestic savings. World Bank 

4) To aim at promoting long term balanced growth of international trade with the 
hope that it would increase the welfare of the people the world over. 

i 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 objective; 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 . 

1 foreign investment. Among these the first one is the most important. The member- 
I 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 
resources borrowed from the capital markets of the world. Tlhird, in order to induce 
international flow of private capital it guarantees loans given by private investors. In 
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 assistance, is 
also provided by the World Bank. 

The lending operations of the World Bank are guided by certain principles. The main 
principles are: i) Lending to a country is not limited by its subscription but by its debt 
servicing capacity, ii) Loans are normally project tied and are to be given only for 
productive purposes on entirely economic considerations. ' f ie  project must be 
feasible and necessary from the country's development point of view. iii) The Loan 

, should be grauted only when the countrytryseeking financial 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 exchange and repayment is also expected in the currency in 
which the loan was given. 

Countries with persistent deficits in their balance of payments can get structural 
adjustment loans from the World Bank to finance projects which will bring about 
such structural changes in their economies that their 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 
Gscal policies along with the priorities in respect of productive activities to the 
 count^ 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 policy of not financing local investment component of a project often 
results in denial of credit to least developed countries. Second, due to lack of 
multilateralism the World Bank loans, in practice, have become country-tied. Third, 
often failure of the borrowing country in meeting debt sentice obligations eventually 
results in modifications in the terms and conditions of amortisation and this in turn 
puts premium on default. 

Taking 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 sf the developing countries. 

16.7 KEY WORDS 

Amortisation :Setting aside money at regular intervals from the point of view of the 
repayment of debt. 

Co~fiaanchg: Financing by more than one agencies jointly. 

Coun(.y-tied L a o  ; Loan carrying a condition that its amount is to be spent in a 
pmicdw country. 

-- 



International Finauciel 
System Debt-servicing : Payment of interest and repayment instalments 

Development ]Projects : Projects aimed at economic development 

Foreign Aid :Official external assistance that bcludes both grants and loans. 

Grants :External assistance that carries no repayment obligations 

h t e r n d a d  Investmeat :&esfmmt involving savings of a foreign country. 

Less Developed Economy : An economically backward economy, also now referred 
to  as an under-de1relopecl economy or a developing economy. 

L o d  Cost of e Projest :Cost of a project that is expected to be met out of the 
resources domestically mobilised. 

Paid-up Capital : l h t a x n p ~ n e n t  of the share capital which has been paid by the 
share holders of the corporate enterprise. 

P e a - *  Economy : Emmrny oriented to development rather than war. 

Private Foreign Capital :Capital provided by foreign individuals or private 
institutions. 

Project-aied Aid: b a n &  assistance for a particular project only. 

Retained Earnings : Undistributed profits of the corporate enterprise. 
' Structural Adjustment Loan:Loan with the objective of enabling the borrowing 

country to make required structural adjustments. 

Subsmibed Capital : That component of the share capital which has been subscribed 
by the interested investors. 

Technical Assistance :Assistance in respect of technical knowhow. 

Warr-thm Eeonomy : Economy oriented to war rather than development. 

TO CHECK YOUR PROGIRESS 

A)2) i) True ii) False iii) True iv) False v) True vi) False vii) True 

B) 1) i) Lending and guaranteeing private loans 
ii) Providing technical assistance 
iii) Stimulating private investment 

2) i) Loans out of the World Bank's own resources 
ii) Loans out of its borrowed resources 
iii) Loans on its guarantee 

3) i) False ii) True iii) False iv) True 
v) True vi) False vii) True viii) False ix) True 

C) 2) i) False ii) False iii) False iv) True 
v) True vi) False vii) True viii) False ix) Trye x) True 

D)'l) i) True ii) FaIse iii) False iv) True 
v) False vi) True vii) False viii) True ix) True 

INAL QUESTIONS 

1) What are the objectives of the World Bank? 

2) Discuss 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 capital, 
46 flow. 



t 
/ 5) What are the failures of the World Bank? Could it perfonn better if it was not 

i .dominated by the developed countries? 

- 
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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