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INTROPUCTION

1.1 The Reserve Bank of India has been using certaln
control measures on bank advances against a few selected
commodities since 1956. Several things have happened during
these twenty two years., First, a fairly good amount of
experience has accumulated., It would be useful to look back
and evaluate this experience in order to find out how far
these controls have served the purpose for which they were
instituted and for which they have been operated all these
years. Seccnd, 1n the mean time the general economic
context has changed. This necessitates examinatig; of
relevance of these control measures in their present form.
The designs of other physical and credit controls that are
closely related to selective credit control measures have in
recent years been considerably modified. It might, therefore,
prove useful to examine how far these latter set of controls
need to he modified in order to fit in with the changing
situations Third, occasionally criticlism regarding certain
features of selectlve credit control has been made both in
banking and business circles to pecint out some of the
difficulties faced in operating them. These deficlencies

also need to be considered and made up.

Keeping such needs in mind, the Reserve Bank of
India decided for the present one-man 1nvestigatilon into

the working of its selective credit control.

1.2 The terms of reference laid down fer the purpose
are stated belew. This investigation is meant te cover

the followlng aspects:
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"(i) to evaluate the effectiveness of the existing
system of selective credit control including
the process of implementation by the commercial
banks, with particular reference to its influence
on : (a) the stock held with the help of bank
finance, and (b) the prices of respective
comnodities;

(ii) in the light of such evaluaticn, to suggest
changes in the system and the process of imple-
mentation, both at the levels of the Reserve
Bank and of commercial banks, as may be necessary,
to improve the effectiveness of selective credit
controls and to bring them in line with recent
changes in the Banks approach to credit planning
and control;

(iii) to suggest an early warning system for the Bank
to enable it to initiate action on its own in
respect of selective credit controls before
prices of sensitive commodities get out of hands;
and

(iv) to make recommendation on any other matter
considered germane to the subject of investigation.’

1.3 These terms of reference were carefully analysed and
the following questions were identified for defining the scope

of the investigation:

-~ What are the basic elements of the existing
system of selective credit control?

— What are the important successes and failures
of the system and the process of its imple-
mentation?

— What are the major system and implementation-
process deficiencies that need.to be made up ?

- What should be the basic elements of the modified
system which would help achieve better results?



-3

This eport attempts to answer these and other related

subsidiary questions.

1.4 The work on the investigation was started in the
beginning of April 1978. Desvnite availability of short and
limited time, attempt was made to meet a wilde cross-section
of executives in the Reserve Bank and commercial banks,
businessmen, trade and industry associations, academicians
and branch managers of different banks, all over the country.
In addition to personal discussion, major commercial banks,

and trade and industry associations also responded in fairly

large numbers to the questions which were sent to them for
the purpose of the present investigation. The questionnaires
are reproduced in this Report as Annexures I and II. In
addition, valuable information was also gathered from

files in the Reserve Bank and commercial banks, particularly
at branches of banks in different parts of the country.

411 this information proved valuable and helped in a large
measure in the finalisation of the views contained in this

Report.

1.5 Findings and recommendations contained in this
Report have been deduced from facts and opinions collected
in course of the investigation. Adequate facts in most
cases were not readily available. Opinions on all major
questions differed sharply between central bankers, bankers,

borrowers and academicians. Therefore, a large measure of

judgment had to be exercised in arriving at conclusions.

As far as possible a balanced view has veen attempted in

order to accommodate different points of view and interests.
Further, attempt has also been made to pick up recommendations

from the realms of practice. No recommended feature is centirely
new;everything has been at one stage or another a part of practice

in India and found workable,
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BASIC ELEMENTS OF THE

EXISTING SYSTEM
2.1 Selective credit control is a widely acezpted
instrument of monetary policy. Almost all central banks use
it to encourage or discourage the flow of credit into
specific channels. 1In other words, these measures are meant
to regulate the allocation of credit, so as to help
ultimately fulfilment of broader national objectives. There
is a wide variety of these control measures in use at
present. They can, therefore, be classified in many ways.
Some of these measures are positive in approach when they
aim at increasing the flow of credit to certaln specified
sectors, activities, regions, purroses or classes of borrowers.
As against this, some others are negative 1n approach.
Sometimes, some of these measures are meant only to aehieve
certain immediate objectives. In other cases, they are
almed at long-term results. As for thelr scope, they can
elther be aimed at s narrow area of control or extended to

cover a wide area.

2.2 At present there are several types of selective credit
control measures in use 1n India. They include credit
authorisation, norms for industry and also various schemes

to encourage flow of credit to priority sectors. But,
historically, in this country, the name selective credit
control has been used only to cover a small set of negative
measures which are used specifically to achieve the immediate
objective of restricting the flow of bank credit for finaneing
certain sensitive and essential commodities, when they get

in short suprly, and, there is pressure on their prices

to rise. Generally, this control has been restricted to



commodities produced in the agricultural sector which are
ite..s of mass zoasumpsion, Fluctuations in their rroduction
and availab’lity are Tairly fraeguent and wide enough to

of ten times rendcr them items in short surrly. In a buyer's
market, thére is a natural tendcrcy %o hold stocks for

longer duratica. Those who can manage, &eey also try to

build up disproportionately high stocks so as to take advantage
of the opportunity for high nrofits offered by the rising
market, Businessmen's anticipaticns and expectationq%iftiated
and their actions puvt pressures on tac prices of such
commodities. Bank credit is found to be an important factor
influencing such market situations. Part of the stocks

are generally finrnced by the businessmen from out of funds
borrowed from the banks. Therefore, if under such
circumstances, the availability of bank credit against such
commodities is reduced, the power of trade to buy and to

hold or to stccks can to some extent be restricted end,

ther¢fore, the pressure on prices can be mitigated.

243 The Reserve Bank of India made use of the selective
credit control, for the first time, when it issued a directive
on May 17, 1956, asking the banks to refrain from excessive
lgnding against paddy and rice and raised the existing margins
by 10 per cent. According to the Bark's Report on Currency

and Finonce for the year 1956-57, ‘credit extended ...

appeared unduly large' and 'there were general indications
that in certain centres bank accomodation wrs being partly
utilised for speculative hoarding of paddy and rice'. This
Report very clearly mentions the major objective of the
selective credit control measures. They are 'intended

specifically to achieve a reduction in excessive advances



against certaln commodities! Further, the Report evaluates
the success of these control mensures also in terms of 'ropid
reduction in credit outstanding's This reduction it expects

would reduce 'pressure on demand originating from bank crecdit:®,

2.4 The Reserve Bank has been using selective credit
control for the last twenty two years. With the passage o7
time the system has changed considerably. It now covers
more number of commodities. But, this expansion has been
moderate. Some commodities like jute which were included at
one strge were subsequently drorred. Moreover, all commcdities
have not always been subject to all control mensures, e.g.,
restriction in respect of level of credit did not aprly to
cotton textiles. Today, the selective credit control covers
fully only the following commodities: v~rious items of
foodgrains; sugar, gur apd khandsarl; oil seeds, vegetable
0ils and vanaspati; and cotton and kapas. As on last Friday
of March 1977, they accounted for 11.5, 33.2, 4.8 and 50.5
per cent respectively of total bank credit outstoanding cn
that day ~galnst all these commodities put together. These
figures include advences to Cotton Corporation of India but

exclude 2dvances to Food Corporation of India.

2.5 A notable development has been growing complexity.

To start with the system included two me~sures of control:

the margins and the level of credit. The Reserve Bank has all
through been prescribing the minimum margins for ~dvances
against commodities under the selective credit controls.

In the beginning, there was single margin for each commodity.
Subsequently, distinctions began to be made on grounds of
levels of stocks, type of borrower, varieties of the commodity,

nrture of credit instruments ~nd documents, indigenous or



Imported stocks or stocks for export, different regions
and states of the country, stocks available and not
avallable for free-sale, and, public and private sectors.
This means that many different margins are at present
laid down for each commodity. It has in many cases gone
upto more than a dozen margins for one commodity and
about half a dozen for a single account. This renders
calculation of drawlng power and therefore implementation

difficult.

2.6 Laying down of higher margins means lower drawing
power agalnst a given value of stocks. But, this has ngver
been considered sufficient for the purpese of control by
the Reserve Bank. This control measure has been reinforced
by the practice of laying down the level of credit as well.
In other words, banks have not been left free to extend any
amount of credit against these commodities, even if the
margin requirement be fulfilled. In the beginning of

1956 banks were asked not to grant fresh credit limits to
individual partles in excess of A.50,000, They were also
requested to try to bring down the level of advances
agalnst the specificd commodity to a level not more than
125 per cent of that in the corresponding period of the
previous year. But, in 1957, the Reserve Bank shifted

to the practice of laylng down for each bank the aggregate
level of advances against specifled commodities. This

was obviously a more strict method of controlling the

level of credit., The practice showed that one major
shortcoming of this mefhod was the tendency towards
neglect of the needs of the smaller parties. Therefore,

in 1972, the basis for the permissible limit for advances



against selective credit control commodities was changed
from bank-wise to party-wise 'to ensure that the banks
do not offer large credit to few parties utilising the

unused credit 1imits of other borrowers!,

2.7 The present basis for permissible 1limit 1s hundred
per cent of the peak level of credit maintained by the
party in any of the three preceding years. Here again
there are a number of exemptions in vogue. The 1list has
grown with the passage of time., The basis of exemptions
has been the concession shown to new branches, small
parties, cooperatives, warehouse receipts, imported or
exported items, high~yielding varleties of commodity,
manufacturing and processing units, farmers and public

sector agencies.

2.8 In addition, there 1s also provision for complete
exemption from selective credit control. These include

some states In the eastern and northern parts of the country,
public procurement, storage and distribution agencies
including cooperative morketing federations and central

or state warehousing corporations, rice mills when acting

as government agents, rationed foodgrain dealers and

consumer cos-peratives, demand documentary bills, packing
credit for exports, farmers, primary cooperatives,

hybrid seeds and certain categories of manufacturing and

processing units.

249 Thus exemptions in respect of margin requirements,
permissible level of credit and, complete exemptions
have become inherent and expanding elements of the system

of selective credit control. In the process, so many



fine distinctions have been drawn in order to practice
discrimination. The idea apparently is to benefit certain
categorles where such benefit is justified in terms of
other national objectices. This has inevitably brought

in what 1s popularly called a large element of fine tuning

and consequent complexity and inbuillt leakages.

2.10 Another element which mekes the system complex

1s a set of“do nots"for banks which have been introduced
with 2 view to tighten the strings and to take care of some
of the possible leakages. Under such prohibitory directives
banks have been asked not to permit utilisation of
permissible 1imit under one selected commodity for financing
another selected commodity, not to make clean advances

and not to lend against other security to parties dealing

in selected commoditles 1f such finanoing would result in
circumventing the margin and level of credit requirements.
Similarly, banks are also prohibited from discounting

usance bills arising out of sale of commodities covered
under selective credit controls, except in case of

cotton textiles where bills upto sixty days are permitted.
Or, in some cases, banks have been 2sked not to meke

permi ssible level of credlt under one commodity, say

wheat, available for another selective credit control
comnodity, say other foodgrains. Though necessary, this

prohibitory element also renders the system more complex.

2.11 The third and the last measure under selective
credit control has been the laying down of minimum rates
of Interest to be charged by the banks on amounts

outstanding against the selected commodities. Here again



10 -

some amount of discriminatory practice has been followed
and one minimum rate of interest for one commodity has been
the exception. The distinctions have been drawn between
the different levels of stocks held in different regions

of the country, and, 1n case of sugar the stocks released
or not released by the Government. Minimum rate of
interest as instrument of selective credit control was used
for the first time in 1970, In 1978 the new maximum rate
of interest was made applicable to all advances including
those coming under the selective credit controls Thereforao,
at present, the minimum rate of interest as instrument of
selective credlt control has in effect lost much of its
signi ficances It is because present maximum and minimum
rates applicable to scelected commodities are such that

the difference between the two in all cases 1s negligibles

2.12 To summarise, gelective credit control in India
has a restricted coverage., This name is used for a
specific system of credit control which is exercised by
the Reserve Bank on certain selected commodities whose
supply is sensitive and they are items of mass consumption.
The system was started in 1956 and has gradually
developed to its present form over the last twenty two
years, With the passage of time the system has tended

to grow in scope and become more complex in character,
Important measures under this control have been : margin
requirements, permissible level of credit and the minimum
rate of interest. The other supportive elements.have
been the provisions for discriminationsg, exemptions

and prohibitions.
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SUCCESSES AND FATL.URES OF THE SYSTEM

3.1 Has the selective &redit control provel effective? A4 system's
performance can be evaluated only in terms of its objectives. What have
been the objectives of this system of control? Generally, a set of three
objectives is mentioned. First, it is stated that these contrals are used
when the prices of selected sensitive commodities are found rising in order
to check that rise in prices. Second, it is also stated that in India one
major cause of rise in prices of most of these mass consumption and
agriculturally produced commodities is the speculative hoarding in
anticipation of further rise in prices. Therefore, it is argued that the
second objective is to check this tendency to build up excessive stocks by
few and for long periods. Third, inventory build up requires finance. Bank
credit is one major source of fundss Hence, the third objective in this
chain of reasoning is to check the excessive rise in bank advances against
these commodities so that pressure on demand originating from bank credit
is reduceds Thus, the original question gets divided into three questions

covering the three objectives.,

2 Have selective credit control measures succeeded in checking the
rise in prices of the selectad sensitive commodities? The available evidence
is not very conclusive. No direct and sophisticated study to answer this
question has yet been attempted. This is largely because adequate and
reliable data has been too difficult to get. But, a careful follow up of
some specific cases of use of seslective credit control, as reported in the

Reserve Bank's Reports on Currancy and Finance shows that in many cases

some check on prices is noticed for same short periods. But, in most cases

and in the long run the prices have continued to rise despite these controls.

33 The next question is whether these controls have succeeded in
checking speculative inventory build ups. Once again the evidence is not
entirely adequate. We do not have systematically collected reliable data
on stocks of these commodities available to serve the present purpose.
Thereforzs, only a sample of specific stock statements at many branches in

different parts of the country were checked. Moreover, the borrowers and
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bankers were also interviewed, But it does point sasily towards
something highly conclusive. It was found that in vast majority of
cases, rise in margins did not result in lowering of stocks. The camnmon
practices were either to let irregularity in accounts continue for
quite sometime or to hypothecate more stocks to regularise the existing
drawings, In other words, the businessmen did not alter their plans
and existing commitments because of rise in margins by the banks, The
borrowars also had other sources of finance outside the organised
money market available to them and in many cases arraged for funds from
there. In'\;:f‘ew cases some methods to circumvent the provisions of the
control were also mentionad. A1l in all, influence of selective credit
control on stock lavals in practice was found to be negligible and

axceptional.

3.4 Thirdly, have selective credit control measures proved effective
in reducing excessive advances against certain commodities? The evidauco
in this regard is sesily available and it is highly conclusive. These
controls have in a large measurs succeeded in checking the rise in bank
advances against selected commodities. Data contained in the Resarve

Bank 's Reports on Currency and Finance, observations at branches and

interviews with borrowers and bankers, all lead to ths same conclusion.

35 Low effectiveness in respect of chock on rise in prices of selectad
commodities, negligible effactivenzess on speculative build up of inventorics,
and, high effectiveness in terms of reduction of excessive advances are nct
surprising findings. But, they need to be interpreted carefully so as to
arrive at an overall and operationally meaningful conclusion. In this
connection, it wouldbe helpful to distinguish between direct and indirect
objectives. If a contral system does not succeed in controlling what is
directly controllable, it loses its value and relevance. 4s for indirect
objectives, no control measure can 2nsure high results because final outcome
depends on how other related variables affecting the situation behave. Clzarly,
price risz and speculative inventory build ups cannot be directly and adequa-

tely influenced by the banking system. But, availability of bank ctedit is
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directly and fully controllable. Price of a commodity is determined by many
other factors, including, output, axports, imports, distribution and marketing.
In the same mannesr, the speculative inventory build ups do not depend on
mere availability of credit facility from banks. A system of control has
therefore,to be judged largely in terms of its direct objective. Of course,
ultimately it should also be examinad in terms of other secondary and indirect
objectives, After all, ultimate objective of all such activities is to

promotes economic welfare of the pzople.

3_.6 There is evidencz to show that the Reserve Bank has been fairly
clear on this point. It has used sslective credit control whenever it found
a sensitive comro01ity in short supply and, therefare tendency towards specn-
lative build up of stocks and rise in its price. Moreover, it has also been
assuning that action on its part would contribute merely towards a part of
the solution of the complex problem of price. This point is clearly stated

right in the beginning in its Rsport on Currency and Finance for the yesar

1956-57, 'The selective credit control measureyadopted during the year

were intended specifically to achieve reduction in excessives advances against
certain commoditizs ...' And, then finally it adds : 't is, of course,
difficult to assess precisely the effect of these selective contrals on

prices since the level of prices is determined by several complex factors such
as overall supply and demand, local shortages or surpluses, availability of
transport, etc.' It ends with the statement saying that this control has
'probably restrained the uptrend in prices'. PFurther, in its self eveluationm,
the Reserve Bank throws up statistics to show that it raised margins to

reduce excessive 'pressure of demand originating from bank credit'. It also
gives figures to show that th: credit did come down. Sometimes old marsins
are rastored, again figures are givsan showing rise in bank advance and then
reimposition of higher margins and the consequent fall in cradit outstanding.
Tis is how the Reserve Bank has kept on reporting year after year most of

these twenty two years.

3.7 In other words, selective credit control when used has succezded in
reducing bank advances against salected commodities. But, this in itself

may not have gone go far as to succeed in achieving a sizeable reduction
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in excessive stocks or in bringing down prices to old lavels. The consequent
effect on prices and stocks might have also beesn cancelled in many casas by
other factors behaving in the opposit~ dirzction. Or, other policies and
controls might not have contributed adaquately towards the sdlution of the
complex price probleme It would, tharefore, not be corrzct to relate the
effectiveness of selective credit control directly to its impact on pricas
of specific commodities or the speculativz inventory build ups. Insofar as
it has succeeded in a large measure in restricting svailability of'bank
credit against selected commodities as and when it was found nacessary to
restrict pressure on demand in a rising market, its relevance and effective-
ness are adzaquately established. If despite a high measurs of success in
restricting availability of bank credit, only low and negligible success has
been achieved in respect of price rises and inventory build ups, it certainly
poses a problem which needs to be examinad in th2 broader contaxl of th» +otal
and complex problem of price behaviour of selected commodities and of a

total strategy to regulats its

3.8 It would be wrong to argus that it has be>n possiblz to get credit
from banks, one way or the other, and the banks have not been abls to implemenf
the control. [Businessren in gensral are critical of salective credit contral,
and the criticism is most of the time expressed very strongly. This in

itself is a big proof of the fact that supply of benk credit against selacted
commodities to them has largely been kept in check. In other words, it has
really affected them. They often say that these control measures have not
succeeded in general in bringing down prices of selected commodities and

in eliminating speculative inventory build ups. They are, therefore,
irrelevant, inconvenient and useless. Perhaps it is a case where a weak

line of resasoning is adopted and what has really pinched is not stated
because that represents a success of selective credit control. It is an

important point which needs further serutiny.

3.9 The statisti€al data presented by the Reserve Bank in its
annual reports shows that bank advances against selective credit contral
commodities, although they have been rising slouly in absolute amounts,

have fallen very sharply in rslative terms, particularly during the seventies.
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From almost 10% of total bank advancss in 1970, they went down to around 4%
in 1976 and 1977, No doubt this percentage usaed to be around 4% in late
fifties as well. But, then it had gone up to around 16 % in late sixties.
Further, all these figuras exclude advances to the Food Corporation of India.
Even if we include the FCI figures after adjusting for a 50 psr cent margin,
there is still a fall from 16% in late sixties to 10% in late seventies,
Moreover, the restriction on credit is felt mors by the trading community
bacause their share in total bank credit against selected commoditias in
most cases is small. On an average it comes to around 25 per cent. Other
statistical evidence presented in the Reserve Bank's annual reports indicate
that for trade as a whole th=2 share in total bank credit has declined from
37% in March 1956 to 27% in June 1976, Moreover, the 1976 figure includes
advances in respect of food procurement which constituted 60% of the total.
It may also be noted that fall in share has been mores pronounced in case of
wholesale trade because the share of retail trade has not changsd substantially
over this period, It has stayed constant at around 2% Thus, it appears that
share of private whalesdle trade in general and of selective credit contral
commodities in particular, in total bank credit has in seventies declined
too sharply and too quickly. This is probably what has really affected the
business commmity, and their criticism of sslective credit contral is in

effect directed at such decline in their share of bank credit.

3.10 At this stage, it may ba useful to draw distinctions between
immediate short period and long period objectives of selective credit contral,
and between restriction on credit and denial of credit. The facts contained
in the Reserve Bank's ammual reports on these control measures in the

Reports on Currency and Finance help in drawing such distinctions. 1In the

fifties end till mid-sixties these control measures were being teken as

mere short-term instruments. Issuance and withdrawal of directivas and
raising and lowering of margins were fairly frequent and followed each other
almost alternately. 4s a salected commodity got in short supply margins

were raised and as the pogition improved dld margins were restored. But
during the latter years, particularly in ssventies, the objective acquired

long-term allocatige character as well with a view to get in line with plan
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and other national priorities. BSR IIT is introduced and bettsr statistics
on cradit outstanding against selected commodities is gathered and reported,
Fran 1971 onwards a table showing share of selected commodities in total bank
cradit and another table showing relative shares of mills and factories, industri=]
users, and others in total cradit against selected commodities start appearing
as parts of write ups on selective credit contradl as a regular featurs. They
highlight two things: continuous and sharp decline n the share of advances
egainst selected commodities in total bank credit, and, a large part of
credit against selected commodities going to mills, factories and industrial
users. In other words, thz focus begins to capture the long-torms trends in
respect of credit utilisation. The short-term ups and downs begin to rsceive

secondary importance,

3.1 This difference in emphasis is a fairly evident fact. But, it

needs to be interprated in the context of the underlying conditions. The
latter phase of the seventies coincides with the period when the concepts of
credit planning and priority sectors get into vogue in the country. Further,
it is dlso the period which faces extraordinary and prolonged inflationary
pressures almost all around the world. Therefors, this shift towards long-
term objectives of reallocating credit away from trads towards priority

sectors is understandasble. Low priority to trade is also reasonable. The
criticism gains weight when it begins to be pushad almost to the position of
no importance, Certainly trade in any 2conomy is an important activity.

What is the use of output if it does not reach the consumer? On other hand,

it cannot also be ignorad that overtrading and overstocking in anticipation

of rise in prices are inherent parts of trade under frce market mechanism.

They do conflict with the socizl inter=st and need to be discouraged. Hence,
in any exercise on credit allocation end planning and any scheme of priorities,
trade carmot be put above manufacturing, agriculture and forsign trade.
Moreover, one another important lesson that the experience of last twenty

two years provides is that our trade has proved that they can survive even

at 100 per cent margins. In fact, difference bstween 85 and 100 is very small.
In other wards, thay have other sources to rely on. These include credit from

producers, other traders, finance from unorganised money market and own funds.
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Therefore, trade unlike industry and agriculture can to a fairly reasonable
extent be considered more self-reliant, and, has therefore to be accorded
lower priority. This implies that credit to agriculture ani industry shall
have to be adequate to meet most of the genuine need of the borrower, For
trade only a smaller percentage of the need for funds ocusht to be met by
banks. In other words, only a reasonable amount of credit should be extended
to trade and the rest of the need should be left to be arranged fram other
sources, This is what low priority should means However, not to meet even
the reasonable part of the credit need of private trade could certainly be

interpreted as denial of credit.

3.12 The short-term objective of reducing pressure on demand when
market for a commodity is marked with short supply can be met if margins

are raised by 10, 20 or 25 per cent from their normal levels; that is they
could go up to 50 per cent, and then again revert back to normal levels.
This is what the general practice was in the early phase of selective credit
control. But, in the seventies the general practice was that margins rarely
went bslow 50 and touched as high as 85 per cent in May 1977. This sharp
difference has been one reason giving rise to distinction between credit
restriction and denial of credit. It appears this control has had to
experience a sort of a cumulative process. Lontrol tightening and devel opment
of ways to get over them progressed sumewhat alternately. As the bankers and
borrowers adjusted to raised margins and bank-wise limits for extension of
credit against specific commodities in the esarly phase, the effectiveness

of contradl in reducing excessive credit began to wear out. Hence when
extraordinary pressure on prices came up in early seventies tichtening was.
8] 80 expraordinary so as to effectively reduce credit against selected
commodities, Not only margins were raised to unreasonable levels, the
partywise limits wers also instituted in 1972 which really cut cradit hard,
and to top it all the credit squeeze of 1974 and 1975 meant drastic and
arbitrary cuts in credit to traders, That in effect also meant rzaching

the stage of denial of credit to private trade. There were cases when a
vast majority of traders in many selected commodities could not get additional

credit, and, in many cascs it in fact went down. Many banks started the
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practice of getting away from credit against selected commodities. In 1977,
of the ninsteen major banks only five were abovs the national average of 4
per cent share of credit against selacted commodities in the total credit
extended by esach bank. There are cases when just in five ysars, from 1973
to 1977, a bank pullad down this pasr cent share figure from around 9 to 2.
Vigits to some mandi markets showed that many bank hranches with premisss
in the mandi market were not touching advances against selected commodities
at all. This has never been the objective of the selective credit control
and no such directives were sver issued, but it has happened to many
borrowers at many places and at the hands of many banks. There is,
therefore, somes weight in criticism of' the control put forth by represen-
tatives of trade and industry. Denia’ of credit does not meet short or long
term objectives of salective credit :ontrol. After ail credit to trade
must grow adsquately with the growtk of the economy, more particularly
as the prices also rise. & reasonadle part of this growing need must be met
by the banking sector. Reasonable quantities of bank credit to them would
also help rendering cradit from the unorganissd market somwwhat cheaper

than it otherwise would be.

3.13 Often timess, it is argusd that by now a major reallocation of credit
away from selected commodities has already taken place and the trade has

some how adjusted. Wy should there be an attempt to lib~ralise and permit
anothzr reallocation in favour of trade? A4s avainst this, it has been argusd
that unreasonableness must not be defended. It needs to te correctead.
Although, it is also true that if more credit is extended to trade, it would
not by far and large be used to pay the farmer promptly or to raise the
turnovers in all cases, or to stock mors when pricess show tendency to fall.
To bte realistic we must assume thzt a businessman will do only what is in
his interest. But, that should also not bz tzken tb mean that nons of his
action would serve social interest, Many times traders do branch off into
other activities. Sams of thair sons take to other independent ventures
including industrial and processing units. More of cheaper credit from
organised banking sector could in many casss be helpful in raleasing funds

which would serve as szed capital for the diffusion and ~ultiplication of
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entrepreneurship. History of the country has enough instances to substantiate

such a positive assumption.

E A There is cne line of reasoning in respact of the future of
selective credit control that needs tc be discussed. It is being argued
that the enviromment has chang:d substantia’lz. This change has rendered
these contral measures irrelevant .rd ussless. It is no doaudt true that
monsoon has been favcurable coatinucusly for last several years and
production of many agricultural commooi®ies has been crossing record levelss
The foreign exchange reserves have also bean rising and are available for
imports when necessary., Yet, it is also trus that not a'l agricultural
products ar:z at present in excess supply and sizeable buffer stocks are

not available in all cases. Moreover, pulsec are in short supply and

some of these camnot ba imported even if wa are in position to pay for them.
India is a big country with large population and even small fluctuations

in supplies of sensitive commodities of mass consumptior can make big diffe-
rances to their prices. No one has, therafore, seriously suggested that

onz could assume that in future there could be no shortages of these commo-
dities or that thes trade would not take to building up of specul etive stocks
when such conditions arises or that availability of bank credit wculd not
make any difference to such situations. It is, therefore, not possible to

suggest somsthing which would carry big risks.

3. 15 There are two aspects of this line of reasoning: the short and
long views. No doubt, in view of the present improved situation for mzny
of the agricultural products and with the price of somz of them falling sub-
stantially, it should be appropriste time to loosen some of the measures
under the selective credit control so as to remedy immadiately the element
of overtightening ~nd gradually to come to normalcy where high degree of
restriction on credit is not warranted at present. Obviously, this cannot
be done in one sweep. In othar words, it would not be possihle to suddenly

open the gates for trade for liberal access to more credit.
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3.1 Insofar as the long-term view ¢n selecuive cradit contrel is
concernad, it is rot realistic to ovarreact to tl2 prasent comfortadls
supply position in respect of most but nol all agricultural commodities
under selective contrcl. On short veriod infcrraticn for these few yesars,
it would not be adviszbies to suggest i lcn. -teim oclicy of chng?, thet is,
to 1ift these control measures for goode b would not D¢ rTeelistic to
argus that price depends only on deriend and suprly of a comolity in the
market, and therafore, this control in tie long run is not needed. 1t is
no doubt possible to arguz stroigly thet if in ndie the pulses cre today
in short supply, even if credit is totelly uenied Lo traders Jealing in
these commodities that would not bring the vrices down as Jcn3 &S tha
supply pocition doas not improve., But, it czn elsc be argued equally
strongly that even when the supply perfectly matciaes the demand and more
credit is extended, it would make a differsnce. In o-her words, availability
of credit does make a difference to the sitwstion, particularly whea it is

a case of short supply.

3.17 To sum up, available evidence suggests that the selective credis
control has been highly aeffective in achiaving its direct objictive of
restrictine benk craedit agcinst selected commoditi:e. T+ oo also be concluded
that to that extent it has 2lso contribuied towards the fulfilment of its
indirect objectives of holding the speculative ‘nwventory build vts anc price
rises in check. Without these contral measures the position mighl havz bean
worse. But, there is also evidence to suggest that durirg raceat ywars
curbs on bank credit against selectad commodities had been tightened to

the degree of unresasonableness verging on almost denicl of crediw in vary
nany cares. The present comfortable position in resrect of mary cf thacs
commodities affords an opportunity to corrasct the elsrant of overtizktening,
gradually in steges. In the long run, there is no strong ~easca to suppert
any change in the policy of using these controls to achieve doth shorti as

wall as long term objectives of credit palicy.



SYSTEM DEFICIENCIES

4.1 Broadly considered, the system of selective credit
control has three parts : the objectives, *the control
measures, and the process of implementation. A control
system performs effectively when its objectives are clearly
stated and understood, its control measures are designed
judiciously to achieve the stated objectives and, the
process of implementation is efficient to let the control
measures operate smoothly and effectively. Having discussed
the objectives in the previous chapter, it may be apprcpriate
now to discuss the major deficiencies that were observed

in course of investigation in respect of control measures

and implementation process.

4.2 There are three major control measures which constitute
the selective credit control system: the wargins, the level
of credit and the rate of interest, Margins are meant to
perform two banking functions. They provide the cover to

the banker against the risk of fall in the price of the goods
against which he is making the advence. 1In fact, this used
to be the major function. The other is that when deducted
from the value of the security, it determines the drawing
power of the borrower. This used So be the subsidiary

and the incidental function. How much margin was to be
stipulated was determined by the likely fluctuations in

the price of the goods to be hypothecated to the bank.

This is what is meant by the bankers' normal margin. But,
once it became an instrument of selective credit control,

its primary function was pushad to the background and the

subsidiary function became the primary function., When the
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aim is to reduce credit outstanding, the wmargin is pusned
up to reduce the drawing power and the borrower is asked
to regularise the account, i.e,, to bring drawings to the

level of the reduced drawing power.

4.5 Although the borrowers ere required to sign demand
promisory notes, the bankers are expected to practice
adequate flexibility and give the borrovers a reasonable
time to adjust. In practice it could sometimes take two or
even three months, This time lag takes away much of the
edge of the instrument insofar as short-term objective

of the control is concerned., Further, it might work better
if hisgher margins are used sparingly and only when needed
to quickly reduce excessive bank credit extended against

a selected commodity. For long-verm purposes, if margins
are kept at such high levels as 60, 70, or 85 per cent,
continuously for many years with ¢ view to restricting bank
credit against a particular cowmncdity, peopl:- tend to Turn
to other sources of funds., To case of &griculitural products,
and these are the commnocities that come under selective
credit control, a large part cf she bturden is passed on

to the farmers by delaying their paywents. In effect such
a situation results in denial of credit when margins are
above 50 per cent =nd are kept at higher levels continuously
for several years, The normal bankers' margin is taken

in general as 25 per cent and the wmargins should in the
long run remain linked to this figure if they have not

to lose their realism for bankers and borrowers,

4.4 Another major deficiency has been the extension of
the 1list of margins against a single commodity. If there
are two different margins for two different varicties of

cotton, more credit can certainly be extzniel azainst



high-yielding varieties. But; a line needs to be dravm
somewhare, Should selective credit control be rendered
conplicated to encourage the production oi high-yielduing
varieties of cotton? It will have to “e assumec taat tho
branch managers can distinguish between cwo varietiss of
cotton. Failing this most of the cottoa will be taken as
high-yielding variety simply to avail higher draswias power,
This 1s what really happens in practice. Th=2refore, a
control measure should not aim at contrclliaz what
practically cannot be controllied., Similarly, the margins
should not be used to influence the distribution of stocks
between differentv regions of the country or between different
firms ia an industry, Such measures resu.t in exteading
the scope cof seiective credit contro_ too far and in getting
into something which would nov werk “n practice. This

type of extension of objectives is a pheacmenon cf recent
years and has invited criticism not orcly or the gro'ind of
overextension of the purpose of the margin but also because
of the element of double or triple control, e.g., stock
levels in some cases are also controlled Ty Hohysical
controls under the Essential Comwodities Act, and the
Tandon Study Group norms. Stocks of cotton with textile
mills is one such case, The cace for d:ifferent wmargins

for different levels of stocks, in different parts of ths

country for different types of mills i3 really very weak,

4.5 The level of credit is another mzasure of control,
The banks have been asked not to permit 1-ewiagse more than
hundred per cent of the peak level oi oubstanding of the
party in any of the three preceding years. This is really

a powerful weasure which was 1ntrcduzed =n 1972,



Observations show that it has really proved effective in
restricting credit. But, it has also been unjust in
cGrvain respects. Obviously, it does not Iit in witn
short-term objectives. Under this rvie credit cennot be
varied to match the changing supply positions of differeav
selected commodities. It is basically a long-term instru-
went of rectricting credit against select=d couwmodities.
Lond, it did help largely in pulling the trend liae in some
cages sharply downwards. Its worst characveristic is its
unprogressive approach, Under this rule, normally, i.e.,
without =xemptions and prior approvals in exceptional cases,
bank credit to a party could never go up. In other words,
it does not provide for higher turnovers, higher stocks and
risze ia prices., In very many cases vhe credit availed from
benks has actually gone down over the years. The quesvion
is teing raised: why should crzdit be _inked to past
performance instead of its being linked to wiat a bhusiness-
man wants to do in near future? It also makes the restric-
tion too savere to new branches and nsw parties. Conceding
hizhly limited scope to them has precved too 1littie, It is,
in fact, this rule waich has 1lznt & 1ot of support to criti-

cism on 3zrounds of deanial of credit.

4,6 The third coutrol measure had odeen the laying down of
minimum rates of interest for advances against selected
commodities. It meant higher rates on such =zdvances;

higher than the 'maximum rate of interest' for all other
advances. Moreover, these retes were also varied in the
short run to influence demand for cradit. Different

winimum rates for advances againgt the same comiodity to

different t;pes of parties =nd for different purposec were



alsn prescribed. The general oplnion and expert studles
express serious doubts on the effectivenhess c¢f this lnstru-
ment 1n achieving the desired change in demand for credit,

It has only added to incenvenience, complexity and costs.
Therefore, 1t is herd to find = strong ~rgument to justify

a rate 3 te 5 per cent higher than 'the maximum rzte of
Interest', on advances agaihst a selected commodlty, or ta
make distinction between a trader and a manufacturer in
respect of interest charged when hcth stock the same commndity
and both could demand excessive credit to carry excessive
stocks, Certainly, interest cnst 1s a significant part of
the carrying cost. It should effect the inventory declslons.
But, 1n practice, in view nf high tax rates and high profit
expectations in a rising market, the rise in interest rate
slHall have to bYe really very high to produce the desired
effect on inventory investments, And, that would imply

high listribution cnsts, passing of a higher burden to

consumers and further strengthening the pressure on prices.

4.7 In the area of lmplementation process two majrr
deflciencles were observed. The first relates to delayed

action and the second to growing complexity.

Sulective credit control was »originally designed
as a set »f measures to achleve short-term objectives,
If a commodity gets in short supply and there 1s pressure
on 1ts price, restriction on advances against 1t can help
in controlling the cverall situation only i1f the latter
can bhe achleved quickly. Quick action has been ton
difficult to materilalise., Working backwards, the bankers
normally permit 6 to 9 weeks for the borr-wers to regularise

the accounts. Another, 4 to 6 weeks are taken for the
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directives to reach the branches through respective head
nffices. The Eeserve Bank alsr takes 2 to T weeks to work
out and despatch a directive. Thus, the total process
roughly needs 12 tn 18 weeks before an effect on credit
outstanding can bhe felt. Fer agricultural commodities
subject to high scasonality, this is 2 long perind. Attempts
should, therefore, he made to reduce the perlod to 6 to 9
weeks. This can be possitle if regularisation can he
restricted to 4 tn 6 weeks, communication time to 2 te 3
weeks and decision making time to zero by inltiating action
before the price signais begin to show up. If thls cannot

be achieved, the selective credit contrnl should not he
expected to prnduce better results in the short perind.

This constraint should be tzken into account when policiles
are formulated. But, it is possible to cut the tlme involved

tn half in practice i1f appreprlate action 1s taken.

4.8 There 1s annther dimension to delay. Directives,
if they are lengthy and involved, they cannot he quickly
understond and complied. The second, but far mnre serl ous
implementation deficlency has becn tne groving complexity
of the control design rendering the directives embodying
them ton difficult to interpret and apply. It appears
there has been some relrtionship between nvertightening
and growlng complexity. The more the tightening, the
more the representatlons requesting excmptions, or, 1n
other words the leakages. It 2lso means mnore distinc-
tions, discriminations and introducing all sorts of fine
tunings. It 1s certainly not easy to distinguish between
leakages and flexibllities. But, it may be useful to

consider seriously the alternative strategy nf less
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tightening and less of fine tuning. Over years it has
become a practice that businessmen get together into
smaller and smaller interest groups to clalm special
treatment under a particular contro] measure, It 1is
interesting to find that a study of selective credit
control in five European countries also highlights this
point: 'Systems that multiply the categorles entitled

to special treatment become less effective and more
vulnerable to the pleadings of special interests',*

This trend needs to be reversed in the interest of system
efficiency, 1.e,, for avolding wastes arlsing from usage
of cdmplex control systems which do not work efficien tly.
It is, however, not to suggest a policy of 'no control,
no complexity'. What we need 1s g trade off between
tightening and complexity. Less complexity can be traded
for less tightening, and, yet the overall result can be
better for all: the monetary authority, the bankers and

the borrnwers.

4.9 One suggestion which was made mest frequently and
mest insistently was for simplification of the control
system so that i1t could be lmplemented smcothly without
stralning the relations between bankers and borrowers,
and, without diluting the nbjectives of the control. What
does simplificabions mean in this context? Opinions may
differ. But, what most people desire 1s not mere ilmprove-
ment in drafting the directives or compact presentation
of up-tn-date rules of the game. They mean much more

than this: the simplification of the system design 1tself,

* Hodgman, D.R., Selective Credit Controls in Western Europe,
Chicago (Ill,), Assoclation of Reserve Clty Bankers,
1976, p.2
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And, if this latter objective i1s achieved, the linguistic
problems alsc get reduced. There 1s a simple way to
define simplification. A document produced by the Reserve
Bank: "Selective Credit Controls: Position as on August

20, 1977"(Summary of the Provisions of the Directives to
Scheduled Commerclal Banks on Advances Against Selected
Commodities) covers in thin type cyclostyled 15 foolscap
pages. Reducing the whole thing by redesigning the system
without diluting the major objectives to about 3 such
pages would certalnly mean a blg simplification. This 1s
possible by reducing the number of rows and columns of

the abovementioned statement. In other words, 1t would
need cutting down the 1lists of control measures, discrimina-

tions, exemptions and prohibitions.



THE_MODIFIED SYSTEM

S.1. The future of selective credit control measures needs to be

considered in temfs of their relevance and effectiveness. In the short
ceriod, the objective has been to achieve reduction in bank advances against
selected commodi ties whenever they are in short supply with a view to

reduce pressure on their demand arisii:g from extendion of bank credit. In
the long »erlod, implicitly the objective has been to restrict share of bank
credit against selected commodities in total bank credit in line with the
national priorities., These control measures have been fairly effective

in restricting supply of bank credit against selected commoditics. The
success over short gerlods has not becsn as marked as it has been in

producing the long period effect, partiaalarly during the seventies,

5.2 Despite significant improvement in supply position of most of the
sslccted commodities at oresent, it is not considercd safe to assumc that
the improvement would wntinue over the long period and would extend to
all commodities. Moreovor, the short psriod fluctuations could still be
expected to assume the prooortions of a serious problem, Therofore, these
control measures are still very relevant., But, thcre is certainly scopo
for modi fying the selective credit control system to make it more relevant
to the changing economic scene and to increasc its effectiveness,
particulsrly in the short period. The opportunity can also be used for
rationalising the s’stam bv remedying some of the weak features which

have invitcd serious criticism.

5.3 It is suggested that the basic structure of the e¢xisting
selcctive credit contml system should be retained, But, it needs to
be emphasized that thc system does necd drastic modification, A fcw
major changes would be adecuate to achleve the desired improvamsnts,
Therefore, the recommendations contained in this Report do not aim at
installing an cntirely new system. Further, the recommondations arc

meant to be parts of a total plan or a single package, In other wrds,
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the recommendations are not mcant to be implementcd soparately in bits
and pieces, Doing so would scriously affect thc rssults of the modi fi-
cation excreise. For the curpose of thoc system redesign, the desired
objectives arc higher dogrees of rclcvance and sffectiveness, and,
reasonable and practical compromisbetwcen the interests of ths socicty,
tho borrowsrs and the banks, As for strengthening the implementation
process, the major objectives are deliberate and drastic simplification,

better complianc:c and cut in delays.

5.4. One element of the sclcctive credit control system has becn the
oractice of laying down of minimum rates of intcrest to be chsrged by the
banks on advancas against sclected commodities. In many cascs two or three
different rates have been laid down based on differcnt classifications
of bormowings. Till March 1978, those minimum ratcs were one or onc and
ona-hal f per cent lower than the maximum lending rate for all othar
advances. But, now the reduccd maximum lending ratc has been made
spplicable to all advanccs, including thoss under selcctive crcdit exntrol.
The banks used to charge 3, 4 cr even 5 (ormoro) per cent higher than
prcscribed minimum rates on advances against selectcd ~ommoditics, Now
they csnnot charge morc than the maximum lending rate. At present, the
differenccs botween the current maximum lending rate 2nd the prescribed
minimum rates for sclcctcd commodities are negligible. It is highly
doubtful if slightly higher interest charged on advanccs agalnst selccted
commoditics, or 2 or 3 slightly different minimum rafcs against one
sclected commodity, affoct borrowing or inventory decei <ions of the
businessmen significantly. Even 3, 4, or 5 per cent higher intercst

rates comgared to rates on bank advances against othcr commodities

might not make much difference to dem=nd for credit =gainst sclectcd
commodities or the car.ying cost of inventorics, It can safcly bc assumcd
that in the abscnce of minimum rates the banks are not going t» reduce
their present rates on advances against seleccted commoditics and losc

revcnue, Laying down minimum interest rates as an element of selcctive
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credit contwl system, on thc other hand adds to complexity in operations.
Its absence would lead to considerable amount of simplification. Itis,
therefore, recommended that laying down of minimum mtes of intercst as
oart of sclective credit control measures should bc dmpped. At best, the
banks can in gencral be advised to charge intcrest on advances against
sclected commodities at ratcs ncarer the maximum lending ra‘e so as te

reflect low priority to such advances.

5.5. The most frequently used seloctive credit control mecasurc is the
stipulation of minimum margine against selccted commoditics by the Hcserve
Bank. When it is considercd necessary to reduce credit outstanding against
sclected commoditics, the hescrve Bank raiscs thc minimum margins in

rcspect of speccific commodities. As the banks apoly the raised margins to
individual bormowers, the drawing power is reduced, It is a part of the
rule of th: game that when the supply positicn of the concemad selected
commodi ty doecs no lonzer ramein short, the minimum margine should bc rcduced
back to nomal py the Keserve Bank., varying thc margins is thercforc in
cssence A short-tem instrument of crcdit control, It loses its significance
if the nomalcy does not scam to retum back over 2 number of ycars., Also,
it is widely accupted as rc~sinable in business and banking circlcs if

the margins arc raiscd whaen nccessary by 10, 20, or 3) pcr cent asver the

nommal bankers' margin and thc higher margins do not continue over long scriods.

5.6. The borrowers arc expected to cither pay back money to banks s» as
to be within the reduc:d drawing power or to hypothecate more gosds to
maintain thc 21d drawing power »t raised morgins. What is really desircd
is the recourse to the first altecmative, The histﬁy 2f selcctive
crcdit contrl in India in its earlicr phase suggests that this short-
tem objectiv: is better achieved when rises in margins arc not too

high and dz nut stay for long at the raised levels. In the lattor phasc,
it appears, the practice of hypothecating more goods became more

common, In the short run, very high margins also encourage continuancc

of out of order accounts for longer durations. In ths longer run very
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high margins for long p.riods encourage higher inventories and less reliance
on bank credit, Taking marsins to 75 or 85 ver coent and to keep them at
those levels for long is, therefore, not a “esirablc policy, Assuming
nomal bankcrs' margin of @ or 25 per cent, the margins should not bec
raised bey>nd 50 per cent. If the desircd cffect is not pm-uced by such
levels of margins, the remcdy does not lie in raising them further to
un reasoiable levels but in supplementing this mecasure of control with
other measurcs »f contwl., Again, thc Indian c¢xperience suggusts this,
Infomation sup: lisd by thc bankers and bormwers at the branch lovcl
lcads to the conclusion that mest of the check on cxﬁdit against sclcctod
commodi tics exercissd by ths banks iIn the scventies was due n>t so much
to ¢xtraordinarily high margins but to party-wise levels =f crodit.
This is, however, not meant tc dofond the oxisting rle for fixing

party-wise levels of credit,

5.7. Given a reasonable mule for party-wise level of credit and
rensonable policy in respoct of margins, it is possible to achieve a fair
measure >f fluctuatipns in crcdit Hutstanding in the short period against
solccted commodi ties, Simil~rly, it is also possible o exercise check cn
such credit in the long period thmugh such policies, It is neithecr
reasonable nor desirable t: carry things to levels when an ordinary business
cannot survive without fHllowing unacceptable business gracticcs. when

it is assorted that credit availability docs matter in influcncing the
price behaviour ancd inventory build ups, it must alsc bc added that
credit contmwls can help only up t» a point, That point is rcached

when businessmen begin to react dysfunctionally by adopting worse
altematives or production anc movement »f goods begin to suffer. It

is, therefore, advisable t- always distinguish betwecn credit rcstriction
and ‘enial of credit. Margins should ncver be .ushed to 385 per cent.

Aftcr all, complete denial necds only 100 er cent margin,



- 33 -

5.8, It is rcoommended that the Res.rve Bank shculd follow = defini te
policy in respect of margins to ensure that (a) minimum margins ag~inst
sclected commoditics do not gc beyond 50 per ccnt, (b) they should move
Jownwards as early as practically feasiblc so as to serve trulv as a
sho rt-period instrument of credit ¢ntrl, =nd (¢ there should be only

one margin for each sclectcd commodity.

5.9. In some casecs there are at nresent morc than a dozen minimum
margins for a single commodity; somo times even half a dozen applicable to
just one account, Such diffecrences in the margins do not cntributs
the efficwey of sclective credit control. On the oontrary, they only add
to complexity and hence difficulties in implementation., They have arisen
becausz of the concession cr = favoured treatment shown to certain Lriority
categories of cases whare it is considzred necessary not to subjcct them
to very hizh margins, Thc concessi 'n argument carries weight when the
margins are pushed to and kept at very high levels. There is no other
strong reason to justify this feature. In fact, in a n—;a_fsi'lable system of
credit contmwl, it should bc trcatsd as a leskage ancd the aim should be to
minimise lcakage and maximisc simplicity, It is, thcrefore, recommendcd
that the Roserve Ban- should lay down only onc minimum m=argin for each
selected commodity. Of course, there would be ssme cases »f gencral
exemption, Also, in casc of industry some cdiscrimination would be

nccessary, These are coverod later in the hepert.

5.10. It is also recommended that the present level of margins should

be lowcred, This should bc done in a wav sn» that thc reduction in

margins des not immediately raise credit outstanding against selcctcd
commodi ties very significantly, and, that th¢ ncw margins refloct tho
present and anticipated supply positions of respective seleccted commoditics,
This catiops approach is neccssary and is sought t» be faollowed through
[hasing of thc implementation of recommendations provided in the end of

the Reort. No specific recommendation in ruspect of margins is »ossible
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because these might need change with ch-nge in underlying economic
conditions detemining thc supply position of cach commodity over the noxt
six months. But, in arder only to reflect by way of illustmation the
thinking underlying this Report, the following set of minimum margins are
for the >resent considered reasonable. These should be applicable to all
cases of borrowings from banks against seleccted commodities falling under
trade and processing, Thoy wuld not apply to cases of total cxomp tion;

and their application to industry has been discussed separately in this hkeport.

Selectecd Commodi ty Minimum Margins
( in per cent)

Paddy and Hice 30
Wheat

0 ther Foocgrains (excluding pulses)
Pul ses

Sugar, Gur and {handsari

0ilseeds

Vegetable Oils

Vanaspati

5 8 8 & &8 & &8 8

Cotton and Kapas

It is also envisaged that as condition further improves in ruspect
of some of these commoditics the margins could further be reduced to
D or 25 per cent, OUn the othcr hand, in the opposit. casc, each onec
of these margins could rcach S0 per cent, In other words, in no case

should a margin exceced this figure,

5.11, Financing of sugar stocks with sugar mills h-ve thus far beon
truated as a specinl cnse: because of the govermment release of these
stocks, Thecrecfore, voery low minimum mnrgins were stipvulated. For the
sme reason, thc Tandon Study Group also did not recommen? noms for
inventory for this industry, UVith decontrl of sugar, the Hescrve B-nk

may likc to fix inventory noms for this industry. Once this is ¢one,
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the system recommended hcre could apply in its entirety to financing
»>f sugar stocks with sugar incustry as well. In thc intcrim peris?, the

present practice may continue,

5.12, The most effective measure for restricting the supply of credit
against selected commoditiss has becn the party-wise level for bank
advances. At present this rule as laid ¢wn by the heservo Bank pemits
credit extension to each party only upto hundred per cent of the peak
drvings during the past three yecars. Thus bank credit agninst selected
commodities cannot go up cxcept in thosz cases which are either excmpted
or are specifically pemitted by the Hcscrve Bank, The rule has,
th.refore, largely succeeced in sharply rcducing in recent years the
share of bank credit against selccted commoditics in total bank crodit,
This can be viewed as thc achievement of the long-tem objective »f
restricting the supply >f bank credit to private wholesale trade in
accordsnce with its low priority, Ir the long run it might have

to some cxtent also disoouraged indirectly excessive inventory build
ups and overtrading, On thc other hand, this tule has been dlscribod
as unreasonable becauss it denies bank credit for growth of trade,

Mcre importantly, the mlc as it has becn >ractised over l-st several
years, d.es not provido for achieving the short-tem cbjective of
varying the amount 5f bank crerit against selccted commocitics with
changes in the statec of thc market. In other words, irrespcctive

of improvement or deteridoraticn in the supply position of n

commocity, the bank credit has in practice in most cases remained

pegged to hundred per cent of the pecak level of the past three



years, or, has gonc d~wn, Obviously, such a rulc is entirely
arbitrary in its charactcr. It does naot provide for a basis

for arriving at pemissible levels of bank advanccs in individunl
cascs so as to take carc of the growing needs of businsss.
Similarly the nced# for variatisn in credit in ths light of the
changing statcs >f the market in the short period, and for
regulating the share of bank credit in accordence with national
prioritics in the long pcrlod, are not clcarly provided fir. It
is, thcrefore, neccssary that this rule should be replaced by

a more rcasonable and more acceptable rule.

5.13. In order to check overtrading and excessive inventory build
ups, the Heserve Bank has 1aid down noms for inventory for the
incdustrial sector. Incdustrial units are not expected to cxceed
these noms, Prmvisizcn for specific d&tr;'ations has alsc baen

made to take care >f the exceptional o rcumstances. Adequaic
flexibility is a part of the system. As part of monthly f-llow
up, the banks have bcen asked t>» ensure that thc noms are in
gen:ral obs:rved. This implics that if thc ncms are sbscrved,
therc cn be no excessive inventory build ups. There are nc

noms for trade at present. Obviously, there is btig diffcrence
between industry and trade. An industrial unit is constraired by
its ivstalled capacity in the short neriod. In case »f trade there
is no such constraint. Its tumovers and inventory loevels could
reasonably be expectcd t> fluctuate very sharply, at least in thc
individual cases. Mcreover, access to other sources of fun’s for
trade is much easier. Thcrefore, basis for supplying credit and
for fixing the noms for that purpose has to be 2iff erent in case
of trade. Further, it needs to be recognised that thc bankers'
task of thc appraisal and follow up of advances in the c~sc of trade
is not equally casily manageable. Also, it will have to be assumecd
that industry would always get much higher priority in comoarison

to trade in any scheme of credit allocation at the national level,



5.,14 In the light of the reasoning presented above, it is suggested
that as a part of the policy the following distinction in the basis of
lending as between industry amd trade should be considered reasonable.,
In case of industry, the banks follow up the inventory norms to ensure
that the stocks actually held at the end of each month are within the
norms laid down by the Reserve Bank. This is not easy. But il is
manageable because of the limited number of industrial borrowers to whon
the norms are applicable and better inventory control And accounting
systems followed by such units. It would, however, not at all be
realistic to assume that it would be possible for the banks to ensure
obgervance of norms by individual trading parties. They are too many

in numbers and there are so many practical limitations on both sides,
bankers' as well as borrowers', which render such a task too difficuit,
at least for many more years to come. This assumption is reasonable also
because certain governmental agencies do exercise control on stocks
with trade in time of serious shortages as well as surpluses in respect
of the essential commodities. It is, therefore, suggested that norms
in case of trade, as against industry, should apnly only for the purpose
of determining the permissible level of bank credit against selected
commodities. In other words, norms in case of trade should not apply
for regulating the inventory levels, i.e., as part of follow up of
ensuring that the stocks actually held are within the prescribed norms.
The purpose of the norms would, therefore, be limited only to ensure
that the banking system finances only that part of the credit need of
trade which has been considered reasonable at the national level. The
rest will have to be arranged by trade from its own and other market

sources.,

5.15 Again, although highly desirable, it is not considered reasonable,

on grounds ef practicability, to suggest norms in respect of debt-equity

ratio or equity to total outside liabilities ratio for trade.



Hopefully, in future the trading firms would improve their accounting
systems and be more willing to share information with their bankers.
At that stage, it would become possible to formulate a more desirable
and sophisticated basis for supplying credit to trade. For the time
being, therefore, the practicality of the situation denands that the
basis for financing trade by the banks should be somewhat narrower and
less sophisticated than what had been recommended by the Tandon Study
Group for industry. Whatever the basis, it should certainly be
progressive in character so that it could serve also as a stepping stone
for amore refined basis in future. It is also visualised that such
basis should be appropriate for trade in any commodity. The special
features necessary to achieve the short and long term objectives of
selective credit control should be built into such a basis so as to
serve as the new rule for arriving at permissible levels of credit

against selected commodities.,

5.16 The new rule recommended to replace the existing rule is explained
below. Under the new rule, the starting point should be the turnover
of the party for the current year, or, the year for which the
permissible level is being determined. The next step would be to

deduct gross profit from net sales to arrive at the cost of goods sold
for the year. This figure divided by 12 would give the monthly figure
of the cost of goods sold. The Reserve Bank should lay down norms

for financing for each selected comnodity in units of so many months

of cost of goods sold. And, it should ask the banks to finance

only that part of the inventory which does not exceed the prescribed

horm. For the present, it is recommended that the Reserve Bank
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should fix the following norms for traders in respect of the existing

list of selected commodities :

gelected Commodity Humber of lonths of
Cost _of Goods Sold

Paddy and Rice 1y

Wheat 1

Other Foodgrains (excluding pulses) RS

Pulses 1

Sugar, Gur and Khandsari 1}

Oillseeds L
Vegelable Oils 1
Vanaspati 1

Cotton and Kapas 1

5.17 Only two figures should be used for fixing the norms; 1 and 1j
nonths. Any third figure would open the gates for the multiplicity of
figures and take things again towards complexity. However, il at some
stage a change in norms is considered very necessary, the specific cases
may be examined by an ad hoc Group of Experts, appointed for the
purpose, along the same lines as the Central Committee of Directicn for

Tandon Study Group Norms for Imdustry, to make the necessary

recommendations,

5.18 Two points need to be specially noted in this context. The
commodity situations are implicitly classified only into two categories:
in short supply and not in short supply. Under these two states of

the market, for the purpose of selective credit control, 1 and 1} months
of cost of goods sold are considered reasonable upper inventory limits
for the purpose of financing by the banks. They need to be judged

along with the fact that counting of bill facility as part of credit
extended and deduction of goods not paid for before arriving at drawing
power are in the interest of simplicity not being reccimended. In

the short period, variations of 50% upwards and 334 downwards are



provided for. In the long run, the figure of 1} month should reasonably
ensure that bank credit will not be used for overtrading and excessive
inventory build ups. Yet, trade will be able tc get more credit with

rise in the turnover,

5.1 The second element of the new rule should be the fixing of the
turnover index for each selected commodity for the current year. It is,
therefore, recommended that the Neserve Bank should lay down at least
a month before the commencement of the season for each selected
commodity a percentage figure to be multiplied by the base year figure
for each borrower to arrive at the acceptable turnover figure for the
current year. This figure of net sales with pro rata adjustment for
gross profit would yield the acceptable figure of cost of goods sold
for the party for the current year. Gost of goods sold divided by

12 and multiplied by the norm for the commodity would give the
pernissible level of credit for the party for the current years The
drawings at any stage in the current year should not exceed the lower
of the two figuress the permissible level of credit, and, the

drawing power.

5.20 To be realistic, it will have tc be assumed that, say in 1978;
the latest audited balance sheet and profit and loss statements shall
in most cases be availaole only for 1976. Therefore, it is being
suggested that 1976, or two years prior tc current year, should be taken
as the base year for the purpose of working out the permissible level

of credit. In other words, the turnover or net sales of 1976 should be
multiplied by the turnover index laid down by the Reserve Bank for

1978 to arrive at the estimate of net sales for the current year, or
1¢78. In this connection, it may be noted that things are changing
fast, and at present, already the vast majority of trading firms do

submit their audited annual financial statements to their banks. They
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are submitved a little late. This delay has already been provided. It
would, therefore, not be realistic to argue that new rule cannot be
applied in practice because of ncn-availsbility of accounting information
in majority cases. Nor would it be possible tu cbject on grounds of the
reliability of such infcrmation, or the sophistication involved in the
analysis of such stateuents. For che present purpose, balance sheet is
in fact not at all necessary. Only two figures from the profit and loss
statenent are needed: net sales and gross profit. These two figures a
banker must in every case try to get, and these are not likely to be

window-dressed upwards in practice.

5.21 Further, it should also be noted that the method that is
recormended here should not present any serious problen of application
in practice, All its important parts are already in use in financing
trade, particularly in agricultural products. The practice of one
naticnalised bank where the system is a bit more sophisticated than what
is recorumended here, has been studied in detail before formulating the
present recommendations. Other banks also fullow similer methods. As
for the turnover index, the Reserve Bank in the past was laying down an
index for the level of credit. Therefcre, in so far as apolication of
the new rule is concerned, it should not pose serious practical priblems
of understanding and calculations. Everything suggested here is already

fully familiar to bankers cnd vorrcwers,

5.22 The application of the suggested rule for detersining the
pernissible level of credit can be illustrated with the help of a
hypothetical example. ouppose firm x trades in cotton. Its net sales
for 1976 as per audited statewent are Rs.60 lacs. Further suppose,
the Reserve Bank has fixed 125 as the turnover index for 1978 on the
base of 1976, for cotton and kapas. Therefore, the estimated net

sales for 1978 for firm x work out to Rs.75 l-~cs. Similary, its gross
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profit for 1976 is Rs.2.40 lacs, which pro rata works out to Rs.3.00 1l=zcs.
for 1978, Hence its cost of goods sold for current year is estimated at
Rs,72 lacs, which on monthly basis work out to Rs.6 lacs. Assuming that
the Reserve Bank norn for financing cotton and kapas trade is 1} nonths
of cost of gouods sold, the permissible level of credit for 1978 wcrks

out to Rs.6 laes x 1} months = Rs.9 lacs. Further, taking <0} as the
nargin laid down by the Reserve Bank for cotton and kapas, the things
could work out as follows 3

(Rs. in lacs)

Stocks Actually Turnover of Pernissible Drawing Power Drawing Lot to

Held Stock Level of Bank Exceed
Credit
6.0 12.5 9.0 3.6 3.6
9.0 8.3 9.0 5.4 5.4
15.0 5.0 S.0 9.0 9.0
18.0 4,2 9.0 18.0 9.0

5.23 Thus, it is evident that the actual number of turnovers achieved
by the party would depend on the stock actually held. The drawings
from the bank would be limited by the drawing power -nd the permissible
level of credit. Therefore, the margins would also play important part
in determining the drawings and the turnovers. For exomple, if the
party wishes to draw up to permissible level of credit, it will have to
carry adequrte stccks to provide the stipulated margin., At 30 per cent
nargin, in that case, it would have a turnover of 5.8, at 40 per cent
nargin of 5.0 and at 50 per cent margin of 4.2, with stock levels of
Rs.12.9 1ocs, 15.0 lacs and 18.0 lacs respectively. In any of these
cases the permissible level of credit from the banking systen shall be
Rs.9 lacs and it shcll not be exceeded. At the sane tine, the trading
firm will have t¢ carry more stccks to provide the margins and/or to
carry out its own inventory policy out of its own funds or funds raised from

other sources,



5.24 The norms for financing trade suzgested in this Report are
considered reas.nable for the following reasuns. They would pernit
stock levels much higher than the :ctual levels cf stocks of finished
goods generally maintained by the industry at present. This provides
for the higher degree of seascnality in agriculturally proauvced
cormodities. These norms pernit a gocd level of 4 to 6 turnovers.
ijoreover, bill finance will continue t- be excluded ~nd creditors in
respect of goods will not be excluded. Lepresentatives of trade and
industry ecnsider these figures as reascn-ble and have in fact them-
selves su;sgested such norms. Moreover, rough calculations show that
the trade under the modified systen may get mrrginally a 1little higher
bank credit than at present. The present eccnoriic condition in fact
justifies mcre. Further, the nodified system promises more credit to
trade with rise in production and prices. At the same time it provides
enough scope to the monetary autinority to keep bank advances to trade
egainst selected coimodities in check both in short and long periods,
as and when that is found necessary. They can tighten margins, indices
and norms. rurther, itiglso asswied that selective credit control would
continue tc be supported by other physical and direct countrcls, buffer
stocks and price support prcgrammes, Selective credit ccntrols need not
be turned complex to achieve a large set of objectives. The experience
shows that nultiplicity of objectives generates complexity which in

turn lowers the effectiveness,

5.25 The existing measures of selective credit control, particularly
the mininum nargins and level of credit heve been made complex by
introducing a nunber of discriminations based on nature of activity

of the borrower, varicties of cormodity or type of risk cover avzilable.
All such distinctions are in practice;dysfunctional tc the central
cbjective of the selective credit ccntrcl. They should, therefore in
nost cases be dropped tc¢ render the control system simple and more

effective,



‘s
5.26 The only meaningful distinction has between nmanufacturing,

pProcessing aind trading activities. Their nature of operations,
constraints, scopes for overtrading and accesses to other sources of
finance differ. In sc far as industry is concerned, norms for inventory
for it have already been laid down by the iteserve Bank. As long as an
industrial unit stocks raw naterial within its norms, the question of
excessive inventory build up does not arise. The banks have been asked
to ensure this in case of industry. Of course, it is assured that these
norms would also be changed when necessary to reflect changes in the
availability of the material in the market. Industry is also subject

to control through financial norms which deternine its permissible

bank finance. As long as an industrial unit confgrms to both types of
norms laid down by the Reserve Bank, it is not fair to subject them
further to higher margins under selectiv: credit czntrgl. In fact, margins
higher than the normal bankers' nrrgin are not at all justified in
their case. The existing selective credit ccntrol cdirectives permit
then the worse of the two alternatives. *.erefcre, when an industrial
unit conforns to the wc¢ noms of the {Jeserve Lank or full discipline
envisaged under the T=andon Study urcun formulation, minimum nmargins
under selective credit control siculd nou be applied to it. Dut, as
long as it does mot comply with the twe norms stzted avove, it nust
provide the same margin for its entire stock of selected commodity

as has been prescribed for trade. It nay, however, be noted that

even in that case industry would get better ireatment compared to

trade because of non-applicability of level of credit rule for trade

to it.



5.27 The processing units, like roller flcur mills, rice mills,
registered oil nills, industrial users of cotton and sugar, gur

and khandsarl units, etc., nre at present exerpt fron the
pernissible level of credit nezsure. They have in fact been treated
as procduction units. The norms suggested in this Renort have been
worked out specifically for trade. In case of processing units,

like the industry, the stocks shall comprise of raw naterial,
work-in-process and finished goods. Hence, norms for them shall have
to be' fixed as in case of industry for a1l three types of stocks
if the control has to be meaningful. 3But, ...st of processing units
are small in size and tco numerous. Al the present level of
scphistication among borrowers and bankers, it is not advisable to
lay down norms for such units and tu subject them to 2 rule for
permissible level oi credit. They should,therefore, continue to be
exenpt from the pernissible level of credit measure. Yet, the bankers
may be advised to follow the spirit of the norms even in case of
processing units. They shculd try to ensure that such units do

not carry stocks of selected commodities in excess of 1/6 of

their annual consunpticn of the cormodity, particularl& when it

is in short supply. WWhenever, excess stccks 2re observed, the

bankers should not finsnce the excess stocks of selected conmnodities.

Of course, provisions in respect of ninimum nargins should fully
apply to prccessing units. This neans that the full systen

conprising of nininun nargins and permissible level of credit

is to be applicable in its entirety only to trade,



5¢28 There is a strong case for total exemption from selective credit
control for the small borrowers. These would largely include retailers and
farmers, In practice it is difficult to seggrvgate advances against selected
comnodities in case of composite advances to retailers rendering imple—
mentation too aifficult, Similarly, it has also been difficult to comply
with crecit guarantee or warehouse receipt stipulations. Such procedural
difficulties have in fact led to neglect of such advances to a large extent,
This is an area of business where control proves to be too much of a
procecural burden and the rclated benefits are not too high., Moreover, in
the long period, these are cases which come under priority advances, It

is, therefore, recommendec that advances against seleccted commodities upto
2s,50,000 to a party should be totally exempt fram selective credit control
without any qualifying conditions. The only condition should be that a
party would deal with only one bank at a time and furnish written under-
taking to this effect as part of the loan cgreemcnt to the present banker,
As for the rest, the banks should bc left free to follow their own safe~
guards anc procedurecs, Deliberately, no discrimination as between fammers
and retailers is being suggested, Thorc is no good reason for such

discrimination,

5.29 It is also recommended that restrictions in respect of new branches
and new parties should also be permitted to completcly fade out as the
modified system is ~doptec gradually in stages. These restrictions do
help in keeping credit against selected commodities in check, but in

an unjust manner, Therc is no good reason why a new branch should not
lend against these commodities to the extent it can find potential to
expand its business, subject of course to thc observance of sclective
crecit control measures, particularly in arees whecre thosc commoditics
happen to bc important local products. The same logic applics to new
perties. But, in this case, there may bc sauc fcars in respect of old

firms rcorganising into many more ncw firms, This risk is ncgligible,
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It is adequately taken care of by the new rule in respect of level of credit,
This is precisely why it is nccessary to start all calculations from audited
figure of net sales in the past and to lay down the turnover indices at the
national level, Arbitrariness is limited only to the first year of an

entirely new firm,

5¢30 Credit against sclected commodities by way of purchase of demand
documentary bills drawn in connection with the movement of these commodities
are at present exempt from the selective crecdit control, Exemption is also
accorded to credit facilities against selectea commodities as priority items
under exports and imports, Advances against selected commoditics in some
states in north and north~cast are also cxempt from selective credit control.
All these exemptions as they stand at present should continue, Cases for

further liberalisation were examined but found unrecsonable,

531 All other exemptions in vogue at present, unless cxplicitly re-
canmended for retention, should be dropped, The modified system, re—
commenced in this Report, should apply uniformly to all trading units in
private as well as public scctors, There are same public agencies which
carry buffer stocks of sclected commodities, Such stocks should be financcd
separately as special cases and be treated as totally exempt from sclective
creait control, Most of the other exemptions arc in fact rendercd super—
fluous beccause & general exemption to advances against sclected commoditics
to a party upto Rs.50,000. 4And, as for the rcst, thcere is strong case

for dropping exemptions in respect of public, semi-public or cooperative
agencies. They might not be motiveted to build up speculative inventorics,
But, they might very well carry excess inventories of selected commoditics
out of sheer lzck of motivation to achicvc high turnovers and to manzgec
inventories efficiently., In hoth cases the effect on movement and
availability of goods would be unfavourable, Efficient inventory
management is necessary for every one stocking scarce rusources and
particularly far all those who handle essentiezl commoditics of mass

cmsumption,



5032 There are at present certain prohibitions in respect of clean advances
to parties availing credit facility fram banks against sclected coamodities,
discounting of usance bills and advences to such parties against collateral
securities, primarily with a view to check the circumvention of control
measures, This nced would continue to exist, Therefore, all thesc

prohibitions in their present form should continue,

5¢33 A few improvements in the implementation process zre a2lso considercd
necessary, It anpears that at present decisions in respect of seclective
credit control in the Reserve Bank are taken up on a cantinuous basis as
and when the gpecific cases for decision come up, Instead, it is suggested
that 2ll major decisions rclating to selective crecit control should beconme
parts of two comprehensive exercises preceding the two agricultural crop
seasonss This would not only facilitate a systemetic and total examination,
but also considerably rcduce the uncertainties and disruptions faced by the
bankers and the borrowers, Of course, a few decisions will always have to
be taken in between to act in respanse to the short period changes in the
state of the market of selected commodities, Such ceses as a policy shoulc
bec minimised, Representatives of trade and industry and verious public
end private agencies would continue to put up requests for change as and
when necessary, They should be encouraged to do so only twice during the
year. It is hoped that this recommended practice would improve relevencce,

effectiveness and acceptability of the seluctive credit control.

5¢34 The comprehensive bi—annual cexercises should cover decisions in
respect of deletians and acuitions to the list of sclected commoditics,
the minimum margins, normms for financing, turnover indices, exemptions,
discriminations and prohibitions. A somewhat new arca of decision meking
under the modificd system would be the laying down of the turnover
indices for each sclected cammodity in percentages in relation to the
base ycar, They should be decided and cammuniczted to the banks a little
bcfore the arrival of the produce on the market, It would, therefore,

need information on anticipated supply position of cech selected commoditys:



stocks, crop forecasts, likely imports anc exports, This demands evolving
a2 simplc methodology, defining information needs andé sources, gathering and
analysing information in respect of each commodity. It would involwve a
little extra work and a marginal increase in manpower, More importantly,
it would demend orientation towards a specific type of decision making

analysis,

5¢35 Effective implementation demands actian at the branclics of the hanks
at the earliest opportunity, and, thercfore, cut in delays. This means
decisions must be made and communicated to the branches of the banks before
the produce begins to arrive in the market. Therefore, information necds {5
be gathered and analysed before the decisions can be taken, Information
system and communicztion system acquire critical importance, Much of the
efficacy of the sclective credit control, particularly in terms of its
short period objectives, can be dilutec if supply positions and their
likely effect on prices of sclectel commodities cannot be enticipated at
least six weeks before the procuce begins to arrive in the merkets In
other words, a sort of early warning system needs to be developeds A

large amount of information is at present collectcd by the Economic
Department in the Reserve Bank and position notes in respect of each selec—
ted commodity are also prepared, Therefore, what is recally necdec is thc
further strengthening and toning up of the existing information systcm

so 2s to make it serve more efficicntly as an early warning system. It
may also be noted in this oonnection that the Reserve Bank had appointed an
internal review group on Market Intclligence for Sensitive Commodities
which r¢ported in November 1976, It is assumed its recommendations,

which in most cases would help achieve the abovemenﬁioned neceds, would

in due course be implemented to strengthen the information system,

5¢36 There are, however, a few aspects of the information system which
need to be sgpecially highlighted and emphasized, The process of informe-

tion gathering shoulc in 2ll seriousness start with the sowing of the



crops, Second data on aogﬁage sown and the crop progpects should be
gathered and made available for cecision making, and, it should rcceive

more attention than the date on actual output, stocks and prices, Third,

in addition to the sources already in use and to be further developed by

the Reserve Bank, effortg¢shoulc also be made to share information with

other agencies specially interestec in specific selcected commodities.
Sometimes they have lot of nonquantitative information on market expectations
and anticipationsy For example, it was found in course of this investiga-
tion that thc Textile Commissioneds Office and the East India Cotton
Association had lot of useful informetion zvailable with them and it was
really very fresh, Fourth, all information should be usec more for the
decision making analysis, Commodity notes shall always include some
descriptive and review material, But, it needs to be emphasizcc thaf
analysis specifically geared to the decision aress identified in this

Report as parts of the modified system would need some fresh work and
outlooks Fifth, as part of follow up, continuous information on supply and
price positions of all selected commodities and continuous reviews would

bc necessary, 4 large part of such work is becing done at present. What

is recommended herc is a slight change in approach and emphasiss For example,
proposed bi-annual comprehensive decision making end continuous reviews over
the interim period are deviations from current practicc. Further, puttin: in
of some extra effort to get more relevant information more guickly and

to use it specifically for specific decisions are also meant to improve

the current practice, 4n early werning system basically mcans gathering

and using information mare quickly anc more purposefully,

537 It is estimatcd that all the features of the modified system of
sclective crecit control could in its simplifiec form bc accomodated in
about 3 cyclostyled foolscap peges og.about 6 printed poges of a small-
sized brochurc. One major shortcoming observed in course of this
investigetion, particularly in dialogues with benkers and borrowers, has

been lack of understanding of the objective of sclective oredit control.
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Knowledge of specific control measurcs was also found to be often times
faulty and datec, One reason for it was the complexity of the system itscl®
which rendered vroper understanding of the directives too difficult,. Secnd,
these directives took too long to reach the branches through the circulers
from respective head offices. A delay of two months was frequently noticed
even in large city branchcs. Third, there was no document to show all
uptodate informetion at one place. The information lies scattcred in the
files containing various ci.culars issued from time to time, Fourth, in vast
majority cases therc was no daifference between the wircectives and circul-as.
In other words, communication from the Reserve Bank to the head offices of
banks was passed on as it was to the branches without making it usablc for
the branch managers, Moreover, it nceds to be note¢ thet not even 1/3 of
the total branches at present handle advances against seleccted commodities,
Something needs to be done to remedy delayed, inadequate, deted, and impcr—
fect communicetion, A useful suggestion in this regard is t.:rt the Hescrve
Bank should every six months bring out a six page brochurc ¢ mtaining 2ll
uptodate selective crecit control provisions. This could also be indented
by banks as part of a stancing arrengement so that it could be centrally
printcd and supplicd to all the banks to be quickly despatched to the
branches, This would certainly improve matters. The ideserye Bank docs
prouuce a chart at present containing selective credit control provisionss

Furthcr, effort along the lines indicatcd above would meet the need better,

538 Department of Banking Operations and Development of the Reserve Bank

¢ mcucts regularly the inspectiaon of the banks, Often times, it has also
conducted surprise inspections of some branches specifically to detcct

cases of nonm-campliance of the provisions of thc sclective credit control.
With the implementation of the modified system, such inspections will

also have to be reoriented to the new provisions particularly the norms

end the turnover indices, Two more suggestions are made in respect of the
inspection, TFirst, the Reserve Bank inspcction should give special attention

to those cases where out of order position in the accounts subsequent to the
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raising of mcrgins or non=campliance in respect of pcrmissible level of
credit continue for more than a month. Such cases should be commentel in
deteil, Second, all observe. ceses of non—compliance should be in the end,
cvery year, tabulated systehntically for each type of non-compliance, Such
yearly reports should be used as part of informatiun for decisiim making

in the Reserve Bank., They should also bc circulated amongst banks so that
they could improve their own audits and inspections znd follow ups of:
implementations of selective credit control. The banks, in turn, should
also be advisec to tabulate annually non-compliances obscrveu in their
internal audits and imspections with a view to strengthen their fccdbacks

and follow ups.

5¢39 The recammendations contained in this Report have been formulated
such that their implementation would make the system of selective credit
cotrol more relevant to its objectives and more reasonable so as t5 be more
acceptable in banking and business circles, No system is good if it cannot
be implementec effectively and with ease, Therefore, rationalisation from
complexity towards simplicity has been deliberately and strongly pursued,
The effort has also been made to bring about a2 judicious blend of the

short and long period objectives anc the intercsts of the society, the
banker and the borrawer, Spccial attention ncs been accordec to the fermers
and the small treders, Moreover, one nceds to be Coubly cautious in
matters of monvy and finance, Therefore, effort has 2ls) been made to
balznce boldness with caution, Boluness lics in suggesting 2 new anc
pragressive cdirection for chenge; the caution, on the sther hend, has becn
practised by keeping the magnitude of chinge low and rate of change slow,
Thewefore, it is further recommendec that the implcementation should be

made: in three phases, each comprising of one year, In the first ycar,

rec xmmendations pertaining only to minimum margins and relatec. exemptions
and discriminations shoulc be implementec. In the seconc ycar, the
recommendations relating to permissible level of crecit and exemption

for retailers and farmers should be taken up for implementation, In the
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third year, recommcndotions in respect of noew parties and new branches

should be implemented,

540 Lastly, it is also recommended that in order to fecilitate imple—
mentation a small handboJsk explaining with practiczl illustratioms the
application of the various provisions of the modified system should be
prepered by the Reserve Bank and supplicd to the banks for reproduction
anc Gistribution to the branches, The Rceserve Bank should also corstitute
a small internal group to monitor the implementation and to answer the
queryics of the banks and thc borroweis, 4Also, curing the implementation

period the banks should be advised, when in coubt, to follow the old system,
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6
SUMMARY OF OBSZRVATIONS AND RSCOMMENDATIONS
6.1 The Reserve Bank of India has been using selective credit control

sinee 1956, <[his investigation focuses primarily on the following
questionss ‘/hat are the basic elements of the existing system of
selective credit control ? What are the important successes and failures
of the system and the process of its implementation ? What are the
major system and implementation proeess dsficlencies that need to be made
up ? What saould be the basic clements of the modified system vhich
would help achieve better results ? As far as possible a balanced view
has beecn attempted in order to accomicddt® different points of view and
interests. Attempt has also been made to pick up recommendations from
the realms of practices No recommended feature is entirely new. All
have at some stage and somewhere been part of practice in India and

proved workable (Paragraph 1.1, to 146)

6,2, InlIndia, the name gselective credit control is used for a
specific system of credit eontrol which applies to a few gelected
comnodi tiss whose supply 1s sensitive and which are items of mass
consumption, With the passage of tims the system has tended to grow in
scope and 2et nore complex in character. Important measures under this
control have been minimum mapging, permissible level of credit

and the minimum rates of interest. The other supportive elements

have bean tnes provisions for gdigeriminationg, exemptions and

prohibitions, ( Paragraphs 2,1 to 2.12 )

6.3, Available evidence suggests that the selective credit control

has been highly effective in achieving its direet objective of restricting
bank .- credit against selected commoditicse To that extent it has

al so contributed towards the fulfilment of its indirect objzctives of
holding the speculative inventory build ups and pricec rises in check.

Without these control meagures the position might have been worse, But,



there is salso evidence to suggest that during recent years curbs on
bank., credit against selected comuodities had been tightened to the
degrece of unreasonableness verging on almost denial of credlt in very
many cases. fhe present comfortable position in respset of many of the
selected coinaodities affords an opportunity to corrcct the element of
overtigntening gradually in stvages, In the long run, there is no strong
r-ason to suggcst some change in the policy of using selective credit
control to achieve short as well as long period objectives of credit

policy (Paragraphs 3,1 to 3.17)

6444 The minimum margins lald down in recent years in respect of
selected comnodities have bean too high, touching 60, 75 and 85 per
cent levels. Further, there have been too many margins against a single
commodity - 1in some case even more than a dozen. The level of
credit measure, though highly effective,has been criticised severely
for its unprogressive character because it does not provide for growth,
Moreover, it does not heip achieve the short-period objective, The
laying down of minimum raves of interest for selccted commodity
advances, kany tiwes more than one rate for one commodity, do not

secm to nelp Liuch in achieving the objectives of selective credit
control, On the contrary, they add to inconveniencs, complexity

&nd distribution cogtse, Too many digcriminatiouns and exemptiows have
added to complexity rendering implementation difficult and inefficient,
Another major difficulty in implerentatlon process has been delayed
action wnicn recduces in a large measure the efficacy of selective
credit control, particularly in respect of short-period objectives.

(Paragraphs 4.1 to 4.9).
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6.5 The future of selective credit control measures needs to be

considersd in terms of their rclevance and effectiveness, These measures

are still very relevant, However, there is scope for modifying the control
system to make it more relevant to the changing economic scene and to

iocrease its effectiveness, particularly over the short period. The opportunity
can also be utilised for rationalising and simplifying the system to remove
some of its weak features, which affect implementation process adversely,
(Paragraphs 5.1 and 5.2).

6,6, It is recommended that the basic structure of the existing selective
credit control system should be retained. 4 few modifications would be alequate
to achieve desired improvements. Since, laying down of minimum rates of
lnterest doss not achieve gignificant results and adds to complexdty, it is
rccommended that this measurse as part of the system should be completely
dropped. (Paragraphs 5.3 and 5.4).

6.7, It is recormended that the Regserve Bank should follow a definite palicy
in respect of rargins to ensure that (a) minimum margins against selected
commoditizs do nct go beyond 50 per cent (b) they should move downwards as
early as practically feasible so as to serve truly as a short-period

instrumenu of credit control, and (c¢) there should be only one margin for

each selectel ccmmodity, The minimum margins should fluctuate betwesn 20 and
50 per cant, attempts should be made to gradually reach this position,
(Paragraphs 5.3 and 5,10),

6,8, The msst effective measure for restrioting' the supply of credit against
selected cowwodities has been the party-wise level for bank advances. The
present rule in this regard 1s unprogressive, arbitrary and not geared t~» short-
period obj:ctive at all. It shoulld therefore be replaced by a better rule,

Such a rule is recommended in this Report. It is based on norms for financing
trade and turnover indices to be 1aid Jown by the Resgpye Bank of India twice
each year. A4 distinction has been drawn between industeial, processing ani
trading units. The former two cavegories shall continue to be exempt from
prty-wise l:vels of credit., Norms for trale shall be uged only for the
purpose of fixing the permissibls level of credit and not for rezulating the
actual inventory levels, to ensure that the banking system finances only that

Part of crelit need of trade which has b:en consil:red reasonable at the
national level. Changes in norms should be examinel by an expert committce

wihich coul | be appointel aj-hog for the purpose. (Paragraphs 5.12 to 5.15)



6.9 The rccammended rule is based on the turnovers of the trading
parties ard the norms for financing stocks at different levels of
turnovers. Norms shall be in terms of 1 or 1} months of the cost of
goods sold depending on supply positions of different sclected commodi-
ties at different times. And, there should be one norm for cach selected
commodity. Turnover indices are to be laid down in percentages rclated
to the base year for which the audited figures of pet sales arc available.
These indices multiplied by net sales of basc year shall give acceptable
estimate of nct sales for the current year. The drawing at any stage

in the currcnt ycar should not cexceed the lower of the two figures;

the permissible level of credit and the drawing power (Paragraphs 5.16

to 5.20).

6.10 The actual number of tumovers achiceved by trade would depend
on the stocks actually hcld. The banks shall finance only upto the
permissible lcvel of credit as determined by the estimated turnover
and the nom in respect of cach party. lorcover the actual drawjings
shall have to be within the drawing power. The suggested norms shall
permit approximatecly 4 to 6 turnovers. Morcover, under the suggested
rule credit supply would increase with rises in tumovers and prices.
Yet, it permits grecater scope to the Rescerve Bank for rcgulating
advances against sclected commodities through changes in margins,

norms and tumover indices. (Paragraphs 5.21 to 5.25)

6.11 Existing control mcasures have become very camplex becausc
of so many distinctiens and discriminations, It is rccommended that
in most cases thesc should be dropped. This Report suggests only
one meaningful distinction between menufacturing, processing and
trade for the purposc of sclective credit control. Details of
discriminations based on this distinction have also been spelt out,

(Paragraphs 5,26 and 5.27)



6.12 There is a strong casc for total exemption from sclective
credit control for the small borrowers : retailers and farmers. It is,
therefore, recommended that advances sgainst sclected commodities upto
Rs. 50,000 to a party should be totally cxempt from sclective credit
contrel subject only to onc condition that a party would decal only with

one bank at a time. (Paragraph 5,28)

6.13 It is also recanmended that restrictions in respect of new
branches and new parties should also be permitted to completely fade out
2s the modified systamn is adopted gradually in stages. A few important
exemptions have been recommended for retention. All other cexamptions
arc dysfunctional to the objectives of the control system, and, should

therefore be dropped. (Peragraphs 5.29 to 5.31)

6.14 All prohibitions in force at present to prevent leakages and
circumventions were found reasonable and they should continue in their

present form. (Paragraph 5.32)

6.15 It is suggested that all major decisions in respect of
sclective credit control in the Keserve Bank should beccome parts
of two comprchensive bi-annual exercises to facilitate 2 total and
more systcmatic cxamination of policy issucs and to reduce the

uncertainties and disruptions faced by bankers and borrowers.,
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Ad hoc decisions should be minimised snd public representations
should be cncouraged only twice during the ycar. Implementation

of the modificd systan would involve a little extra work for handling
new type of information and decisiens inveolving marginal increcasec

in manpower requirement and orientstion towards such type of work.

(Paragraphs 5.33 amd 5.34)

6.16 Effective implementation damands cut in delays in the
process, Information and communication systams would therefore need
improvement. Extra cffort will be nceded to get more relevant
information moro quickly and to use it to expedite the decisions and
comnunication of the decisions., An carly warning systam basically

means this. (Parsgraphs 5.35 and 5,36)

6.17 The Reserve Bank should every six mouths bring out a small
brochurce containing all uptodate provision in respect of sclective
credit control. The RBI inspection shell 21lso necd rcorientatian in
respect of the modified system. The D.B,O.D., should systamatically
tebulate the observed non-compliances and sharc annuasl report in this
rcgard with the banks., The Reserve Benk should also bring out

a small manusal in respect of practicel applicetions of the modified
system to facilitate implementation at the branch level. It should
also constitute a small internal group to monitor implementation,

and advise banks to follow the simple rule in course of carly phasec
of implementation: when in doubt, follow the old system,

(Peragraphs 5.37, 5.38 and 5.40)



6.18 It is rccammended that the implementation should be mede in
three vhases of one yecar cach. 1In the first ycar, rccommendations
pertaining only to minimum margins and rclated cxemptions should be
implanented. In the second ycar, the rccommendetions relating to the
permissible level of credit and totsl cxemption for retailers and
farmers should be implcmented. In the third ycar, rccommendations in
resvect of new perties and new branches should be implemented.

(Paragraph 5.39)
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ANNEXURE I
One-Man-Commi ttee on Seloctive Credit Control
Questionnaire for ommercial Banks
Kindly state the total number of branches of your bank and also the
number of your branches accounting for at least 85 per cent of advances
against each of the commodities coming under the Selective Credit

Control, as on the last Friday of December 1977,

How much time does it usually take for the Head Office, aftcr tho
receipt of a directive in res.ect of Selective Credit Control from the
MBI, to make it gvailable to the concemecd branches ? Kindly also state

minimum and maximum number of days reauired for thls purpose,

Do you attach copy of the Head Office guidelines for implementing the
concemed dircctives ? If so, kindly state nature of such guidelines

and also enclose two or three specimens,

How do you ensure proper implementation of HBI directives in respcct

of Selective Credit Control ? Kindly explain the system in detail.

Yhat are the important types of operational difficulties raiscd by

the branches in implementing the Selcctive Credit Control ?

Have your branches expcrienced any difficulty in interpreting the
provisions of the dircetives ? If so, kindlv give some specific

instances of such difficulties as pointed out by your branch managers.

In vhat ways do the borrowers find it difficult to co-opcrate with
the m~nagers, particul~rly in respect of implemcnting margias and

ceilings ?

What are the methods that are usually followed in order to comply
with the raising of the margins ? Kindly state altematives nomally

adopted by the borrowers,

There are two types of credits a party may avail : (i) agsainst =
sengi tive commodity under Selective Credit Contml, and (ii) ag=zinst
other commodities or clean advances. How do your branches contrml
overall credit to a party such that the purpose of sclective credit

ontmwl is fully achieved ?
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Would it be a batter altemative to the present system of
Selective Credit Contrcl if credit outstanding ceiling in respect
of each sensitive commodity were fixed for each bank as part of
credit planning on a period to period basis, and, then the rest

was left entirely to the discretion of each bank ?

Kindly mention steps to bc taken by the HRBI which would help to
(i) simplify Selcctive Credit Control and (ii) its morc cffcctive

implementation.

Jo your branchcs maintain price register (or some other record)

in respect of sonsitive commodities to help them in scrutinising
the valuation of stock as shown by the borrowers in periodic stock
statements ? Kindly attach a copy of profoma of such register
and also indicate the sources from which the prices are collected

by the branches and the periodicity of updating the register.
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ANNE XURE II

One-Man-Committee on SelectiwCredit
Control Mestionnaire for Trade and
Industry Assoclations

Wwhat specific difficulties borrowers face in availing credit from
banks against sensitive commodities coming under the surview of the
Selective Credit Uontrols ? Kindly be brief and mention specific
difficulties point by point,

How do individual bormwers usually adjust when (i) banks raise the
margins, and (1i) apply ceilings on total credit pemissible agninst

these commodlties, under directives from the Hcserve Bank of India ?

How mach time is ususlly permitted by the banks to the borrowers for
adjustingz to the changed requirements of the .BI dircctives : (i) when

margins are raised and (ii) when ceilings arc lowered ?

What do you think is the best w2y for the banks to ensure that they

do not finance sgpeculative holding of sensitive oommodities, partdcularly
when their prices are rising or are expected to rise rapidly ?

Supposc the essential commodity/ics ir which you arc intercsted

is/are taken out of the purvicw of the Selective Credit Control, how
would it help thc individual borrow.rs ? Kindly mention specific

advantages point by point ?

Kindly give rensois why the commodi tv/ics in which you arc interested

should be taken out of the urvi_w of the sSclective Credit control.

Kindly suggest ways in which thc Selcetive Credit Control coan

be simplified so as to help the borrowcrs,

Any othcr observation in respect of Sslective Crocdit gontrol,

dg: /-
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