
Chapter VII
relation between gas smii abdW centrabMl.

• ■—r ; 1 r^She Government Heeds for Borrowing on Current" Account.

Just as an individual businessman or a firm may not poss
ess funds, when they are needed for the purpose of making payments 
so alsota government may not have liquid oash ready with it some 
times,to meet its day to day liabilities * She need for borrow
ing ia is as abvious in the case of a government as in the case 
of a business enterprise. New taxes can be levied only onoe in 
a fiscal year while it may not be.feasible to provide for all 
the expenditures during the year for> some of them may be quite 
unanticipated and, therefore, incapable of being provided for 
before hand. It is also likely that tax collections, though alrea
dy aimed at a certain target, may fail to come up to the expecta
tions due to events which may transpire between the time of 
budgeting and that of collection. Again, as government collects 
Ijjuge sums every year by way of taxes, there is the need for a 
banking institution with which government funds may be kept 
before they are finally disbursed. For managing the financial 
affairs of government, there is the need of a banking institution 
with relative stability and reputation. The treasury is not suited 
for this purpose, for it has other responsibilities to discharge.

Historically , the government need for borrowing rather 
•t-.han for a safe repository of government funds, contributed to 
the emergence to a financial institution which by securing special 
privileges from the government, steadily evolved into a central 
bank. Thus, the origin and development of the Bank of England QAe_ 
closely connected' with the financial difficulties of the Exchequer. 
William Paterson,.a Scotsman, seised the opportunity of forming a 
banking corporation known as "the Governor and Company of the Bank
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of Sngland" when Williom XIX * s Government was in need of funds*
He could strike a bargain and received parliamentary sanction 
for this in exchange for a loan of £ 1,20,GQQ0i to be given 
permanently to the Government* The company was given the right

iof issuing notes in London* In Holland# the Netherlands Hank
i

founded in 1814 was obliged by x a Royal Charter, to grant 
advances to the state on application from the Minister of Finance 
upto a certain amount (not exceeding Fl* 15,000#000)* Thl3

iVe,' obligation was imposed upon the Bank^Act of 1888. The Bank was
- 2given the power of issuing bank notes. The Bank of France was

founded by Napoleon Bonaparte in 1800 partly by the aid of the
State but mainly with private capital. The Bask had close
connection with the state from the very beginning of its career.
It has been continuously a banker to the Government. The Bank
was given an exclusive right of note issue in Paris.

^The above examples indicate that the relation of the
r _ ‘

Central banks with the state# in the capacity of a banker to 
the Government# gave them a prominent place among their competi
tors. This prominence was considerably enhanced when the power 
of issuing notes was exclusively given to the central bank. 
^Amongst the three factors, namely^ the practice of keeping governme
-nts funds with the central bank, the exclusive power of note-

«issue and the government need for borrowing# the government need 
for borrowing stands out as the most powerful factor which 
contributed to the establishment and growth of central banks.

1. *Foreign Banking System*,’ Bd.H.Parker Willis & ,B.H*Beckhart#
London ,1929,p.1146.

2. Ibid#p.732.
3. K.Mackenzie, *The Banking systems of Great Britain,France 

Germany and the United states #111 gdn.1947#p.130.



-''The other two privileges of the central banks were subservient to 

the need for government borrowing in the sense that they smooths— 

ned the path of government for borrowing from central banks in 
an hour of need.1 2 3 4 As a ransom for granting loans to the governs 

meat,the central banks could exact protection and privileges from 

the latter. Thus,Aduring the period of Napoleonic wars the 

reserves of the Bank of England, were seriously affected due to 

excessive borrowing by the government, the Bank was at once 

rescued by suspending cash payments* This made it convenient for 
fasnaka the Bank to meet government demand.^ In the case of the 

Bank of France too;the Bank could obtain the extension of its 

exclusive privileges by offering special concessions to the
' * v ,

3 'government*
Apart from this sort of direct relation between the state 

anr) the central bank as a borrower and lender respectively, the 

central bank can'counteract the deflationary or inflationary 

effects of government fiscal operations. This task can be under

taken by no otner institution than a central bank which is la 

close contact with the day to day trends in prices, employment 

and industrial activity, Ihe disturbing influences on the supply 

of or demand for funds caused by the Treasury operations can be 

offset by the central bank by putting enough credit into the 
market or by taking enough out of it*^

The StatusVof Central Banks.

From the early beginning of central banking, there was 

a close relationship between the central banks and their respective

1. R.G.Hawtrey, *Art of Central Banking* 1932,p.266.
2. Vera C.{smith,'Rationale of central Banking* 193&>P*12.
3. C.F.Dunbar. ♦ Theory ^te&iiistory of Banking* 1906 p. 155*
4. Kisch & Bikin, 'Central Banks' p.104* London 1928.



governments. Tills does not imply that the State exercised direct 
control over central banks. As the central banks were conferred 
upon the exclusive power of note issue by the authority of the 
State, it is true that the central banks could not be free from 
government supervision so far as this special function of a 
central bank was concerned. But even here, so long as the central 
bank of a country acted within the bounds of law which gave it 
the power of note-issue >' government supervision was only 
nominal. In the day to day credit policies, the central banks 
were free from government interference.

This sort of freedom of central banks was quite in keep
ing with the way;;< in which they were constituted. Bike all other 
joint stock enterprises which ag began to spring up with the 
mechanization of production, ^the. central banks were also privately 
owned. Their capital was subscribed by private share-holders.
As these persons had £&&& risked their capital, they would not 
tolerate the interference of the State in the management of the 
bank; as such an interference of the State was calculated to 
adversely affect their legitimate profits. These owners of the 
capital of central banks would certainly claim-and they were 
justified in doing so - a vital say in the affairs of the banks 
especially in a free enterprise economy.

The Bank of England supplies a unique example of a 
privately-owned central bank which was floated originally as 
a joint-stock bank specially distinguished from other similar 
banking enterprises by its position as a lender to the 
government.^It can be said to have assumed a statutory form of 
a central bank by the Act of 1844. But, even after this new 
privilege was granted to it, it continued, as an independent 
institution. Elsewhere the central banks were established by the 
initiative of the State and hence the State exercised some right



as regarded the appointment of the managing personnel. But, for 

the purpose of raising capital* the example of England was foil 

-wed. Thus, in France, though the Governor and two Sub-Governors 

were to be appointed by the government, the share-holders were

represented by a Board of 15 Regents elected by two-hundred
1largest share-holders. The Bank of j, Netherlands, founded in 1814 

by a hoyal Charter, was privately-owned and the members of the 

Managing Board were elected by xhe share-holders• The National 

Bank of Belgium was also a privately-owned institution, though 

the Governor of the Bank was to be appointed by the government.

In the case of the Keichsbank of Germany also the share-holders 

of the Bank were represented by a council elected by them. With 

the exception of the state a* Bank of Russia, which was founded 

in I860 as a State—owned institution, all of the older central 
banks were establishe^by private subscriptions. The share-holders 

therefore,* naturally occupied an influential position in the 

management of the,central banks.
It is to be notedjfchat in most of the instances cited 

above the governments did not dissociate themselves completely 

from the management of their respective central bahts. In fact 

they would have established their complete control over their 

central banks. But, "as the capital was raised by private 
subscriptions, the share-holdersV representation &ad to be 

accepted. as priyately-owned institutions,®# the central banks 

had to be independent. But this reason alone does not sufficie
ntly account for the theory of 'independent* central banks. There

’ * , * ' i ; l

were claimed s«» certain special advantages for an 'independent*
i ‘

central bank, which considerably strengthened the case freed

om of central banks from government interference.;

1. £.Mackenzie. Qp.Cit.,,p.129.
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most outstanding among these advantages is that an 
independent central hank can check an extravagant government from 
borrowing excessively from the central hank. A government which 
is extravagant cannot gather enough from the people by way of tax 
-ation for, in sox doing, it will have to face popular opposition. 
It is likely that it would readily exploit the situation to its 
advantage by tapping the central bank, if It is at it's hack and 
call. jSven if a government may not frequently resort to a central 
bank for funds, it may take advantage of it on occasions such as 
the time of election when it may not like to offend the electorate 
by t-ft v"* heavily in order to meet its increasing liabilities.
By means of central banking machinery, the government can easily 
utilise the funds of the entire banking^in the interest or the
voters by distributing these funds among them in the form of

’’ ,1’public works’, ’relief’ and miscellaneous subventions. This 
sort of deficit financing.on the part, of government may prove 
inflationary at times andpay involve disasterous economic conse
quences for the community. An independent central bank can resist 
such attempts on the part of government and can sqve the communi
ty from economic hardships* It has been further argued that 
political control, of central banks of issue is likely to create 
the danger of currency inflation. It is likely to make central 
banking policies biassed^Ln favour of the interests that largely 
constitute the party in power., It would disturb the continuity 
in the day to day operations of the central bank# which is 
essential for a sound management of’ a country’s credit and money. 
For, a government-controlled central bank would tie down the
fates of the policy making personnel of the bank with the fluc-

2tuations in the,fates of political parties.
1. H.Parker Willis* ,’Theory & Practice of Central Banking’,1936

p.331 • .2. kisch Hi & 31kin,0p*C.it. ,pp.20-21 •
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The above considerations continued to exercise a strong 
influence on those who were responsible for raising new central 
banks or reorganizing ,the older ones before and just after the 
First World War* That war, considerably intensified the belief 
in the danger of a State-controlled central banks. The status 
Of central banks newly established or reorganized during the , 
reconstruction period following the First;World War generally 
contain a clause or a sentence emphasizing the need for the 
independence of central banks especially in the case of management* 
This tendency finds clear expression in the resolutions adopted 
at the Brussels Conference of 1920 and at the Geneva Conference 
of 1922.fThe principle of an ’independent* central bank was 
restated later on at the Monetary and Economic Conference of 
1933.1 However, in the later thirties, the pendulum began to fcas 

& take a swing, slowly to the gifegraiigex other side. Despite that, 
the amendment, to, the Statute of the Hational Bank of Belgium 
passed in Julj^ 1937, attempted to safeguard the Bank’s independ
ence , though strict government xagntarsian supervision was to 
be exercised over the Bank, lest it might adopt measures contrary 
to the "interests of the State". In the terns of reference of the 
Netherlands commission of Banking appointed on 4th. March,1937, it 
was clearly stated that the Commission was to examine the extent
to which the status of the Netherlands Bank needed to be modified

> f O•without impairing the Bank’s independence’* This accepted 
view about the position of central Banks vis-a-vis the State was 
applied alto to the newly established central banks the main 
among which are the Federal Reserve System of the U.s»A*,the 
central banks in British Dominions and India.

1. League of Rations,*Money and Banking, 1937-38,Part X.p.61 
(foot note 8).

2. Ibid ",pp.82-83*.



firgumeats examined.

The arguments advanced for the freedom of central banks
that \»M,vc^

from political interference, iroply/owner ship as against the state 
ownership, would best serve the purpose* Though tha fx&s it Is 
beyond contention that central banks should be free from political 

Interference in order to remove the dangers noted on the previous 
page, it is difficult to maintain that private-ownership of the 
banks is a successful expedient to achieve this end.^Thc Board cn 

of Directors as the representative of the share-holders can 

hardly be relied upon as an unbiassed and impartial body, for, 
there is no assurance, and that it would not be constituted of 
narrow sectional interests. It can be a body representing different 
economic interests in a country only if the chare-holders are 

scattered over 6Mm different economic, interests such as commer
cial, agricultural, industrial and various income-groups. But 
this can hardly be the case in any country. It is,©ore likely 
that the majority of share-holders may belong to a small community 
whose economic interests may be in sharp contrast to those of the 

tehole nation. Xn order to secure unbiassed credit policies^ the 
members of the Board of Directors should be drawn from various 
fields of economic activity, for.this, government interference 
in the managements' of central banks is indispensable. This was 
clearly recognised in the thirties of the,present century. During 
that periodjthe governments of several countries actively interf
ered in the management of their central banks in order to make 
the Board of Directors sufficiently broad-based and representative 
of different economic interests. Thus, in France, by the law 
of July,£5St1936, the Regency Council (the members of which were 
previously appointed by two hundred largest share—holders) was 

replaced by a General council the members of which were to be
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drawn from, various groups repraseating non-banking occupations, 

social and economic interests, various economic associations such 

as consumers* co-operatives and chambers of Commerce etc.

Similarly in Argentine, the- & composition of the Board of 

Directors of the central Bank was rendered broad-based at the 

same time as in prance, though the twelve Directors of the 

central bank to be selected by the government were to represent 

mainly the banking interests, they were to include an agricultur 
-1st ^live-stock producer, a, businessman, a manufacturer, and 

a government delegate. In Denmark also, by the law of April 

1936, though 15. Directors out of the total, of twenty-five were 

to be appointed by the general. meeting of share-holdsrs, they 

were to possess thorough knowledge of trade3industry and 
agriculture.^ </2hese measures do not radically change the system 

of management, but they point out an important fact that to make 

the Board of Directors really.unbiassed and representative of 

different economic,interests, its composition should be varied, 

fhis cannot be made possible without government interference.

As regards the necessity for the stability of those who 

are immediately responsible for the credit policies of a central 

bankjin order to impart continuity to such policies, it can be 

said that such a need exists also for all government departments. 

3?his particular requirement of the, government has bean met by 

linking making the permanent executive of the State free from 

party influences, the appointments and tenure of civil servants 

depend upon certain rules. In the case of the personnel of the 

central bank, the same procedure can be used. One can go still 
further andjsay that, the tsanagaaani; managerial personnel of the
Will— —II «■!»« .......................... . *

1. Ibid ,p.82.



central bank should be given a constitutional safeguard in prder 
to make it completely free from party influences. Such safeguards 
are now—a—days provided for the members of the Judiciary. They 
can be extended with benefit to the highest personnel of the 
central bank. Continuity in the policies of central bank does not 
necessarily require that the policy making personnel of a central 
bank should be responsible to share—holders, it would be more 
correct to say that the abolition of such a system and substitu
tion of the one recommended above would go a long way in securing 
the objective.

The contention that ah independent central bank can act 
as a check to the excessive borrowing on the part of jovormwat, 
grima facie sounds correct. But, though in theory? this view 
can be accepted, in practice there is no evidence to corroborate 

it.

Independence in Practice.

How. far the theoritical Independence of central banks
has been able to contribute towards sound monetary and credit
policies is difficult to ascertain. In fact the older duropean
central banks can be hardly said to have assHsai owed their
independence to a conscious recognition of the theoretical
advantages claimed for an flaadjs independent central bank. Their
independence is largely explained by historical accident. The
tonir of .England,as pointed out before,, emerged as a joint-stock

dueprivate enterprise, andto its privileged position, it was 
conferre^upon the status of a central bank. The example of BJngLsnd 
was generally foilowe^by other countries. Further* as the

tindependence of central banks hardly came in the way of thettr 
being expolited for the need® of the Treasury* it was not 
seriously,called in question. This fact largely held good in the



case 4f the Bank of France* In the Napoleonic regime, the Bank 

of France, though enjoying a nominal independence, was gradually 

involved in the bold operations of the French Treasury* By the 
law of .1806.the Bank mi was subjected-to government control and 

since then it was often available for the needs of the Government. 

In spite of this, the case for State ownership was urged with 
great ability by a minority of the Chamber of Deputies at the , 

time of passing the law of 1897. The scheme was, however, turned 

down. It is interesting to note that State-ownership of the Bank 
was rejected not out of any deference to the advantages generally 

associatedi: with the independence of central bank. The reasons 
advancdd for an independent central bank were altogether different* 

It was argued that-in case of foreign invasion, a public bank 

like any other public establishment would be subject to seizure 

by a hostile army, while a bank under private ownership^would be ,
i'

exemptedjLike other private property by the laws of war* In support 

of this view the & & decision of the German Government recogniz
ing the immunity of the Statesburg branch of the Bank in the war 

of 1870 was cited* The same arguments were used in 1898 in Germany 

when the question of the absorption oi/by the state had come up
at the time of passing the bill for extending the charter of the

1Eeichsbank*
The Bank of England among the jz&3b older central banks 

and the Federal^System amongst the new ones are generally . 

considered to be representative examples of central bank 
independence* But even in these two cases, it is beyond all doubts 

that the Treasury Interference has been strong from the vexy 

beginning.

The Bank of England*
The Bank of England from Its very establishment had all

1. Charles F.Dumber* Theory gate History of Banking*11 Sdn.1906 
P*153*



tiie features of an independent central bank and the relations betw 
•een the Bank and the government were those of a lender and a 
borrower. In the past , no doubt* the Bank seems to have strongly 
objected to the excessive borrowing by government* but It had to 
submit to the will of the government* of course, not without some 
advantage to the Bank in bargain* She Bank had the motive for the 
renewal of the charter,while the government was in need for funds. 
Bach time an extension of a loan by the Bank to the government 
was accompanied by the renewal of the charter of the Bank. Thus, 
between 1694 and the commencement of the nineteenth century the9 
Treasury benefited no less than seven times by the successive 
renewals of the charterand thus was in additions to the short
term acconwiodations given by the Bank in the ordinary course of 
its transactions. This was a sort of mutual bargain and the 
independence of the Bank could hardly be expected to offer any 
resistence to the demands of the extravagant ministers. Of course, 
during this period, the Bank was not a central bank, despite that 
the excessive lending by the Bank to the government could not be 
justified on any ground. The Bank Act of 1694 strlotly prohibited 
it to make advances to the government without the express authori
sation of parliament. Despite that during the French wars, the
Bank was virtually compelled to comply with government requirements 

. oto any extent.
During the First World War* the government practioally 

controlled the maximum and minimum rates through its operations 
in Treasury bills at fixed rates, The government remained in full 
control of the situation even after the war until 1921, when the 
system of selling Treasury bills by tender was restored. In times 
of emergency such as that of war, it can hardly be expected that

1. Vera Smith • Rationale of Central Banking,1936 p.17.
2. Ibid p,12.
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an Independent central bank would be backed even by public opinion 
in resisting the demands of government. rAt such a time*government 

is accepted by the public opinion as the sole authoritative 
exponent of national needs* If the Directors of the Central bank 
raise objeetHFns to the government’s financial measures as being 
inflationary, they will be oveaPborne. Ska So call inflation unsound 
will be to invite the retort that war requires exceptional measures 
andthat Jka the operations of the government cannot be restricted 
or delayed for the moment for want of the means of payments#1 2 

In normal times3the possibility of excessive government borrowing 
is much less.

Sot only that an independent central bank has not been able 
to resist the demand of government* but sometimes government 
interference has proved beneficial from the community’s point of 
view • The Bank of England displayed incompetence to successfully 
shoulder its responsibilities during the first sixty years of the 
19th Century* It permitted the paper poundto depreciate* prices 

to rise and the exchanges to fluctuate especially when cash 
payments were restricted* At the same time? it repeatedly denied 
that there was any relationship between these phenomenon, and its 
own activities. She passage of the Act of 1844 by huge majority 
was evidence of a general it lack of confidence in the ability 
Of the Bank to carry out properly its responsibilities• ^ ^On

i

^several occasions government interference proved advantageous•
In the deflation of 1322* the government had to bring pressure 
on the Bank to reduce its rate from 5 per cent, to 4 per cent.

1. E.C.Hawtrey ». ’Art of Central Banking ,1932
p.268.

2. J.Viner. studies in the Theory of International Trade.,
1937,p.255-i
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andjthe volume of circulfclon was increased on the initiative of

government* ’/-"V
Sven after the Bank Act of 1844, by which the Bank of 

;;ngi nnfi came to possess many of the symbols and characteristics 
of a central bank, the Bank failed to control the crisis of WT.

"The ffsmk followed a low Rediscount rate policy during the boom 
of 1846-47 which provided a stimulus to reckless speculation*— 
and investing • enough, for this policy <bf the Bank,
the government of the day along with the parliament and the free- 
banking opinion in general rather than the Bank are blamed by 
modern critics for not stopping the Bank from lowering its discount 
rate.1 ^Ultimately, the Bank rate was raised in April, 1947 on the 

advice of the committee of the {treasury who had absolutely no 

interest in a lower Bank rate*

ghe Federal Reserve System.

She Board of Governors of the. Federal Reserve system of the
U*s* is another Important example, of an independent central bank.
But an examination of the relationship that has developed unto the
present day between the Board of Governors and the {treasury presents
a sharp contrast between the theoretical,independence of the
Board of Governors the^Jdminant control and political pressure
exercised by the {treasury over it in practice, though, the capital

subscribed ^ .of the Reserve Banks is^busariiaad by the member banks, the members

of the Board of Governors are appointed by the President with the
advice and consent of the congress.^In the beginning the position

of the Board of Governors vis-a-vis the {treasury was undefined
but according to a ruling of the Attorney General of the U*S.»

- 1. sir John Clapham. {the Bank of England—A History. Vol.II»£ 1945 
p.192* • . '

2. Ibid p.201.3, K.Mackenzie, Op.eit*#P*219.



the Board was declared an independent bureau or establishment of
the government» free from any government department save in so far
as it chose of its own accord to be bound by such control•CThe
Secretary of the Treasury was from the beginning appointed on
the Board of Governors so also was the controller of currency*
But the Board's relationship with these two officials was to be
co-ordinate and when they were to sit with the Federal Reserve
Boara, they were to act as members of the Board and not in their

1official capacity. This position, though clear and definite
in theory) could hardly be realized in practice* From the very
beginning * the secretary of the Treasury couldjsecure a practical

majority for any measure of policy that he might choose to advocate*
The Board became more and more dependent upon the Treasury diotati

portion
-on and in fact* if not in theory* a/pgaitxaH of the organisation 
of the Department. The system may be called free from political 
influence in the sense ofApressure to make particular loans.'But 
to shape policies either in the interest of given classes or in 
the interest of conditions favourable to particular kind of 
business ^system was vary never been free from Treasury control.
An American autheeti authority on the Federal Reserve system stres 
-ses with the same emphasis the growing menace of political 
pressure upon the Reserve system thus; "Inroads by politics upon
the independence of the Reserve System have already reached the

;' \tv\V-V\ vVa.

proportions of a serious threat to its ±nfer4%«. It is this 
gons£ growing political domination which is by all odds the gravest 
danger confronting the System".®

1. H.P.Wlllis and W.H.Steiner.'Federal Reserve Banking Practice' 
1926,p.a 9.

2. D.W.Dodwell. Treasuries and Central Banka .London 1934,pp. 
134-85.

3. Warburg*-The Federal Reserve system;its original and growth 
Vol.II,p.643.



In 191? the Board displayed an independent attitude and 
lodged a protest against the borrowing plans of the treasury* But 
Secretary Me Moo of the treasury threatened to take over the gold 
reserves and entire funds of all the banks for the purpose of 
winning the war* She Board had to acquiese in the policy of the 
Treasury. MChe Secretary directly contacted the Reserve Banks, 
ignoring the Board of Governors* She Board reluctantly adopted 
the policy of low disoount rates equal to the interest on government 
securities beoause(/*the Treasury Department was in a position to 

override the Board with the assistance of the Reserve Banks**
•Throughout the inter-war period, the Board of Governors 

worked in co-operation and harmony with the Treasury* G[t facilitated 

the borrowing programme of the Treasury by undertaking open market 
operations for the purpose of maintaining ‘orderly conditions in 
the bond-market** During the second World War, as is usual in all 
national emergencies, the Federal Reserve Authorities co-operated 
whole-heartedly with the Treasury for the purpose of finding 
sufficient financial anaawwaa resources for war mobilisation* The 
danger of inflation was intensifying as the Government expenditure 
began to mount up with rapldjstrides but the Federal Reserve 

Authorities were unable to go against the easy money policy of 
the Treasury*

From strictly $ legal point of view, the Board of Governors
can be said to have become more independent of the Influence of

vh$5.the Treasury^ For, by the Act of 1935t the secretary of. the 
Treasury and the comptroller of Gurrency were removed from the 
Board*"* According to an official of the Systemjthe establishment

1* Board of Governors of the F.R.S* Banking studies »1948, p. 51259*



of the Board is not a part of the Treasury or any other government
department .^ItTcan report directly to the congress. The funds by

which it is supported are derived not from Federal appropriations
but from assessments levied on the Reserve Banka.^ But even

after this clear description of the position of the Board# in
being ^reality the Reserve Authorities are far from/independent* This 

is well brought out by the1 2 post-war monetary policy which dis
closed the predominance of the Treasury in monetary matters.

The crux of the problem of monetary management in the post
war period was, the control of inflation, so far as the monetary 
instruments of this oontrol^were concerned, they were the flexib
ility of the structure of Interest rates and the control of bank*; 
reserves* Both instruments could not be used by the Federal 
Reserve Authorities foi^ the Treasury was prejudiced against their 
use.rUnder the exigencies of the management of public debt# the 
Treasury was weddedto the policy of low interest rates/Throughout 
the post-war period# it is the attitude of the Treasury rather 
tfh«n tnat of the Federal Reserve Authorities# that has been 
influential in affecting the quantity of money. Seoretary Snyder 
of the Treasury, it is said# wanted to stop inflation but not by 
monetary restriction.«1rhe problem in his opinion could be attacked 
better by higher taxes# selective credit controls and even by 
direct prices wage controls*^^One of the instruments of 

selective credit control was Regulation f~ designed to regulat&EE 
the terms, of instalment credit which contributed significantly 
to the post-war inflation. But the Regulation was discontinued:; 
by a congressional Resolution from November, 1947 much against the 
opinion of the Boa-'rd of Governors of tlae Federal Reserve System. 
The attitude of the Board towards vkisr measure can^e clearly

1. Ibid #p.353. ^
2. Herbert stein. Monetary Policy and the Management or pudxic Debt. A.S.R.December 1952,p.869.



read from a statement released by the Board on October 27th,1947s
" The continuance of small inflationary pressure convinced the
Board that this is no time for the relaxation of terms by banks,
finance companies and instalment sellers* Demand for automobiles
and many other durable goods specially covered by the Regulation
W is still in excess of supply* • ••• There could not be a worse
time to encourage the public to go deeper and deeper into debt"*^

But this opinion of the Board proved only a cry in the wilderness*
The Report of the Bub-Committee on monetary, credit and

fiscal policies, popularly known as the Douglas Committee,contains
a significant statement as regards the attitude of the la Federal
Reserve vis-a-vis that of the Treasury towards monetary policy
in the post-war period* The Report states that "the Federal
Reserve was not willing to assert its independence and force
market yields to rise above the yields the Treasury wished to set

2on its new issue"* This is somewhat a misrepresentation of the 
attitude of the Federal Reserve Authorities/1l?he fact, is that 
immediately after the Second World War and again in early 1948, 
the Federal Reserve did try to persuade the Treasury to raise 
the short-term rates but the latter refused to follow the 
recommendations of the Federal Reserve.**

It can be well understood from the above examination of the 
position of the Federal Reserve Authorities in the monetary frame
work of the U.S., that whatever may be its legal status, the 
Federal Reserve Board has to recognize , in practice, the superior 
-ity of the executive authority of the Treasury* This is because 
of the difference in the positions that the Federal Reserve and the 
Treasury occupy in the public affairs*

1* Fed.Res*Bull.,Hov.,1947 p*1356.
2, Douglas Committee Report - A brief Review by S.A.Goldenweiser, 

A.S.R. June 1950,p.395*
3* Lester V.Chandler .Federal Reserve Policy and the Fed.Debt 

, Readings* in Monetary Theory ,£.E.A* ,p*413*



Th© Treasury is a crucial, operating branch of the Government- 
In the formation of tax and .public debt policies, the secretary 
of the Treasury rami remains in the closest contact with the 
highest executive authority of the U*S**namely, the President* He 
is associated with the President more than any other member of the 
cabinet* The Federal Reserve Authority by the very fact of its 
* independence* is far removed from the. President* fit is evident 
that considerations of debt management would weigh heavier with 
the President than those of monetary management, for, the latter 
do not find sufficient representation as the former*, do* It is the 
human factor here that is dominant , whatever may be the theoretical 
justification for a particular line of monetary action*

Sut more than this, the factor that establishes the 
domination of the Treasury over monetary authorities is a very 
large increase in the magnitude of fiscal operations of the 
Treasury* The Treasury now can affect as much the quantity of 
money-by causing changes in bank reserves (including liquid assets) 
as the Federal Reserve Authorities can do. This is, of course, a 
direct result of the preponderance of public debt in the post-war 
period*' When the Treasury floats new securities and when these 
are bought by the banks and also by non—bank Investors, the 
quantity of money will be reduced* Again, whenjbhe Treasury redeems 
the maturing debt, the mb quantity of money would be increased 
to that extent* Of course, the power of expanding the quantity 
of money would depend upon the cash balances with the Treasury* 
Again, apart from the management of public debt, even the day to 
day fiscal operations of the Treasury can produce significant chang 
—es in the volume of money* 'increase in the rates of taxes and 
creation of surplus budgets would produce deflationary effects 
while the creation of deficits would have the opposite effects.



It is true that these potential powers of the Treasury cannot he

used simply to foil the measures of the monetary authorities in

case of conflict , for, such a use may have adverse effects on the
situation >over all economic^jaitnatAa in the country .Nevertheless, the very 

existence of such potential powers of the Treasury is a strong 

consideration Impelling the Federal Eeserve Authorities to co-oper 

—ate with the Treasury to reach working agreements on credit 
and fiscal policies] If at all the Federal Reserve Authroties 

oppose the policy of the Treasury, they stand all the chance of 

being threatend \u with extinction# Such threats are not only a
i

theoretical possibility but have been actually expressed in the 

by the Treasury* For example, in 1933, Secretary WooQifri 

expressed the desire to *crush the Federal Reserve System* and, 

when pressed for an explanation^gave as his reason^ 'the fact that 

*he wished to be able to order loans to the government by merely 

telephoning to the Reserve Banks’#

It is obvious from the above discussion, that the 

independence of central banks has not been able to serve the 

avowed purpose for which its advocates recommended it* The legal 

status of central banks as formally independent private banks 

under government control or as pure state banks has g*bt but 

little effect upon their actual credit relations with the 

government. At the end of 1923, out of the central banka operating 

. in Australia, Bulgaria, OhzeohoSlovakia, Ssthonia, Finland, 

Hungary, Japan, .Latvia, Poland, Russia, Sweden and Uruguay , 

only three central banks had more than 50j» of their earning
64 & VG%fW'h*\ k , ,,

assets in the form of goveaaaent securities# In the case oi 
countries in which the central banks were taken over by the state, 

the claims over the government represented old debts taken over

1# G#h«Rach.Monetary Policy Formation#Am#Sco#Rev#,Dec• 1949 P#1182# 
2* H.Parker Willis,* Theory,and Practice of central Banking*

1936,p.331#
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tiis new state banks and no new credit was granted to the 

government. In five of these countries,dcr.ect credit relations of 
the State hanks adfch with the Government were of small importance 
(i.e., in Sweden, Japan,, ,Latvia, BsthoniaJ and ih the
case of Finland the ratio of government claims to total assets

1was very much acedia, reduced.,
In the past,, if at all the central hanks could exercise 

some restriction over government borrowing , it was less due to 
their independence.^It was more due to the exigencies of the 
international gold standard which exercised a rigid discipline 
both on central banks and their governments. Due to the simplicity 
in monetary management that the gold's^ standards provided, the 
public could well understand and support the stand taken by the 
central when the country’s goldpserves were falling. Behind
the voice of the Sentral bank there was a strong backing of public 
opinion and it is Jus the latter that is more important for 
enforcing discipline over any public institution in a democratic 
society. It is admitted even by the staunchest advocates of the 
political independence of central banks, that large-scale 
borrowing to an abusive extent by governments from their central 

banks; Is possible especially when the country’s currency 
authorities have no responsibility €or its convertibility & It 
is true that an independent central bank can give a, sound advice 
to government and explain well the consequences of excessive 
borrowing by government over the eKonomio welfare of the people. 
Perhaps the central bank is more suited for this task than any 
other agency in the country. If the government is oonvinced 
Reasonably well, the central bank would have donees Job well.
But here, the technical competence and insight of the central 
bankz. andpot its independence , that would gain a hearing for

1. Memorandum ofl Central Banks. League of Ballons,Geneva,1924 p.)- 57
2. Klseh & Slkin. 0p.Clt.,p.22.



Its protest.1
( la the,absence of some established rules easily understand

able by the people such as those workably provided by th© pwx$m 
goia. standard system, the chances tor political pressure are bound 

to be present. For, in the.absence of set rules, management of 

money becomes largely discretionary in the hands of monetary 
authorities who can cleverly manufacture sufficient reasons for 
justifying their action in an event , of public criticism. In the 

context of discretionary management of money, the fear that a 
State-owned central bank would be used by certain powerful pollti 

—cal Interests to their own advantage is not altogether absent 

even from a politically independent central bank. In this case 

both the government and the central bank have to face a common 
menace to public interests. This danger of powerful economic inter

ests dominating the central bank policy# is greater when the 
central bank is an independent corporation, for, then the 
scrutiny and examination of its policy cannot be held on a legis

lative platform as it.is possible when the government is 
responsible for central banking policies.,1 The dangers of the 

policy adopted by an independent central bank are known to the 
public only when its consequences assume a serious form. It may 
be possible to hold those, who might be the agents of the whole 

mischief, responsible at the bar of public opinion, but, even 

then, what would have been done could not be undone.
The independence of the central bank fails to provide ■ , 

the very safeguard thg against the predatory habits, of governments 

or of those who are active behind them, for which it was so 
avdently advocated..Need for such a safeguard remains as true 

as urgent even today as it was before the world democracies

t# E.U.Hawtrey. o£ Central Banking 1932»p*268.



had begun to rise upon the political horizon* 

m Siam 6$ rm f^ulum. ■1
fhere is no assurance that the remedy of an independent 

central, bank provided against the disease of excessive borrowing 

by the government will not react unfavourably and would hot create 

disasters for the body, economic in other directions* She. dangers 
arising out of an irresponsible privately-owned corporation

that is entrusted with the responsibility of the general well-
■ . •' ■ - ■

being of the country are equally great and serious* Ihe governmentj 
which is responsible for an over-all economic policy of the

CevWKoV'
country^leave the monetary aspect of that policy to an agency 
which is constitutionally independent of government control* She 

management of the nation’s money and banicing could be left to 
a private institution with government control here and there* 

so long as the governments had hot addressed themselves to an 
over-all economic policy and especially to the task of saving 
people from the scourges of periodic trade fluctuations* An 

over-all economic policy of government before ninteen-thirties 
was to be found only in the exceptional times of war and in such 

times of emergency all theoretically accepted tests of a sound 
management of money were shelved* Government interference in 
the domain of money did not sound unusual/ at such times* as 

, it wa3 accompanied by similar interference in other fields of 

economic activity also*
(S But the expression of tdirt Lea called upon all governments 

to regulate the economic activities in such a way that the 
distress of trade fluctuations could be avoided. She control of 

money and credit was essentially considered a strategic measure 
to control the fluctuations- in business. A central bank tinder 
private control cannot be guided by the motives and ends that
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are open to government* For* private control is generally dominated 
fry t&e ideas of capitalistic undertakings that are based on profit 
^ central bank should be a non-profit making institution* In 
faetj the insistence on government control over the credit system 
of a country was the result of an increasing emphasis that was 
being placed graduallyn on government Interference in the free 
working of an economy just to drive back that economy to its very 

rationale^ Increasing government control in the field of money 
therefore, was reflecting the end of an era and the dawn of a 
new oner the decline* of laisses-faire and rise of a welfare State.

Ihe degree of direct government control of monetary policy 
varied from country to country according to the exigencies of the 
objective for which such control was needed* In countries with 
organised money markets andi financial systems such as United 
Kingdom and United States,, the nature of control was milder and 
was not carried through, essentially by a fundamental change in 
the institutional set-up of central banks* But in countries, 
especially economically backwardand where government activity 
was required to penetrate the varied and Wider fields of economic 
activities, the necessity for a.legally defined control oi central 
banks was obvious* In the case of British Dominions the gospel 
of central bank ’independence* was incorporated into the statutes 
of their new central banks by the English advisors, whose views 
were thickly hued with the status and working of the Bank of 
England^it hardly could work satisfactorily in practice* After 
a few years the subsequent amendments of the statutes brought

1. ay billis. She Practice of Central Banks*pp*53At335*
2* Keynes * General theory,p. 380.



the central banks within the range of legally defined control of 
government* It is interesting to .note that the Royal Commission 
on Banking and Currency in Canada) 1933* was especially influenced

Com® i»A i
by English advice in matter of private ownership of the BankA But* 
no pressure was forthcoming for such a form of constitution from 
Canadian sources. It is doubtful whether one word explicity in 
Its favour can be found in the thousands of pages in the evidence 
before the Royal Commission./'The three Canadian Commissioners* 
although divided upon many points, were united in condemning it*.

In spite of this* the then conservative administration in 
Canada was successful in establishing the central bank, the Bank 
of Gand&a, on accepted lines. It commenced business on March 11*
1935. But, immediately next year, the statute was amended so as to 
make the State control of the Bank legally defined and positive'*
One of the important planks of the liberal Administration which 
was returned with a large majority in 1936 was the * nationalisation*

oof the ownership and control of the central’Bank* Complete
’nationalization*, however* was not effeetec^Lmmediately but control
of ,the state by direct participation in the capital and management

introducedOf the Bank waQ/inimcadoed• lev/ shares known as class B shares which 
were to be held by the Minister of Finance* were issued* The 
Minister, in consequence* was entitled to .appoint six directors with 
approval of Governor'General—in~OoUncil • She hew directors were given 
two votes each.' These new directors along with the two Governors 
could secure a substantial majority for the government in the 
Board of Directors. Immediately after two years* this state control 

, of the ownership and management ox the Bank was made complete. In 
1938, the private holders of class A shares were bought out at 99 
dollars 20 cents for each share of 50 dollars* All the directors
1* A.&.W* Fiumtre* Central Banking in British Dominions. Toronto

1940* p.188«2, Ibid p.147.
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■ VP\were to be appoint edbyA the Government.
The same reaction to the accepted view of the status of cen

tral banks was displayed in Hew Zealand after, the establishment 
of the he serve, Bank of Hew Zealand on conservative lines in 1934*
By the Amendment Act of April, 1936 the Bank was transformed into a 
government institution* She statement of objectives given in section 
10 of the Amendment Act is significant as regards the role of the
Bank under state direction* It reads s ’‘It shall be the general 
function of the Heserve Bank within the limits of its powers* to 
give effect, as far as rasy be to the monetary policy of government 
as communicated to it from time to time by the Minister of finance* 
for this purpose, and to the end that the economic ana social welfare 
of Hew Zealand and may be promoted and maintained* the Bank shall 
regulate and control credit and currency in Hew Zealand." 1

The same attitude towards the status of the central banks 
< ' is visible in, countries;.’, which came to .be dominated by totalitarian

economic planning hxfc during the inter-war period. A glaring
example of such countries is supplied by Hitlerite Germany. The
•jgft Reiehsbaak' of Germany before the Law of 1924- was privately
owned but it was operated^ the government » The law of 1924*
however* broke this oldjassoclation of government control and created

the new Bank as a privately-ovraed joint-stock company controlled by
its own Board of Directors.,2 But this independent body could remain

as a controlling power of currency* credit and discount policies*.
up to Mar oh, 1S 33. The. Baric was placed under legally defined control
of the state by a law of June, 15* 1,939. It was subjected to the
unrestricted sovereignty of the Reich and was to serve "the aims
set up by the national socialist state* especially the safeguarding
of German currency.," = This was not all. The Bank was made ah

1.2.
Fed.Res.Bull.*June 1936 p.413. 
E.B.Hortiirop• ’Control Policies of the Reiehsbaak 193B,p.29«
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integral part of the dictatorial machine. "The Reiohsbaak% it was 
provided, “shall he responsible directly to the Fuhrer and 
Chancellor of the ti&sda Reich". She Bank was to be directed and 
administered by the president of the Reichsbarik and a n»»T»»g4n£ 
board in accordance with the instructions from the Fuhrer and the 
Chancellor of the Reich under his supervision. The Fuhrer was also 
to determine the appointment and term of office of the president 
and other members of the managing board. It is strange that the 
capital of the Bank could be held by German citizens. However, they 
were not to be personally responsible for the liabilities of the 
Reichsbank.

In Italy, the law of March, 1936 transformed the Bank of 
Italy in a public institution and provided for repayment to private 
shareholders of the old capital and part of the reserves of the 
Bank. The new capital of 300 million lire was not put up by the 
State but was subscribed to by savings banks. In Denmark, the 
Rational Bank of Copenhagen was transformed into a State central 
bank on 1st May,1936. The capital was Arm directly purchased by the 
State, so far as the government control of management was concerned, 
the measures adopted in Denmark were less radical than in the 
case of previously noted countries. The government secured a substan 
^tial representation by appointing its nominees along with other 
members of the Board of Directors which were to be drawn from varied 
fields of economic activities in the country.1 2

JQims HjATIQ HALIZATIQHs The Bank of ay

This trend towards increasing state control of central banks 
reached its culmination in the post-war period. The change that was

1. Fed.Ree.2ull., September 1939,pp.737-738.
2* Money and Banking 36/37. league of Rations vol.I p.82«
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gradually coming over, adapting itself to the new requirements, 
became drastic and revolutionary especially when the old lady of 
Thread-needle street, which supplied,right from Its inception , 
a theoretical foundation for the central bank Independence, was 
nationalized in 1946*

The steclc of the Bank was transferred to a person nominated
by the Treasury on whose behalf the stock of the Bank was to
be held by him. so far as the system of management was concerned,
the old set-up was retained* The old Officers, such as the Governor,
Deputy Governor and Directors in the first Instance vacated their 

these ■ ^offices. But^officers were newly appointed by His Majesty .^The
status of the Bank Executives is not absolutely subordinated, for,
according to the new arrangements, though the Treasury is empowered
to give directions to the Bank from time to time, such directions
are to be given only after consultation with the Governor of the
Bank and which may be thought necessary by this authority in the
public interest. Subject to any such directions , the affairs of

be \ .the Bank are to^maaaged by the court of Directors,
The French Act of nationalization of banking is a oomprehen 

-slve measure containing many innovations as regards the methods 
of credit control and the organizational set up. By the law of 
December 2, 1945, not only that the Bank of France was nationalized 
but State ownership and State supervision of other commercial 
banks also was introduced. The Bank of France was nationalized from 
1st January, 1946, The final control of credit is vested not in the 
Treasury as in the case of U.K. but in a body known as the national 
Credit Council, specially created for the purpose. The National 
Credit Council is to work under the presidency of a minister appoin
ted by the government with the governor of the Bank of France as its

1 • Fed.Res.3ull., May 1946,p.46G.
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vice-president. In addition to those two officers, the Council 
consists of other 38 members drawn from varied fields of the 
country’s principal economic activities.

She national Credit council has to propose to the Minister 
of Finance the allotment of available funds to be reserved for the 
needs of the Treasury and for the oapital issues intended for 
metropolitan France, the overseas territories and foreign countries* 
The council should be consulted by the Minister of National Economy 
regarding general credit policy with a view especially to the 
financing of the plan for the modernisation of national economy 
and of import and export projects.* The Council is empowered to 

obtain from the banks# private as wall as nationalised# detailed 
reports on the composition of their portfolios along with the names 
of the borrowers o£ hanking is* and the amount of their borrowings* 
Nationalisation of banking in France is the direct consequence of 
the financial needs of the Treasury# rather than a desire to control 
credit for public interest* Heavy reliance of the Treasury on the 
Bank of France. was the only way to fill the gap left by inadequate 
tax receipts and savings. The Bank of France had to purchase 
abundantly from the Treasury its short-term obligations so much 
so that the limit to such loan haa to be raised from 100 billion 
francs to 2Q0 billion,in 1947*2

In the Royal Decree of October 1#19*5# reinstating the 
Netherlands Bank Act which, was suspended during the wax# the same 
tone of the ultimate superiority of government is evident* Article 
seven of the Decree reads* "Whenever our Minister of Finance deems 
it necessary to co-ordinate the monetary and financial policy of

Margaret G* Myers - The Nationalziation of Banks in France".
Political Science Quarterly,June 1949#p*2Q1.



government and the policy of the Netherlands Bank, our Minister shall
issue to the Management of the Netherlands Bank the regulations need
—ad for achieving that purpose* She Netherlands Bank shall he obligdd

a 1to observe these regulations?
c^She post-war attempts at bringing the central banks under 

the legal fynft direct control of government appears to be the conti
nuation and enhancement of the trend that had long since begun* View 
—ing thus* the post-war measures may seem to be mere formalisation

' . , i*

of the relationship between the State and central banks * 5Chus* in 
the case of the Bank of England > during the inter-war period, there 
is found a close cooperation between:*; the Bank and government. 
Immediately after the First World War, the monetary policy .was 
determined by the Bank, and the government in such a close co-operation
that it was impossible, for any layman to discover the degree of

32responsibility that hhey were tndvifta individually bearing.
!2he position of the Bank of England was indisputably independent

of any form of legal control as it was categorically pointed out
by the Macmillan Committee* 5Che Bank was characterised by the
Committee as ’unique* as a central bank, in that it was a private
institution independent of legal control save in regard to its

■ 3powers of issuing bank notes and granting loans to the State*
But in practice this sort of freedom was given altogether a different 

meaning by the Bank authorities* In 1936 Mr .Montague a Borman, 
the famous Governor of the Bank, made clear the practical meaning of 
the legale independence and how it was toAexercised* Ihus the Governor 

, stated,1 We wish to use this freedom in the only proper way it can

1, Fed.Re a•Bull•,May 1946,p*489* ^ CQ
2. H.elay, the post-war Unemployment problem p*59< 
5, T2»«iagn«i:s-fc Macmillan committee Report 193' #

London ,p*25 para 8W.
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tie used and that is in harmony with government's policy. I assure
the Ministers that if they make known to us^appropriate channels
what they wish us to do in the furtherance of their policies, they
will, at all times, find us willing with good will and loyalty to 

whatdo hai/they direct us, as though we were under legal convulsions, 
fhe same authority a year later stated : * We must look largely to 
the chancellor of the Exchequer and we assure him that in all matters 
his requests govern the conduct of our affairs* We would prefer^ 
however, that he made his 'requests' as such rather than in the

i ... *

form of legislation. Legislation is too foreign a method* •
According to the new law by which the Bank of England was

nationalised only a statutory recognition is given to the custom
and tradition that have developed through history. She
measure^as generally observed by critics, does Ah not alter the
original impression that the nationalised Bank Of 1946 will not
differ in any fundamental way from the privately owned Bank of

21945 or, for that matter, of the past decade.*' rIt has been made 
clear that there will not be any interference with the day to day 
working of the Bank# Even in the oasa of the new practice of 
publishing annual reports arriving maximum information consistent 
with public Interest, the government would-be guided by the views 

of the Bank Itself. As a close co-operation between the Bank of 
England and the government was already existing before nationaliza
tion, it may be said that the new measure hardly Introduced a 
change for practical purposes#

' ' ‘ ‘ ' —s
But such a cooperation, cannot be assured everywhere and 

for all times* A semi-government institution, though not explicity 
differing with the government, may thwart the attempts of government

1, Quoted# Money andBanking 1937-1938 Vol.I League of nations
pootnote#14 p*83#

2# She Economist# Feb#16,1946, p#2SQx 259#
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economic stabilization by underground dealings*Such a fear was^g- 
actually realised especially when the various governments were <

/"N. ^ , \

strugl^ing hereto relieve the distress of the depression of 
Blnteen fhirtles* In the case of Australia, it was stated by the

rAustralian treasurer that the Commonwealth Bank and private banks 
refused to assist the rehabilitation plans of the commonwealth and 
State Governments which were designed to relieve acute unemployment 
and restore industrial, aetivit$: amidst deep-seated depression.1

f^ihen a popular government undertakes the task of economic 

planning, the policy followed in various fields should be unanimous 
and aimed at the common economic end, conflicts of opinion, howsoever 
honest they may be* should be avoided* Sven in England where the 
Bank of England whole-heartedly co-operated with the government* 
the functions that the Bank was performing were so important and 
vital that it would lead any one to say that.it was the Bank of 
England rather than the government that was in actual control of 
the amount of the. national income, the external value of the pound-

I osterling and the standardpf liying of the people in general. Shis/ 
factual maatfciiiaa position was mysteriously shrowded so long as
harmonious relations were maintained .^such a smooth relationship

/

would largely depend upon the attitude and broadness of imagination
; mhothat would be displayed by thoseAat the helm of affairs in the two 

camps* Xt maybe that a Governor of the Bank narrowly Interpreting 
the law, may insist upon the legal rights of the Bank and thus may 
create a serious situation for the government. Such critical

i

junctures are not absent In the recent history of the Bank of " 
England* lord Cunliffe was at times insistent upon his legal position

1« speech delivered by the treasurer In the House Of Representatives 
quoted by M*A.Krie in * Central Banks and the State today*. Am. Boo* 
Rev.September 1948,p*572*

2* Amber Blanco White* *l1he Rationalization of Banking* London, 1934
p*26*
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as the Governor of the Bank , of England* Thus, on one occasion during
the First World lar when the government was in urgent need of funds
for payments in New York, lordjcunllffe failed to provide the

necessary funds and insisted upon leaving such matters to him. The
Secretary of the Treasury? Mr.HacHenna, had'to take drastic action

hut for which, it was believed, there would have been irretrievable
*.damage to British prestige* Another example of conflict between 

the government and financial interests led by the Bank of England 
is supplied by the situation in 1930—31 • When the labour Government 
of the time asked for an American loan, the U*S* required the 
British Government to balance the budget especially by exercising 
a drastic cut on unemployment benefits; as a pre-cohSLtion for the

* r

toagarfc fr»rfc loan* The Labour Cabinet were ready to balance the
budget but in their , own way and not as dictated by the U,S. Though
this sort of dictation seemingly came; from the it was the
British bankers and financials .along with the Bank of Engl and who
were active behindthe American advice*. The L&bour Government

l 2ultimately had to go, out of office on this point of conflict.,'*
The Socialist Government in British Britain In the post-war period

cannot contemplate such conflicts*,
The nationalization of the saWk at the time it has taken

place may,appear to be only a symbolic attempt to respect a party
doctrine • nevertheless, in bhe-future-a^ the significance of the

, measure may assume different form* This would depend ppon the extent
and the way in which various governments|will make use of the powers

conferred upon them by, the .Act* But even if we view it purely in
the context of the time, of the measure, it carnal be said to be
introducing a fundamental and basic change• This would be evident
from clause 4(3) of the Act which aims at the control of commercial

1* ASBhnx Lord Beaverbroolc s ‘Politicians and the War* ,1914-16. 192© 
2* G*D*H.COle* Economic Tracts for the times, 1932,pp#21 & 32*
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banking* ffiiis particular provision marks a fundamental and 
important change* She clause reads thus*

* sue Banks* if they think it necessary in the public 
interest* may request information from and make recommendations 
to bankers and may, if so authorised by the treasury, issue 
directions to any banker for the purpose of securing that effect 
is given to anyrequest or recommendations*.

It is not possible to ascertain from this the exact nature 
of the •information* that would be requested for and the 
* recommendations* that would be made to bankers, such information 
must have been oertalnly secured by the Bank in the past. Requests 
from the Bank have^been lightly ignored in the Oily”. In this 
respect, the clause may be said to formalize the state of affairs 
that already existed* Sfct the informations asked for and 
recommendations made by the Bank in the past might not be the 
same as ami may even fundamentally differ from those that may 
be insisted upon in future under clause 4(3)* In the past the 
directions of the Bank might be based merely on unwritten 
conventions which were long accepted by the bankers themselves 
and thus, there could not be any opposition by the bankers to 
the directives of the Bank* fox, the opposition would involve 
a danger to the whole credit otructure of the country and this 
might have adverse effects on the position of banks themselves* 
Again, central banking control directed towards the control of 
the volume of money in general interferes less with the 
individual independence of a commercial bank, for, it is not 
discriminatory* Raising ox lowering of Bank rate or influencing 
bank reserves by means of open market operations g does not 
raise objections from barks* But the control intended under 
clause 4(3) is certainly.not similar to that exercised by the 
Bank in the past* Shis is because the future economic policy 
of the government which brought about this measure will be



radically different from that in the past.1 2 She purpose and 

nature of the future control of banking system being differentj 
it cannot be successfully exercised on the lines established 
by conventions* though the Act is silent about this, it can be 
very easily gathered from speeches occasionally made by the 
Chancellor of iixchequer with reference to the reform. She 
following words of the chancellor in the labour Government which 
promulgated the Act of 1946 are of immense significance in this 
respects

x *lt is essential that we should be able in the last 
resort, to establish priorities in the &s disposal of short
term funds in the same manner as we shall in a later measure, 
assure priorities of national interest in regard to long term
credit11.
And further*

tit may be desirable in certain circumstances to 
urge the banks to devote their resources to one or other form 
of investment, which, it was felt by the Government and the 
Bank, was necessary in the interest of a planned priority with 
a view to securing full employment in the country and building 
up aur export trade* and other necessary elements in our 
economy1*?*

What the Chancellor sought to secure by this is a 
comprehensive instrument to achieve the economic ends referred 
to above by him.- Money is such an instrument. It is a servant

1. She drastic nature of the directional control of bank funds 
that is implied in clause 4(5) is being gradually revealed in 
recent times. In December, 1951, the Chancellor of Sxchequer 
addressed a special letter to bankers asking them to direct their 
funds towards the mobilisation of exports especially to dollar 
areas. For this, the banks were required to subject all applicati
ons for loans to close scrutiny. SSbese applications were to be 
either ’permitted* or *restricted* or totally *declined* according 
to the directive given to the banks. Such directives from the 
authorities cause a great lot of embarrassment to the relations 
between the banks and their oustomers, which was. quite rare during 
the time of wear, customers on the other hand find it difficult to 
understand why their propositions should fall without the 'permit 
—ted* category had should be turned down when; they are sound & 
desirable from the point of view of their .own business. Matters

2. Quoted In economist,Feb.16,1946 p.26oicontd*oa pag® W
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whoa® services require to be completely requisitioned in order 
to secure the desired objectives# It cannot be allowed to serve 
two masters at a time, for, its divided loyalty would do more 
harm than good. Clause 4(3) in the Act of nationalisation of the 

of 'gngl^nd' attempts to realise in practice what Keynes 
recommended as an important measure of State policy in his 
General theory# According to him, a somewhat comprehensive, 
socialisation of investment wouiajprove the only means of securing 

an. approximation to full employment• socialisation of invest*"'
ment is impossible without the State control of bank funds# Social 
control of short-term investible funds may not be the only means 
of securing full employment but it is the most important means 
which, if utilised properly^ will prove of considerable help in 
furthering the aims of the government.

Clause 4(2) aims at directional control of bank funds#
rptvi a sort of control is generally foreign to the British central
banking traditions# The moral power of the Bank to influence
commercial banks* as distinct from its quantitative control of
the volume of bank credit, has always been very sparingly used in
England# Only very rarely Indeed, if at all, the Rank’s opinion

" ' . 2of what ought to be done has been backed by any Ifuait of pressure# 
The objective of directional control of bank credit being given, 
it is difficult to ascertain how far the Bank of England as a 
privately owned institution would have helped the government

(Bote 1 contd. from page \\$ )are especially aggravated when, according to a fresh directive# bLus are oompelled to withdraw faallltlea that ware qulte 
unobjeotionakble previously# (Banker* s Magazine# Treasury Intervention in Bank lending?, Sept# ,1953 pp#213^214)#
1, Keynes • General Theory,p*s32S.«
2# Economist . Op.Clt#,yeb#,16, 1946 p.26G#



in realizing its objective. Sven if a whole-hearted co-operation 
and support from the Bank is assured# it is doubtful whether the 
banks would have yielded to the Bank’s directives or ’requests’ and 
’recommendations* without the force of law behind them. In the 
past# it is true that 1b the Bank of England was a technical instru
ment in carrying out the monetary policy of the government and the 
Bank’s policy was also the policy of the government* Despite this 
fact# the whole ****** tradition of the Bank Of England was that 
of a great city institution belonging to the world of high finance 

rather than to the government. The Bank was ever proud of its 
independence vis-a-vis the state* Its relations with the government 
were those of a treaty rather than of aaligrtBR* subordination.*

The Old lady would be scrupulous not to adopt measures that would 
offend the City bankers# (l.e. London bankers). In case of conflict, 
the influence of the City may weigh more with it than the 
considerations of government economic policy, nationalization of the 
pfini* of England# therefore, ssssk Implies much more than merely ’to 
bring the capital and stock of the Bank of England into public 
ownership*. The government in Britain had certain economic objectives 
In hand and necessary instruments for the realization of these 
objectives must be withjln the control of government, as the Chance
llor himself stated#T the measure of nationalization was to ensure 

a smooth and efficient growth of the financial and banking system 
of Britain to meet the needs of the future*# The Economist has 
significantly Interpreted that the ’future* meant by the Chancellor 
is ’socialist future*’.1 2

RESERVE BAM Off IMA.
Rationalization of the Reserve Bank of India is in keeping

1. G.D.H.Cole. Moneyilts Present and Future. II Edn.1945tp.193*
Zk Economist. feb.#16#1946 p.260.
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not only with the post-war trend towards State control and State 
ownership of central hanks hut also with the change in the political 
status of the country. In the past, though the Bank was ‘independent* 
in the sense that it was a share-holders* concern, it failed to 
serve the financial and credit needs of a backward agricultural 
economy. Its policy was directed towards helping the government 
in its objective of maintaining a high exchange value of the Hupee 
in terms of sterling, as it was conceived on old linos drawn from 
central banking traditions in England, the Eeserve Bonk had, no 
doubt, it’s own limitations.^large sector of the country’s money 

market, namely, the unorganised sector, remained outside the purview 
of the Bank’s control, fhe Bank wa3 not much approached for 
accommodation even by the organised sector. Shis is borne out by
the very low volumes of discounts ana open market operations, of

1the Bank in the pre-war period .
During the Second »orld ®ar> the Bank became a pliable 

instrument in the hands of the Government for inflationary financing 
of war. in the post-war period, the Bank as a share-holders* 
concern could, no longer be relied upon to bear the responsibility 
of helping the economic development programmed the national 
Government. Eight from its inception its control was gradually 
passing into fewer and fewer hands and there was all the likelihood 
that government might be thwarted in their programme of 'national 
economic reconstruction by a small community of economic interests, 
from the past elections to the Board Of Directors one can easily 
learn that vested interests had firmly entrenched themselves in 
the affairs.of the Bank. In actual practice the Directors not only

1# E.B.Raj. Monetary Policy of the Eeserve Bank of India.
p.79 & p.106.



In view of theelected themselves hut even their successors# 
changed political status of the country and its ambitious economic 
objectives* the Eeserve Bank of India* as It was constituted under 
the Act of 1934* would cause misgiving la the mind of any man as 
regards its ability and reliability for controlling the financial 
system of the country in the interests of economic development * It 
was* therefore, in the fitness of things^ that the Reserve Bank 
of India was nationalized*.

fflip Reserve Bank of India became a nationalized central 
l^nir from 1st. January^ 1949 according to the Reserve Bank of India 
£ transfer to Public Ownership) Act, 1948* According to the official 
view/""* this Act was passed in order to implement the government 
policy that the Bank should function as a state-owned institution 
and to meet the general desire that the control of government over 
the Bank* s activities should be extended to ensure a greater

,.2coordination of the monetary* economic * and financial policies*• 
general superintendence and direction of the affairs of the

Bank are vested in a central Board of Directors which consists of
\

(i) the Governor and two) Deputy Governors to be appointed by Union 
Government*(ii) four Directors to be nominated by the Union 
Government one from each of the four Local Boards* (ill) six 
Directors to be nominated by the Union Government and (iv) one 
government official to be nominated by the government

She Act which brought about a change in the status of 
the Reserve Bank of India does not introduce far reaching changes 
in the powers of the Bank so as to render it a strong instrument 
in the hands of the. Government for monetary and financial control* 
Shis is subsequently done by the Banking companies Act of 1949- 
Section 21 of this Act specially empowers the Reserve Bank to

IIM II H»

1* Indian Finance* Sept**1945 p**2fJJP* _ , _ *2* Report on Currency and Finance 1948—49* Reserve Rank of India*p*x
3* xualof India (transfer to Public Ownership)Act,1948*sac.8(1).



exercise directional control on bank funds such as one conferred 
upon the Bank of England by Clause 4(3) of the Bank of England Act, 
1946.

As regards Its relations with the Government, the Reserve 
Bazik of Indaa Is to remain Independent In its day to day working. 
However, the Act empowers the Onion Government to give from time td 
time such directions to the Bank as It may, after consultation with 
the Governor of the Bank, consider necessary In public interest, 
fhis provision is the Indian version of Clause 4(1) of the Bank 
of England Act. It is worthwhile to note here that the proviso 
•♦After consultation with the Governor of the Bank* in the two Acts, 
Indian and British, has not got the same significance. In the case 
of Britain, the Governor of the Bank of England is not an official 
belonging to the Civil service. He holds his office by virtue of 
his special technical knowledge in the domain Of national and 
international finance. He is, therefore, technically well equipped 
to advise the government as to what *directions* are necessary in 
public interest. In the Indian context this proviso has practically 
no significance, for, the Governor belongs to the civil service 
and he may not be invariably associated with the world of finance 
before his appointment to the office of governorship.^ Even the

1 * fhe appointment of the present Governor of the Bank, Shri. 
B.E.Fillal, best illustrates this point. shri.Filial has been 
transferred from the Ministry of External Affairs, where he was Secretary-General to that Ministry. Even before, this, he does 
not seem to have held any post which could bring him into close 
acquaintance with the problem of finance and banking. She 
appointment of Shri ,K. G.Ambeg&orikar as the Deputy Governor which was also made simultaneously with that of Shrl.Pillai has got some 
consistency in that that he was Secretary to the Ministry of 
Finance ^U3t before his present office. (Eimes of India,November 
24, 1954 p.1).
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Dy.Governors are appointed from the Civil service cadre not oh account

of their specialization by long association with the problems of 

monetary management hut on account of their being qualified for the 

post as&Bxdthg according to the rule of seniority# consultation with 
the Governor of the Reserve Bank referred to in section 7(1) of the 

Act of 1948 would only be a formal consultation# This proviso seams 
to have been introduced only to imitate closely similar provision 

in Clause 4(1) of the Bank of England Act, 1946,\

nationalisation in Practice#
’ The change that the new position of central banks would 

introduce in the management of money can be evidenced only when 
, the governments begin to exercise the powers conferred upon, them 

by law# Despite that, certain consequences are bound to follow# 
y'^In the first place, it may be said that the Treasury will now 

330 longer be able to camouflage its responsibility behind the 

facade of a privately owned central bank# Theoretically, this 
may be true to a certain extent but in practice such a change 
does not bring any material advantage# for, since the days of 
the depression of the thirties, the governments and not the central 
banks have been held largely responsible for the economic miseries 

of the people# This does not require any separate responsibility 

for monetary measures# x If investment is falling followed by 

falling employment, it cannot be stimulated by pursuing a cheap 

money policy alone# several other measures over and above monetary 

ones have to be adopted. Moist Amidst a comprehensive government 
policy for raising the level of employment* monetary policy alone 
cannot be assigned any individual responsibility • In such a case ,* 
it is the government rather than the central bank upon whom the 
final responsibility for full employment ultimately rests# The

1* M.A.Kriz, 0p.Git#,p#580«
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theory of laissez-faire^long dead* the advantage of exposing the

^ \

government polloy that was upjtiHnow concealed behind an#*indepen

-dent* central banhflacks substance for practical purposes#
The second possible consequence is that the banks weald be 

only intermediaries between depositors and borrowers. The skill they 
usea to exercise in selecting the right type of borrowers will have 
to rust into obsolescence.‘"She credit-worthiness of a borrower* now
would depend upon the not the approval of a banker but that of 
government* such a state of affairs may not be at once undesirable*
But at the same time it is not free from abuses. The creditworthiness 
of a borrower according to government may not depend Upon his 
financial stability, his past career* and the standard of product
ivity that he maintains. rThe requirements that the producer supplies 
for the national economic plan wouidjbo the guiding principle. The 

banker may be obliged in such a case to risk his funds and, if the 
government comes forward to hold all financial responsibility 

ultimately, it would be tantamount to an extravagant use of public

money.
Such a situation was anticipated in the discussions preceding 

the Act of nationalisation of banks in France and it was even actu
ally realised after the Act. One nationalised Juuoka gas and electric 
company applied for nil a loan from one of the nationalized banks.
The bank asked the company to supply with a financial statement 
giving informations about the company’s affairs prior to 1945#
Whinh the company declined to submit. The Minister of Finance 
intervened and ruled that, since the loan was guaranteed by the 
government the bank had no ground for complaint. The amount of
loans that the nationalized banks are thus pressed to make is

1believed to be considerable.
It may be said that the banks have little to fear by this,

1. Margaret Myers, ’nationalization of banks in France’, P.S.Q., 
dune 1949,p*208.



£qx$ even before the new measures the government was their largest 
borrower* with'the preponderancesof government securities In their 
portfolios! the banks have little to fear the depreciation in their

, j 1 , ,

assets so long as the government guarantees their prices as per 
present policy*^io the already existing large volume of government 
securities* government-guaranteed securities would be added and, 
for that reason, the banks have no cause to fear losses* It Is 
Immaterial to the banks whether the borrower is a private Individual 
or a public enterprise so long as the loans are creating sound assets 
in their portfolios.r2ut if thus a very large part of bank money 
is absorbed in government or government-guaranteed securities, 
there is all the possibility that other businesses may have to 
starts even for their legitimate needs. In the case of France, there 
is evidence that the small business and especially small retailer 
outside Paris and other bigger places finds it more difficult to 

borrow from banks even for his legitimate needs* A similar 
experience is gathered in Britain also* small concerns particularly 
the private companies requiring additional finance, at times have 
foun^it difficult to secure accommodation at the banks*^Such 
borrowers ofe obligedjto resort to private non—bank companies who 
have taken to lending business at high rates* propositions of 
customers, howsoever acceptable they may be to the banks, are 
turned down by them under the pressure of treasury directives* 
Customers, on the other hand# have found it difficult to Understand 
as to Why their propositions should be declined when they are 
quite sound desirable from the point of view of their own 
business*1 2 So the extent that private business has to depend upon 
bank credit,difficulties for borrowing are bound to arise.

1. Abid ,p.2Q8*
2. Banker* s Magazine, Op*°it*»p*±S 213*
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The Forces making the Change Inevitable,

She tread towards increasing subordination of central banks to 
the Treasury which ultimately culminated into nationalization, is 
a result of certain forces making the change in the status of central 
banks Inevitable^The most important of these forces is the event of 

(i) the jjygfcV Depression with the consequent break-down of the

international gold standard, so far as the quantity of money was 
governed by certain rules as those of the gold standard system, it
was immaterial whether the Treasury or an independent central bank• 7 ' r""" ‘ '

effected changes in the supply of money. It was all automatic and
neither the Treasury^or the central bank was incapable of acting 
otherwise than the course prescribed by the rules. But the 
disintegration of the international gold standard introduced much 
discretion in monetary management which cannot be undertaken without 
braad,Li directives from the government. ‘After the break down of the 

gold standard, the transactions of the purchase and sale of gold 
and foreign exchange became considerably rislsy. The central banks 
therefore, could not affor^to assume these brisks. Government 

intervention for the purpose of regulating the foreign exchange value 
of national currency was , therefore, Indispensable.'Zt is interest! 
rag to note that, though the central banks were empowered to 
carry out transactions in gold and foreign exchange through a 
special institution , namely, the Exchange Equalization Fund, the 
gains or losses resulting out of such transactions were to be

■ 1' ' ' 1 t
on account Of governments and not the central banks.

i ,
£>) f The second important^evelopement which increased lbs the

influence of the Treasury in monetary management is the enormous 
growth of public deb Jr.; In the post war-period, the Treasury in 
various countries came to assume direct responsibility for certain

1* R.G.Hawtrey* The Gold Standard in Theory and Practice,5th Edn., 
1948 pp.kifi 151-52.
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monetary measures for the purpose of managing the public debt* Mot 
only that the Treasuries now form the vested interests in whose 
favour effective monetary action has to be sacrificed♦^but public 
debt management has more aspects of monetary management and exerts 
considerable influence on the quantity of money. As for example, 
the financing of budget”deficits through the banking system^ 
increases the quantity of money, while sale of public debt obligations 
to non-banking public does not do so. The old relation between the 
quantity of money as controlled by the central Bank and the price ~ 
"level does not hold^today. On the contrary the changes in price- 
level can.be comfortably traced to’ the changes in government 
expenditure* These developments have automatically lowered the 
prestige and importance of central banks as the managers of the 
quantity of money in public eyes* The instruments of management 
have been long since atrophied due to the government insistence on 
cheap money firstly as a measure to help economic recovery and 
afterwards to keep the burden of interests costs on public debt as 
low as possible.

Thirdly, in the post-war period international monetary 
co-operation has taken place at the initiative of governments 
wherein central banks appear; as agents and instruments of their 
respective governments.^ ^The co-operation of central banks with 

their governments in the circumstances has to be ensured by the'w- 
» nationalization* them so that they may form an Integral part of 
the public machinery of economic regulation in the field of national 
as well as international affairs. It is really strange to note that 
the very purpose for which a nationalised central bank is considered, 
to be essential in the post-war period, was expected to be served 
better by independent central banks free from political interference

1. J .M.Keynes. Speech before the House of Lords,May, 25,1944 reproduced 
in November Scnnomica Sd.S.S.Harrls,London 1952 p.375.



215 224 Vin the inter-war period *Co-operafcion of contra! banks was -pleaded on 
many grounds, the main among v&ich ***£,-to increase tho number of 

countries on sold basisand to provide a well co-ordinated 
international monetary system.1 The organization which, as a result, 

case 5rito existence, nttaely, the Bank of International Settlements, 
ms a body composed of central banks of various countries, as the 
membero rather than their respective governments •

The Change and the Problem#
Tho complete, subordination of control banks to governrasafc by

law and reducing thorn to an executive branch of governrnenb leaves the 
old controversy unresolved* The change does not necessarily guarantee 
monetary policy decisions independent of political influorattos«T%iat 
is essentially .needed is tho judgment and representation of monetary 

aspects of the economic policy of government before the people. The 
very * independence* of the central bank was responsible for defeating 

this particular objective of monetary policy, for,a -privately owned body 
could little inspire respect for its views amongst the people at large* 
Truly speaking, being not a public institution, It could not claim a 

public hearing for its views as the other government departments were 
able to do. The Treasury, being a government department, every day 
coming into close contact with tliose who are ultimately responsible xor 

the economic policy of the country, could at once get its views 
accepted. If the central bahk is to play an effective role in the 
formation of monetary-fiscal policy, outside oppositfigft&nd objections will 
bo of no avail* It should act through tho gox^erntnent • Vctiixg through 
government doos not necessarily imply subordination to government. The 
case for a separator, central banking agency can be simply made by saying 
that it. can -contribute a view-point in government monetary-fiscal policy 
formation that is specifically eraaeW towards tho maintenance of

1. Paul Class ig# The Bank of International Settlements- london 1932,p*24.



2 25au over-all economic and financial stability. Only a separate agency 
can be counted on to advance strongly the case for monetary restraint 
is^needed. A central bank that has to act according to tbs directions
Aof the treasury, though it may be consulted before such directives 
are given, can little hope to prevail against the needs of large 

scale fiscal operations*
^Ihat is needed is an equal hearing for the treasury ana cent 

-ral banking points of view in the determination of economic policy.
A separate central bank can play an effective role* only if its 
status is roughly equal to that of the treasury in government mone
tary-fiscal counsels.^Its 3ob should be to argue the case for moneta 
—ry restraint when it is needed regardless of the narrower debt 
management considerations, ®r to argue for monetary expansion where 
that is required for mitigating instability.^

Given the equality of status between the treasury and the 
central bank, monetary management should be viewed as neither the 
responsibility of the central bank nor that of the treasury * ^fhe 

government as a whole should be answerable for the monetary 
consequences of its policy, lb this respect, a co-ordination between 
the monetary andjfiscal policies of government should be brought 
about in order to secure an effective management of money. The 
obieot of this co-ordination is to manage the quantity of money 
which includes not only cash and bank deposits but also liquid assets. 
Such co-ordinatlbn of fiscal and monetary policies will at once 
reveal the conflicting effects of the two policies carried On 
through two separate and uncoordinated agencies. Ihis is evident 
from the experience in the post-war period. 3Jhus, in Prance, in the 
post war period drastic monetary measures were adopted to control 
inflation .She reserve ratio composed of cash* bank balances and

1. G.L.-Bach. * Monetary Policy Formation*. Am. J2co.Rev,, Dec.,1949 p.
1188.
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treasury obligations to be maintained by banks against demand 
liabilities was raised as high as 95$. Despite such, a drastic mono 
—tary action, inflation was progressive indicating the failure of 
monetary controls /^Ehls was because there was a conflict between 

the monetary and fiscal policies. She effects of monetary policy 
were counteracted and neutralized by those of large-scale borrowing 
and deficit financing by the tDreasury.1 r~When government 

undertakes deficit financing on a large scale especially by borrow 
-ing from the banking system, restrictive monetary policies such as 
raising of reserve requirements or dear money policy have no effect, 
on the quantity of money* An experience similar to that of France 
can be cited.in the case of Britain also. In Britain,, at the end 
of 1952, due to dear money, policy, it was thought that advances and 
hence the deposits, of the Clearing Banks would fall* Advances 
declined no doubt, but the dp deposits, id did not show any decline. 
For, despite dear money policy, government spending financed out of 
borrowing from the banking system continued, fhe whole blame, for 
not checking inflation here goes to government fiscal operations 
rather than to monetary policy/in this respect the, best course 
is to prescribe in, a limit to .the amount of credit that the

2government can raise from the banking system as is done in Germany* 
fhe experience of inflation control,both in France avid 

SngSand indicates that Inflation control should not be the exclusive 
concern of monetary policy but of both fiscal and^monetary policies 
working In co-operation.fNo nation can hope to realise the objective 
of controlling inflation by controlling only the; quantity of money* 
whan the government is increasing purchasing power in the hands of 
the people by deficit financing. In such a situation, fiscal and

1* la.SSyers. Qp.Cit.,p.2Q6. . , .2**5fce English Banks and Government borrowing* C/0 $he-Journal of Credit and Finance Vol.IV No.1/2 jrjrx 1953,p*26. (Published from 
Frankfurt, Germany).
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and monetary policies are at rivalry, and if both, the objectives
of inflation control and deficit spending are to be realized, use

; {\ ' '

of physical controls becomes indispensable*

The Problem of Authority in Monetary Management.

The problem of authority in monetary management is the 
problem as to who should determine the ends of monetary policy 
and also its corrollary as to by what means the ends may be secured*
One of the important advantages of the international gold standard 
was that it provided both ends and means of monetary management 
at a time. The objective of external stabili^ was to be secured 
and |this could be done by regulating the quantity of money so as to

j ‘ s *

correspond with the gold reserves. Both the ends end means being 
given, the management of money was at once simple, easily understan
dable and dt& did not allow any &d» tinkering by those responsible, 
for it. So long as, therefore, both ends and means are not fixed, 
the old problem remains. Monetary management in the hands of 
government as against, an independent central bank does not solve 
the problem* It does not, give any guarantee against a tinkering 
with money causing jeopardy to public interests.

The ends of: monetary management, however, are determined 
in broad terms such as 'internal stability* 'full employment* 
prevention of 'undue use of credit for speculative purposes' etc.
Thus, in the case of Federal Reserve system the mabax member banks 
are prohibited from extending credit to be used 'unduly* for the 
speculative 'carrying of or trading in securities, real estate or 
commofities, or for any other purpose inconsistent with the 
maintenance of sound credit conditions'. The Federal Reserve Board 
is authorised to change reserve requirements for member banks 'in 
order to prevent injurious , credit expansion of* Bmafeagtioraar contraction* 
Open market .operations are to be undertaken by the Board 'with a



view to accommodating commerce and industry*« The objectives of
Federal Reserve Policy thus defined leave a great deal of discretion
-ary authority with the Federal Reserve Board. The Board is not

&u.\iv<vu\given a clear cut guidsg principle to secure the objectives thus 
stated. It is difficult for the monetary authority whether under the 
direct control of the Government or otherwise, to determine as to 
when credit expansion begins to be ‘injurious* or what exact amount 
of credit should be necessary to accommodate commerce and industry or 
wnen credit fox speculation would become’ undue * ,v Ho t only that the 
people will not be able to understand the implications of a monetary 
measure but the monetary authority itself will not be able to 
perceive the course of its action, when the objectives of monetary* 
are not precisely defined, the monetary authority has no clear-cut 
guiding principle to be observed. Tu use an analogy, the monetary 
authority in such a case is only given a good craft but not a 
tested chart and a dependable compass without which, even if the

CUY$„pilots being clever, it is difficult ]go perceive hidden rocks and 
roofs that lie in snaini wait on every hand. Such is the excitement 
of the time when economic activity is rising by kEispsE leaps and 
bounds, that no one is ready to believe^ before the coming of a 
crash, that existing activity is anything but wholesome. It would 
seem that even the passengers on the'craft ©long with the pilots 
may not lack in excitement*

^Ixi monetary management, therefore, it ia not the,,authority .. 

but rules that should matter. It is true that the simple rules 
such as those of the gGldJstan&ard are an impossibility in the 
present context* ^n spite of that, the national legislature can 

be entrusted with the task of prescribing rules to be observed by 
the monetary authority* Once the rules are defined by a competent

1. Joseph R.Goodbar, •Managing People’s Money.*■ 1938»p*342.
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, \legislature# the monetary authority, whether a State-owned central 

bank or an independent one, loses its importance. For, the the monetary 
authority cannot, become discretionary or dictatorial Quite arbitral 
rily.fAs soon as definite rules are established, the people will be

moral pressure if there is a departure from the standard supplied

It is true that in the present^ state of complicated 
financial structures, it Is very difficult to find out an adequate 
rule or set of rules which can be safely relied upon* Despite that,
some definite princples to be observed in monetary policy can -prove

theof great,help* This is,well illustrated by^policy -followed in England 
after its going off,the gold standard* In England, after its going 
off the gold standard# the objective of the monetary policy was to 
maintain as steadily as possible the internal purchasing ttea power 

■ of the pound* .This objective was achieved by ins steadiness of 
the volume of bank deposits and the Quantity of money in general, 
fhe policy proved successful ahd the results it yielded were far 

happier than elsewhere especially1 in the U« s* However, in the 
present situation, a relatively • stable quantity oi money can nardly 
achieve stable prices•'Nevertheless, an appropriate Quantity of money 

- is the essential 'basis for. a price policy. The Quantity <$f money, 
as pointed out earlier in this chapter, will n&t only include cahh 

• and bank deposits but also llQUid assets* 2hs To control thfese 
constituents’ of the Quantity of money, monetary measures adopted 
by the monetary authority alone will not sufficed The use Of 

fiscal policy, for this purpose will have also to be made* An 
appropriate Quantity of money becomes the joint responsibility 
of the government acting through the twin agencies of the Treasury

able to judge a monetary action by comparing it with the basis 
supplied by the rules* They would be enabled to exercise adequate

by the rules* 1



At present one comes across a great deal of talks about 
full employment, budget?and ‘full employment fiscal policy* but the „ 
monetary implications of sued a policy are given little importance.

" ■' Li

In the whole policy of economic stabilization, the most relevant
question that remains unanswered is that at what price level the 
economic stabilisation should take place* ^Ichis problem of an 
appropriate price level assumes a special importance in the post-war

iperiod characterised by the existence of a huge burden of public 
debt in all the countries. Ah extraordinary burden of public debt 
introduces an inflationary bias in monetary policies. 3?his is well
borne out by the policie ^.followed both after the first World War 
and the Second one* \It is essential, therefore, that, as fiscal 
measures ox government 'are placed before' a critical and competent
legislature every year, the programme for the monetary policy of 
government should'also be placed annually before the'same responsible 
body, fixe national legislature, along with giving its approval to 
the fiscal measures of the government, wouldklso give approval, 

after due examination, to monetary measures proposed by the govern
ment. She most important monetary objective to be recommended by 
the legislature would be as‘Regards the price level, fhere cannot 
be a fixed level of prices which can be ideally suited to a full 
employment economy.(it is appropriate,therefore, that a range may 
be given by the legislature wabttaa within Which fluctuations may 
be allowed. x$ Once this pethg range is fixed, the scheme here 
propo sed will bear a close resernblance to the gold standard system, 
for, under the goldjatan&ard also the quantity of money was managed 
so as to allow fluctuations in prices within the range of the gold 
points* (Sot Only that but the proposed system will have certain 
advantages over that of the golds standard, firstly, unlike the 
goldstandard system, the range that should be fixed for price

1. d.M.iCeynes. A 2raet on Monetary fieformi 1932 pp.63-65.
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fluctuations will be-subject to annual examination and revision

if necessary. Secondly, the range fixed $ill be larger than that
under the gold standard and,therefore,would make adjustments smoother

and less catastrophic. So far* the domain of purely monetary measures
is concerned, the monetary authority will tryi to abide by the rule
with the help of all the instruments of monetary management and also
directional control of credit* ”J.n an integrated monetary - fiscal

framework, the fiscal policy will also be exercised within the limits

set by the rule of the price-level, flie test of the success of the
monetary and fiscal policies directed towards the objectives of
full employment will not be the securing of full employment alone
but also the attainment of that at a price level within the limits
prescribed before, iuii employment conditions accompanied by inflation

aggravate the very distress which it' is the objective of full
employment policy to alleviate* Not only that inflation will take

happiness of aaway much of the comfort anaiiiE/large number of those already 
employed but even those who would seem immediately to benefit from 
the policy will gain very little in substance. In the post-war 
period there ’were full employment conditions in the LI.S® but there 
was also the problem of rising prices, The policy of the raising 

of the rate—structure by the Federal Reserve Authorities in order 
to check inflation was opposed by the treasury. One of the important 
reasons for the opposition to the policy of raising the fates was^ 
as cited by the Treasury, that such a measure would adversely affect1 
employment situatron S ^Xn order t#o make tne benefits or full 1 
employment real, prices should be cheeked from rising fox, after 
full employment any rise in prices is inflationary in the KeynesLan 

sense and inflation is indefensible undrr any pretext.
The determination of the price level rule by a legislative 

body, no doubt, will not completely remove the possibility of 

tinkering with monetary policy but it would considerably reduce



its scopeThe distinct advantage,- that would result out of the system 

here proposed, is that it would arouse popular interest in monetary 

problems* Monetary problems and the knowledge thereto will no longer 

be the monopoly of the few experts* It is said that an independent 
central bank makes for a laay cabinet.1 It can similarly be said 

that monetary policy determined by few specialists even under the 

direct control and supervision of government makes fox an ignorant 
and,therefore,easily tractable legislature; 30 far as monetary policy 

‘ is concerned* It is essential In the interest of a democratic control 

of economic policy that the legislature may be able to understand 

rafr-fcfcr what the specialists are saying to it and to judge it in the 

light of its wider, even if Shallower, knowledge.
It may be that in the beginning the fixing of the span of 

, pxiee fluctuations may involve some elements of arbitrariness, but 

by experience it would be possible to reach a suitably workable 

range* When the objective Iks of maintaining the prices is given* 

the government shall have to iraake conscious efforts to realise 

that objective* Failure in its realisation will provide an occasion 

for the public to probe into the policies of government either

in the monetary or fiscal field or la both.
2he policy of achieving increasing employment and output by 

ever rising prices defeats the, very purpose for which output Is 

increased* For, when the rise in prices ceases to be accompanied by 

ris& in real income of consumers,consumption tends to fall* It is 

necessary, therefore, that discretionary elements in the management 

of money should be reduced as far as possible'* Without this the 

' ” depredations of extravagant governments and the interests active 

behind them will pilfer a large part of the real income of society 

by the most surrasptitloua instrument, namely, inflation*

1* A#B*White, Pp*cit**p*29*


