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Prices, money supply and bank credit

In 1953, the budget deficit and the balance of pgyments surplus
did not result in inflation, The wholesale price index rose from 372,7 in
December 1952 to L10el in August 1953, but thereafter declined ard stood
at 89.4 in December 1953, only L.5 per cent above the level of twelve
months earlier, Money supply and bank credit followed the usual seasonal
pattern, both increasing from fall to spring and decreasing from spring to
falls, At the end of December 1953, money supply stood at 18,150 million
rupees, only about 28 per cent above the level of twelve months earlier,
and bank credit was L,73841 million rupees, 23 per cent below the level of
twelve months earlier. About half of the small increase in money supply
represented the gradual introduction of Indian currency in the State of
Hyderabad, in replacement of Hyderabad currency which had not been included
. in calculations of money supplys The improvement in the trade balance

during 1953, noted earlier, was in line with these developmentse

Monetary policy and debt management

The maintenance of a substantial degree of financial stability
and the favorable export and import performance were made possible in part
by the Reserve Bank which followed a restrsining open market policy through-
out 1953 and into 195Le This merely continued the monetary policy first
put into effect in November 1951. At that time, the Reserve Bank raised
its Bank rate from 3 to 3-1/2 per cent and withdrew the support which it
had previously given to the Government securities market. After a brief
period of standing on the sidelines, it reentered the market on a limited
basis for the purpose of ensuring orderly price movements.

The importance of the Government securities market from the stand-
point of monetery policy stemmed from the fact that, traditionally, Indian
commercial banks sell Government securitics from their portfolios to obtain
the means of financing the seasonal expansion of the demand for credit arising
from the marketing of the crops, 2nd repurchase them when demand for credit
seasonally falls off. Until November 1951, the Reserve Bank stood ready to
buy unrestricted amounts of Government securities from the commercial banks
in the busy season which runs from fall to spring and to resell them in the
slack season which runs from sprirg to fall. During the 1951 slack season,

. however, commercial bank credit contracted by only about half as much as it
had expanded in the previous busy season and comrercial banks repurchased
much smaller amounts of Government securities than they had sold in the
previous busy season. In this situation, the Reserve Bank acted to increase
its control over the money market and to restrain credit. Under the new
policy, it undertook to meet the legitimate demands of banks for funds by
means of advances against Government securities and on a limited basis
against commercial bills. The new policy made it possible to prevent further
acquisition of Government securities by the Reserve Bank in the busy season
which would not be fully offset by sales of these securities by the Bank in
the slack season. At the same time, it enabled the PBank to adjust its hold-
ings of Govermnment securities in relation to ths requirements of financial

. stabilitye
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) In 1953 and early 195L, this policy led to a substantial reduction
in the Reserve Bank's holdirgs of Government securities. Small net open
market purchases in the first half of 1953 were more than offset by large
net sales which took place gradually beginning about the middle of Junes
Commercial banks probably absorbed a large proportion of the securities sold
by the Reserve Bank between June and October, totaling about 233 million
rupsess After the return of the busy season, in November, commercial banks
once again became net sellers of Government securities, but net sales by

the Reserve Bank contimued, albeit on a reduced scales In the last two
months of 1953 and the first two months of 195L, the Reserve Bank's holdings
of Government securities declined by about 37 million rupees. Net purchases
of Treasury bills amounting to about 90 million rupees were more than offset
by net sales of securities with longer maturity which totaled about 127
million rupeess Between April 3, 1953, and February 26, 195l, the Reserve
Bank disposed of Government securities worth about 425 million rupees (about
8 per cent of its holdings on April 3, 1953), including nearly 280 million
rupees between June 26 and July 17, very largely as a result of the redemption
of the 3 per cent loan of 1953-55. Net sales by the Bank on its own account
apparently were about 145 million rupees in the first eleven months of the
figoal year 1953~5lL,

The operations of the Government'!s Cash Balance Investment Account
significantly reinforced the influence of open market policy. As mentioned
earlier, this account is now estimated to have contributed 480 million rupees
toward the financing of the budget deficit. Partly, this reflects the fact
that it held large amounts, at most 350 million rupees, of the 3 per cent
loan of 1953-55, Partly, however, it reflects net sales of at least 130
million rupees of Government securities held in this Account between ppriil,
1953, and ¥arch 31, 1954, Total net sales of these securities by the Reserve
Bank for its own account and by the Government's Cash Balance Investment
Account were, therefore, quite substantial. They significantly exceeded net
purchases by commercial banks which amounted to only about 16C million rupees
during the first eleven months of the fiscal years

Production and terms of trade

The maintenance of financial stability and the favorable trade
developments were further facilitated by significant increases in production
recorded during the year. The industrial production index, which averaged
12849 in 1952, averaged 13Lel over the first eleven months of 1953, or about
L per cent higher. Food production also increased in 1953, especially
production of rice (13 per cent), wheat (12 per cent), and other cereals (11.7
per cent)s Larger acreages and better yields due to favorable weather
conditions cortributed to this performance. This enabled India to reduce
foodgrain imports to about 2 million tons in 1953, compared with 3.9 million
in 1952, and lLe7 million in 1951. Greater availability of goods to some
extent helped to offset the inflationary pressures,
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A marked improvement in the terms of trade in 1953 also played a
significant part in the favorable trade developments. The deterioration
in the terms of trade which had taken place throughout 1952 was finally
halted in the second quarter of 1953, and the terms of trade index which
had been about 84 in the first quarter had recovered to above 97 in November,
the last month for which figures are available. Import prices declined more
than 10 per cent in the first eleven months of the year, while export prices
after falling during the first three months of the yYear recovered all of this
ground in the next six months 2nd were about as high in November as they had
been in December 1952, The decline in import prices materially contributed
to the fall in the value of imports noted earlier, but there was also a con-
traction in volume, %The recovery of export prices contributed to the smsll
increase in the value of exports, but there was also a small increase in volume,

The employment situation

Finally, India's ability to maintain finsncial stability in 1953
in spite of a budget deficit and a balance of payments surplus was enhanced
by the existence of a sutstantial amount of urban unemployment, and by a
tendency of this unemployment to rise more noticeably than had previously
been the case, On the basis of tle available statistics, which are admittedly
inadequate, unemployment appears to have risen about 25 per cent during the
last nine months of 1953, Ihis reflects the fact that additions to the labor
force as a result of the growth in population have exceeded the creation of
new jobs under the development program. The situation has become serious
enough to induce the Indian Planning Commission to revise and augment the
Five Year Plan for the purpose of providing more jobs. In such an environment,
expansionary forces had less chance of generating inflation than would have
been the case in a situation of low and statle unemnloyment, '

The lesson of 1953

India's experience in 1953 may be summarized as followse Expansionary
pressures stemming from a budget deficit and a balance of payments surplus
were offset by expanded production, improved terms of trade and the anti-
inflationary policy of the Reserve Banks. Rising urban unemployment also helped
to neutralise these pressures and internal financial etability was maintained,
Exports increased somewhat, ard imports fell off significantly,

Prospects for 1954

The Reserve Bank may be expected to continue its anti-inflationary
policy in 195L. Nevertheless, it seems probable that some increase in the
money supply in the hands of the public will take place during the year, Tn
a certain extent, such an increase may be desirable to sustain the high levels
of production already achieved in various lines and to permit India to improve
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upon them. Agricultural production, and especially rice production, is
expected to be significantly larger in 195) than in 1953, ard increased
availability of goods, particularly foodstufi's, should help materially to
maintain internal financial stability. At the same time, the continued
existence of a significant amount of urban unemployment and the continued
tendency of such unemploysment to rise suggest that the risks involved are
likely to be smaller than would otherwise be the cases The probable absence
in 195k of external upward pressure on prices such as resulted from the
Korean outbreak should further minimize these risks,

The Indian Finance Minister is fully aware of the dangers involved
in the budget and he has promised that Government policies would be recon—
sidered should major changes in the economic situation or climate occur,
Howeven, he points out that "in the context of our developmental needs, it
is important for us not only to live within our means but also to 1live up
to our means." On the basis of his careful consideration of all aspects
of the situation, he expects that the new budget "will prove reflationary
rather than inflationary," and he concludes that "in the conditions as they
now are and are likely to be in the near future, we are not taking any undue
risks in going forward in the manner I have indicated,”

The above analysis would appear to confirm this judgment, On
balarice, while the new budget significantly reinforces the expansionary
pressures, the likslihc:d that development expenditures will fall short
nf targets to a greater exten’ than revenues fall short of estimates, the
probabie emergence of a balance of payments deficlt, continuation of the
present monetary policy, the resed to sustain an expanding volume of production,
and the existence of apparently rising unemployment may enable India in large
measure to avoid inflation in 195,
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