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Chaptexr VII -
RELATIOK BhTWQ&ﬁ Tﬂm &TAEL éyﬁ&ﬂm g EEE&& .

The quqrnment.Needs for Borrowing on currenﬁ\éccounx.

Just as an.ipﬂiviaual businessman or a fixm may not posse
eés funds when they are neeﬁed for the purpose of making payments
50 alsowq government may not have liquid cash ready with 1t some:
times, to meet its duy 10 day.liabil;tiéé.. The need fox borrow-
1ngvxa is as ebvious in the case of a government as in the case
of a busiﬁess entgrprisem'ﬂew taxes oan be levied'only once in
a fiscal year while 1t mey not be. feasible to provide for all .
the expenditurxes during the year fox,some of them may be quite
unanticipated ands therefoxe, incapable of beling provzded for
before hande It s also likely that tax collections, thouéh alrea~
dy aimed at a ceritain targét, may fail %o come up 0 the expecta~
tions due to events which mey transpite befween the time of |
budgetinb and that of collection. Again, as government collects
Twge sums every year by way of taxes, there 1s the need for a.
banking institution with which governmeut funds may be kept
before they ave finally disbursed. For managing the financial
affairs of 9overnment, there is the need of a banking institution
with relative stability and reputation. The Treasury is not sudted
£0r this purpose, for it has other responsihilitmes to discharge.

Historically N the govexrnnent need for borrowing rather
than for a safe repositoxy of government funds, coé3&r1buted to
the emexgence to a financial 1nstitution which by securing special
privilages from tha government, staadily evolved into a central
bank. Thus, the oriain and development of the Bank of England onre
closely aannected with the financial difficulties of the Exchequere
Villiam Paxerson, a Scotsman, seized the opportunity of forming &

banking ccrporamion known as "the Governor and Company of the Bank
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of England® when Willlom III *s Government was in need of funds.

He could strike a baﬁgain aud receivel parliamentary sanciion.
for this in exchange ;or & loan of £ 1,20,0000% to be given
permanently to the Govermument. The company was given the right

of issuing notes in Londdpf

In Holland, the Nethexlands Bank
founded in 1814 was obliged by % a Hoyal Charter, to grant
advances to the State on appl;catlon fxom the Minister of Finance
upto a certain amount (not exceeding Fl. 15,000 000). This
obligation was impose¢ upon the Bank;act of 1838. The Bank was

given the ypower oi 1séuing-bank notes.2

The Bank of France was
founded by Napoleon Bdnapéitaxin 1800 partly by the aid of the
State but mainly»with‘priyata capltal. The Bank had close
connection with the state from the very beginﬁing of its career.
It has been continpbugly a banker to the Government.? The Bank
was given an exclu%iée right ot note iséﬁe in paris.

“The above Biampleé,indicate that the relation of the
dentral banks witﬁﬂfﬁé Stétg. in the capacity of a banker to
the Government, gé@é}them'é prominent place smong their competle

torse. This prominence was considerably enhanced when the powex

of issuing notes was eXclusively given to the central bank.

(Zmongst the three factors,namély,the practice of keeping governme

-nt: funds with the central bank, the exclusive power of note~
issue and the government need for borrowing, the governﬁant need
for borrowing stands out as the most powerful factor which

contributed to the establishment and growth of central banks.

1. 'Foreign Bankine bystems fdeHeParker Willis &. B.H.Beexhart,
London ,1929,p.1146."

2e Ibld,p.732.

5« KeMackenzie, °*The Banking Systems of Great Britaln,France
Germany and the United states ,II1 Edn.1947,p.130.
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/fne other two privileges of the central banks were subservient %o
the need ?or government borrowing in ihe sense that they smoothe-
red the path of gcvernmentjfcr borrowing from central banks in
an hour of need.' As a ransom for granting loans %o the govern-
ment,the central banks could exaét protection and privileges from
the latter. Thug?ﬁgﬁ}ing the period of Napoleonic wars the
Yagexves of“the Bank of Englanﬁjw??e seriously affected due to
excessive borrowing by the goVérnment, the Bank was at once
 rescued by suspendiﬁg cash(paygeﬁﬁéa This made it convenient for
Baxks the Bank to meet gbvérnment:demand.a 'In the case of the
| Bank of France too)the Béng couidiobtain fhe éxtension of its
exclusive privileges by éfferiggﬁépecial concessions to the
government.3 : , f o
Apart from this soxt of d@réet relation beitween the sState
and the central bank as a borrower ané lender respectively, the

central bank canfcounteract the &qflatiqngry or inflationary

s s M sy + i St

- @§5393§M9i government fisgﬁ}'ope&étions. This task can be under=
taken by~nq/otne;iinétitﬁtion¢t£éh.a centrél bank which is in
cloge contact with~the datho day:trehdé in prices, employment
and industrial activity.‘@ggzdisyurﬁing influenceé on the supply
of or demand for funds caused by the Treééury opexations can be
offset by the central bank by putting enough creﬁit into the
market or by teking enough out of itet | |

The Statusiof Central Banks.

From the earl, boginning of central banking, there was

2 close relationship bétﬁeen 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' 1936,pe12e
3. GeFebunbare 'Theoryaid fistory of Banking® 1906 pe155.
4. Kiseh & glkin, *'Ceatral Banks' pe104. London 1928,
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governments. This does not imply that the state exercised direct
contxol over central banks., As the central banks were conferred
upon the exclusive power of note issue b& the authority of the
State, it is txue that the central banks could not bs free from
governmenﬁ supervismon so far as this special function of a
central bank was concerned. ‘But even here, 50 1ong as the @Gentral
bank of a eounxry_actéd W;thin the bounds of law which gave 1t
the pbwar oL nbtdéiséﬁé';)gbvernment~su§e&vision was only
nominal. In the day to day credit policies, the central banks
were free from government interference. . o ,

'This sort of freedam of central banks was guite in keep—
ing with ‘the wayy in wh;cp they were constituted. Like all other
joint stock entexpriseé which @& begsn to spring up with the .
mechanization of production, fthe central banks were also privately
ownsd.~Th§ir ca@itél waﬁﬁﬁubscribod by private share~holderse
As these persons had Kisk#i risked their capital, they would not

. tolerate the interference of the State in the management of the

bank, as such an interferxence of the State was caloulated to.
adversaly aifect their 1agitimate profits,vmhgse owners of the
eapital o1 central banks would certainly clalm-and they weze
justified'in doing so -« a vital say in the aifairs of the banks
especially in a fres’ enterprise economy . ’ )

The Bank of England supplies a unique example of a
privately=owned central bank which was floated originally as
a Jjointestock bank specially ﬁistiuguished from-other similar
banking entexprises by its position as &, lender to the

government.‘ It can be said to have assumed a statutory form of

a central bank by the ‘aAct of 1844. But, even after this new

privilege was granted'tc;it, it continued as gn‘ihdependent
institution. &;%%ﬁhexégiﬁg‘ggntral banks were established by the
initiative of the State and hence the State exercised some right'
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a5 roegarde:. the appolntimedt of the managing personnel. Bui,y for
the purpose of raising capital, the example of England was foll
~wad. Thus, in France,- though ‘the Governor ‘and two Sub=Governors
were t0 be appointed by the go#ernment, the share-holders were
repressnted by a Board ef 15 Regents elected by twoe~hundred

. largest shara~holders. The Bank of" ;Netherlands, founded in 1814
by a hoyal Chartex, was privataly-owned and the members of the
Managing Board were elected by the. snare-halderb. ‘the Hational
Bank oi Belgium was also a prmvately-qwned institution, though
“the governor of the Bank was to:bqkappbinieﬁ byﬂtﬁe government.
in the case o1 the Beichsbank of Germany also the sharxe=holders
}ef the Bank were xepm&seétedAby:a;éouncil elected by them. With
the sxception of‘the State eﬁvBéng of Russia, which was founded
in 1860 as a State~owned inst;ﬁution, all of the older central
banks were establishe%by priiame subscriptions. The share~holders
therafare, paturally océupiqd an influential position in the
lmanaoement of the. cenxral bank5o ( ,

It is to be nﬂtedﬁhat in most of the instances clted
above the governments did not dﬁsociate themselves completely
from the managemsnt of t@eir respective ceniral bdauks. In fact
they would have established their complete control over their
central banks. But, as the capital was ralsed by private
subseriptianb, the snara~holaers' representation had to be ' '
aocepted. As privately—owned institutions,a# the central banks
had to be independent. But this raason alone does not sufficie~
ntly account for the theoxy of 'indepenﬁent' central banks. There

were claimad mmm qertain,special quantages for an 'independent®
~central bank, which conaiﬁgrably gstrengthened the case for freed-

~om of central banks from government interfsrence..

1+ Keliackenzie. OpeCit.,p.129.
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The most outstanimng among these advantages is that an

independent central bank can check ‘an exiravagant _government from

Roi

borrowing excessively from the cehtral bank, A government which
is extrawagant canuot gé@her'enough from the people by way of tax
-ation for, in so:x doing,ﬁit will have to face popular opposition.
It is likely that it woulé readily exploit the situation to its
advantage by tapping the central!bénk, if it is at its beck and
call. gven 1i a govexmment may not frequently resoxrt to a central
bank for funds, it may take advantage of it on occesions such as
the time of election when it may not like to offend the electorate
by texing heavily in oxder 0 meet its incexreasing ligbilities.

By means of central banking macnlnexy, the governmeni can easily
utilige the funds of the enti:a bankmng*in the inftexest of the
votexrs by distrjbuting these funds among them in the form oi
‘public works', 'relief' and miscellaneous subventionsj This

sort of deficit iinancing on the part of government may prove

inflationary at times aqdpay involve disasterous ;conomic conse~ -

quences for the_communiﬁ&.‘an independent central bank cen resist

such attemptis on the paf% of government and can sq@ve the communi-

ty from economi¢ﬂhardshi§s, 1t has been further argued that

political contrqitqf central banks or issue i1s likely to create

the danger of currency inflation. It is likely to make ceniral
banking policies biasse%in°favour-of the interesis that largely

constitute the party in powsr. 1t 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, & governmentncontrol;ee centxal bank would %le down the

fates of the policy making personnel of the bank with the fluc~
tuations in the fates of political paities.g

e H.gafker Willis. 'Theary‘& Praciice of Central Banking',1936
. 3 -
2, Kisch ot & _.lkin,()p.cit. ’pp020’21 .
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The above considerations continued to exercise a strong
influence on those who wére=xcquqsible.for_raising.new central
banks or reorganizing the older onss before and Jjust after the
First World War.'mhat,wax(éqnsiderably:inﬁensified the belié:
in the danger of a State-controlled central banks. The status
of central banks newly establishéd or veorganized duriﬁg the

'

' recoustruction period following the Flrst World War generally

contain a clause or a sentence quhasizing'the nieed for the
independence of central banks especiglly in the case of management,.
This ten@@gncy,finds clear bxpression in the“reéolutions adopted
at the Brus els‘conferenée'qf 1920 and at the Ceneva Conference
of 1922.(5;: principle of an 'independent' central bank was
Yestated later on at the Monetary and Economic Conference of
1933.1 However, in the lgter thirties, jhe pendulum began to Ras.
&® take:a‘swing‘slowly to the mihzxwizex other side. ﬁesp;te! that,
the amendment, to the Statute of the National Bank of Belgium
passed in July, 1937, atfempted‘to ;afeguard the Bank's independ-
ence , though strict government xggxnxxian supervision was to

be exerclsed over the Bank,lest it might adopt meaésures contraxy
to the "interests of the Siaxev. in the terms of reference of the
Hetherlands Commission of Banking appointed on 4th, March, 1937, it
was clearly stated that the Commission was to examine the extent
to which tie statu§ of the ﬁethe#lanés B%nk neede§ to. be modified
*without impairing the Bank's independence’.? fhis accepted
viewlabout the position of central Banks vis-arv;s the State was
applied also tolthe newly‘éstghl§shed central banks the main
among which are the fg@eiai Reserve System éf the UsSeAs, the

Yo

central banks in British Dominions and India.

Te ieaguﬁ‘bf‘ﬂatiﬁhs;'ﬁqhey and Banking,1937=38,Part I.p.61
' (foot note 8).

2. Ibid ,ppsB82-83.
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Axguments Examined

| 186

mhe argumentis a&vanced for the freedom of gentral banks
that \z’twndﬁ-
from politicel interierence, implyépwnezsh“p as against the State
ownership, would best serve the purxpose. Though tha Pxez it iz’
beyond contention that central banks should ‘be rree from political
interference in order to remove the dungexs noted on the previous

page, it is difricult to maintain‘thatrpriVate—bwhership of the

'banks is 'a successful expedient'to‘achie#efthis andﬁféhe poard o

of Dlreciors as the repreggntativa‘of,the;share~hoiders can
gaxd;y be relied upoﬁ éa an unbiassed and impartial body,‘for.
there 1s no assurance #m& that it would not be constituted of
narrow sectipnal inta%;s#a. 1% can be a body representing different
economic interests in a country only if the shars-holders ave
scattered over tﬁi&'differenx economic, interests such as commer—
cial, agricultural, in&ﬁst:ia; and various income~groupse But

this can hardly bertﬁelcése,;n any country. It is. more likely

that the majorxity of éhare-holdera may belong to a amal;.community
whose economic 1ntereé€é maylpe 1# sharp contrast to those of the
ihole pation. In order t@ secure unblassed credlt policies,the
members of the Board of Directors should be drawn from various
fields of economic activity. For this, government inferference

in the:managementg of central banks is indispensable. This was
clearly rscognised in the thirties of the present centurye puring
that pericé%he govermments of several countries actively interf=-
ered in ihe managament of their centrazl banks in order to make

the Board of pirectorxs sufficiently broad~based and repreeentativc
of diffarent economic iuterestg. Thus, in France, by the law

of July,£&1996, the Regency Councll (the members of which were
previously appoinxed by two hundmed largest share~holders) was

replaced by\a Genﬂral-dbﬁncii-ihe members of which were to be
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dyawn from: various éraugs representing non-banking cccupations,
socisl and economic intérests; Y#rious economie‘associations such
as consumers® co-operatives gndiéhambers of Commerce etc.
Similarly in Argentine, the § composition of the:Board of
Diiectors of the.central‘ﬁank:kas‘rendered broad~based at the
same time as in France, Though ihe twelve pirectors of the -
central bank to be selbc;eﬁ ﬁy:t@e government were to repfesant
mainly tﬁe bankipg,intgrgsts;"they were to include an agricultux
-ist ::liveestock producer, a,busihgssman,‘a nanufacturar, and
a gqvern@ént delegnte, Inrnehmark also, by the law of April
1936, though 1§ Directors out of the total of twenty-five were
to be gppeinted by the ganeral.meeting of share~holders, thsy
‘were to. possess thoroughmknowlnge{of_trade;inaustry and
.agzicu;ture.1‘ These measures 4o not radlcally change the system
of management, but they point out an important fact that ﬁd'make
the Board of Directors really unbiassed and representative of
aiffergnf econpmic,;nterestap,iﬁs composition should be varied.
This cannot be made possible without govermment igterference.
As regaords the necessity for the stability of those.who
are immediately responsible for!the'credit policles of a central
. bank,in ordex @o ;mpaxtlcontinu$ty ;o‘such.policies, it can be
| gald that guch a need exgists glso'for gll government departments.
This particular regquirement of the, government has been met by
kanking thw naking the pqrmaneqf executive of the State frase from
party influences. The apppinxmgnts and tenure of civlil servants
depend upon certain ruies, In the case of the personnel of the
central bank, the same prachuré can be used. One can go still

furthex an%say that . the maragzaenk managerial personnel of the

1. Ibid ,pe82
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central bank should be given a constitutional safegnard in order
to make it completely free from party influences. such safeguards
ars nowuardays provided f0r the members of the Judiciary. They
can be extended with benefit to the higheat persnnnel of the
central bank. continuity 1n the policies of centxal bank does not
necessarlly recuire that the policy making personnel of & central‘
bank should be responsible to snarc~holé:rs.{lt would be more
correct to say that the abolition of such a aystem ana substito~
tion of the ons recommenﬁcd abova wculd go a long way in securing
the obaectlve. ' .‘

The contention that an independent central bank can act
as a check to‘thé_excessivé,boriowing on tha part of govsxnment,
Prima facie sounds correct. But;yfhough in theory. this view
con be accepted, in practice there is no evidence %o corroborate
it. S - |
Independence in'g;acpice;

How. far the theoritical independence of centiral banks
has been able to contxibute towards sound monetary and credlt
policies is dirficult to ascertain. In fact the oldexr surcpean
central banks can be hardly said to have awnzg owed their‘
independence to a conscious recognition of the theoretical
agvantages claimed for an &n&g(inﬂepanﬁent.gentrél bank. Their
independence, is largely explained by histo#ical accident. The
Bank of Dogland,as: poinﬁ:g out before, emerged as a joint-stock
private enierprise and/mm to its privileged position, it was
conferregupon the staﬁug of a centrgl bank. The exanple of England
was generally followedby othex countries. Further, as the
independence of central banks hardly came in the way of their,
being expolited for the needs of the Treasury, it was not
seriously called in yqusstion. This fact largely held good in the
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case 0f the Bank of France, In the Napoleonic regime, the,B&zjgg)
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 af was.éubjedteduto government control and
gince then it was often a?ailable for the needs of the Government.
In spite of thig, the cass. for State ownership wes urged with
great abllity by a minorlty of the ¢hamber of Deputies at the

time of passing the law of 1897. The scheme was, however, turned
down. It is interesting to note that State~ewnership of the Bank .-
was rejected not out of any deference to the advantages generally
associatedy with the independonce of central bank The reasons
advanceéd for.ag‘indepgnaen$ central bank Werg‘gltogether different.
It was argued that‘in casé)of foreign invasion; a public bank

like any other public estahlishment would be subject to seizure

by a hostile azuwbwhile a bank under private ownership.would be .

exempted};ke other private p;operty by the laws of war. In support
of this view the & % decision of the German Govesrnment recognize
ing the 1ﬁmun1ty of the Stat¥sburg:branch of the Bank in the war
of 1870 was citeﬁ. Thﬂ same argum@nts were used in 1898 in wermany
when the question,OI the absorption o: Aby tne state had come up
at the time of passing the bill fbr extending the chartexr oi the
Reichsbank, ' |

rhe Bank of ingland among the mdk older central banks
and the Federafaiggzim amongst the new ones are generally .
considered to be‘:qpresenﬁatlve examples of central banik
indepéndencg. But even in these two cascé, it is beyond all doubts
that the Treasuxry 1ﬂterf¢rencc has been strong from the vpiy
beginning.

~ Tha Bank of nngland.

The Bank of.England from its very establishment hagd all

1. Charles Fe.Dumber. fneory wli History of Banking.II Edn.1906
p.1 530
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the features of an independent central bank and the relations betw
~gen the Bank and the goveinment were those of a lender and a
borrower. In the past » no doubt, the Bank seems to have strongly
objected to the excessive boxrowinb by govermment, but it had to
submit to the will of the 5avexnment, of course, not without some
advantage to the Bank in bargaein. The Bank had the motive for the
renewal of the chart?%;while the government was in need for funds.
Bach time an extension of & iéan by the Bank to the guvernment

was accompanied by the'renewa; of the charter of the Bank. Thus,
between 1694 and theiébmmencqmenx of the nineteenth centuxy the,
Treasury benefited nb:iéss théﬁ seven times by the successive
renewals of the charter.and this was in additiom: to the short-
tern accommodations given by the Bank in the ordinary course of

its transaations.1

Thié wag a sort of mutual bargain and the
independence of the Bank could hardly be expected to offer any
resistence to the émmands 0f the extravagant ministers. 0f course,
&uiing this period, the Bank was not a centxal bank, desplite that
thé excaasive 1eﬁd1ng by the Bank to the governmeni could not be
Justified on any ground. The Bank Act of 1694 strictly prohibited
it to make advances to the government without the express authorl-
zation of parliamenx. Despife that duyring khe French warsa, the

Bank was virtuelly compellea to eomyly with government reqﬁirements

%o any extent.a

3 t".)‘,' '
During the First World War, the government practiocally
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

.gystem of selling Treasury bills by tender was restored. In times

of emexgency such as that of war, 1t can hardly be expected that

1. Vera Smith . Rationale of Central Banking,1936 p«17.
2. 1big 9'120=
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an 1ndependent central bank would be backed even by public opinion
in resisting the demands of government.fap spch a time,government '
1s accepted by the public opinion as the sole authoritative
exponent of nationel needse. Xf the Directors of the Central bank
ralse objectigns to the govermment's financial measures as belng
inflationary, they will be‘avgizporns. fha o call inflation unsound
will be to invite the retoxrt that war requires exceptional massures
ané%hat ka the operations of the government cannot be rastricted
or delayed for tha Jmomenz for want of the means of paymanxs.1‘ )
In normal txmes,;hg;possibility of excessive government berrowing
is much less. o ‘ \ |
' Not only that an 1ndepenﬁent central bank has not been sble
to resiat the demand of governmenx, but sometimes government
1nxerference has proved beneficial from the community's point of
view . The Bank af Englanﬁ displayed incompetence to auceessfully
- shoulder its responsibilitiea during the first sixty yoears of the
19th Century. It pexmitted ‘the paper pounéto depreciate, prices
$0 rise and the exchanges to fluctuate especlally when cash
payments were restricted. At the same timeyit xepeatedly denied
that there was any relatiohéﬁip between thége phenomend2. and 1ts
own activities. The passage of the Act of}1844 by huge majority
was evidence of a general s lack of coafidence in the ability
of the Bank to carry out properly its respansibilities.ef’fﬂ
Several occasions government 1ntgr£ergnce proved anantageeus.
"In the deXlation of 1822, the goyarnmenx had ‘to bring pressure
on the Bank to reduce its rate from 5 perx cent. t0 4 per cent.

AN A SR SR

1. h.&éﬂawtrey ; 'Art of Central Banking ,193%2
- p.2 Be

26 d «.Viner. btuﬁaes in the Theoxy of International Irade,
1937502550 .
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anéthe volume of‘ cir_culai‘cn' v}as'inbreagiéé;bn the initiative of 192 "
80vernment. f-. ,%ig

Even after the Bank Act of 1844, by which the Bank of
ingland came %o possess many of the symbols and characteristics

of o central bank, the Bank failed to contxol the crisis of 1647,

(ﬁie Bank followed a low gmvdlscount rate policy during the boom

of 1846-4T7 which provﬁged a stimulus to reckless,speculation,~
"

and inyesting s@reae&y enough, for this policy af the Sank,
the 5ove:nmant of the day along with the Parliamanx and the free=

banking oPinion in genexral rather than the Bank are blamed by
modern critics for nnt stopping the Bank irom lowering its discount
rate.1 (ﬁltimately, the Bank xate was raised in Ap:il 1947 on the
advice of the committae of the Treasury who ‘had absoluxely no
interest in a lower Bank rate.2 - ‘

ghe Eederal Reserve gxstem.

The Board of Governors of the. Federal Regerve system of the
UeSe is another important example. of an independent central ‘bank.
But an examination ol the relatipgﬁhxp(tnat has developed unto the
present day between the Board of‘Governp&s and tpa_Txeasury presents
a shaxrp contrast between the theoretical independence of the
Board of Governors and - theﬁdminant ‘control and political pressure
exeycised by the Treasuxy over it 1n.practice. fhough the capital

‘subscribed
of the Resexve Bauks is/hmsexibed by the member banks, the members

. of the Board of Governors are appointed by the President with the

advice and consent of the.cqngress.sln 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 UsSe,

s 1. SiT Jon clapham. The Bank of Engl and=A History. Vol.II,2 1945

D .
2+ 1lbid P » 201 . . o '
e Koﬂﬂ@kenzie * 09 CitegDe 2" 9 » !
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thé ﬁoaié was declaréd éﬁ independent bureew ox eétablishment of
the ?overnment, free from any government department save in 80 fax
as it chose of 1ts own accord to be bound by such control.fﬁﬁe
oecretaxy of the Treasuxy was from the beginning appointed on -
the Boaxd of Governars 80 also waa the COnxroller of currenoy.

But the Board's relationship with these two officials was to be
co—ordinate and when they were to sit with the Fedaral Reserve
Board, they were to act as. membars of the Board and not in their ,

1

officisl capaciny. ?his pOS1tion, though ¢lear and definite

in theonw could hardly be realized in practice. From the very
beginning ’ the Seereta:y of the Treasuxy oculdﬁecure a practical
mejority for any measure of policy that he might choose to advocate.

The poard vecame moxe and more dependent upon the Treasury diotati
portion
“-on and in fact, if not in theory, a/maakriam of the organisation
of the Department. The system may be called free from political
e tloeaael ok P
influence in the sense of, pressure to make. particular loans.'But
to shape policies either in the interest of given classes or in .
the interest of conditions favoureble to particular kind of
- wah
businesq, system #as ¥eXy never been free from Treasuxy con.'hrol.2
An American muthoretd authoxity on the Pederal Reserve System stres
—~ges with tle same emphasis the growlng menace of political
pressure upon the Resexve“system~thus::"Inroads by politics upon.
the -independence oi the Reserve System have q%ready reached the
\
proportions of a serious threat to its intanéy It is this
Zeek growing political’ domingtlon which is by all odds the gravest

denger epnirontingxthé sysiémw.a'L

'&‘» [

1. H.P.Willis and. W.H.&teiner.'?ederal Reserve Banking Practice'
1926,p.8 9

2« DeW.Dodwell. Treasuries and centxal Banks .Lonﬂon.1934opp.'

184-85,
%+ Tarburge -The Federal Reserve System:its originak and growth
Vole.ll,p 08430
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In 1917 the Board displayed an independent attitude and
lodged a‘pxotest against the borrbwing'plaﬂs of the Ireasurye. But
Secretary Mc Adoo of the Treasury thrsatened to take over fhe gold
ragerves and entlre funds of all the banks for the purposs of
winning the war. The Boardlhad to acquiese in the policy of the
Treasuxy;(iﬁe Secretary diiectly'coﬁtacted the Resexve Banks,
ignoring the Boaxd of Governors. The Board reluctantly adopted ‘
the policy of low discount rates equal to the interest on goverunment
gecurities because({;;e Tréésury Dgpgrtmenx‘was in a position to
override the Board with the assistance of the Reserve Banks'.

Throughout the 1n$er—warﬂperiod,the Board of Governors
worked in co-operation and harmony with the Treasury.(zf facilitated
the borrowlng programme of the Tréasuxy by undertaking open market
operations for the purpose of maintaining forderly conditions in
the bond=-market's. During the Secohd woxld War, as is usual in all
national emergencies, the Federal Reserve Authorities co-gperated
whole-~heartedly with the Treasury for the purpose of Linding
‘sufficient finencial smmema resources for war mobilitation. The
danger of inflation was intensifying as the Government expenditure
began to mount up with rapid%trides’but the Federal Reserve
Authorities were unable to go against the easy money policy pf
the Treasury. '

From strictly 4 legel point of view, the Board of Governors
can be said to have become more independent 6f the influence of

R 93 5. ' .
the Treasury, For, by the Act of 1935, the Secretary of. the
Preasury and the Comptroller of éuirency were removed from the

Board.1

According to an official oi the ayétem,the establishment

1. Board of Govermors of the FeReSe Banking Studies ,1948,p.%R259.
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of the Board is not a part of the Treasuxy oi any other government
department.' It can report directly to the Congress. The funds by
which 1t is supported are &érived not from Federal sppropriations
but from assessmenzs levied on the Reserve Banka.1 But even
after this clear description of the position of the Board, In
reality the Resexve Autnorities are far frongnéggendentJ/ihis

is well brought out’ oy the po st~war menetary pollcy which dis~
¢losed the predominance of the Treasu:y in monetaxy matterse.

The crux of the problem of monetary management in the post-
waY period was. the conxrol of inflation. so far as the monetary
instruments of this conxrol,were ooncernad, they were the flexibe
ility of the struoture of interest rates and the control of banks,
reserves. Both 1nstruments gould not be used by the Federal
Reserve Authormties foxy the Treasuxy was prejudiced agalnst their
use, Under the exigencies of the managenent of‘public debt, the \
Treasury was weddeéyo the policy of low intereét rates.(%hroughout
the post-war period, it is the attitude of the Treasuxy rather
than that ol the Federél Resééve Authorities, that has been
influential ih affecting the quantity of mohay. Secoretary Snyder
of the Treasury, it is sé;d, wanted to stop inflation but not by
monetary restrictibn.“ﬁ/é problem in his opinion could be attacked
batiev- by higher taxes, selectlve credit controls and even by
direct prices and wabe conxrols.afane of the instruments of.
gelective credit control was Regulation ¥ designed to regulatfre
the terms 6f instaiment credit which contributed significantly
%o the pOSt=war inflatibn{ But the Regulation was discontinued:

by a Congressional Rewolutlon from Novemher,194? much against the

opinion of the Boaxyd of Governmrs of the Federal Reserve Systeme

The attitude of the Board towards this measure caﬁpe clearly

* WP S SO W ST S S

10 Ibid. ,p.353. o I
2. Herbert Stein. Monetary kolicy and the Management of Public
Debt. A.E.R.December 1 52,p.869.
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read from a statement released by the Board on October 27th,1947:
" Ine continuance of small inflationary pressure convinced the
Board that this is\no time for the relaxation of terms by banks,
finance coﬁpanies aﬁd-instalment sellers.lnemana for automobiles
and many other dnrabié goéds’spgcially covered by the Regulation
W is still in exeesé of supplye eces Thege,gquld not be & worse
time to encourage the public to éo deeper and deeper into debt";1
But this opinion of the Board proved only A‘ery in the wilderness.

The Repart:of»the‘$&b~commitfeern ﬁonetaiy,credit and
fiscal policiés, populexly known as|fhé Douglas committaé,contains
a significant statement as regards the attitude of the ka Federal
Reserve viéfapvis that 6f the»Treagury towards monetaxry policy
1# the pothwar period.—The Report s;gtes,that ftne Federal
Reserve was not willing to assert i1ts lndependence and force
marketvyiglds to";ise abo%é the yields the Treésury wished 1o set
on its new issue", 2 This 1s somewhat a misrepresentation of the
attitude of the Federal Reserve Authoritiesir§;; fact is that
immediately after the Second World War and again in early 1948,
the Federal Reserve did txy to persuade the Treasury to ralse
the snort—term rates but the latter refused to follow the
recommendations of the Federal Reserve.3

It can be well unﬂerstood from the above examination of the
position of the Federal Resarve Authoritles in the monetaxy frame=
work of tne U.s., that wnatever may be 1ts legal status, the
Federal Reserxrve Board has to recognize ’ in pxactice, 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

Tre asuxy occupy in- the publio affalrs.

1. FedoHGSOBUllo,NOVQ’1947 p.1356¢
2. Douglas Committee Report ~ A brief Review Oy B.AJGoddenwelser,
A.E.R. June 1950’9 3950 .
3. Lester V.Chandler .Federal Resexve Policy and the Fed.Debt
, Readxngss in Monetary Theory,n.E.A.,p.41
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The Trxeasury is a c;ucial.operating(branch of the Govermment.

In the formation of jaxlaadupublic debt policies, the Secreiary

of the Ireasury xaaﬁﬁremains in the olosest contact with the
highest executlve authorzty of the UiSegnamely,’ the President. He
is associaxed thh the President moxe - than any other membaxy of the
cabinet. The Federal Reserve Authority by the very fact of its
'inﬂependence' is far removed from the,Pregidennmr/t ig evident

that coﬁéideratioﬁs of debt @énagemeﬁt would weigh heavier with

thie Presideni than thcse of monetary maaagement, for, the latter

do not 1ina sufflcient representation as the formﬂr, do. It is the
hunan factor here that is domlnant s Whatever nay ‘be the theGEEEical
just;fzcation for a particular ;inﬂ of monqtaxy action.

But more than this, the factor tﬁaﬁ establishes the
dominatlcn of the Txeasu:y over monetaxy autnorities is a vexy
large increase in the magnitude of fiscal operations of the
Treasurye. ‘Phe Treasury now can affeoct as much the guantity of
money- by causing dhanges in bank resexves (including liguid assets)
as the Federal Resexve Authorities can do. Thiszis, of course, a
direct result of the preponderance of nublic debt in the postewar
peraod.ﬂghen the Lreasury iloaxs new securities and when theae
gre bought by the banks and also by nonrbank investors, the
quantity of momey will be reduced. Again, when;he Treasury redeems
thu matur;ng debt, the ME B quantity oI money would be increased
to that extenx. 0f course, the power of expanding the gquantity.
of money would depend upon the cash balances with the Treasuxye.
Azain, apaxt from the management of publio debt, even the day to
day fiscal operatlogs of tpe~Treasu;y cannproﬁuce significant chang
~és in the voluéé of moncy.’increase in)the rates of taxes and
creation of surpluu huﬂgets would produce deflationary effects
while the creatzon.of deficits would have the opposite affects.
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it is’trﬁe tﬁat‘these‘pdiantial powers of the Treésu&y 6ann§t Bé
used simply to foil the measures of the &ohetary'auﬁnozities in
case of conflict , for, such & use may have adverse effects on the
over all economic[iizgzzzg?in the counxzy.fﬂevextheless,the very
existence of such potential powers of the Qreasu:y is a styeng
consideration impelling the Fedaral Resarve Auzhoxities to co-oper
~ate with the Treaasury to reach working agxeemants on credlt
and fiscal policies@ If at all the Federal Resexve aAuthrotiss
oppose the policy of the Treésury, they stand all the chance of
being threatend “:. with extinction. Sﬁch'threats are not only a
theqreticél possipility but have been aciuaily expressed in the
gﬁg—by the Treasury, For example, in 1933, Secretary wooddn:
expressed tiie desire to_”eruéh the Federal Reserve System® aﬁd,
when pressed for an explanationsgave as ‘his reaséns ‘the fact thax
'he wished to be .able to ordexr loans to the government by merely
telephoning to the Reserve Banks'. 2 .

1% is obvious from the above discussion, that the
independence of central banks has.not been able to sexve the
avowed purpose for which its advocates recommended it. The legal

status of central banks as fdrmélly independent private banks

 under government éontrolaor as pure State banks has gbt but

1ittlo effect upon their actual credit relations with the

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

Cin Australia,_Bulgarié, Chzechoslovakia, Bsthonie, Finland,

Hangary, dJapan, Latvia, Poland, Russla, Sweden andAUiuguay ’

only three centrxal banks fiad more than 50% of their earning
assets in thse form of Eﬁgﬁﬁggggtsecuriiieb. In the case of
countries in which the central banks wers taken over by the sState,

the claims over the gnvernmeﬁt represented old debts taken ovex

—_—

1e .L.Bach Monetaxy Policy Foxmation.Am,Eco.Rev..Dec.1949 p.1182.
20 %.Pgrker Willls," Theoxy and Practlce of central Banking®
93 B 331. .
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by the new state banks and no new credit was granted to the
government. In five of these gountries,ddrect credit relations of

the State banks wik with the Government wexe of small importance

VY
" (deeey in weden, Japan, B¥§§$§Q§,Latvia, Bsthonia) and in the

cage of Finland the ratlo of &ovexamenx claims to total agsets
was very much xeR@ reduced. ’

In the past, if at all the central banks could exercise
gsome restriction over government boxrowing » 1t was less due %0
theix'inﬁependénée.;lt was moxe due tolthe_exigeﬁsies of the
international gold standard wﬁithgxéfqise@ja rigid discipline
both on central banks and thelr géygrnmenzé, pue to the simplicity
in monetary‘management fﬁax tha goldﬁg atandardﬂ provided, the |
public could well understand and support the stand taken by the
centrel bank when the country's goldreserves were falling. Behind
the voice of the 8entral bank there was a strong backing of public
opinion and it is ke the létter that is more important for
enforcing diseipline over any public ingtitgtiop‘in a democratic
'society. It is admitted even by the staupchést advocates of the
political independénceiof’céntral.bggks,'that large-scale

borrowing to an abusive extent by gavérgmenﬂsfrcm their central

" banks is possible gsgecially when the country's currency

authoritiés'hawe’no tasponsibility for its convertibility & It
is true that an 1ndependent eenxral bank can give’ a sound advice
1o government and explain well the consequenees af excessive
borrowing by govexnment over the ‘ezonomic welfare of tha people.
Pexhaps the central bank is more auzted for this task than any

other agency in ‘the counxry. 1f the government is oonvinced

. feasonably well, the central bank would have done \is job well.
' But here, the technical compeience and insight of the central

“banki. anﬁ%ot its inéepéndence » that ‘would gain a hearing foxr

1. Yemorandum of Gentral Banks. League of K .
2. Kisch & Elkin. Op.cit.,p.QQ. agtte oF a"“ns’%m‘"“'?%“ px 51
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1ts pratest.1

In the absence of some eatahlished rulés easily understand~
able by the peopleAsuoh4asfthose woxkably provided by the pmaphe
gold standaxd systiem, the chances Por political pressure are béund
to be present. For, in the. absenoe ef set rules, managemant of
money becomes largaly discretionary in the hands of monataxry
authorities who can cleverly mauufacture sufficient reasons for
justifying their action in an event.of public. criticism. Iu the.
conbext of discretlionary manégemenx of money, the fear that 8
State-owned central bank wowld be used by certain powerful politi
~cal interests to ;heir own advantage is not altogether absent
gven from & pblitioally independent centxal bank. In this case
both the government and the central bank have %o face a common
menace %o public interests. Thils danger‘of powerful economic inter=
ests dominating the central bank policy. is greater when the
central bank is an independent corporation, for, then the
serubiny and examination of its policy cannot be held on a legls~
lative platform as it is possible when the government is

V///responsible for central bauking policies.fgae dangersof the

policy adopted by an independent qentxal bank are known to the .
public only when its consequences assume a sexious foxm., It may'
be possible %o hold those, who might be the agents of the whole
nischief, responsible at’ the bar of public opinian. but, even
then, what would have beem done could not be undone.

The independence of the‘cenprél bank fails;to provide
the very safeguard tke against the predatory habits of governments
ox of those who are active behind them, for which it was so
avdently advocated. Need for such a safegnaid remalins as trae

and as urgent even today as it was beforxe the world democracies

1+ ReG.Hawizey. Art of Central Banking 1932,p.268.
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nad begun to risé upon the politicsl horizon.

There is no assuxance that the remady of an independenz
central bank ptovided against the disease of exoessive borxcwing
by the govexnment will not react unfavouxably ‘and would not create
&isastera for the body economie 1n other dixections. The dangers
arising out of an inxresponsible privatelywuwnea coxpnration '
that is enmrusted with the responuibllzty of the general Welln
being of’the eountzy are equally greax ‘ang serious{/;he governmant,
which is respousible for an over—all economic pollcy of the ‘I
counxrxxiggée the monetaxy aspect of that pollqy 10 an agengy
which is constitutionslly independent of government control. The
management of the nation's money and banking could be left to
a private institution with government control here and there,
s0 long as the government$ had not sddressed themselves %0 an
over-all econamic.paliéy angd espeﬁially to the task of saving
people fxom the scdnrges of periodic trede fluctuations. An
over-all economic policy ef‘go?ernment before ninteen—thirties
was to be found only in the exceptional times of war and in such
ﬁimes of emergency‘all théiretieally accepied tests of a spund
management of money wers shelﬁed.‘G6Vernmen$ interference in
the domain of money did not sound umusualy at such times, as
1t was acbompanied by similar interfexence in othsr fislds of
econcmic aetivity also. _

¢~ Butu the depression of thirties called upon all governuents
tﬁ-regulété tho a§onpﬁic agtivities in such a wgy that the

 distress of trade fluctuations could be avoided. The comtrol of
‘money and credit was esseﬁtially considered a strategic moasure

e coatxbl the\fluétuatiéns-in business. A centrsl bank hnder

private control ¢cannot be guilded by the motives and ends that
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ars open toAgovernment.'For,.private contyol is gsnerally dominated
by the ideas of capitalistic undextakings that are based on pFoflt
A central bank shonid be & non=profit making inst:;.tution.1 In
faet, the insistence on goﬁernmépt cénitql'over the eredit sysiem
of a count:y was the result of an increasing emphasis that was
heing placed gradually:. on govermment interference in the free
Working of an economy just €O drive back that economy b0 its very
zationale. Increasing government ccnxrpl in the field of monsey
therefoxe, was reflecting the end of an era and the dawn of a
new onew the decline’qf laissgs-faire and rise of a welfare Blate.
, | The degree of direet government conxrol’af monetary policy
varied from,country‘to country according to the exigencies of the
objective iér which such conirol was needed. In countries with
organised money maxkets_ahdﬁ finsncizl systems such as Unlted
Kingdom and Unlted Statéé,;the nature of control was mildexr and
was not carxried thxqugh,eséentially by a fundamenxal change. in
the institutional set-up of central banks. But in countries,
gspecially economically bagkwazdanﬂ whexe gavernmegt activity
was reguired to penetrate:the varied and wider fie}ds of economic
activities, the necessity for a legally defined control of central
banks was obvious. In the case of‘British pominions the gospel
of cegtralybank 'independence’ wés incorporated into the skatutes
of their new central banké by the English advisors, whose views
wers thicﬁly hued with the status and working of the Bank of
4ﬂ°land, it haxdly coul& work satisfactorily in praciice. After

a few years the sgbsequent,amendmenstaf the statutes brought

1. %my Willise. The Practice of Central Bankse.ppe’34¥355.
2, feynes .General TheoYy,p.380. v
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the central banks within the range of legally defined contol of
goveramente It is interesting to note that the Royal Commission
on Banking and Currency in banada, 1933. was especially inf%gfggzgﬁa‘
by English advice in maxter of privaxe ownexrship of the Bank, But,

noe pregsure was foxthcoming for such a form of constitution from
Qanadlen sources. It is dou?tfhl whethexr one woxd expliéity in |

its favour can be found in the thousands of @ages ig the evidence

' before the Aoyal Commissione“The three Canadian Comnissiongrs,

although divided upon many poinis, were united in condemuning it",1

‘ In spite of this, the then conservative administraﬁion in
Qanada was successful in establishing the ceniral bank, the Bank
of Candda, on accepted 1ines. It commenced business on March 11,
1935, But, immediately nextfyear, the'statuié”Was amendéd 30 as to
meke the $tate control of the .Benk legally defined and posiiives
One of the impoxfant planks 0f the Liberal Administration which
was Yeturned with a laxge magority in 19%6 was the "nationalization!

of the ownership and comtrol of the centralfﬁank.a Complete

‘ \ : '
. *nationalization'hiowever, was nolt effectedﬁmmediately but control

of the State by direct particlpatlon in the- capltal and management
introduced

of the Bank was/imtmadced. New shares knovm as class B shares which

woere to be held by the Minisber of Finance, wexe lssueds. The

Minister, 1n consequence, was. entitled 6 appoint six dlrcctors with

approval of Govermor-Generalein=Council. The new diréctors were given

+wo voles eache These new directors alongz with the two Goverunors
could secure a substantial majority for the govermment in the

Besrd of Direciors. Immedistely after two years, this state control

. of the ownership and management of the Bank was made gomplete. In

19%8, the private holdérs of class A shares were bought out at 59

doilaxs 20 cents for each share of 50 dollars.'all the dixectors

R e

e Aekolie Plunitres uenuzal Banking in Bxit&dh Dom1n¢on&o moxonzo
1940y p.188¢ ‘
29 J.bid P‘1470
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were to be appomtedbyfbéhe Government. *
\ The same reaction to the aeceptad view of the status of cen=
tral banks was displayed in New zealanﬁ after. the establishment

of the Reserve Bank of dew Zealand on conservaxive 1ines in 1934,

By the Amendment Act of April, 1936 the Benk was transiormed into a
gov@xnmenx inst:tutaone The statement of objectives 5iven in ssctlon
10 of the Amendment Act is bignixzcant as regards the rale of the
Bonk under State dirsction. It reads ”:t shall ‘be the general
function of the Resexve Bank wzthin the lmmztﬂ of zts powers, o

give effect. as far as nay be tqytfe gonetgzy‘policy of government

ag communicated to it fxpm‘tige'tq time by the Minister of Finance,
for this purpose, and to the end that the econgﬁic and social welfare
of New Zealnnd am& may be prsmdted and mainﬁainéd, the Bank shall
regulate and contxol credit and cuxrency in New Zealand.” L

z The same attitude towuards the utatus of the central hanks

is visible in countyies: which came to be domina‘bed by totalitarian
aconouic planning Ax% during the intex-war perio@. A:slaxing

example of such couantries ié sﬁpplied by Hitlerite Germeny. The

%& Reilchsbank of Germany before the Law of 1924 was pyrivately

owned but 1t was OQexathhy the government . The Law of 1924,
however, broke this Qld%SSQCi&tiOﬂ of gpvérnment control and created
the new Bank &s a privately;pwned Joint-stock company controlled by
its own Boaxd of pirgc§0;332 lBﬁt this independent body eaulé‘remain
as a controlling power of currency, gieqit aﬁd discount polieies‘
up;e March,1933. The Barnk was placed undeillggally defined control
of the Stabe by a Law of June, 15, 193§. If was subjeected to the
unrestricied sovereéignty of the Relch and was to serve *the aims

gset up by the National Poclalist State, eSpecially the safeguardipg
of German ourxrency.® . This was not aii¢ ihevBank was made an |

1., Fed.Hes.Bull.,June 1936 Ded13.

2 M.ﬁ.ﬂoxthrap. 'Control Policies of the Reichsbank 1938,0.29.

H
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integral part of the dictatoxial machine. "fThe Reichsbank®, it was
provided, “shall be responsible directly to the Fuhrer and
Chancellor of the @dmi Reich". The 'Bank was fo ﬁe directed and
administered by the president of the Reichsbank and & managing
board in accordance with the %nstrus@iOns from the Fuhyver and the
Chancellor of the Reich undor his supervision. The Fuhrer was elso
to determine the appointmeht amd teim of office of the president
and other members of the managing boaxde. It is strange that the
capital of the Bank could be held by German citizense However, they
were not to be personally responsible for the liasbilities of the
Reichsbank.1 ' _

In Italy, the Law of March, 1936 transformed the Bank of
Italy in a public institution and provided for repayment to private
sharehclders of the old capital and part of the reserves of the
Bank, The new capital of 300 million lire was not rut up by the
State but was subscribed to by savings bankse. In Denmaxk, the
Natlonal Bank of Copenhagen wés transformed into a State cential
bank on 1st May,1936. The capitsl was fxm directly purchased by the
States 50 far as the govermment control of management was conderned,
the measures adopted in Denmark were less radical than itn 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 wexe %o be drawn‘from varied

fields of economic activities in the counxry.g

ZOWARDS NATIONALIZATIONS: The Bank Oflggg;and.

This trend Sowards increasing”stéte control of central banks
reached 1ts culmination in the postewar period. The change that was

1. Fed.Res.Bull., September 1939 0D« T3T=T738.
2+ Money and Banking 36/37. League of Nations Vol.I Pe82.
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graduslly coming oVex,"adapting dtself to the new reguivements,
bacame drastic and revolutiona:y especially when the old Lady of

 ‘Thxead~neea1e Streat, which supplied,right from 1ts inception ,

a theoretical foundation for the tentral bank independenoe, was
nntionalized in 1946,
The stock of the Bank was transfarred to a person nominated

by the Treasury on whose bekalf the stook of the Bank was t0 ska
be held by him. So far &s the aystem'bf‘managéﬁenm WaE aongeyned,
the old set-up was retained. ‘The old efficers, such as the Governor,
Deputy Goveznor and Dixeetoxs in the fixst instance vacated their
offices. But orficexs were nawly appointad by Hia Majesty.ﬂmha
status of the Bank Executiveg_is not abaolutely suhardinated, fdx.
according to the ngw*éxrangé¢gﬁts, though the Treasuxy is empowsred
to give directions %o the sank:from time to time, suéh;diraamians
are to be given only after consul tation with the Governox of the
Bank and which nsy be‘though&ﬁecessaxy by this authoxity in the
public interest. Subnect to any such directions , the affairs of
the Bank are thmanaged by the gourt of Directors.‘, S

- The French Ast of ﬁationa;izazion of bgnking,ig a-qomprshen

~sive measure containing meny innovatlons ‘as roégards the mathods

of oredit control znd the organizational set up. By the law of
Decembex 2, 1945, not only that the Bank of France was nationalized
but State ownershlp and State supervision of other commerclal

‘banks also was introduced, The Bank of France was nationalized from

tat January, 1946 The final control of credit is vested not in the
Treasuxry as in the case of U.K. but in & bedy'known as,ihe Rational
Gredit Council, specially created for the ﬁuxposg.-mhg National

' Gredit Council is to work under the presidency of a. ministex: appoine-
4ed by the government with the governox of the Bank of Frange as its

Wn

14 FedeRessBulle, May 1946,p+480.
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vige-president. In addition %o ﬁhese‘two\offieérs, the Council
consists of other 38 members drawn,from‘varied fields of the
countxy's principel economic gotivities. L

The Hationsal Gredit counnil has to propose to the Minister
of Flnance the alloiment of aveilable funds to be veserved for the
needs of the Treasury and for the capital issues intended fox
metxopolitan France, the overseas territories and forxelgn countries.
The gouncil should be consulted by the Minister of Natlons) Economy
regarding general credit policy with a view esspecially to the
financing of the ylan for the modernisation of national economy
ani of import and expoxt project5.1 ‘The counéil is empowered 1o
obtain from the banks, private as wall as nationalized, detaliled
reports on the composltion of thelrx portfolios along with theynames
of the borrowers mf Ramkiwx km and the amount of their hoxrowlngs.
Natlonalization of benking in Fxénca,is the direct consequence of
the finsueisl needs of the Treasury, rather than & desire to sontxol
gradit for public intorest. Heavy reliance of the Treasury on the }
Bank of France was the only way to f£i11 the gap left by inadeyuate
tax receipts and savings. Thetaaﬁk of Franco had to puxnhgsa’
shundantly from the Treasury its shorteterm obligations so much
g0 that the limit to such loan héﬁ 1o be raisea,from5100 billion‘
franes to 200 billieon in 1947. ,

In the ‘Royal. Deoree of Qotobex 1,1945. reinstating the

Notherlands Bank Act which was suspended during the war, the same

tone of the ultimate supexioxity of government is svident. Article
soven of the Decree Yeads: "Whenever our Winister of Finance dsems

1% necessary to co~ordinate the monetary and finanpizl policy of

1wl P W«

9, Maxgaret G.Myers = The Nationslziation of Banks in France“.
Political Selence Quarterly,June 1949.p.201.
Q&deaﬁtaaﬁfﬁulkﬂ}m&ywﬂgié
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government and the policy of the Nethexlands Bank, our Miﬁiater ghall
dgsue to the Management of the KNetherlands Bank the regulations need
~ad for achieving thai purpose. The Netherlands Bank shall be obligdd
40 obsexve these regulations? &1

(/gie post=war attempts at bringing the central banks under
the legal and direct conirol of government~appea:s tm.he the contie~
mation and enhancement of the trand that had 1ong since begun. View
=ing thus, the post«war measuxes may geem to be mere formalizatiOn

of the relaticnship between the State and: central banks . Qnua, in

_the ¢ase of the Bank of unaland -y during the intey-war pariaa, there
© 1s found a close cooyeraxidn,betweenﬁ the Bank and government.
_ Immediately after the wirst Woxld Wax, the monetary policy was

- detexmined by the Bani and the government in such a close co=operation

that‘it,was‘ampossiblgxfor>apy layman to discover the dagree of
responsibility that Bhey were kxiwiia individually bearing.’zﬁ

. The positicn of the Bank of Eaglend was indisputably independent

0% any foxm of legal conﬁzaifés it was categorically polnted out
by the Macmillan Committeas- The Bank was chavaaterised by the
Commitiee as . ‘unigque' as a central bank, in thed it was & private
institution independent ef legal conirol save in regerd to its

powers of lssuing bank notes and granting loans to the utate.s

‘But in practice this sort of freedom was glven altogether & different
. mesaing by the Bank swthoritiss. In 1936 Mr.Montague i Norman,

the famous Governox of the Bank, made clear the practical meaning of

he
the legal indepenﬁence and. how 1t was 10, exercised. Thus the Governor

, utated,'We wish to use this freedom in the only propex way it can -

l

1 FQ&-R@ScBﬂll.,ﬁ&V 1946,?.4—89;
2. HeClay, the Postewar Unemployment problem Pe99e

3+ Egenamisk Macmillen gommittee Beport 193 ’
London ,p«25 parza 86. a
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be used and that 1s in hamony with goverament's policy. I assure
Thaeuefis

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, a?. all times, find us willing with good will and logalty to
do m[,they dirset us, as though we were undexr legal compulsion®.
’.Ehe_ game authority a year later stated :" We mmst look largely to
the Chancellor of the Exchequer and we assurs him that in all matters
his requests govern the condict of our affairs, We would prefer,
howgver, that he made his 'raqﬁési';s'. as such rather than in the
form of legislation. Legislation is too foreign a method®.!

According to the new law by which the Bank of England .was
nationalized only a statutory recognition is given to the custonm
and txméth tradition that have developed through history. The

measure, as generally observed by critics, does &h not alter the

voriginal impression that the nationalised Bank 6f 1946 will not

diffex in any fundamental way. from the privately owned Banlt of
1945 oxr, fox that matter, of the past decade..z (ft hes been mede

. clear that thore will not be eny interference with the day to day |

working of the Banke Even in the casa of the new practice of .
publishing annual reports andgiving maximum informetion consistent
with public iupexesﬁ. the g’ovérnment ‘would,"be gulded by the views
of the Bank itself, As a close co-operation between the Benk of
England and the gqve:nmént was already existing before nationaliza-
tion, it may be sald that the new measure haxdly introduced a

¢hange for praetical purposes.

, But such a gooperation cannot be assu:rea every w where and
for all times. A aemi-government institution, though not explicity

‘differing with the government, nay thwart the attempts of govermnent

‘!. Quoted.  Monsy an&Banking 1937—1938 Vol.I lLieague of Hations
Footnotes14 pe8i. -

2o The hconom::.st. Fab.‘l& » 1246, p.RG6x 259.
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économic stabilization by undergxound dealings.8uch & fear wage.
getually realised especially when the various governments werxe

,struglv;ng hardﬁo relieve the distraas 0of the depression of

Fintsen Thirties. In the case of Ausgtralia, it was stated by the
Australian Treasurer that t@% Commenwealth Sank and private banks
refused to assist the iehabili%ation plans of the Commonwealth and
State Goveraments which wexe aeaigneﬁ‘to‘reliéva acute unemployment
ani restore industxiél,activiﬁﬁ amidst.deeﬁ-séated depression.1
 When a popular gové#n@en; undertakes the task of economic
planning, thé pqlicx‘fbl;owed in vardous fields should be umenimous
and aimed at the common economic end. Confliets of opinion, howsoever
honest‘thay may be, should be aveideds Bven &n‘.Englanﬁ whevre the
Bank'pf England whpleeheartgdly,co—qperated with the. goverument,
the fﬁnetiqgs that the Bank was performing wore so important and
vitallthatez; would lead any one to gay that it was the Bank of
Engign¢ rather than the govermment ﬁhat\was in actual control of -
thg‘gmounx of_thg:naﬁi@nal income, the externsl value of the pound-
stexling and the Standardkf 1iving of the people in general.a Thisg
faetual Fasi¥tian posltion was mysteriously shrowded so long aa
harmonious relations wexe maintained .(/ﬁch & smooth relationshilp
would laxgely dapend upon the attitude aand broadness of imagination
that would be displayed by thase aé“ﬁiz helm of affairs in the two
camps. It may be that a Governor of the Benk narrowly interpreting
the law, may insist upon the'iégal rights of the Bank and thus mey
create 8 serious situation for the gOVernment. Such critical
Junctures aze not absenm 1n the recenm history of the Bank of
England. Loxd cunl;ﬁfe was¢a;-times ins;stqnﬁ upon his legal position

1« Speech delivered by the Treasurer 4in thée Housse. of Representatives
quoted by MeA.Kriz in *Central Banks and the State today'. Am.Eoco.
Rev.Sepltenber 1948,p+572¢

2 Ambgr Blanco White. 'The Nationalization of Banking‘ London,19%4
Pedbe
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as the Governor of the Bank.of Englaade. Thus, on one occasion during
the First Vorld War when the government was in urgent need of funds
for payments in New York, Lordbunliffe‘fgilsd to provide the
necessary fuﬁds and insisted upon leaving such matters to him, The
Secretaxry of’the Traasuxy,~miaMacKenna,’had%o take drastic astion
but for which, it was believed, there would have been ix&re&iievahle
damage %o British prestige.1 Another example of conflict between
the government and financial interests. leu by the Dank of fngland

is supplied by the -situation in 1930~31 o when the Labour Government
of the time asked for an Ameyxican loan, the U.S. required thg
British Govermment to belance the budget especially by exerelsing

a drastic cut on unemployment benﬁfits as a pre»coﬂmxion fox the

Imdget uk loan. The Laboux Cabin@t were raaay %0 balance the

midget but in their own way apd not as dictated by the U.S. Though

this sort of dictation seemingiy—oame;frqm the U.Sey 1t was the
British beankers and financisks slong with the Bank of England who
wore actlve behindgha Angricen advice. The lébour Government.
ultimataly had to go out of office on this point of conflict .,
The Soclalist Govermment in axIszh Britain in the postewar perlod
cannot contemplate such conflicts.

. The netionalization of the Bawk abt the time it has taken
place may appesy to be only a symbolic attempt to respect a party
doetrine . Nevertheless, in tﬂawfuture~ﬁi the significance of the

. measure may assume @i;fexeqt(:o:m.,whis would égpend ppon the extent

and the way in wh;chAVariogs‘gqvernmentﬁwil; meke use of the powers
conferred upon them by the Act. Bub even if we view 1% purely’in
the context of the time of the measure, 1t conms® be gald to be

‘ introducing a fundamental and basic change. This would be evident

from clause 4(3) of the Act which aims at the contrxol of commercial

! W

Te amhgg Lord Heaverbxook } ‘Politicians and the War’,1914~16. 1928
Dp»161=5 '
2, G.B.H.coie. ooromlc Tracts o thé Vimes, 1932,ppe2 & 52.
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banking. This particular provision marks a fundamental and o
impoxtant changes The clause yeads thus:

% The Bank:, if they think i1t necessaxy in the public
interest, may reguest information from and make recommandations
to bankexrs and may, if so aathorised by the Treasuxy, lasue
dirsctions to any bankexr for the puxpose of securing that effect
is given to any request ox recommendatlons®. ’

It is not possible to ascertain from this the exact nature
of the 'information' that would be requested for and the
Y racommendations' that would be made to bankers. Suoh information
imz.at have fbeen certainly secured by the Bank in the past. Requesis
from ihe Bank hav“eilbegen lightly ignored in the City. In this
respect, the clause may be said to formalize the state of affalxs
that slready oxisted. Bwt the informations asgked for and
recommendations made by the Bauk in the past might not be the
séme as énd may even fundamentally ‘differ from those that may
be .insisted upon in futuré under clause 4(3). In the past the
directions of the Bank might be based merely on unwritten
conventions waich were long accepted by the bankers themselves
snd thus, there coﬁ,‘l.d not ?ae any opposition by the bankers to
the directives of the Bank, For; the oppéeition would involve
& danger to the whole credit etructure of the country and this
might have adverse' efi‘ec,%s on th_g position of banks themselves.
Again, gentral banking control directed towards the control of
the volume of money in general interferes less with the
individusl independence of a commercial beuk, for, it is mot
cliseiiminatory. Ralsing or lowering of Bank rafe oxr influencing
bank reserves by means of open market operations y does not
raise Obj ec:t:léns' from ba.t;ks.‘r But the contyol intended under
olause 4(3) is certalnly. not simil‘ar_ to that exercised by the
Bank in the past. This is because the future economic policy.
of the govermment which brought about thi's neasure will be
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radically diffexent from that in the past.1 The purpose and
nature of the future coni:ol 6f banking system being different)
1t cannot he successfully exexoised on the lines established
by conventions. Though the Act is silent about this, it ean be
vexry easlly gatheied from speeches occasi&nélly made by the
Chancellor of Exchequexr with reference to the refoxm. The
following words of the Chancellor in the Labour Government which

promulgated the Act 0f 1946 aro of immense significance in this

respect:

<//°1t is‘agsential‘thax we should be able in the last
resoTt, to establish priorities in the &s disposal of shorte
torm funds in the same manner as we shall in a later measure,
assqreApr;criti?sﬁoi’natippal interest in regaxrd to long term

B credtte. |
And further:

‘"It may be desirable in certain cireumstancas to
urge the banks to devote their resources o one or other forxm

. of inveatment, which, it was felt by the Goverament 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 exg?rt trade and other necessary elements in our
economy "2X ' ‘ o |

Vhat thefchancellér sought t0 secure bywtﬁis is a

*épmpzehensive instrument to achieve the economic ends veferred

t0 ‘above by hime Money is such an instrument. It i3 a sexvant

1. The drastic nature of the directional control of bank funds
that is dimplied in clause 4(3) 1s being gradually revealed in
recent times. In December,1951, the Chancellor of Exchequex
addressed & speclal letter to bankexs asking them o direct their
funds towards the mobilization of exports especially to dollar
228+ For this, the banks were required to subject all applicati-
for loans to close scrutiny. These applications were to be
either 'permitted’ or 'restricted’ or totally 'declined' according
to the directive given to the banks. Such directives from the
anthoritles cause 'a great lot of embarrassment to the relations
between the banks and their customers, which was quite rare duving

‘the time 0f war. Cuatomers on the other hand find it difficult to

undexrstand why their propositions should fall without the 'permit
~ted® category and- should be turned down when: they are sound &
degirable from the polnt of view of theixr own business, Matters

24 Quoted in séonomist,Feb.16,1946 g.a‘aog,“‘m?ﬁ-on page 3|y
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whose ‘services regquirve %o be completely reguisitloned in oxder

$o secure the deslxed objectives. 1T cannot be allowed to sexve

two masters at a time, for, its dividad lcyalty would do more
harm than good. Clause 4(3) in the Act of nationalization of the
Bank of Englend attempis tc reslize in practice what Kéymes |
recammended as an impozrtant measure of sta‘be policy in his N

" General TheoXy. fﬁcco:c&ing ta him, a eomewhat comprehensive ,
"goelalization of investment wouldprove the only means of aaeuring

an ‘approximation to fulld amployment.1 Saeialiaatien of invest-
ment is impossible withoui the State control of ‘nank funds. Soclel
control of shoxrt=term invastible funés may not be the only means

of securing full employment ‘but it is the most important means
‘which, if utilized properly; will prove ozf.' cansiderable help in

fu:cthez:ing the aims of the government. ,

" glause 4(3) aims at directional control of bank funds.
This sort of control is gemerally foreign to the British central
baiﬁ:ing traditions. The moyal pbwer of the Bank %o influence
eommezcial banks, ag daistinet from its q,uantitative contyrol of

: the volume of bank éxedit, has always baen very &paringly used in

England. Only very rarel;r ingeed, if at all. the Bank's opinion
of what ought to be done ‘has’ been ‘backed by any himt of pressuro.z
The objecti?e o:e &irectiwnal contxol of bank ‘exedit being given,
it is difﬁcult to ascertain how fax the Bank of England as a

‘privately owned inst:.tu‘b,ion would have helped the government

W

(Kote 1 conta. from page 1{3 )

‘are esgpeclelly agg:ravated when, according o a fresh dirsctive,

banks a¥e com gellad to withdraw facilities that wore quite
unobjectionakxble previously. (Bankex's Magezine. *Treasuxy
Inter\rention in Bank Lending?y Sapt.,1953 pp-213=214).

1. Keynies . General Theory,pe¢328e

20 ‘Beononlst o 0p.6‘:i.t-.§‘eb..16, 1946 1)026@.
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, in realizing its objective, Even if a whele«-hearted ca*operatmn
and support. from the Bank 15 assured, it is daubtful whether the
banks would have yielded to tha Bank's directives ox trequegts’ and
'recommendations' withous the xorce m. law bebind them. In the
past, it 1is true that ka the Bank of England was & technical instru-
ment in carrying out ‘the manetary pel:l.oy Qf the gavernmen's and the

' Bank's policy was also. the palic,y of the government. Despite this
fact;; the whole xmtx tzadit:.on of the Bank of England wag that
of a great y:i.ty 1nst:!.tution belonging to the woxld ax high :Einanco
rather than to the government. The Bank was ever proud of its
independence viswa~vis the _s;ate. Its relations with thq governmen?
were those of & treaty vather then of swhsxsxsk subordination.’
fhe 01d Lady would be scrupulous not to adopt meésu;es that would
offend the City bankers, (ﬁ.‘e. ~I.c.wmwm bankers). In case of conflict,
the influence of the City may weigh more with it than the L
consi&exaxions of govarnment economic poliqy. ﬁationalizatinn of the
Bank of L.n.gla.ncl, therefora, sk :hnplien mach more than mayely 'to
bring the capital anﬁ stock of tha Bank of England into public
ownexrship®s The gove:mment in Britain had eerta:.n ecnmmic objectives
an hand. and necessary instzuments for the real:!.zamon of thase
ob} sctives must be wi.thutn the eontrol of gavernment. As the chance-
lloxr himself stated, the maasure Of naxienalization was to enauxe
a smooth and efficient growth af ’che finanoial ang bankin,, gystem
of Pritein to meet the neaas of the futures The Econami&t has
aignificantly interpreted that the *future’ moaut by the Chencellox
is Ysoclalist futuret' 2 |

Hationalization of the Hesexve Bank of lIadla is in kaeping

Te G.D.H.cole. uoneytxts Present and Futuye, II &&na1945,po193.
2+, Economist. Feb.,16,1946 902600
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not only with the postewar trend towaras Statg.conmrnl and state
ownership of central banks quuélgo with the change in the political
status of the country. In the past, thoughlthé Bank ﬁas *independent’
in the sense that it was a ahaxe—halaars‘ consern; it felled to
serve the financial and eredit nneds of 8 bankwa:d agricultuxal
gconomy. Its policy was direoted towaxds helping the government

in its objective of maintaining a high exchange value of the Rupes
in terms of stéxling. As‘it'waS‘coneeived‘anfold,linﬁs drawn from
central banking traditions in mngland, the Reserve Bank haﬁ,

doubt, its own limitations. A large sector of the countny's money
m&xketg namely; the. unorganised seetax, remalned ouiside the purview
of the Bank's contxole. The Bank was net much approached for

' ascummuaazian.even by -the organised sectors This is borne out by

‘the very low. volumes of discounts and open market operations. of

the Bonk in the pre-war period . 1

puring the Second World war, the Bank became a pliable
instrument in the hands of the vovermment for inflationary £inancins
of war. In the postewar period, the sSenk as & share-holders!

. concexn could no longex be relled upon to beer the responsibillty
. of helping the economic da?alopménx progremmeeot the National

Government. Right from its inneptinn.its control was gradually

pagsing into fewexr aud fewer' nands and there was all the likelihood

that government might be thwarte& in their programme of viational
econpmic reconstruction by a smell - community of econonlc interests.

From the past electiens to the poard of Directors one can easily
. learn that vested interests had firmly enirenched themselves in

the affairs of the Banke xn.actuél*practiba;the Directors not only -

Te K.ﬁ.naa. Monetary. Eolicy of the Kesexve Bank.of Indiu.
Qi?g pﬂ 060 )
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changed political status of the country and its ambitious ecouomic
objectives, the Reserve Bank of India, as it was coustituted under
the Act of 1934; would cause misgiving in the mind of any man eg
regerds its ability and rellability for controlling the financial
system of the counizy. in the ‘interests of econnmic.aeﬁﬁlapment. It
was, therefore, in the fitness of thingex that the Resexve Bank
of India was naiionalized; | |

elected themselves but even theirx suceesscrs~‘ In view of the

The Reserve Bank of India became & naxionaliagd central
Benk from 1st.d annary, 1949 -acoording to the Resewe Bank of XIndla
(Transfer to Public Ownsrship) Act, 1948. According to the official .
vlew:f:this ‘Act was passed in oxdex to imphement the government
policy that the Bank should funetion as a State~owned institution
and to meet the general desire that the contxol of gbvernmehm over
the Bank's activxtie$ should be: extended to ensure a greater '
coordination of the. monetaxy, economic,and finannial policiests 2
the 5enezal superintendence and direction of the affairs of. the
Bank ave vested in a Gentral hoaxd of Divectors which consists of
(1) the Govermor and two) deputy Gevexnnrs %0 be appoinxed by Union
‘quernment,(ii) foux Eirectcxs to be nominated by the Union
Govexnment one ﬁxom.aagh af the four Loeal Boards; (1il) six
Dirsctoxrs to be. npmihated hyAthe Uni&n government and (iv) one
government official %o e apmxnated by the governmenx.3

The Act which brouéht about a chanaa 1n the status of
the Resexve Bank of India dees not introduce faxr reaching changes
in the powers'of the Bank sé‘as t¢ render i%'a atyong dnstrument
in the hands of the. Govarnment ‘for monstary and financial controle
This is subsequently done by the Banking Companies Act of 1949.
Section 21‘af thig Act speclislly .empowers the Reserve Bank 10

W

1+ Indian Finance. 369“5.91945 p-tii 517
2, Report on Curxenocy and Finance 1948-43. Resexve Bank of India,p.&

144.
3+ ReBe.of India (Transfex to Public Ownexrship)ict,1948,s8c.8(1).
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exereise divectional contzol on bank funds such as one conferred
upon the Bank of fngland by Clause 4(3) of the Bank of England Xot,
1946, |

As regeaxds its relations with the Government, the" Regerve
Bank of Indag 1s to remaln independent in its day to day working.

' Howover, the Act empowezs the Union Government to give fxom time td

time such directions to the Bank as 4t mey, after consultation with
the Governor of the Bank, consider nacessary in public lnterest.
This pquvisian is the inais;n version of claﬁae 4(1.} of tlie pank

of BEngland Acte It is woxthwhile %0 uote here that ths proviso
"After consultation with the @ve‘rnor of the Bank® in the twah‘Aota‘,
inaiax; and British, has not. got t:h:el same significance. In the cage
of Britdin, the Governor of the Bank of England is not an official
belonging to the Civil gervice. He holds his office by virtue of
his gpecial technical knowledge in the domain of national and
international finance. He isy therefore, technically well eguipped
to advise the govermment as to what | tdirectionst ere necgssayry in
Qubiic intereste In the Indian .context this proviso has practiecally
no significance,_ foxy the Governox b:eiongs to the Civil Sexvice |

.and he may not be invariably associsted with the world of finance

gfore his appointment Lo the office of governozjship." isven the

WP

"1e The appointment of the );&:resernt Governor of the Banky shri,

BeBePillai, best illusirates this point. shyi.Pillal has been
transferred from the Mindstry of External Affalrs, where he was
Secgretary=Generel to that Minlstry. hven before this, he does

not seem %o have held any post which could bring him into close
sEquaiatance with the problem of finence and banking. The
appointment of Shri.K.G.Ambegsonkar as the Deputy Governor which
was also made simulitaneously with that of Shri.Pillail has got some
¢ongistency in that that he was Secretary to the Ministzy of
g%na?ggt}jus%befoxe his present office. (Times of Indla,Rovember

< ] 24 Pelbje : ' ‘ : T
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Dy.Govexnars are appointed from the Civil sexvice cadye not on aceount
of their specizlization by long association with the problema of
monetary managsment but on account'of'ﬁheir‘béing‘QuSiifiad for the
post éaxnxlﬁg according to the rule of seniority. Consuliation with
the GoOvernor of the Reserve Bank referred to in section 7(1) of the
Act of 1948 would only be a formal consultation., This pzoviso seems

o0 have been introduced only to imitate closely similar provision

in élause 4(1) of the Bank of Enzland Act, 1946.

ﬂatianalizgt;o in Practices - i
The change that the new position of central benks would

introguce in the management df_money,éqn'be evidenced only when

. the governments begin to exercis¢ the powers conferred upon them

by lewe Despite that, certain consequences are bound to follow.,

M//?;/ﬁ the first place, it may be said ‘that the Treasu:y will now

no longer be able %0 camouflage its zEsponsibility behind the
focade of a privately owned central bank.1 Theoretically, %this
mey be true to a cextaiﬁ extent but in praetiéa such a change
does not bring aﬁy materiél advantage. Eax. since the days of
the aepression of the thirties, the governmeéﬁs and not the central
banks have been held laxgely respanaible for the economic misexies
of the peaple. This does not requime any separate responsibility
for monetary measurese x L investment is falling followed by
falling employment, it cannot Se stimlated by pursuing & cheep |
mongy poliéy alonee Several other measures over and above monetaxy
ones have Yo be adopiede. ﬂﬁm£;$ Amidst a cﬁmprehensive government
policy for raising the level of employmenm\monetary policy =lone |
cannot be assigned any individual raspondibility. In such & case .

1t 1s the govermment rathex . than the cen&ral benk upon whom the '

final respousibility for full employment ultimataly rosts. The

1e MnAoKl'%tﬁj OpesCite D580,
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theoxy of 1aisaea~faire long dead. the advantage of exposing the
govermmsnt polley that was uptiIlnow goncealed behind and@ *indepen
«dent! central bank lacks substance ibr practical purposes.

(’/ﬁhe gecond possible gonsequence is that the banks would be
only intermediaries between depositoxs and borrowers. The skill they
used to exercise in selecting the righi type of borr&wers will have
1o rust into obsoleacence, The oredit-worthiness of & borrowexr: now
would depend upon &Nm no% the spproval of a banker but that of
government. Such a state of affairs may not be at once undesirable.
But &t the same time it is not free from abuses. The crediteworthiness
of a borrower according to govermment may not depend upon his
financiad stability, his past careex, and the standard of pruduct»
vity that he maintains.féﬁa requirements that the producer supplies
for the national economic plsn wom“a};e the guiding principle. The
banker may be obliged in such a case to risk his funds and, if the

government comes fox&ard to hold all financisl responsibility
wltimately, it would be tamtamount to an extravagant uge of public’
monay «

Such 3 situation was aptidipéxea in the discussions preceding
the Act 0f nationalization of banks in France ahd it was oven actu=
ally realised after the Act. ona nafionalized hxxks gas and electric
company applied for als a loan from oﬁe 0f the nationslized hanlks.

The bank agked the company to supply with a financial atatemeht
giving informations about the company's affalrs prioxr to 1245,

which the company declined to submit. The Minister of Finance
intervened and ruled thet, since the loan was guaranteed Ey the
government the bank had no ground for complaint. The amount of

loané that the nationalized banks are thus pressed te¢ make is
balieved to be considexahlag1

It may be said that the banks have little to fear by this,

1, Wargaret Myeoxs. 'mationaliaaticn of banks in France’y PeSeQe,
June 1949,p.208.
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for, even before the new measures the government was thelr laxgest

vorrowers With the preponderence of government securities in their
portfolios, the banks have little to 'fear the depreclation in thelr
asgets =80 long asg the governmenx gnarantees their prices &s pexr

present pclicy.(io tho already existing large valums ‘of govexnment

securities, governmantvguaranxeed seeuxities wWould be added and,

~for that reason, the banks nave no causé to foar losses. It is

immaterial to the banks whether the borrower is e private individual
or a public enxerprise so long as the loans are creating sound asseéts
in their poxtfolioa.(hut 1f,thn§ a vexy large part of bank money

1s absorbed in government or government-gusranteed securities,

there is all the possibility that other businesses may have %o
starve oven fox their legitimate needs, In the case ¢f France, there
is evidence that the smell business and especislly smell retaller
outside Paris and othei"biggex placésifinés it moxe aiificglt'to

 borrow from banks even for his legitimate needs.! A similar

experience is gathexed in Britain also. Small concerns paxticularly'
the piivate companies requiring additional finance, at times have
foundit @Afficult to securs acoommodation &t the panks» Such
borrowers ars obligedpo resort: to private nonpbank companies who
have taken 10 lending businags,at high rates, Propositions of
customers, howsoevexr accepbable thoy may be to the banks, are
turned down by thenm undsr the pressure of Treasury airectivesg’
Customers, on the other hand, have found it difficult to understand
as to Wy their propositions should be declined when' thay are
quite sound and dasixabla fxom the point of view of their own
huainess.a o the extent that private business has to dapend upon -
hank"creait,difficnlties for borrowing are bound to arise.

1. Abiﬁ ’902080
o Banker's Magazine, Op.cit.,p.ti 213.
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Ihe ¥Forces making the change Inevitable

The trend towards increasing suboydmation of centyral banks to
the Treasury, which ultimately culminated into nationalization,is
a result of certaln forces making the change in the status of central
banks inevitable. The most important of these forces is the event of
the 8%%‘% Depression.with the consequanz bxeak—down of the

international gold standard. So far as the quantity\of monay’waa

' governed by certain rules as those of the gold standard aysf@m, it

was immaterial whether the Treasury or an independent central bank
effected changes in the supply of mpnaygrgg was all autqmatia and

weither the Téeasurynor the Central bank was incapable of acting
otherwise than the courss prescribed by the rules. But the

disintegration of the international gold standard introduced much

dlscretion ih'mouetaxy management which cannot be undéxtaken.without

broads GireétivesAfrom(the'governmeﬁx.‘gkter,the break down of the
gol&"standard,'ihé ﬁransaotiens of the'purchase and sale of gold
and‘iéreignrekchangé‘becauue'considerably risky« The central banks
tnerefcre, could not affor&to assume thase,riska. Government

inmervention for the puxpose of regulating the foreign exchange value

of national _eurrency was » thexrefore, 1ndispansabla.€w% is inxeresti

-ng ‘%o note that, though the central banks were empowered to

carry out transactions inigsld and foreign exchange through a

' speéial’institutioh * namaly, the Bxchange Equalizaiian Fundy the

' gains ‘oxr losses resnlting out of such transactions were to be

@

on account of governmenms and not tha central ban‘ks.1

(/;he secand important@avelopemant which 1noreased b the
lnfluenca of the Ireasuxy in monataxy managemant is the enormous

gxowth oi public ﬁebt. In the post wax-period, the Treasury 1n

“vazious oountries came to aasume dixect responsibility for certain

1+ ReGeHawtrey. The Gold Stanﬁar& in Theoxry and Practice,5th Edn.,
1948 pp.tﬁﬁ 151=52,



s

{63

223

monetary measures for the purpose of managing the public debt. ot
only that the Treasuries now form the»vésted ;ntersats 1nﬁwhos§
favour effective‘monetgry gction hasitp be sacrificed.(gﬁt public
debt management has mbreoaapécts of mongtaxy‘managemany énd exerts
considerable ini;uence'on.fhenqnantity o: money. As Tor example,

the financing of budgaet-deficits through the banking system,
inereases the quantity of mqngy)whilgeﬁale of public debt opligations
to non~banking public does not do so. The 0ld relation hetwepn)the
guantity of money as controlled by the central Bank qnd the price -

oud

-level does not hold todaye. On the contrary the changés in price=-

level can be qomfortébly tracad to the changes,in‘gp#ernmept‘
expenditure, These develoPméq%s have anxqmaticallx,lowered the
prestige and importance of central banks as the menagers 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 f;rstly'as a measure to help sconomic recovery and‘
afterwards to keep thé burden of intérests costs on public debt as
low as possible. |

Thirdly} in the postéﬁar period international monetary

comoporation has taken place st the initiative of governmenta
wherein central banks appeax as agenéé and 1nstrumep&g,of‘§heir
respective governments. fghe co-operation of central banks with
thelr governments innfhe cixqumstanoés has to;b&ﬂéngﬁred'my*pexw
Jnaxianaiization' twam S0 that‘thay,may form an integral paxﬁ of
the public machinery of economic regulation in tae field of national
as well as international afféirsﬂ It is really strange to note that

the vexry purpose fox which & natlonalized central bank is considered

to be essential in thgnposﬁéwat;pariod, wésiexpécteé to be served
better by independent central banks free from politicsl interfexence

‘ ih;ﬂovember‘scnppmica'Ed.s.E;Haxris,mondon 1952 pe3T73a

1. JeM.Keynes. Speech before the House of Lords,May 23,1944 reproduced
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members rathsy than bthelr veppocbive Lovermments.

The Chanse and the Problems

The coaplebe suberdination of ccentral bauks te govermuens py

’

iz ond veducine them to an executive branch of governmerd leaves the
61d controversy unresolved. The change does not necessarily guavantee

monetary policy decisions independent Qf nolitical inf luenaes S Uhat

is essenblially needed is the Judgrent and ropresentasion of monotar
aspects of the ceonemic policy of government before the paeple.‘The
very timdeps dencef of the contral bank was regponcible Lo defeating
this particular objective of monetary policy, foar,a gwivately owned body
could litkle imspire respect for ibs views amongst the people at large.
Truly speaicing, being not a public instituvion, it conld not claim a
miblic hearine for its views as the other government departients were
able to do. The Treasury, being & governnent department, every day
coming into close conbtact with those who are ultim wtely .L‘C‘Byﬂ'ﬂﬂ .i.b’ie for
the sconomic policy of the country, could at once get its views

accepted. T the central besk Is to play an effective pale in the
formaticn ét monetary={iscal po‘r*V, oubside oppositiznand objections will
be of no avail, Tt should act throus s tho ¢ overnmenu.(:/nzhg through
sovernment doos not necessarily jmply subordination to government. The
cage for a soparater ceuntral banking agoncy can be sxmply made by saying

that 3t can contribube & viowepoint in government mcneqarybfiﬁcal policy
' mﬁm“lé ,
formation Shat i specifically erimeted towards thic malnbenance of

e R T S TV E R )

-y
1,
1

1, Paul Tinzigs The Fank of Intcrnatiocnal Scbblementse London 1932,Dee
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an gver=all economic énd financial stability. Only a separate agency
ﬁigxyg:countad on to advance strongly tbe case for monetary restraint
is needed. A central bank that has to act according to the dirxections
of the Txeasury, though 1t may be consulted before such directives
are glven, c¢an little hope to prevall against the needs of laxge
secale fiscal operations.

(/%hat is neeéded is an equal hearing for the Preasuxry and cent

' wrzl banking points of view in the dstermiﬁatioﬁ of economlc policye.
A separate central bank can play an effectiveé role; only if its

status is roughly egual to that of the Treaauxy 1n government mone-
tary-fiscal counsels.(/%s Job should be to argue the case for moneta
-ry restraint whem it is needed regardlass of the narrower debt
management considerations, or to argue for monetary expansion whexe
that ‘is regulred for miﬁigaﬁing‘instability&1‘ L |
Given the equality of status beiween the freasuxy and the
¢antral bank, monetary maaagemant-sﬁould bé viewed as nelther the
responsibility of the centzal bank mor that of the Treasury,' The
government as a whole should be answerable for the monetary
consequences of its policy. In this respect, a co=ordination between
the moneta:y andﬁiscal policiés of government should be brought
about in order to secure an éffective management oi‘moncy. The
dbjéct of this co-ordination is to manage the quantity of money
which includes not chly’cash'énd bank deposits but also liguid assets.
Such'co~ardiﬁ§tibn:of fiscal’and monetary pelicies will ét once
reveal the conflicting effeété of the two policiles carried on
through two separate and uncoordinated agencies. This is evident

from the experience in the posi~war periode Thus, in France, in the

- post war pegriod drastic monetary measures‘were'addpted %o control

inflation . The yeserve ratio composed of cash, bank balances and "

L

1. G;géBach..'Mnnstaxy Policy Formatian' AeBCOeREVe yDeCe 319349 Do
1 . '
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Tyeasury obligations tg,be,maiﬁtainaa by banks against demend
liabilities was raiged as high as 95%. Despite such & drastlc mone
-taxy action, inflation was progressive indicating the failure of
monetaxry conzrong/ihis was because there was a conflict between .
the monetary and fisecal policies. The effecis of monstary policy
were counteracted and neutralized by those of large~scale borrowing
and deficit finanoing by the Treasuxy.' rWhen govermment
underbakes deficit financing on a large scale especially by borrow
«ing from the banking systam; restri&tive mcneta:y‘policies)sueh as.
ralsing of yeserve requirements or desr money policy have no effect :
on the quantity,of.maney.,Ap‘axperianne similar to that of France .
can be cited in the case of Britain.also. In Britaln, at the end
of 1952, due to dearx money:pélicy, it was. thought that advances and
hence the deposits of the Cléaring Banks would fall. Advances
declined no- doubt, dbut the &g ﬁgposits.&& did not show any decline.
For, despite dear money policy, government spénding fipance& outlof
borrowing; from the banking system continued. The whole blame, for
not checking inflation here goes to government fiscal operations
rather than %o monetaxyrpolicy.(gg»tbis regpect the bast course ,-
is to prescribe %m. s limit %o the amount of credit that the
government can raise from the banking system as 1s done  in Germany.2
The experience of imflation control both in France and
Eng&anﬁ.inﬁigates that inflation control should not be the execlusive
goncern of monetary policy ﬁut of both fiscsl and@onetary policles
working in Qo~0peration.(§gfnation can hope to realize the objectives
of coatrolling inflation by controlling only the quantity of money,
when the government is increasing purchasing power in the hapds of’

the people by deficit financing. In such a sltuation, fiscal and -

1s HeMyerse. oncifu ’PQ2Q6.
2,'The English Banks end Government borrowing! C/0 The Journal of
© Gredit snd rinance Vol.IV No.1/2 mmx 1953,p.26. (Published from
Frankfurt, Germany)e . .
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- and monetaxry: policies are at rivalry, and if both the objectives
of inflation control and deficit spending are to be realized, use

of physical contrqls becomes indispensable.

The Problem of Author;tx in Mbnetarx“Mggégcment-

ihe problem of authority 1n mbnetary management is the

problem as to who should datermine the ends of monetazy polioy

and also its corrollary as to by what means thé ends may be secured.
One of the important advantages oi‘the‘inxergapiongl gold standard
was that it provided both ends and means of monetary management

at a time. The objective of external stabllity was o be secured

and fthis could be doﬁé;by :ggulating the quantity of money so as to
cdrfespond with the gold resexrves. Both the ends and means being
given, the management of money was at once simple, easily understan-
dable and & did not allow any &k tinkering by those responsible,
for it. So 1ong as, . therefore, both ends and means ave not fixed,
the 0ld problem remains. Monetaxy management 1B the hands of

government as agalnst,an 1ndependent central bank does not solve
the problem. It doe; notigiye}aay guarantee agalnst a tinkering
with'money causing Jeéopardy 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 mahex member banks
are prohibitéd.from,ex;ending,gpedit,to be used 'unduly' for the
speculative 'carrying of or trading in securities, real estate or
commodities, of for amy other purpose inconsigtent with the
malintenance of sound creait:conditions'. The Federal Reserve Board
is aﬁthotisqd to change reserve requirements for member banks 'in ‘
dider to prevent iﬂjd&;ous;éiédit expansign‘qf'xmnxamxianx contraction

Open‘markeﬁ.operatﬁohs axe ta,Be unaertaken‘by the Board 'with a
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view to accommodating commerce and ipdustxyﬂ. The objgétivesﬁof
Federal Reserve Policy thus.defined leave a great deal of discretion
-ary authority with the Federal Reserve Beard. The Board is not
given a clear cut Eﬁgané principle t0 secure the obgectlveu thus
stated. It is difficult for the monetary authority whether under the
direct conbtrol of the Government or otherwise, to determine as to
when cradit expansion beginsg to be 'injurious' or what exaci amount
o credit should he necessary to accommodate commerce and industry or
wien credlt for speculation would become®undue’, Hot only that. the
people will not be able to understand the lmplications of a monetary
measure bul the monetary authorinﬁitself wlll not be able to -
perceive the course of its action. When ihe objectives of moneta?ﬁ?bﬂ
are not preclsely défined, the monetaxry authority has no clear-cut
guddlng prineiple %0 be observed. Im use an analogy, the monetary
euthority Iin such a case is only given a good erafi but not a

tested ch vt and a dependable compass without which, even if the
pilots baiﬁg clever, it is difficult ko perceive hidden rocks and
reefs that lile in maisk wait on every hand. Such is the excitement
of the time wien ecanomic’acfivity ig rising by kwspes leaps and
bounds, that no one is ready te believe, beforxe the coming of a
cragh, that existing activify is anything but wholesome. It would
seem that even the passengérg‘on the‘craft‘aloug with the piiots

may not lack in exc*tement.@'

(/in moneuary managemsnt, therefore, it is noi_ihe authoxity .

but rules that should matter. It is true that the simple rules

such as those of the galaﬁtandar& are an impossdbility in the
present conxextor:n gpite of that, the nationil legislature can
be entrusted with the task of prescribing rules to be observed by

the moneiary authoritys Once the rules are defilned dy a competént

1. Joseph R.Goodbar, ‘'Mansging People's Moneye! 1938,p.3424
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legislature, the monetary aufhorii},~whethet a State-owned central
bank 0 &n inﬁependenx_oné,‘lqa%SAits importante. For, the the monetary
authority cannot become discretiénary or dletatorisl guite arbitre~
rily.(As scon as definite rules are established, the people will be
able to juage & monetary action by cemparing 1t with the basls
supplied by the rules. They would be enabled to exercise adequate
mo*al pressure if there is a depaxture from the standard supplied
vy the. rulub.1 o |

It is true that in the presen&é state of complicated
financlal structures, 1t is very g¢ifficult to find out an adequate
rule oz set of rules which cen be sefely relied upone Despite that,

+ ' Some, definite princples to be cboerved in mogetary policy ean prove

" of great helpe This is well illustrated by/lpolicy . followed in England

after its going off the gold standerd. In England, after its going

" off tae gold standarg, the obgective of the monetary: policy was to

mainﬁaln as steadily as possible the. internal -purchasging Ihkz power

‘of the pound, This objéctive was achieved by the steadiness of

the volume of bank deposits and the quantity of money in generale
The policy proved suecessful and the resulis it yielded were far
happier tnankelaewne,a especially in the U.g. However, in the

present situation, a relatively: gtabl guantlity oi monsy caa haxdly

“achieve stable prlces.(ﬁevertheless, an appropriate quantity of money
. is the essential ¥asis for a price policy. The gquantity df money,

. as pointed out earlier in this chapier, will ndt only include cash

. ahd bank deposits but also liquid assets. Fhe To control thise

.- constituents of the guantity of money, monetary measyres adopted

by the monetary authority alone will nnt’sufficeﬁcégé use of
fiseal policy. for this purpose will have algo to be made. An
a@propriate~quantity of monéyvbecomas the joint responsibility

of the governmenx acting ﬁhrough the twin agencies of the Treasury

snd the. central banks' ) 1. HeCeSimons. Rules vseAuthnority in
mynﬁtazy“futtcy‘*ﬁnaahngs 1n Monetary Theory.A.h.A.1951,p.367.
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At preseni one comes across a great deal of talks about

*full employment, budget'and 'full employment flscal poliey' but the y

monetaxy implications of such a pelicy are given little importance.

In the whole pollcy of econnmic stahilization. the most relevant

[

guestion that remains unanswered iu that at what price level tke

v/’economic stabllization shoul& take place.riﬂiu problem of an

appropriate price level assumes 8 apeeial importance in the post-war

period chaxacterised by the:existence ef a huge burden of public:

" debt in all the couniries. An extraordinary ‘burden of public debl

introduces an iaflativaary. biab in monataxy policies. inl is well

borne out by the policies followed both arier the First Woxld Wer

Jand the Second on.c'e.1 (ngis‘éssehtiéli therefore,  that, as fiscal

' mensures of governmeii are placed before a critical and competent

lggislaxureveveiy‘yaar} the programme for the monetary policy of
government should also be piaced annually before the same responsible
body. The national legislature, along with giving its approval to
the fiscal measures of the gove;ndeh$; WUuld%lsb give approval,.
after due examlnation, to monetaxy measures proposed by the govern—
ment. The most imporiant monetary objective to be recommended by
the legislature would be és‘regaidb the price level. There cannot
be a fixed level of prices which cax be ideally suilted o a full
em@loyment economyo(/z is agpropr;ate,tuerefore, that =2 range may
"be glven by the legislature wzzxxa 'within which fluctustions may.

be allowed. ¥k Once this pkay xénga is fixed, the scheme here
proposed will bear a close resemblance to the gold sténdard system.
For, undex the 5dldéténdérd sls0 the guantity of money was mansged
50 as to allow fluctuations in prices within the range of the gold
points.(ﬁgé only that but the proposed system will have. certain
advantages over that of the golds standarde Firstly, unlike the
galdétandard systemy the range‘thét'should be fixed for price '

Te J.&.Kéyngs. A Tract onﬁﬂoheta:& Reformi 1932 pp.§3-65.
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fluctuations will be subject to amwmal examination and vevicion

g necessaryfigecondly, the range fixed Will be largexr than that
under the gold standard and,therefore,would make adjustmenis smoother
and less catastrophice. So-faff%he domain of purely monetary measures
is concernsd, the monetayy aunthority will trp fo abide by the rule
with the help of all the instruments of monetary management and also
directiunsl control of crsdit.in an integrated monstary - fiscal
framevwiork, the fiséal policy will also be exercised within the limits
set by the rule of the price~-level. The test of the success of the -
monebary and fiscel policles directed towards the objectiveg of

full employment will not be the securing ot full employment alone

put also the attainﬁeni of that at a'price level within the limits
prescribed before. rull employnient congitions accompanied by inflation

aggrevate the vexy distress which it is the obJective ol full

employment policy fo alleviate. Not only that inflation will. take.

’ happiness of &
away much ¢r tle comfort andcihp/large zumber of those already

employed bul even those who would seem immeclately to bensfit f:om
the policy will gein very little in substance. In the post-war
pericd there were full employment conditions in the UeSe but there
was also the problem of rising pricese. The policy of the raising
of the rate-structure by the Federal Reserve Authoriiies in oxdexr
to check inflation was opposed by the $reasurye One of the iﬁportapt
reasons foxr the opposition to the policy of raising the rates was,
as cited by the Treasury, that such a measure would adversely affect
employment situation ! /fﬁ ordger to make the benefits of full .
employment real, prices should be checked Irom rising for, alter
full employment any rise in prices is inflationary in ihe Keyneslan
sense and inflation is indefensible under any pretext.

Toe determinztien of the price level rule by a leglslative
body, no aoubi, wili_noﬁ comgletely remove the possibility of

pinkering with mopetary poliey but it would considerably reduce
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its scope.{;he distinet advantage, that would vesult out of the systéi
nexe proposed, is that 1t would arouse populax-interest in monetary
problems. Monetary- problems aﬁd‘the knowledge thereto will no longer’
be the monppoly of the faw e;perns. Tt is said that an independent
cenxra¢ bank makes for a lazy cabine'i'..1 It can similarly be 'said
that monstary policy aeterminad by few speclalisis even undexr the
dlrect contzol and supervision of govexnment makes for ‘an ignorant

and,tnerefoiaeasily tractabie legislature, so far as monetary poliey

"'is concerusde Lt 1s ossential in the intaresﬁ of & democratic control

0% economic pollcy that tie lcgislauure may be able to understand
mxik what the specianisbs are saying o it and to judge it in the
2 5ab of its wxder, ‘gven if shallower, Lnowledge.

It may be that in the Deginning the fixing of the span of

. price fluctuatidns may “ﬂvolve gome elements of arbxtrarin&ss but

byaaxperienge'it would be possidvle Lo reach a suitably wormable

'rahbe. when the objéctive ikm of maintaining the prices is given,

tha bﬂVe*nmenu shall heve %o wake counscious efforis to realise

“that ob;ective‘ Failure in 1ts rea1¢aauion will provide an occasion
' for the public to probe into . whe policies oX govermaent elnher

" in the monetary ox Liscal f£ield or in boik.

Tha policy of aeh«evmn& incressing employment and outpul by
avex xislng prices defeais uhe vexy purpose for which output is
increasede For, when the 1se in p¢iceo cgases to be accompanied by

rvisé in real iacome of cansumars,consumptlon tends to falle It is

' neceabary, therefoxre, that disc*etzona:y elemznts in tue managemant

of woney should be reduced as f as possible. W1thouu this the

‘depredations of extravagant 5ovesnments and the interests active

behind them will piifer a large part of the reel duncome of socieﬁy

by the most’surresptitious instrument, namely, inflation.

Te ﬁ.‘B-WhitQ’ Op.Cito',p.QQ.
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