























-2 - P. L. b80 Funds in India

. Posgible inflationary effecis

If the rupee prcceeds of the F. L. L8O sales had been exclusively
deposited with the central hank, and if this fact had not influenced the
financial policies of either the Government or the central banl, the increase
in com ercial bank deposits would presuuably nave been ).l billion rupees
less than the actual figure. 1In that case the cormercial banks could have
taken cne of three possible courses: (a) They could have increased their
lending to the public by about the sane amount as they actualiy did, cutting
out the increase in their holdings of government securities ard their repay-
ment of central bank debt; such a course would have had the same inflationary
consequence as their actual beliavior. (b) They could have increased their
holdings of government securities znd repaid their central bank debt as
much as they actually did, cutting dorn the increase in lending to the public
to a mere 200 million rupees; such a course would have virtually eliminated
the inflationary impuact of the rise in deposits. (¢} Thoy could have ro-
duced the increase in their holdings of goveriment securities and the repay-
ment of their central bank debt, and also reduced the increase in treir
lending to the public; such a course--which seewns tue most probable of the
three--would have materially reduced but not coumpletely eliminated the
inflationary impact of the rise in deposits.

It should be pointed out, however, that tie Frobable inflationary
impact (under c, above) of depositing the rupee proceeds of F. L. LBO sales
with the commercial banks does not necessarily mean that the ¥. L. LBU sales
transactions, taken as a whole, had an inflationar’ impact on the Indian

. economys. ‘hen the Indian Covernuent (drectiy or tkrougn private Indian
importers) sells the commodities to the Indian pubiic for casn, as has
actually been done, the money holdings of the public are reduced, znd the
sales transaction has thus an izmediate deflationary effect. I all the
proceeds were deposited in tie central bank and did not result in increased
lending by the central bank, the over-all effect would remain deflationary.
On the other hand, when the funds are deposited in coumercial banks, the
inflationary effect of the probable use of these funds by the banks (under
¢, above) merely offsets (in part) tkre deflationary effect of the original
sales trancaction. The sare consideration would apply if the Tndian Jovern-
ment did not sell the commodities but distributed them without cost or held
then in stock, provided that the Government did not finance the transaction
by borrowing from the central bauk but rather through taxation or borroving
frow the public. Only if the Government did not sell the commodities and
finarced the transaction by borrowing from the central bank, would the
deposit of the funds with commercial banks give the transaction as a whole
a net inflationary irpact. As it is, the derosit of the funds with com-
mercial banks only detracts from the net deflatiomary impact of the traans-
action as a whole; hovever, this mere weakening of a defiationary impact
is serious enough in an economy li%e the Indian, which is suf fering from
sericus inflationary strains from other sources.

. No P. L. LBO funds have as yet been disbursed as loans to tie
Indian Government. Approximately 234 million eguivalent of these funds
(about 800 million rupees) are available for this use. “lnen the rupees
to be loaned are withdrawn from the commercial banks and used by the
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it, the inflationsry impact of this second step will

1 smaller than it would have been if the rupees had been
ral bank. As soon as this second stage is reached, the

e over-all inflationary impact doss therefore no longer primarily
: pon the question of whether or not the funds had been deposited
th commercial banks in the first stage; however, the timing of the =
act Still have been decisively influenced by the choice of the
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