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FOREWORD 

It is appropliate that the me1nory of the late ~'lr. A. D. 
Shroff should be perpetuated through such constn1cti ve 
activities as were near to his heart. Thanks to the initiative 
and generous support from the 1-Iouse of Tatas, the A. D. 
Shroff Memolial Trust \vas set up in 1966. The Trust, 
among its other activities, '\IVill hold an annual public lec
ture on Banking, Insurance and Industrial Finance by turn. 
These \vere subjects in which the late Mr. Shroff took keen 
interest as an economist and accomplis11ecl much as an 
industrialist. 

The first lecture \Vas delivered on "The Role of the 
Central Banking Authority and Co1nmercial Banks in a 
Planned Economy" by Nlr. H.V.R. Iengnr, I.C.S. (Retd.) on 
6th of December 1967. The Trust has pleasure in present
ing in book form the text of this \Vell-infonned and sthnu
lating talk by a fonner Goven1or of the Reserve Bank of 
India and a very distinguished public servant. 

235, Dr. D. N. Road, 
Bon1bay-l. 
April 15, 1968 

N. A. PALKI-Il\'ALA 

Chainnan, 
Board of Trustees 

The A. D. Shroff ~tentorial Trust. 
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A. D. Shroff's achievements in the field of business 
industry and finance were many and va.Iied. A large nunl
ber of enterprises O\Ve their origin and development to 
him. As an econotnist, his predictions have proved right 
over the years. Through the Fonnn of Free Enterprise, 
\vhich he founded in 1956, as a non-political, educative 
organisation, he sought to educate the public on econonmic 
aHairs. It \vas his finn conviction that a well-informed 
citizen1y is the foundation of an enduring democracy. 

George vVoods, President of the vVorld Bank, paid the 
following tributes to A. D. Shroff: 

"In eve1y age and in every society men must express 
anew their faith in the infinite possibilities of the 
human individual when he has freedom to develop his 
creative talents. For this is in large pa1t how the 
message of freedom is passed from generation to gene
ration. A. D. Shroff spoke eloquently in a great tradi
tion, and thanks to him we can be sure that other great 
men of India will continue to speak this message in 
the unknu\Vl1 context of our future problems." 

Published by M. R. Pai on behalf of The A. D. Shroff Memorial 
Trust, 235, Dr. Dadabhai Naoroji Road, Bombay 1, and Printed by 
Michael Andrades at the Bombay Chronicle Pre~s. Homiman 

Circle, Bombay-1. 
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THE ROLE OF . THE CENTRAL BANKING 
AUTHORITY AND COMMERCIAL BANKS· 

IN A PLANNED ECONOMY 

By 

H. V. R. lengar, I.C.s. (Retd.) 

I feel deeply honoured by this invitation that 
has been extended to me by the Trustees of the 
A.D. Shroff Memorial Trust for delivering the first 
of their proposed series of annual lectures. By a 
curious chance it was only less than six weeks ago 
that I delivered the A. D. Shroff Memorial Lecture 
under the auspices of the Forum of Free Enterprise. 
The scope of today' s lecture is somewhat different 
because lectures under the Trust are to be confined 
to banking, insurance and industrial· finance, sub
jects which were of special interest to A. D. Shroff 
and in which he made an outstanding mark. The 
subject allotted to me today is "The Role of the 
Central Banking Authority and Commercial Banks 
in a Planned Economy'> a subject on which I 
cannot disclaim all knowledge although I have 
been out of direct touch for more than five vears. 
But perhaps this is just as well, for I hope i: can 
speak now with somewhat greater detachment than 
was possible immediately after I retired from the 
Governorship of the Reserve Bank. 

I understand that the audience before \vhom I 
am speaking is a very mixed one - it consists of 
under-graduates who are still in the process of 
learning the elements of economics; of post ... gra
duate students whose knowledge of theoretical 

... 1. lecture delivered tinder the auspices of The A. D. Shroff 
"A1e-rnorial Trost in Bombay on. 6th Decernber1 1967. 
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economics is quite in1pressive; of some officials of 
the Reserve Ba11k of India \Vho are doubtless here 
to see ho\v much of the theory and practice of cen
tral banl.ing they taught me some years ago has 
been forgotten by 'me~ of commercial bankers who 
are at the n1oment reeling u11der a concerted attack 
by left-\ving politicians that they have someho,v 
or other failed in their duty and are \Vondering 
whether I \vill bring them support or add to their 
misery; and a Yariety of other people \Vl1o are in
terested in the subject 1natter of banking. The 
nature of the audience imposes some limits to my 
choice of material. I have come to the conclusion 
that it \viii not be appropriate for me to deal with 
the purely technical aspects of the subject, althougl1 
these aspects are interesting h1 themselves and 
never lose their topical jmportance. It is tempting 
to go grazing again on pastures which were once 
familiar to tme, such as the concept of money 
supply, the v~locity of circulation, what my friends 
in the Reserve Bank call h·ansactions velocity, .the 
concept of bank money, the mechanics of inter
relationship between money supply, production 
and the price level, the applicability in Indian con
ditions of the theory of interest rates prevalent in 
western economies, a11d the like. I have decided 
to resist the temptation and propose to confine 
myself to certain general problems in the belief 
that these would be of interest to all sections of the 
audience who are here. 

II 

The preamble to the Reserve Bank of India Act> 
which was first enacted in the year 1934, says that 
tl1e object of the setting up of the Bank is: "To re
gulate the issue of Bank Notes and the keeping 
of reserves with a view to securing monetary sta
bility in India and generally to operate fhe currency 
and credit system of the com1:try to its advantage."' 
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The main emphasis, you will notice, is on the 
maintenance of the stability of the rupee. This 
emphasis was entirely in accordance with the theo ... 
ries current before World War II about the proper 
functions of the cenb:al bank of a country. The 
principal pre-occupation of central banks in all 
developed economies was to preserve monetary 
stability, both internally and externally. Ideas 
such as that there should be full employment and 
that there should be a continuous growth in 
national income, although discussed by ecoi10-
mists, are in reality a post-war developm~nt in so 
far as their impact on the policy making of Go
ven1ments in concerned. :t\.1oreover, :the subject 
of monetary stability was a matter of the liveliest 
interest to everybody because, in fact, there had 
been a great deal of monetary instability between 
World War I and World War II. There had been 
raging inflation in Germany and wide degrees of 
monetary instability in a number of other coun
tries. Some carried the doctrine of monetary sta
bility to sucl1 an extent that they reverted to what 
they thought was a fool-proof method of doing 
so, viz., the gold standard, as the U.K. did in 1925. 
I was in England at the time as a student, and well 
recall the discussions that took place. The fact 
that widespread unemployment and distress arose 
out of the attempt to make the stability of the 
currency the main objective of State policy \Vas 
regarded as being of relatively secondary import
ance; it was just one of those incidents, like poverty, 
\vhich could not be helped even in a well-regulated 
society. Even wl1ere the gold standard \Vas aban
dotled, it was regarded as a matter of fundamental 
importance that currency stability should be pre
served, and the operations of central banks were 
directed towards this end. 

The Reserve Bank started operating in con
ditions in which the application of the techniques 
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used bv central banks in advanced countries was 
liable to be largely ineffective. Thus there was 
no bill market. The money market was highly res
tricted. A considerable volume of internal trade 
was financed by the so -called unorganised 
market; certain calculations shown to me in the 
Reserve Bank suggested that the volume might 
have been as much as 90 per cent of the trade. 
There was a substantial number of transactions 
carried out on a simple barter basis without the 
use of money. Before the Reserve Bank could 
settle down to the iob of considering how, in these 
conditions, it could operate so as to preserve the 
stability of the rupee, the war intervened and 
created a variety of problems including a rapid 
rise in prices internally and the gathering of sub
stantial sterling reserves jn London. For a couple 
of years after the war there was widespread civil 
disorder leading eventually to partition. As a 
matter of historical retrospect although, during the 
war, the Reserve Bank had a number of highly 
complica~ed technical operations to carry out, it 
was not till after independence that it really got 
down to commencing its main job of work as a 
major partner in the carrying out -of Governmenf s 
economic policy. And in 1951 the era of planned 
economy was started. 

The essence of a planned economy, in so far as 
the Reserve Bank of India is concerned, has been 
that certain financial and physical targets are set 
up during successive periods of five years. In 
deciding on those targets, Government primarily 
have in mind a certain rate of growth in the na
tional income. The question has never been, to 
start with, wl1at are the resources available and 
what can be done with them, but rather what is it 
that we must do and how are we to find the resour
ces for it? It will be recalled that the basic concept 
set _out in the First five-year plan was that the per 
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capita income should be doubled over a period of 
20 to 25 years. Successive five-year plans broke 
this further down to periodical components, but 
the plank on which Government stood was a cer
tain pre-determined rate of growth . 

It would be foolish to imagine that while setting 
out its target the Planning Commission or the 
Government of India were merely indulging ht 
wild day-dreams. It is theoretically conceivable~ 
for instance, that they could have planned for a 
faster rate of progress, but everyone realised that 
sucl1 a rate could not, in practice, be either ini
tiated or sustained, so that while the basic concept 
of a certain assumed rate of national growtl1 was 
there, the mind of the planners was never too far 
from the question of resources. The first inno
vation that was introduced in India into the tech
niques of planned development was that of deficit 
financing. It was accepted that without the deli
berate creation of money to assist in the process of 
planned development, the economy would con
tinue to be stagnant. The Reserve Bank had thus 
to operate under conditions in which (a) the eco
nomy 'had to move at a certain predetermined rate 
and (b) to render this rate feasible a certain 
volume of deficit financing had to be incurred by 
the State. 

These conditions were such as to make the task 
of the Reserve Ban.k exceptionally difficult or even 
impossible but, to the best of my kno,vledge, the 
Bank was not formally consulted on either of them. 
So far as I could discover, there \Vas no formal 
consultation with the Bank bv the Government of 

~ 

India on the figures contained in the Second five-
year plan. But I imagine that if the Bank \Vanted 
to do so, it could always express its vie\VS and, 
indeed, it would have been its duty to express its 
views. But in the earlier years the question of in
flation really did not arise as a matter for serious 
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consideration. Indeed, during the First five-year 
plan? there \vas. at one stage, substantial drop in 
prices, so substantial that Go~en1ment had to 
undertake price-su~port. operation:. \The:e \V~s, 
like,vise, 110 quesllon of substantial foreign aid 
hecause, in fact, the slcrling balance went on accu
mulating in the earlier years of tl1e First plan. ra
ther than being dra\vn do\vn. I am not surprised 
that. in this situation, tl1e Reserve Bank did not 
feel called upon to express its vie\VS to the Go
vernment on the implications to tl1e economy of 
predetermined rates of gro\tvth and of ~e injec
tion of created money for the purpose of develop
ment. It \\"'US \Vhen the sterling bala11ces started 
going do,vn and the price level started going up -
these t\vo, of course, are not necessarily inter
related phenomena - that the Reserve Bank started 
seriously to consider \Vhere its duty lay. I believe 
that before the Third five-year plan was formu
lated the Bank asked for an opportunity to express 
its views and one of the major exercises that were 
car1ied out in the Department of Economic 
Research when I was in the Bank was the assess
ment of the quantum of deficit financing which, 
on all assumptions that could be reasonably made 
at the time, could be regarded as non-inflationary. 
On the basis of the draft Third five-year plan tl1is 
flgure was assessed at Rs. 550 crores and was corn
m~nicated to Go~ernment and accepted by them. 
It IS a n1atter of history that this figure ,vas largely 
exceeded. 

I do not know vvhether the Bank ever for1nallv 
accepted th~ proposition that in an era of planned 
economy, w1tl1 development carried out with the 
a~sistance of created money, and in the context 
of an agricultural situation which is liable to be 
highly vunerable to cli1matic factors the countrv 
s?ould al':"ay~ be .prepared ~o .accept tl1e possibl
hty of a rise 111 pr1ces. But It IS not necessarv for 

" 
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the Reserve Bank to take up formal positions in such 
rnatters. Communications bet\veen the Bank and 
Government take place both formally, and inform
ally, and I crnyself introduced what was then regard
ed as an innovation of making public pronounce
ments. I repeatedly stated that I accepted tl1e posi
tion that a certain degree of price increase was in
evitable, but I suggested that such increase should 
not exceed son1e two to three per cent per year. 
I , also suggested, following a thesis put forward 
by Professor Arthur Lewis, that in order to main
tain confidence in the currency, Government 
should so organise affairs that the increase was 
occasionally interrupted by a fall. This was to 
give the impression, psychologically most import
ant, that Government were always in control of 
the situation. It is a matter of history that till the 
time of the Chinese attack in 1962 and the ve1y 
large scale escalation of defence expenditure that 
took place thereafter, the rise in the price leveJ 
was confined to these dimensions and was thus 
,vithin the limits of tolerance that the Reserve 
Bank accepted. In other "vords, the Bank did 
not claim that absolute ~monetary stability - i£ 
there is ever such a thing - was possible and agreed 
instead that a mild and almost continuous degree 
of price inflation had to be accepted as the neces
saiy price that the country had to pay for eco
nomic progress. This \vas a vital change fron1 thE: 
Charter contained in the Reserve Bank of India 
.Act, a change that took place insensibly and vir
tually without discussion. 

Since 1962 the position has deteriorated ,·ery 
rapidly. The wholesale price index \vhich \vas 
125 in 1962 is no\v in the neighbourhood o1 220. 
There could be no pretence that the degree of price 
inflation that has taken place has not been such as 
to cause the most serious concern, and one of the 
questions \Ve might \veil consider is \Vhether the 
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Bank took all the steps that it could reasonably 
haYe taken to arrest the rapid deterioration of the 
price level or, tp put it in language more .appro~ri
ate to the Batlk-s Charter, to arrest the rapid erosion 
iu the value of the currency. 

It is necessary to make, straighta\vay, two pro
positions. The first is that I do not believe that 
Goven1ment have, at any time, been out of step 
with the Reserve Bank in tl1inking that the main
tenance of a reasonable degree of price stability 
is an essential foundation for orderly economic 
progress. In other words, on tl1e principle invol
ved I do not believe that there has been any con
troversy between Government and the Reserve 
Bank. What has been at issue is the ability of 
Government to take steps difficult and unpopu
lar steps -- in the budgetary field to give effect to 
this accepted policy. The second proposition is 
that in the ultimate resort, whatever mjght be the 
advice of the Reserve Bank, it is Government who 
have to make a choice as to tl1e total limits of 
public expenditure, both planned and unplanned. 
What matters, of course, is not merely the total 
expenditure but also its distribution betweeil sec
tors which are quickly productive, which are pro
ductive only after several years, a11d which are 
wholly non-productive such as defence expendi
ture and civil expenditure not connected with 
development. The Reserve Bank, for instance, 
could have no possible say in the matter of the 
quantun1 of defence expenditure that Government · 
consider to be essential for maintaining tl1e security 
of the country. In the matter of certain types of 
non-productive civil expenditure as well, such as 
the quantum of dearness allowance to be o·iven t:) 

to Government staff, the issue is not merely a finan-
cial one, but also one of security in so far as tl1e 
Police forces are concerned and of the mainten
ance of reasonably stable working conditions in 
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Governrrnent offices so far as the other catef!ories 
of servants are concerned. All that the R;erve 
-!3ank. could legitimately do is to point out the 
Inflationary effects of mounting Government ex
penditure and to advise slowing down. I have 
never had any doubt in my mind that while the 
Bank has a definite role to play and must play it 
in d~sdain of incurring displeasure, it cannot set 
itself tlp as a parallel Government. There could 
be only one Central Government in the countrv 
and that Government must accept the full respon
sibility for overall economic policy. If the Bank 
feels that its advice is being flouted in a cavalier 
fashion, the Governor has the remedy in his hands. 

There is no doubt that during the lasl five years 
tl1e situation has been threatening :to get out of 
control, more particularly during the last hvo 
years when we had widespread failure of rains. 
Government have been in an exceptionally difficult 
position; and while it is clear in retrospect that 
they have committed a number of errors the fact 
is that the Reserve Bank found itself in a position 
in which the quantum of Government expenditure 
was exceeding all limits of safety from the point 
of view of the maintenance of the price level. The 
question that ij had to consider was \vhat it could 
do in this sihlation. 

A very able exposition of the approach of the 
Reserve Bank is contained in a paper published by 
two former colleagues of mine in the Bank, viz. 
Mr. Pendharkar and Mr. Narasimhan. This is a 
paper entitled "Recent Evolution of Monetary 
Policy in India" and was pub~shed in. ~e April 
issue of the Reserve Bank of India Bulletin 1n 1966. 
I would recommend that those of you ,vho are 
not unaccustomed to some amount of technical 
phraseology go through this do~ument. It is n?t 
necessary to agree with all that has been stated 1n 
this paper. For instance, on the question as to 
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'vhether an increase in rates for deposits "vould, 
in Indian conditions, necessarily attract to tl1e 
banking sector an appropriate increase in savings, 
it is possible to have vie\-vs different from those of 
the authors. Likewise, whether an increase h1 
advance rates has really dampened do\Vll the de
mand for money for inventories is a debatable pro
position. But in my vie'v the paper contains, in 
general, a cogent justification for the policies pur
sued by the Bank from time to time. It has been 
a difficult sih.1ation for the Bank and the situation 
l1as been changing all the time. Instead of sitting 
with folded hands and taking the line that any 
action that the Bank could take could onlv have a 
marginal effect, the Bank has adopted a policy of 
continuous iinprovisation, making use of a variety 
of techniques that were open to it. As a matter 
of purely technical competence, I feel that the 
Bank deserves to be complimented for tl1e work 
that it has done. But it has to be frankly recogni
sed that in so far as the effect of the Bank's mone
tary policy is concerned on the stability of prices, 
that has been purely 1marginal. All that one could 
say is that things might have been much worse 
but for the Bank . 

May I make a general point at this stage? It 
is unfortunately not the practice in our country to 
offer worcls of praise to any body of public ser
vants. Good work is taken for granted. On tl1e 
other hand, bad work or what could even remotelv 
be regarded as bad work is immediately pounced 
upon. The consequence is that all that the public 
hears is a series of complaints and allegations 
against public servants. I have come into contact 
with central banking institutions jn n1any coun
tries, and I can say with confidence that the staff 
of the Reserve Bank of India is, on a11y standard, 
a highly competent staff. Sometimes they slip up, 
but where they do so is in the administration of 
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certah1 pettifogging controls sucl1 as the control 
on foreign exchange permit~ for travel, and the 
like. And I am not sure that the blame should 
always be attached to them. 

lll 

The general impression that you may get from 
the above very broad exposition may be that the 
role of the ~eserve Bank is largely regulatory. 
And, indeed, many of the propositions discussed 
in the note that I have referred to by Mr. 
Pendharkar and Mr. Narasimhan refer to regula
tory aspects of the Bank's operations. This, llow
ever, would be a major misconception of the role 
that the Bank is playing in a planned economy. 
The principal concern of the State, apart from for
mulating tl1e plans and carrying them out, must 
be to ensure that the necessary volume of resources 
is collected. These resources accrue partly from 
taxation and loans and partly from deposits by the 
public in banking institutions. It is in this matter 
of the gathering of the savings of the community 
in an organised manner that the Bank has played 
a vital role. 

The first pre-occupation of the I3ailk \Vas to 
see that the public have confidence in the banking 
system. It is not to be supposed by any tneans 
that this confidence has always existed. Indeed , 
in tl1e course of vVorld \\Tar II, a large number of 
mushroom institutions was floated in our country 
under grandiloquent names, and quite a fe\v of 
these \\rere run in a wholly unbusinesslike and some 
in an actually dishonest manner. One of the n1ajor 
jobs that the Reserve Bank had to do. in order to 
establish public confidence in the banking syste1n 
and thereby to encourage people to deposit their 
money \lvitll them, \vas to get rid of these duhiou~ 
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institutions and to see that the banks that remain
ed after this operation \Vere sound and ntn in such 
a manner that the public felt secure about their 
deposits. 

This has been a major task and has taken 
several years. I do not know that it has yet been 
fully done, but I believe tl1at tl1e bulk of the job 
l1as heen carried out. Initially the process con
sisted of inspections and of constant advice but, 
after the crash of the Palai Central Bank, the pace 
\vas accelerated by compulsory amalgamations. As 
a consequence, we have now a system of commer
cial banks of which it can be said that they are 
operated in such a way that the public have con
fidence in the security of their deposits. This con
fidence has grown all the more with the introduc
tion of the Deposit Insurance Scheme whereby 
an Insurance Fund guarantees the safety of depo
sits up to a certain sum. Considering that fhe 
number of banks concerned has been very large, 
with wide geographical coverage, and that the 
staff required for the purpose of inspection has 
never been too large, this is a job that in my judg
ment has been well done. 

IV 

A constant criticism of the commercial banks has 
been that, by and large, fhey operate only in the 
urban centres and that the enormous rural hinter
land, including tl1e smaller towns, has been left 
completely uncovered. This criticism was very 
largely true and was sougl1t to be met in two ways 
- firstly, by the virtual nationalisation of the old 
Imperial Bank of India and a statutory require
ment that the State Bank should open a large 
number of branches, and secondly, by an encou
ragement to other commercial banks for large 
scale bank expansion. The total number of 
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institutions and to see that the banks that remain
ed after this operation were sound and n1n in such 
a manner that the public felt secure about their 
deposits. 

This has been a major task and has taken 
several years. I do not know that it has yet been 
fully done, but I believe that the bulk of the job 
has been carried out. Initially the process con
sisted of inspections and of constant advice but, 
after the crash of the Palai Central Bank, the pace 
was accelerated by compulsory amalgamations. As 
a consequence, \Ve have now a system of commer
cial banks of which it can be said that they are 
operated in such a way that the public have con
fidence in the security of their deposits. This con
fidence has grown all the more with the introduc
tion of the Deposit Insurance Scheme whereby 
an Insurance Fund guarantees the safety of depo
sits up to a certain sum. Considering that the 
number of banks concerned has been very large, 
with wide geographical coverage, and that the 
staff required for the purpose of inspection has 
never been too large, this is a job that in my judg
ment has been well done. 

IV 

A constant criticism of the commercial banks has 
been that, by and large, they operate only in the 
urban centres and that the enormous rural hinter
land, including the smaller towns, has been left 
completely uncovered. This criticism was very 
largely true and was sought to be met in two ways 
- firstly, by the virtual nationalisation of the old 
Imperial Bank of India and a statutory require
ment that the State Bank should open a large 
number of branches, and secondly, by an encou
ragement to other commercial banks for large 
scale bank expansion. The total number of 
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branches in India at the end of 1955, soon after 
the Imperial Bank of India was converted into the 
State Bank of India, was 2790, and the number 
today is over 6400. The State Bank has been much 
more vigorous jn rural areas than the other com
mercial banks. The deposits of all the commercial 
banks has, likewise, grown from approximately 
Rs. 1,000 crores to Rs. 3,400 crores. On the 'vhole, 
I consider that this is a pretty good perforn1ance, 
though one could always argue that it could have 
been better. This increase in deposits js the result 
of a deliberate policy of increasing institutional 
agencies for mobilising savings. 

Another criticism of the banking structure in 
the past was that, by and large, it catered only to 
the comparatively well-to-do sections of the com
Inunity and that the poorer sections were comple
tely ignored. In the field of industry, for instance, 
only the large-scale industry was catered for and 
the small-scale industrialist necessarily had re
course only to the unorganised market where rates 
of interest were very high. The Reserve Bank 
took up this matter and has systematically tried 
its best to see that the commercial banks also cater 
to the needs of the small-scale industrialists. It 
is true that the banks are making use of depositors, 
money; and it has always to be kept in mind that 
to make large advances vvhich may be irrecoverable 
or frozen is to do great damage to the entire eco
nomy. But a balance has to be struck behvcen 
the requirements of safety and the 11eed for a pro
gressive outlook in the coverage of custotners for 
bank loans. I regret tu say that I do not think 
that the Reserve Bank has had very much success 
except with the State Bank of India. By and large, 
the other commercial banks have been extremelv 

~ 

conservative in this matter. I recall some years 
ago sending for representatives of the n1ajor banks 
and telling them that not merely on the merits of 
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the case but also as a matter of public relations it 
\vas essential for them to set apart a portion, even 
a small portion, of their deposits, for being advanc
ed to sn1all-scale industrialists. In order to give 
them an incentiYe for tlus purpose, the Reserve 
Bank introduced a scheme "vhereby losses on sucl1 
advances \Vould be shared by the Reserve Bank. 
l consider it a pity that not much advantage of this 
incentive scheme has bee11 taken by the commer
cial bauks. I rather tl1ink that one of the grounds 
for recent criticisn1s against major commercial 
banks is precisely this - that in their lending poli
cies they are overweighted in favour of the bigger 
industrial interests. 

v 
It is, ho\vever, in the field of co-operative 

credit that the Reserve Bank has follovved a most 
dynamic and imaginative policy. Before I go into 
this, let me say a few words about vvhat I regard 
as hvo whollv misconceived criticisms of the con1-
mercial banks since the era of planned develop
Inent was started. 

The first criticism is that banks have not follow
ed any system of priorities in the allocation of 
advances; and, in fact, this seems to be one of tl1e 
reasons advanced for nationalisation. Now in the 
ordinary course, the role of a commercial bank is 
to gather deposits and to advance loans, subject 
to suitable safeguards regarding liquidity, so as to 
obtain a reasonable profit. Where there is planned 
development and certain priorities have been con
ceived by Government, one would imagine that 
the commercial banks would be advised to spread 
their advances in accordance with such priorities. 
The situation has developed in such a way that 
the banks have been told from time to time what 
not to do and very rarely, if at all, what to do .. 
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For instance, they have been asked not to give 
advances beyond certain limits against rice or 
wheat during periods of scarcity; they have been. 
asked not to give advances against shares and 
securities beyond certah1 limits; but they have not 
been told that tl1ey must, as a matter of priority, 
lend to . certain sectors to the exclusion, partial or 
total, of other sectors. It · seems to me an unfair 
argument against the commercial banks of the 
country that they have not follovved a system of 
priorities. The failure is n.ot of the banks but lies 
in the absence of any central authority to which 
has been allotted tl1e task of securing that bank 
advances followed a system of predetermined prio
rities. 

The second criticism is an extension of the first 
and is to the effect that commercial banks have 
given hardly any advances to the farmer. I am 
surprised that the real answer to this criticism has 
not been more effectively made, although I kno'v 
that it has been made. The real answer is that it 
was never tl1e intention of anybody that commer
cial banks should engage themselves in direct 
loans to the farmers and, indeed, if anything, the 
idea has al,x;ays been that it is the job that is best 
left to Co-operative Societies, Dish·ict Co-opera
tive Banks and specialised Co-operative Institutions 
such as Land l\1ortgage Banks. This \Vas agreed 
on all hands during the earlier years of planned 
effort and reiterated as recentlv as in the vear 1964-., . . ~ 

ny a committee set up by the Reserve Bank 
consisting of the Governor hin1se1f as Chairman,. 
some of his official colleagues and son1e n1ost dis
tinguished co-operators in the country, Yiz. Shri 
G. L. Mehta, Professor D. R. Gadgil, Professor 
D. G. Karve and Shri R. G. SaraiYa. The consider
ed conclusion of this co1nmittee ·'vas that 

4 'for the 
proper dispensation of agriculture credit in the 
conditions of the Indian n1ral econoinY, there is 
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uo alternative to the Co-operative Agency and that 
for the successful working of the Co-operative 
1\.gency it should take the form of a three tier fede
ral organisation.» The charge against the commer
cial banks in this context is due either to colossal 
ignorance of the decisions taken from time to time 
or is a deliberate alibi on the part of politicians 
for their failure in a field \Vhere non-official effort 
and inspiration have been supposed to be supreme. 

VI 

One of the earliest tasks that the Reserve Bank 
took upon itself was the problem of organising 
rural credit. For this purpose it was first neces
sary to gather facts. A great handicap in our 
country in the past has been the absence of ade
quate statistical information on which to base 
policies. Such info11mation was particularly lack
ing in the matter of agricultural credit. How much 
did the farmer borrow? From whom did he 
borrow? What rate of interest did he pay? How 
did he use the money whic'h he borrowed? In order 
to get comprehensive information on this subject, 
the Reserve Bank set up a statistical investigation 
on massive lines. Apart from the decennial cen
sus, I believe this has been one of the most monu
mental, certainly one of the most important, tasks 
undertaken by a statistical department in India. 
It was on the basis of the information collected 
during this survey that the Reserve Bank recom
mended policy changes. These have all been set 
out in the Rural Credit Survey Committee Report. 

The Reserve Bank discovered that not more 
than 3% of the credit taken by the farmer came to 
him from Co-operative Societies. It was clearly 
necessary that the farmer should be weaned away 
from ~he clutches of the usurious money lender 
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and encouraged to turn increasingly to Co-opera
tive Societies for his credit requirements. The 
Committee made various policy recommendations 
i11 this matter, one of the most fundamental being 
that in view of ti1e vast disparity of strength bet
ween the farmer in the village and the organised 
money market represented by the urban financial 
institutions, co-operative societies should be 
~trengthened by the partnership with Government. 
It is not necessary for tl1e purpose of this lecture 
to go into all the recommendations 1nade by the 
Committee but it is enough to say that these did 
involve very substantial credits from the Reserve 
Bank to co-operative institutions basefl on theif 
functioning as viable units. 

I regret to say that there has been great failure 
in this field but not on the part of the Reserve 
Banlc As a result of strenuous efforts made by 
the Bank, the percentage of loans taken by the 
far1ners from co-operative institutions has gone up 
from 3% as reported by the Rural Credit Survey 
Report to approximately 25% and a good portion 
of this is money lent by the Bank itself. This is a 
considerable improvement but it indicates, I fear, 
more an anxiety on the part of ti1e Reserve Bank 
to pump in credit for agriculture to the limit than 
an improvement in tl1e absorbing capacity of co
operative institutions. The truth of the matter 
is that overdues are heavy and mounting up, too 
many societies are very badly managed, and quite 
a number of them are dormant. The situation is 
actually worse than appears from published stati
stics because a certain amou11t of windo\v dressing 
goes on, on the last day of the year, 'vhich obscures 
the real situation. 

It is not necessary in tl1e context of tl1e subject 
matter of today' s talk to go into any great detail 
into the question of who is responsible for the 
failure of the co-operative movement, but I think 
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it is necessary frankly to point out that the respon
sibility lies to a very large extent h1 the hands of 
non-officials, including politicians. For some ex
traordinary reason, although Government accept
ed the recommendations of the Rural Credit Com
Jnittee and, in particular, the recommendation that 
to shore up the strength of co-operative societies 
they must have the full backing of Government. 
an amazing amount of prejudice arose against the 
association of officials \.Vith the movement. It was 
said that co-operation is and must be a purely non
official movement and must not be sullied by the 
association of officials. Every effort was therefore 
made to disassociate official from the organisation 
and functioning of societies. This went to such an 
extent tl1at even in the matter of co-operative edu
cation, the Reserve Bank which was running a 
Training Institution for co-operative officials was 
told that this was none of their business and that 
the training must be handed over to purely non
official agencies. In strict theory this opposition 
to the association of officials was con·ect but in 
practice it proved disastrous for the people wl1o 
were supposed to put selfless service behind the 
IJ10vement proved, except in certain isolated areas, 
eit~er incompetent or selfish. 

I have mentioned tl1e above point because it 
has some relevance in tl1e context of the ideas tl1at 
have been made from time to time regarding the 
nationalisation of commercial banks. I had l1oped 
that this idea was dead but apparently it is not. 
If I was a theoretical economist living inside the 
cloistered cell of an academic campus and divor
ced from the rough and turrnble of practical admi
nistration, I imagine I could make out a case for 
nationalisation on the ground that that might be 
a tidier arrangement for ensuring credit ruTange
ments on a priority basis. Without going into otl1er 
arguments many of whicl1 are quite valid, sucl1 as 
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the degree of conb·ol vested in the Reserve Bank, 
but sticking for the moment to the pure and simple 
matter of administrative competence, I regret to 
say that not only do I not see any possibility of 
improvement as a result of nationalisation, but I 
forsee the intrusion of politics into a field in 
w'hich politics ought to have no place. Let me 
give you an illustration of what I really have in 
mind. Mter World War II the French Govern
ment nationalised the commercial banks of the 
country. This step was taken under somewhat 
exceptional circumstances and I am not at all cer
tain whether, if the matter came up again, the 
French Government would want to nationalise 
banks. However that might be, these banks after 
nationalisation were put in the hands of son1e of 
the ablest men in the country, several of them civil 
servants, and they were asked to function exactly 
like other commercial banks, that is to say, in com
petition with each other. This went to such an 
extent that I was told bv the Chairman of one of . 
the nationalised French banks a few years ago that 
at one stage the French Government withdrew 
their deposits from the London branch of this bank 
and placed them with an English bank because the 
latter gave them son1ewhat better service and 
somewhat finer terms in the matter of foreign ex
change. If one could be certain that t11e ablest 
people possible would be put in charge of nationa
lised banks and were left to carry out their opera
tions without interference from politicians, perhaps 
no great disaster would happen. But the func
tioning of our public enterprises has sho\vn re
peatedly that they suffer from some peculiar mis
fortunes. It is notorious, for instance, that labour 
relations in many of the nationalised instih1tions 
are actually worse than in many private enterprises. 
The Heavy Electricals at Bhopal used to be a 
startling example at one time. The Durgapur 
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Steel \vorks is another, at the moment. I regret 
to have to say tllls about an institution of which I 
was once the Chaiim1an but although, in the State 
Bank of India, there are several dedicated officers, 
the discipline of the subordinate staff is getting 
such that the most simple services are not render
ed without constant effort on the part of the 
<:ustomer. If only on the ground of efficiency, 
therefore, I "\vould regard the nationalisation of 
hanks as a misconceived move and Jikelv to be 
contrarv to national interests . • 

" 

I see from the papers that, for the time being 
at any rate, tl1e idea of nationalisation has been 
put on the side and has been replaced by a pro
posal to have a Credit Council. It is not possible 
to comment on this without having more details 
of \Vhat is actually proposed, such as who the 
Council would consist of, what its role would be, 
and \vhat would be its relationship to the Governor 
and the Board of the Reserve Bank. But as far as 
I can see at the moment such a Council could 
render a useful service provided only that it con
fines itself to a discussion of broad issue of credit 
policy and indicates guidelines to the Reserve 
Bank for detailed implementation. But whatever 
policies are recommended or decided by the 
Council, it seems to me clear that jn actual imple
mentation the same problems which have bedevil
led the co-operative movement will continue to 
arise in the matter of credit to the farmer. This 
\\

1ill be so until we have a body, in sufficiently 
large numbers, of dedicated non-officials who will 
consider it a patriotic duty to devote themselves, 
heart and soul, to the welfare of the peasant class. 
In fact, the question of success in the co-operative 
movement raises much the same basic problem as 
questions in our political and social life, viz. have 
we a dedicated leadership at different levels? 
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