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Sprawling over most of the fifth floor is the Bank's expanding library
housing a stock of fifteen thousand discriminately selected books organised
into well-ordered groups for prompt location of subject.  The re-
sources of the library arc being progressively enlarged to reach a total

of fifty thousand books in four years. Its open buile-in wood shelves
around its fourteen columns makes reference casy and unobstructed.  As an
incentive to its use, it 1s specially furnished to create the right atmosphere.

Its floors arc dressed with agrecable but inexpensive carpets for removing
echo and insulating sound.  Furniture has been designed for long hours of
use for serious study in detached peace. Special space is set apart for
newspaper readers of a more varied class.  The glass lining of big windows on
the West and the South admits enough light. Located in the middle of the

building it is conveniently accessible to the entire staft.







ACKNOWLEDGEMENT

I sincerely wish to express my deep gratitude and thanks to
Dr. Salim Hoss for his invaluable comments,guidance and suggestions
throughout my study. He was my advisor,guide and teacher; he consoled
me when I was distressed,encouraged me when I became disappointed. He

is the motive force behind the present.study.

I am highly indebted to the members of Thesis Committee,Prof,
Aziz Marmura and Dr, Mohammad Attaullah for their kindness to agree
to go through my Thesis in a very short Period, leaving aside their
other engagements, to enable me to defend it at the earliest., I am
especially grateful to Prof.Aziz Marmura for his keen interest in
the progress of my work and for the pains he took to improve the

quality of the present study through his very constructive criticism,.

I am greatly indebted to Dr. S.A.Meenaiee sEconomic Advisor
to the State Bank of Pekistan who helped me in securing necessary and

relevant material,

I must also express my thanks to Mr, M.M,Malik,Secretary,
Institute of Bankers in Pakistan for giving me necessary information
in connection with the present study.

It would be unfair on my part if I donot express my gratitude
to my friend Mr.Abdul Qayyum of Karachi for the help and assistance,

he never grudged in providing. I am also grateful to a number of officials



vi

of the State Bank of Pakistan , who were very helpful,co-operative

and sympathetic during my visit to Pakisten in June<September 1962.

Mohammad Rafiq Khan,



ABSTRACT

Pakistan asserted her claim to financial autonomy on July 1,1948
when the State Bank of Pakistan took over all functions of central
banking from the Reserve Bank of India., The Bank,which came into existence
under very unusual circumstances, was faced with the formidable task
of organizing central banking services within a very short period of
time and simultaneously undertaking certain other duties of altogether

exceptional nature,

The sphere of the State Bank of Pakistan's current activity is
wide and comprehensive and represents a combination of orthodox central
banking functions alongwith manifold operations connected with a variety
of developmental and promotional activities. The Bank has the exclsive
powers of note-issue in the country. As the central banking authority,
the State Bank of Pakistan has been given wide powers of credit control
and has been entrusted with statutory responsibility of regulating
the monetary and credit systems of the country. Bespite wide powers
in connection with credit control, the Bank is handicapped by the
lack of a well-developed money market in Pekistey in the implementation
of its credit policies. Because of such limitations, the Bank has made
efforts to achieve the objectives of its credit poliey largely through
moral suasion and consultations with commercial banks and also through

qualitative controls from time to time.
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The State Bank of Pakistan provides credit facilities to the
agricultural, industrial and real-eatate sectors of the economy through
the various specialized lending agencies, which are of great help
in the economic developrment of the country, The Bank as a central
banking authority of the country has the statutory responsibilty
to administer the foreign exchange system. Exchange control is the
chief instrument for safe-guarding the country's foreign exchange resources,
and for using them in a manner that is conducive to economic stability

and development.

The State Bank has kept the developing economie situetion under
constant review and appropriate selective credit measures have been
taken whenever necessary. By restricting the flow of credit to
"undesirable and less essential channels" these measures have gone a
long way in diverting credit to high priority developing sectors of

the economy.

Thus by creating an atmosphere of stability which inspires the
confidence of investors both at home and abroad and by influencing the
sectoral distribution of credit in the economy as well as promating
the growth of institutional credit structure in the country, the State
Bank of Pakistan has played a very important role in the economie

development of Pakistan,
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INTRODUCTION

The term 'central banking' is a creation of the 20th century.
As a matter of fact many countries of the world ,including the United
States of America, have established their central banks only in this
century. The State Bank of Pakistan which is the central bank of the
country, was esteblished in 1948 under unusual circumstances. We are
interested here in finding out the progress made by the State Bank,
as the central banking authority of Pakistan during 15 years of its
existence, What were the challenges and how did the State Bank respond
to them? What new responses should be developed by it to meet the new
challenges? More precisely, what was the kind of job the State Bank
of Pakistan was called upon to perform and how well has it discharged
it? What are the problems which need to be tackled in future? The

mein purpose of this study is to answer these questions.

The procession of events that passed immediately after Independence
and the injury they inflicted upon the fabric of the economy of
the newly born State of Pakistan (Pakistan was established in 1947)
are recounted in this study. It appeared as if the entire economie
system would come to a collapse. The country-wide riots and blood-shed
that followed Independence resulted in the suspension of business of
many bank offices which were mostly manned and managed by Hindus., A
tottering banking and credit structure was to be salvaged,and since most
of the banks were of foreign origin which needed supervision in the

country, it was necessary that a central bank should be established.

xii
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But the establishment of a central bank in a situation where trained
man-power was practically non-existent, was en extremely hazardous
venture. The State Bank of Pekistan was set up in the fawe of such odds.
This study will reveal how the central bank of Pakisten faced all these

problems and what role it is playing in the economic development of Pakistan.

In the light of such a study, the writer hopes to be able to
suggest some recommendations aimed at improving the effieciency of the

central Bank and its role in the economic development of Pakistan.

A great deal of information in this study has been obtained from
publications, statistical reports and studies made and published by the

State Bank of Pakistan and the Central Government of Pakistan,

Chapter I outlines the main features of the banking system of
Pakistan since Independence in 1947 and the new developments and progress

made by the banking system since then,

Chapter II gives an idea of the evolution of central banking in
Pakistan and deals with the powers, functions and constitution of the
Bank,

Chapter III discusses the currency mamagement in the country
with special referencecto administrative arrangements for note-issue and

changes in currency circulation in Pakistan.

Chapter IV and V analyse the credit policy and monetary development



and policy of the central bank of Pakistan,

Chapter VI presents the Exchange Control operations of the State

Bank of Pakistan and its role in the exchange control,

Chapter VII studies the role of the State Bank in the economie
development in Pakisten , It also presents the summary, conclusions and
recommendations concerning the policies and efficiency of operation of the

State Bank,

Finally, Appendix I deals with the central banking legislagions
in the United State of America, the United Kingdom, Australia, Canada

and Ceylon in comparison with the State Bank of Pakistan,

A study of the central bank of Pakistan, at this stage of development
in Pakistan would be both interesting and useful. Uptil now no
comprehensive study of this subject has been made; thus it will be interesting
to throw some light on the problems and prospects of the central bank
of Pakistean. On the other hand, such a study might help to stimulate

further research in this field.

ok ok e ok dkogokok ok



CHAPTER I

THE BANKING SYSTEM OF PAKISTAN

- EVOLUTION AND STRUCTURE .,

Few newly-born states in the present day world had to face
such odds as fell to Pakistan's lot. It was not that the country had
to start from scratch; it had to cope with an inereasing stream of
refugees who had to be provided all possible help.

Over and above this,Pakistan had to find replacements for
non-Muslims who were deserting the organisations they were working
in amd were migrating from this country en mass continuocusly.

One of the first casualities of this mass migration of non-
Muslims from Pakistan was the banking structure of the country, In
the pre-Independemce era, the territories now comprising Pakistan
possessed an adequate and well-organised banking struecture."During
the thirteen months that elapsed between the announcement of Partition
plan and the establishment of the State Bank of Pa.kistnn,*the country
was almost entirely bereft of banking facilities on account of the
saspension of business and large scale closure of bank offices which
were mostly manned and menaged by non-Muslims, The facts of the situatimm

*k
are that the number of scheduled bank offices declined from 631

=
The Central Benk of Pakistan is called the ™State Bank of Pakistan,

*

*
See page 2



Just before Independence to 213 immediately thereafter. The situation
was particularly grave in West Pakistan with the number of bank

offices declining from 487 to 89."1

Muslims were thought as to be not competent enough to engage
in banking profession. Consequently,when Independence cams, only
one out of thirteen banks in Pakistan was owned and run by Muslims
exolusively.a'l‘he negligible role of Muslims in the banking enterprise
in the areas now comprising Pakistan may be partly explained by their
general economic backwardness and Partly by their dis-interest for
the profession of banking as such,

The banking system inherited by Pakistan in 1947 was in a state
of virtual collapse. There was a mass migration of non-Muslims from
Pakistan, which made the banking system incapable of rerforming its
normal functions. The foreign banks also ecould not perform their usual
functions due to the migration ®f their non-Muslim employees, who
were dominating the banking profession at that time, The Eastern wing

of the country did not face such a hara situation and the magnitude

**(FROM P.1)
Banks operating in Pakistan with a paid-up capital

and reserves of an aggregate value of not less than Rs.500,000 and
conducting their affairs in a manner, not detrimental to the interests
of their depositors, have been declared as 'Schediilad Banks' in terms
of section 37(2) of the State Bank of Pakistan Act,1956.Banks other
then Scheduled Banks are called 'Non-Scheduled Banks',

1

‘State Bank of Pakistan,Twelve Fears of Banking in Pakistan
(Karachi ,Ferozsons Ltd.,1960) p.l
2
*Andrus end Mohammad, The Economy of Pakistan,(London:Oxford

University Press,1958) p.376.
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and the demage done was considerably lesser. The banking activities
were reduced, as there was a withdrawal of non-Muslims' deposits »
which had transfered to India.l
"Banking facilities were curtailed even for Government business.
The Imperial Bank of India which was responsible f°i Government
treasury work as agent of the Reserve Benk of India had only
19 out-lets functioning in the Pakistan areas after Partition,
against 28 offices and 53 sub-offices in pre-Parttion days.
Some of these offices were unable tp rerfory Government business
due to shprtage of steff."?
The whole economy was in a perilous state. To put it back
to working normally, it was necessary that urgent steps be taken to
restore monetary confidence in the country, as well as to start
repairing all the damage done by the political upheaval, This was
the task which was assigned to the State Bank of Pakisten shortly
after its birth. The urgent and most immediate task before the central
bank, therefore was, to expand eredit facilities to meet the requirements
of businessmen, and to rehabilitate the banking system of the ec:mntr:r:.lj
When the State Bank of Pakistan came into being on July 1,1948,
it gave its full support to the Government of Pakistan in its efforts

to rehabilitate the banking system in the country. The business

*
The Central Bank of India.

L
Ibid., p.376
2:Tbia.

e
State Bank of Pakistan, Twelve Years of Banking in Pakistan

OEoﬂito »PPel=2,



community extended its full co-operation to the Government and the central
bank, and established two new banks in the country.One Muglim Commercial
Bank transfered its headquarters from India to Pakistan. This transfer
brought the number of Pnki;tnni banks to four. In 1949, the Government

of Pakistan with the help(/’the State Bank of Pskistan, established a

new bank, namely, the National Bank of Pakistan. This bank was set up
with a view to taking speedy steps as to meet the urgent and immediate

requirements of the country.

In order to overcome the problem of shortage of trained personnel
in the banking profession, 100 University graduates were hired by the
central bank in 1948 for training under a Bank Officers' Training Scheme,
These trainees were given on-the-job training in various commercial
banks. Training facilities in leading banks in U.K. were also provided

to bright young men.

We have already mentioned that Muslims in the Indo-Pakistan
sub-continent were not interested in banking as a profession, but after
the Independence, the situation ghanged and young Muslims showed their
interest in the field. In order to have a continous flow of well-trained
and qualified bankers, it was thought necessary that Pakistan should
establish nil Institute of Bankers, Thus, the Institute of Bankers came

into existence in 1952,

The Pakistan Institute of Bankers has established Training Centres

at Lahore, Karachi, Dacca,Chittagong,Peshawar and Rawalpindi. The lectures



are given by the University professors and professional bankers at

these centres so0 as to cover the various subjects for Diploma examination?

The training given by the Institute of Bankers in Pakistan is
primarily for the clerical staff end the training provided by the
State Bank of Pakistan, under the Scheme mentioned above, is for
supervisory staff. Under this scheme, the minimum educational qualification
for recruitment is a University degree. Selection of the trainees is
done on the basis of a written test and later on, the applicants are
interviewed by a Board.In order to raise the standard of trainees of the
scheme, two bankers' training institutes were established by the
central bank of Pakistan in 1959, one at Chittagong (now at Daecca)

and another at Karachi.

These institutes are the source of well qualified and trained
personnel in banking and are performimg a very important function

in the field of banking in the country.

The over-all growth in the deposit reserves and loan business
of the commercial banks over the period from 1948 to 1960 are revealed
in Teble I. The table shows an increase of 27,27% in demand deposits
and an in crease of 845 % in loens and bills discounted during the period

under review. Nearly eight-fold growth in time deposits is particularly

L.
"Local Centres of the Institute™,Journal of the Institute of
Bankers, (Karachi; Institute of Bankers in Pakistan,January-July,1962)p.vi



note-worthy.

TABLE 1

DEPOSITS AND ADVANCES OF SCHEDULED BANKS
(July 1948 - Jenuary 1960)

Re.in Crm*
July 2,1948 January 1,1960
Total Deposit Liabilities 88,05 302,33
Demand : 74.66 200,21
Time: 13.39 102,12
Total Bank Credits: 19.78 169.31
Advances: 19.24 150.00
Bills Discounted: 0.54 19.31

Source: State Bank of Pakistan,Twelve Years of Banking in
Pakistan,(Karachi,Ferozesons Ltds,1959) p.3
Table 2 allows a comparison of the position of the scheduled

banks operating in Pakisten on June29,1962 with that at the end of

June 1961.

*
Re.® Pakistani Currency "Rupee™"
One U.S.Dollar = Rs.4.7619
One Crore = Ten Millions.



TABLE 2

POSITION OF SCHEDULED BANKS ON
JUNE 30,1961 and JUNE 29,1962

_(Lakhs of Rupees)*

- —

B0-6-1961 29-6-1962
Demand Liabilities 2,14,43 2,44,08
Time Liabilities 1,33,17 1,63,14
Borrowings from the State Bank 33,76 40,32
Cash in hand 8,30 9,52
Balances with other banks in
current accounts in Pakistan 5,41 6,10
Investments in Pakistan 1,31,22 1,31,99
Money at call and short notice
in Pakistan 15,17 25,48
Advances in Pakistan 2,03,01 2,63,35
Inland and foreign bills purchased
and discounted in Pakistaen 17,27 22,80

Source: Annual Report of the Board of Directors, State
Bank of Pakistan,1961-62,pp.45-46.
From this table, it is clear that during one year,"the total demand
and time liabilities of the scheduled banks showed an increase of Rs.596.20
millions of which 299.70 millions were in the form of time liabilities

and the rest in demand liaebilities, Scheduled banks' balances with the

*
10 lekhs = 1 Million.



State Bank of Pakistan increased by 23.20 millions. Their borrowings
from the State Bank of Pakistan at the seme time showed an increase

of Rs.65.60 millions.The increased resources of the banks on account of
inerease in demand and time liabilities and borrowings from State Bank
of pakistan were reflected in an increase in their money at call and
short notice and advences which rose by 103,10 millions and 603,40

millions of rupees respectively.t

The large-scale textile industry and other consumer industries
provided incentive for the expansion of commercial banking in the
country. Government of Pakistan's expenditure on econcmic development
and the tendency of urbanization encouraged bankers to open branches
in rural areas of Pekistan, so that a net work of bank offices has spread
all over the country. The foreign banks also started opening their branches
in important commercial centres, The State Bank of Pakistan Order of 1948
was replaced by a new act known as the State Bank of Pakistan Act,1956.
The preamble tp the Act stipulates that the central bank would take
active part in"fostering the growth of the monetary and credit system
in the best national interest and would help to achieve a fuller utilizetion
of the country's productive resources.™ As to strengthen the credit
system in the country,the ecentral bank has pleyed an important role in
the creation of the Agricultural Bank of Pakistan and the Pakistan

Industrial Credit and Investment Corporation (PICIC). An eamendment was

S T

= Ibid., p.46.



passed in 1959 to the State Bank of Pakistan Act,1956, which authorized
the Benk to sponsor any bank as to encourage economic development of a
specified region. Having these powers at its disposal, the central bank
sponsored the idea of a new bank for East Pakistan. In 1959, the Eastern
Mercantile Bank came into being in order to meet the demands and
requirements of that wing of the country, All these efforts of the State
Bank of Pakistan resulted in the impressive increase in banking offices

from 195 in July 1948 to 713 in June 1962}

The increase in the number of banks and bank offices is apparent
from Table 3;
TABLE 3

EXPANSION OF BANKING FACILITIES IN PAKISTAN
( July 1948 to June 1961)

AS on 1-7-1948 — As_on 30-6-1961 "
No.of scheduled No.of Bank No.of Scheduled No., of Bank
banks offices Banks Offices
Pagkistani
Banks 2 25 10 507
Indian
Banks 29 151 10 37
Other countries 7 19 8 36
Total 38 195 28 580

Source: State Bank of Pakisten, Twelve Years of Banking in Pakistan
P.3; and Banking Statistics of Pakisten,1960-61,p.vii

—eem

L.
State Bank of Pakistan Bulletine (Karachi:State Bank of Pakistan
September 1962) p.28

*
Banking offices include the principel offices as well.
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"During the period of 1961-62, the number of benks inereased from
28 to 33. During this period the expansion of banking facilities proceeded
at a rapid rate, Scheduled banks opened 137 new offices as against 100
during 1960-61,with the opening of 137 new offices and closing of 4
existing ones, the total number of offices of scheduled banks including
branches, sub-offices,pay offices, sub pay offices etc.,increased to

713 at the end of 1961-62 as against 580 in 1960-61."

It is clear from Table 3, that the gap created by the closure
of Indian bank offices after the Independence in 1947, has been bridged

by the branch expansion of the Pakistani banks to a great extent.

There has been an impressive growth in the banking sector in
Pakistan since Independence. The total demand and time liabilities of
the scheduled bank have increased from Rs.880.50 millions in July 1948 to
Re.3023.30 'millions in January 1960, At the same time, the total bank
credit has grown from Rs.197.80 millions to Rs.1693,10 millions.>

There has also been a striking increase in the investments of the banks.

The Pakistani benks are very efficiently meeting the banking
and credit needs of the country. They have established 10 branches
in various foreign countrioa§ The expansion in the business of Pakistani

Banks has paralleled the growth of bank offices, They held 69.8 % of

1
2‘state Bank of Pakisten Bulletine, op.cit.; pp.22-28
*Supra,p.9

*

The total demand and time liabilities and the total bank credit
of the scheduled banks at the end of June 1962 were Rs,4072.20 millions
and Rs.2860 millions respectively.

SeIbid, p.ss.



total bank deposits in Pakistan end 74,07 % of total bank credit there

at the end of June 1961'}

The over-all growth in the deposit resources and loan business

of scheduled banks is given in Table 4."

We have not discussed the Non-Scheduled Banks here, because
despite their large number, their role is insignificant in the economy.
Moreover, there is a tendency for their number to decrease. These banks

2
decreased from 95 at the end of March 1960 to 42 at the end of March 1962.

In Pakistan,branch banking is practised widely. The largest
two banks, nemely, the National Bank of Pakisten and the Habib Bank

Ltd, operated 150 and 136 branches as of June 30,1962,

Summary and Conclusions

The banking business in Pakistan has made a very striking
progress since 1948, There has been an impressive growth in banking
offices from 195 in July 1948 to 713 in June 1962, On the whole,
the commercial banking system in Pakistan has successfully completed
its first and most importent and eritical period of development,

As previously noted, the activities of foreign banks in Pakistan

1
* Pakistan,Government of Pakistan,Ministry of National Reconstruction
and Information,Pakistan-Basic Facts (Rawalpindi: Government of Pakistan
Press,1961),p.84
*
infra,p.12

2.
Ibid p.84.
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1948 Dec. 3 896.5 | 168.9 oo 38,2 | 137.2 .o - 97.6 1 12.8 8.2 89,0
38 903.1 205.8 s 39.8 210,5 .o .o 4R21,6 23.0 9.3 161.3
3 947.8 232.1 .o 50.7 92.8 .o - TR2.1 48,2 52,0 40,8
31 1,22,1 286,0 .o 7.6 138.7 .o .o 837.0 8.1 86.3 TR.4,
31 |11D.4 | 270.8 o £0.8 7.9 - .o 677.2 | 115.0 61.9 28.0
32 |1239.6 | 352.6 .o 39.6 97.5 - .. 669.7 | 120,6 69.0 28.5
32 1,250,7 517.8 127.7 5448 162,1 66,5 720,5 761,1 | 202,1 73.9 IR 4
32 L4243 558.2 178.4 4945 167.9 38.0 793.9 997.0 | 164.8 82,4 51.4
30 11,574.1 609.8 R1el, 81.0 186.3 115.4 821.5| 1,082.,2 | 154.3 90.9 45.9
1957 Dec, 27 11,735.5 674.2 147.1 82.7 170.8 13/.8 922.9| 1,118.9 | 149.7 100.3 32.3
26 |1,890.8 735.3 181.4 85.7 192.4 135.6 1L,047.5] L353.0 | 205.2 109.2 35.1
<29 1,977.4 | 1,045.2 97.5 56,7 197.5 81.0 L271.8| L,418,7 | 201.1 119.7 31.3
29 |2,066,2 {1,304.3 11,7 82,5 216.4 203.6 | 1,335.0] L,854.8 | 230.0 129.4 341
oo |2,200.3 | L,322.2 366.4 72.8 168,0 202.,9 |1,321.2| 2,042.0 | 233.5 ve e

Source: Ministry of National Reconstruction and Information, Government of Pak

Facts*, (Rawalpindi: December, 19€1), p. 85.




are limited due to the nature of their operations i.e. finance of
export-import trade. In june 1961, out of 580 offices of scheduled
banks in Pekistan, 507 were Pakistani banks.*'l'hera was a tremendous
expansion in the Pakistani banking system and the Pakistani commercial
banks are now operating their branches in various foreijm Countries.
The foreign banks were helpful in providing a'valuable tradition

and a set of prineiples and practices, which were of great help in
establishing the banking system on a sound foundation in the

country.

The State Bank of Pakistan, which is the central babk of the
country, has developed from a modest beginning in July 1948, into
an institution which proved - to be highly effective. The evolution,powers
and functions of the central bank of Pakistan are discussed in the

next chapter,

ook e o ok Kk ok Rk Rk

*
Supra p.9 ( Table 3 )



CHAPTER II

THE ORGANIZATION AND FUNCTIONS OF THE
STATE BANK OF P

Prior to the 20th century, there was no clearly defined
concept of central banking, It was during the first half of the 20th
century that central banks were established in a large number of

countries with well defined responsibilities and authorities.

It has rightly been said that " a central bank is so called
because it occupies a central or pivotal position in the monetary
and banking strueture of the country in which it operates.Because it
is vested with the authority to exercise a special group of powers
-= powers which other banking m:titu'tions do not possess or which
they possess in only a limited degree -- the central bank is able to
profoundly influence monetary and credit conditions and developments.
As the special powers of the central bank are designed to enable it
to control the volume of hand-to-hand money and of bank credit available
in the country, it may be defined as an institution which is charged
with the responsibilty of menaging the expansion and contraction of

the money in the interest of the general publiec walrare."l

1,
Raymond P.Kent, Money and Banking,( New York: Rinehart and Co.. ,
Inco ,1949 ) Pe 315



The rcle performed by a central bank in the economy of a
country, and the functions associated with it, have received un-
precedent recognition in recent years. A clear and well defined
concept of central banking emerged with the establishment of the
Federal Reserve System in the United States of America, and the
success gained by it in very unfavourable conditions led, after
the First World War, to a tendency in other countries for the

I
creation of central banks.

(A) Evolution of Centrel Banking in Pakistan

The Reserve Bank of India was the central banking autho-
rity in the country until I948, was created in I935 with a share
capital of Rs. 50 millions. It was established on the pattern of
the Bank of England, with two distinet and seperate departments
----- namely the Banking Department and the Issue Deplrtmt?

The sub-continent of India and Pakisten was partitioned on
August 14,1947 into two parts. The Reserve Bank of India was charged
with the responsibility of acting as central bank for India and

Pakisten, uptil September 30,1948, when Pakistan was supposed to

?—_

L.S.Ritter, Money and Economic Activity, (Boston: Houghton Mifflin,
1961 )- mowz‘w‘.

2.

Re.S.Sayers, Banking in the British Commonwealth,(London: Oxford
University Press, I952)., p.22I.
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open its own central bank, But during this interim period, Pakistan

felt that it should establish its own central bank as soon as possible,
as, allegedly,the Reserve Bank of India was not taking into consideration
the national interests of Pakistan. So it was decided that Pakistan should
start its own central bank as from July 1,1948,1

The establishment of a new central bank in the country was a
difficult task for the new State of Pakistan,Due to the shortage of
trained and qualified banking personnel in the country, certain foreign
consultants recommended to the Government of Pakistan the establishment
of a 'Currency Board' rather than a central bank, But the Government
disregarded this advice and on May 12,1948,"the State Bank of Pakistan
Order,1948" was issued and Pskistan started a central bank of its own
on July 1,1948.%

It would be wrong to maintain that central banking came into
being in Pakistan on July 1,1948 with the establishment of the State
Bank of Pakistan. The central bank of India i.e. the Reserve Bank of
India was acting as the central banking authority for both India and
Pekistan from August 14,1947 to June 30,1948 when Pakistan created its

own central bank in the country,

‘Bl Constitution and Organization of the Central Bank
There have been no basic changes in the constitution of the State

1. Ibid., P.261

2¢ State Bank of Pakistan, The State Benk of Pakistan:Its Gorwth
Functions and Organization,(Karachi,State Bank of Pakistan,1961)pp.3-4
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Bank of Pakistan since its establishment. But a few ammendments have
changed its'scope of functions and modes of operation' to a significant
extent., The State Bank of Pakistan Act 1956 has introduced various
important changes in the constitution of the central bank of Pakistan,
The new Act requires " the State Bank of Pakistan not merely to ensure
monetary stability, but also to foster the growth of the monetary and
credit system in the best national interest and to help in the fuller

utilization of the country's productive resources."l

The central bank of Pakistan has been established as a corporation
with a total share capital of Rs.30 millions. The capital is divided
into 300,000 fully paid-up shares, each valuing Ra.loo.zTho central
Government of Pakistean holds 51 % of the Bank's share capital., The
remaining 49 % shares are held by the private share-holders. In addition
to the share capital, the central bank had a reserve fund of Rs8.56.50
millions as on June 30,1962.°The central Government of Pekistan hed
provided Rs.30 million in the shape of Government securities %oward

this fund,?

In order to facilitate the registration of the share holders,

the country is divided into three areas:

i)Karachi Area, comprising the divisions of Karachi, Khairpur,

Hyderabad,muetta and Qglat’;

Le
Ibid, pe7

2
Ibid, p.8

3¢ State Bamk of Pakistan Annual Report 1961-62, (Karachi:State Benk
of Pakistan,1962) p.60

4.

The State Bank of Pakistan:Its Goowth,Functions and Organization
Opecit.,p.8

¢ Ibia
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11) Lahore Area, including divisions of Peshawar, Dera
Ismail Khan, Rawalpindi, Lahore, Multan, Saergodhe and Bahawalpur; and
1ii) Dacea Area, comprising the whole Eastern wing of the

country.

"The share-holders are entitled to dividends at rates to
be determined by the central government from time to time, subject
to a minimum of 4 percent per annum, The rate of dividend which had
remained constant at 4 percent per annum from 1948 to 1955, was
enhanced to 4ri percent in I956, to 5 percent in I957 and to 6 percent
per annum in I96I. The profit remaining after payment of dividends
to share-holders is payable to the central governmtf"

The gemeral supervision and menagemsnt of the State Bank of
Pakisten is exercised by the Central Board of Directors. out of
nine directors, six are appointed by the central government and the
remeining three directors are elected by the share-holders, one from
each Area. The Governor and the Dyputy Governor/Governors participate
as the ex-officio members of the Board. The central govermment of
Pakistan can overrule the decisions of the Board of Directors, if
there need bi.

The Governor of the central bank is the Chief Exeecutive and

administers the affairs of the Bank on behalf of the Central Board of

Itbid., p.s.
2
Ibid., Pe9e
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Directors and performs his activities as assigned by the Board. He is
appointed for five years by the central government of Pakistan and
may be re-appointed. The Deputy Governors are also appointed by the
central government for a pericd of five years. Their duties are assig
-ned by the Central Board. The State Bank at pere-sent has two Deputy
Governors, one posted at EKarachi (West Pakistan) and the other at

Dacca (East Pakistan).

The functions of the Govermor also include that of presiding
over the meetings of the Central Board of Directors and the Executive
Committee. He is also required to preside over the meetings of the
General Assembly of share-holders and other gemeral meetings. He has

a second or deciding vote in case of a tie in the vote.

The Executive Committee of the Bank, which deals with all
matters on bahalf of the Central Boerd includes the Governor, Deputy
Governors and three directors elected by the Central Board represent-
ing the three Areas and one member is appointed by the central govern=
-ment. The term is three years for slected members and the nomineated
members can be taken out of the Board any time by the Central Government

when necessary,

There are three regional Boards, each consisting ¢f two members
elected by the share-holders of the region and one nominated by the
Central Government, These regional Boards give advice on local matters

to the Central Board and their scope of activities is limited to the



powers delegated by the Central Board of Directors.

The head office of the Bank is known as the Central Directorate
and is located at Karachi. Besides,the State Bank has nine local offices
or branches situated at Karachi, Lahore, Rawalpindi,Peshawar,Quetta
and Lyallpur in West Pakistan and at Dacca, Chittagong and Khulna in

East Pakistan.

The operations of the State Bank of Pakistan are regulated
and governed by various Acts and Ordinences promulgated at different
dates.These 1ne1ude:1

1.Banking Companies (Registration of Branches) Act,1946;

2.Banking Companies(Inspection) Ordinance, 1946;

3.Foreign Exchange Regulation Aet, 1947;

4,Banking Companies (Control) Act,1948;

5.State Bank of Pakistan Act,1956;

6,Banking Companies Ordinance ,1962?

The note issuing and banking functions of the Bank are performed
through two separate depariments known as Issue Department and Banking
Department respectively. The two departments madntain their separate
accounts and publish these accounts in the Weekly Statement of Affairs
and the Annual Balance Sheet of the Central Bank, Table 5 shows the

year-end liabilities and assets of the Banking Department of the Bank

1.
Ibid ,p.5

2
‘State Bank of Pakistan Bulletine (Karachi,State Benk of Pakistan,
July 1962) p.18
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Table 9
State Bank of Pakigtan: Liabilities and Assets of the Banking Department (Million Rupees)

Ligbilities Agsets
Deposits ﬁ»Mmew| Provin- »Mwmb
Year and Date Gentral | provin- wwwm mwmw. mbmm Invest~ Other
co_HMMM.. oum%mMMdﬂdl penke .H.MMWH Wssets(c) foves Ww”b or | Advances ment Assets
ces

1648 July 2 666,3 59.8 215.2 |1,08.0 },%831.3 21.9 .e 0.8 .o 1,009.1
1948 Dec. 31 923.0 63.4 147.0 {1,)68,7 1,226.0 23.5 o 3.7 78.0 53
1949 Dec. 30 480,8 112.1 218,7 g856.2 036.1 31.9 .o 22.4 279.2 28.9
1950 Dec. 20 | 640.9 32.0 |100.0 | 806.2 | 8917 | 574 | . 92,5 150.8 43.8
1951 Dec, 28 582,0 | Skl 147.5 827.0 | 928.5 | 62.3 oo 136.5 126.8 64e1
1952 Dec. 26 | 377.1 | 8.5  |101.3 | 525.0| 621.6 | 4B.0 | 4.8 225.6 255.0 85.0
1953 Dec. 25 215.5 20,6 11042 370.6 | 472.5 42.5 be2 4.0 287.4 9L.4
1954 Dec. 31 173.0 48,8 122.3 406,1 | 520.3 89.0 ‘e 238.6 115.1 T4
1955 Dec. 30 151.7 11.2 1130.6 512,5| 625.7 83.5 10.9 184.4 238.1 97.7
1956 Dec. 28 432.5 7.6 143.7 615.5| 785.8 | 103.3 .o 219.,0 347.7 106, 2
1957 Dec. 27 T6hls . 154.5 |1,012.2 |L147.7 | 70.1 | 87.6 182, 2 68442 122.3
1958 Dec., 26 821.9 5.0 152,6 | 1,035.8 | ,196.5 76.1 32.8 276.5 593.0 . 90.6
1959 Dec. 25 114.3 86,2 168,9 | 1,128,4|1312,1 79.7 .t 198,7 547.8 97.3
1960 Dec. 30 109.4 3.4 188.7 | 1,397.1 1,599.2 68.2 6.8 581.2 460,8 96,2
1961 Sept, 30(b) | 211.8 23.3 182.7 | 1,641,811 1,73 &3] 133.5 .o 41,9 024.6 .o

(a) Includes some other deposits, (d) Coins, and Govermment treasury bills

(b) Provisionsl and balance held outside Pakistan not

(¢) Bills paysble and other liabilities not shown separately. shown separately.

Source: Ministry of National Reconstruction and Information, Government of Pakistan, Pakistan Basic
Facts, (Rawalpindi: December 1961), p. 85.
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from July 2,1948 to September 30,1961.

C. Responsibilities and Functions of the State Bank of Pakistan.

The original funetions assigned to the central bank of Pakistan
related only to the traditional duties associated with central banking,
i.e.note-issuing, acting as banker to the Government ineluding menagement
of public debts,acting as banker to banks, regulating credit ete.,but
with the passage of time, the functions of the Bank evolved so as to
meet the requirememts of economic development. This evolution has been
noticeabls since 1951, when the Six Year Development FPlan was inaugurated.
Thus we can say that the State Bank of Pakistan, beside the usual central
banking functions, has engaged in a variety of developmental and
promotional programmes. The more important functions of the central bank
of Pakistan are discussed briefly in what follows.

(a) The State Benk as Banker to the Government

The State Bank of Pakistan is required by law to hold the cash
balances of the central and the provincial Governments, ™ In terms of
section 21 of the State Bank of Pakistan Act,1956, the central and
provincial Governments are required to entrust the Beank, on such terms
and conditions as may be agreed upon, with all their remittances, exchange
and banking transactions in pmkistan., They have to deposit, free of interest
all their cash balances with the Bank, They are also required to entrust
it with the management of public debt and with the issue of new loans and

treasury bill, The Bank makes 'Ways and Means' advances to the central
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as well as the Provincial Governments which are repayable not later
than three months. These advences are made without any collateral
sacurity. In addition, loans are also granted to the Provincial

I
Governments against the collateral of central government securities."

(b) The State Bank as Banker to banks

The State Bank of Pakistan is required to maintain a close
watch over the activities of the scheduled banks functioning in the
country. The scheduled banks are having some speocific obligations 1i.e.,
maintaining a minimum reserve at the State Bank of Pakistan and they have
to provide assurance to the central bank that"their affairs are not being
conducted in a manner detrimental to the interest of their depositors.m
Their paid-up capital and reserves should not be less than Rs. 5,00000,
Every scheduled bank is required by law to maintain a minimum of 2 per-
cent of its time liabilities and 5 percent of demand liabilities by

way of a minimum balance with the central bank of Pakistaf.

The scheduled banks are entitled to clearing facilities from
the central bank. These banks are also entitle besides rediscounting
facilities to get loans and advances repayable on demand or at the
end of a specific time. Under section I7(6) of the State Bank of
Pakistan Act, 1956, the central bank has been empowered to extend

loans and advances to the institutions and banks which are established

I.

The State Bank of Pakistan, Its Growth, Functions, And Organization,
0’!’.e1t., p.I2.
20

Ibid. 9 po Is-




for the promotion of agricultursl and industrial development in
Pakistan. The terms and conditions of such loans are decided by the

Central Board of Director of the Bank from time to time.

" Although non-scheduled banks are not required by law to
maintain any balances with the State Bank of Pakistan, some of them
are allowed to keep accounts with it. Such non-gcheduled banks are
also provided remittances facilities by the Bank at concessional
rates. Non-scheduled banks are also allowed the privilage of becoming

sub-members of the Clearing ]iaus«u.I

(¢)_The State Bank as Note-Issue Agency

The State Bank of Pakistan has the exclusive right to issue
notes in the country. This funection is performed by the Issue Department
of the B‘nkn

(d) The State Bank as Controller of Credit
M

We know that a central bank is the controller of the money
market and so is the funetion of the State Bank of Pakistan, In
discharging this responsibility, it is expected to keep a vigilant eye
on the money market and to take suitable measures to regulate the
supply, cost and use of eredit, A detailed appraisal of the role played
by the State Bank of Pakistan in this field is given in a subsequent

chapter,
(e) The State Bank as Controller of Exchange
I,

Ibid., p. IS.
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The State Bank of Pakistean is required to maintain the external
value of the rupee, It is the responsibility of the Benk to take care
of the foreign exchange resources of the country., The Bank is
authorized to purchese and sell approved foreign exchange.All foreign
exchange transactions in the country are made through the Bank. The
exchange control operations of the central bank of Pakistan are discussed

in details in a subsequent chapter.
(£) The State Bank as Advisor to the Government

The Economic Advisory Service of the Bank has enabled it to
formulate well-conceived policies and to tender advice to the Covernment
of Pekistan on matters of economic importance, particularly those

relating to monetary and credit problems.

(g) The State Benk of Pakistan as Agency of Economic Development

Apart from the traditional functions usually assigned to a
central benk, the State Bank of Pakistan is required to undertake
certain other functions aimed at accelerating the growth of the
national economy, This is covered by the State Bank of Pakistan Act
1956, which requires the Bank,"to participate directly in fostering
the growth of the monetary and credit system in the best national
interests and to help the fuller utilization of country's productive
capacity." The Bank is also entrusted with the task of ensuring

stability in the economy.

Do Summary and Conclusion

Central banking operations in Pakistan, between August 14,1947
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and June 30,1948 were the responsibility of the Reserve Bank of India
which acted as the central bank of Pekistan during this period, under
the arrangements made at the time of Partition. The State Bank of Pakistan

was established on Tuly 1,1948 as the central bank of the country.

The State Bank of Pakistan is a corporation having a share capital
of Rs,30 millions and the central Government of Pakistan holds 51 per
cent of it. The Central Board of Directors which is the highest governing
body of the State Bank includes nine directors in addition to the
Governor and Deputy Governors, who are ex-officic members of the Board.
The governor as the Chief Executive of the Board is responeible to the
Central Board. The head office of the Bank, known as the Central
Directorate,is located at Karachi, The Bank, in additiomn, operates

nine local offices at different places in the country.

The Note-Issuing funetion of the central bank is performed by
Issuing Department of the Bank and the banking funetions through

the Banking Department.

The funections of the State Bank of Pakistan are a combination
of the orthodox central banking functions and other functions related

to a different kind of developmental and promotional programmes,

The more important funetions performed by the State Bank

include the following:-
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a) as banker to the provincial and central Governments;
b) as bankers' bank;

¢) as the sole note-issuing authority;

d) as controller of credit;

e) as controller of foreign exchange;

f)as advisor to Government of Pekistan; and

g) as an agency of economic development for the country,

e ook ook sk ok ok



CHAPTER III

CURRENCY MANAGEMENT

*"Throughout the world at the present time, the authority to
issue circulating notes has generally been removed from the commercial
banks abd lodged in the hands of the central banks. . . . Having a
full or near monopoly of the note issue, the central bank is obviously
in a position to control the volume of eirculating hand-to-hand money.
It has the responsibility of providing adequate supply of notes, so
that business activity will not be impeded by a lack of medium of exchange,
and ,at the same time,it must guard against excessive supplies, since

redundancy’ makes for depreciation.™ :

The central Bank of Pakistan has the exclusive right to issue
currency in the country. The preamble to the State Bank of Pakistan
Act charges the State Bank with the responsibility " to regulate the
monetary and credit system with a view to securing monetary stability
end fuller utilization of country's productive resources.” In the field
of currency management, the objective is achieved by regulating the
supply of currency in a manner that will provide an efficient payment

mechanism and an appropriate supply of money.

The State Bank of Pakistan which was established on the Ist of

1. Raymond P.Kent, op.cit, p.318



July 1948, took the responsibility of currency issue from the Reserve
Bank of India from the same date. On June 30,1948, there were Rs.515,70
million Pakistan Inscribed notes in circulation( Pakistan Inscribed
notes were issued by the Reserve Bank of India). The Government of
Pakistan withdrew from circulation and transfered Indian notes in

the amount of Rs,1250,20 million to the Reserve Bamk of India during
the period of July 1,1948 to June 30,1949, This transfer of notes

to the Reserve Bank of India gave the State Bank of Pakistan a share

in the assets of the Issue Department of the Reserve Bank of India

to the extent of Rs,1765.90 million. The Assets,amounting to Rs.1276.70
million, were received by the State Bank of Pakistan from the Reserve
Bank of Ipdia till March 23,1949, when the Reserve Bank Of India stopped
further transfer of assets due to disagreement between the Governments
of India and Pekisten on these claims, On various occassions, attempts
have been made to settle these claims but no agreement has been reached

and Pakistan's claim for the remaining assets remains unsettled.t

The process of tramnsferring Indian currency and replacing it
by a new and distinctive currency of mkistan was the most urgent job
of the State Bank of Pakistan after its establishment, which it

succeeded in discharging effectively in a short time.

A - Statutory Provisions for Note Issue

As has already been said, the Issue Department of the State Bank

l"E‘»tnte Bank of Pakistan, The State Bank of Pakistan:Its Growth,Functions
and Organization , P.34
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{ssues the bank notes, which is entirely different in the nature of its
functions from the Banking Department of the Bank, The Banking Department
1s responsible for the distribution and withdrawal of currency in the
country. The Issue Department can issue bank notes only in exchange for
other bank notes or for such coins,bullion or securities as are allowed by
the State Bank of Pakisten Act 1956. Under the Act of 1956, the Issue Depart-
ment should not allow its assets to fall short of its liabilities and

a minimum of 30 per cent of the total assets must be kept in goldrcoins,
gold bullion, silver bulliom and approved foreign oxehnngo.l'rho rest of the
assets are required to be maintained in the form of rupee coins,

rupee securitiies and such bills of exchange and promisory notes payable

in Pakistan, as are eligible for purchase by the Act, and also the assets
claimed by the State Bank of Pakistan from the Reserve Bank of India.

But it has been observed that the bills of exchange and promisory notes
have never been a part of the assets of the Issue Depariment due to the

under-developed state of the bill market in Pakistam.

The State Bank of Pakistan has gemerally maintained a much higher
pergentage of gold coin,gold or silver bullion and approved foreign
exchange against its total liabilities in the Issue Department than
what is required by law, Table 4 shows the percentage of these currency
reserves to the total over the period 1949-61., This percentage, as can

be seen from Table 4, ranged between a low of approximately 35 per

1
* Ibid , DP.35
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cent in 1958 and a high (excluding 1949) of over 67 per cent in 1950.

TABLE 6

PERCENTAGE OF CURRENCY RESERVES TO
THE TQTAL NQTES ISSUED.
(June 1949 to June 1961)

As on Ratio of gold coins,bullion and approved
foreign exchange to total notes issued.
June 30,1949 o o ¢ ¢ o s s ¢ & o o 9771
June 30,1950 « + o o o o o o o o o 67.80
June 30,1951 ¢« o o o s s s o o o o 67.26
June 30,1952 « ¢ o ¢ s o o s o o o 58,75
June 30,1954 o« o o « o o o & = o 40,00

Jm°30,195600-oo-oooo-c¢ 58,55

June 30'19580 e & & & o & & 8 v » 35.42
June 30 .1960 e & & &8 & 0o & ® & & o 39 . 10
June 30.1961 ® & & & & 8 8 & ° & ® 41-00

Source: State Bank of Pakistan,Department of Statistics,.

B - _Administrative Arrangement for the Issue of Currency

The State Bank of Pakistan, as the Note-Issuing Authority is
responsible for the supply of currency in adequate quantity. In order
to meet this obligation, the Bank has developed the necessary
administretive arrangements throughout the country. " At present it is
maintaining four offices of issue,namely, at Karachi,Dacca, Lahore and

Peshawar, and currency chests with (i) the offices of its agents i.e.
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the National Bank of Pakisten and with (ii) Government Treasuries and
gsub-Treasuries et places where there is no branch of the Bank or
its agency. Each office of issue of the Bank is under the charge of a
Currency Officer who is responsible for providing adequate facilities
for exchange of notes and coins to the public at his office and for
maintaining sufficient stocks of notes and coins at currency chests
located in the area lying within his jurisdiction. At present there
are 247 currency chests spread all over the country. nl
The National Bank of Pakistan or the Treasury Offices, as the case
may be, are responsible for the safe custody of these currency chests. These
chests are playing a very importent role in the distribution of currency
throughout the country and have enabled the Government Treasuries or
sub-Treasuries to work with relatively small balances, because
replanishment is possible, whenever they confront a shortage of cash
balances. This procedure of replanishment is done in accordsncs Wwith

an agreement between the Government of Pakistan and the central bank,

C-Changes in Currency Circulation

Changes in the guantity in circulation have been largely
governed by seasonal factors, Pakistan has two distinet seasons,
namely, the busy season, extending generally from November to May
and the slack season, extending from June to October. The demand for

carrency during the busy season usually increases considerably

1.
Ibid, p.37
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as during this period, a greater amount of Pakistan's exportable products
are harvested,moved and marketed and hence a considerable amount of
currency expansion takes place during this period., During the slack period
there is a contraction in currency eirculation, as there is a return
flow of cash to banks,
TABLE 7
INDICES OF SEASONAL VARIATIONS IN

CURRENCY CIRCULATION IN PAKISTAN
(1957 to 1961)

Month Seasonal Index

Jlnu.r? e ¢ s o o o o + » 1009
FebTUary « o » o o o « o o 101.9

April oo o 0 s 0 0 ¢ s 107.4
Hly o o o s ¢ s s o s 106.4
June ® 8 & & o 4 8 o @ 9746
July ® 8 8 o 8 s s o @ 96.5
August o+ ¢« ¢ ¢ o o o o o 95,7
September + « + « s o » . 9546
Qctober « + « « o « o oo 97.2
November « o« « « ¢« o s « 99,3
December o+ o o o ¢« o o o «102,0

Source: Calculated from the figures taken from the United
Nations,Monthly Bulletin: of Statistics(New York:
United Nations,1956-61)
The seasonal changes in currency in Pakistan are elear from
Table 7, The Table shows a peak in April and low in Auguet. It indicates
that the Index of currency in eirculation at the beginning of the

busy season in November was 99.3. It increased steadily from November

to May and reached the level of 106.4.The net expansion from November



to May is approximately 7.1 per cent. The currency in circulation
declined drastically with the start of the slack season in June. It

fell from 106.4 in May to 97.6 in June and to 95.6 in September.

Apart from seasonal variations, the volume of currency in
Pakistan was growing from year to year. The currency in circulation
for the years 1957, 1958, 1959, 1960 and 1961 was Rs,41374 million,
Rs.42561 million, Rs,43638 million,Rs.46154 million and Rs,49117
million respectively. There was a net increase of 2.8 per cent,

5.4 per cent, 11,5 per cent and 16.2 per cent during the sald years.

Apart from the seasonal factors, however, there are several
other conspicuous factors, super-imposed on them, that exert
gimultaneous influences on the volume of currency in circulation in
the country. More important of these relate to the state of over-all
economic activity in the country, the price level, the balance of payments
position, fiscal operations of the Government end banking habits of the
people. The rise in the volume of currency circulation in Pakistan

over the above period may be explained in terms of these factors.

The system of decimal coinage has been introduved, on a gradual
basis in Pakistan, since January 1,1961, Under the new system, the
rupee has been kept the same both in value and nomenclature but has
been divided into 100 equal partsy named 'paisas' as against the division
into 64 pices. The 'paisa' is the smallest unit of currency in the

country. This process of change-over to a full-fledged decimal



coinage system is expected to end by December 31.1963.1

D- Summary and Conclusions

The central bank of Pakistan has the exclusive power of note-
issue in the country. Among the first of its extra-ordinary duties was
the replacement of pre-Partition currency and coinage in eirculation
by fresh and distinctive issues, The operation was highly complex

but the Bank was able to cope with it successfully,

The funection of note-issue is discharged by the Issue Department
of the Bank, Under the existing statutory provisiohs, it is required
that a minimum of 30 per cent of the total assets should be kept in
the form of gold coin, gold bullion, silver bullioh and approved
foreign exchange. In order to provide suf ficient supply of currency,
the State Bank of Pakistan has developed adequate administrative

arrangements throughout Pakistan.

The volume of currenmcy in circulation is subject to seasonal
fluctuations in the country. In the busy season,which starts in November
end ends in May, the demand for currency increases. As a resultya
substantial currency expansion takes place. The currency in circulation
in 1957 was in the order of Rs.41374 million and in 1961 it inereased
by R8.7743 million i.e. by 16.2 per cent, The Government of Pakistan

introduced decimal coinage in the country with effect from January 1,1961.

1
° State Bank of Pakistan,Report on Currency and Finance 1960-61,
Op.cite, p.59



CHAPTER IV

CREDIT POLICY OF THE STATE BANK OF PAKISTAN

e ————————————— e ——

wCredit is an essential part of monetary management, It plays a
predominant role in the settlement of monetary and business transactions
of all kinds, and thus represents a powerful force for good or evil,

It ie thus universally accepted that the creation and distribution
of credit, under the existing intricate economic organization,should
be subjected to some form of regulation and control. The social and
economic consequences of severe fluctuations in the purchasing power
of money and in business activity during the past forty years have
further emphasised the need for the regulation of credit in one form

1
or another."

In a developing country which had to start from scratch, the new
social,political and economic institutions which came into being
have had to shoulder more then ordinary share of the burden to fulfil
the tasks assigned to them, The State Bank of Pakistan was no exception,
As the central bank of the country it was its duty to regulate monetary
and credit systems in the country.In addition to this, the central
bank was responsible to promote the growth of the economy so as to
gecure the fuller utilization of country's productive resources.

For all these purposes, the central bank of Pakisten has been provided

]"G.P.Gupta, The Reserve Bank of India and Monet Management
(Bombay,Asia Publishing House,1959) D.73
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with wi '@ powers of credit control.

A - Statutory Authority of the Bank

As the central bank of Pakistan, the State Benk is entrusted with
statutory responsibilities for regulation of the monetary and credit system
in the country. In trying to achieve its objectives, the State Bank estebli-
shes what credit polices it deems to be in the national interest. It also
supervises the working of credit agencies with a view to ensuring sound

and efficient lending in the public interest.

The State Bank of Pakistan Act, I956 has provided adequate powers to
the Bank for the use of all traditional weapons of credit control. Three
ma jor quantitative instruments of credit control embodied in the said act
are the following:-
1) Bank Rate Mechanism;
ii) Open Market Operations; and

iii) Variable Reserve Requirements.

Besides these quantitative instruments, there are certain qualita-
tive credit control devices which may be used by the State Bank of Pakistan
under the provisions of various enactments. It is the duty of each banking
company to observe the central bank's instructions. The State Bank is
empowered to give directions %o the commercial banks as to ;-

i) the purpose for which advances may or may not be made;
ii) the margin to be maintained in respect of secured ad-
vances.
iii) the types of transactions into which commercial banks

may enter; and
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iv) the rate of interest to be charged on advances.

The main objective and duty of the State Bank of Pakistan is to
geek to achieve and maintain reasonable financial stability in the country
through control of the cost and availability of credit. Its erdit control
policy is directed toward the economic development of the country which

is discussed in detail in the last chapter.

(B) Credit Control Poliecy of the Bank

The primary methods available to the State Bank of Pakistan for
regulation of the volume, as distinct from the allocation, of credit are
the bank rate, open market operations, and variable reserve requirements.
(a) Bank Rate

By offering rediscounting facilities, the State Bank of Pakistan
provides the member-banks with additional means for the conversion of

certain of their earning assets into cash in times of need.

The bank rate was used as a tool of credit control only once in the
history of the State Bank of Pakistan to date. In October I958, when Martial
Law was imposed in the country, the Government of Field Marshal Mohammad
Ayub Khan stopped deficit financing and took several steps to check the
inflationary trend in the country. It was considered most apporprite at that
time to raise the bank rate as to support the anti-inflation policy of the
new Government. As & result, the bank rate was raised for the first time from
3 percent to 4 percent from January I, I959.Since then the bank rate has

remained unchnnged.I

I.

State Bank of Pakistan, The State Bank of Pakistan, Its Growth, Functions.
And Organisation.Op.cit., pp. 67-68.




(b) Open Market Operations
Open market operations, in the context of monetary policy, relate to

the dealings in securities in the market with a view to regulating the supply
of money. In I95I, the Bank purchased a fairly substantial amount of secur-
jties from the market to enable the banks to meet the increased credit needs
arising from the Korean War boom. Open market operations in substantial
volume were also undertaken during the year I958-59 as an anti-inflationary
measure . The net sale of Government securities by the Bank during this

period amounted to Rs. 45.I0 mill:l.on.:l

(e} Reserve Requirement

Minimum ressrve requirements were originally introduced to
achieve three objoctivoa:2
i)"to ensure the liquidity and solvency of individual banks and
therefore, of the banking system as a whole;"
ii) to supply the central bank with adequate resources for its local
operations;
iii) to provide the central bank with resources to keep the volume
of money and credit in the economy under control.
Howewer, with the passage of time, the first two objectives are
considered less important than the third one. The main purpose of legal

mimimum requirement is to provide the central bank with an additional

l"S'cm:e Bank of Pakistan, Report on Currency and Finance, op.cit
(Karachi: State Bank of Pakistan,1958-59) D.37

ZeG,P,Gupta, op.cit.;pp.155-56



tool of credit control.

Under the original State Bank of Pakistan Order of 1948, every
scheduled bank was required to maintain with the State Bank of Pakistan
a balance, the amount of which at the close of business on any day was
to be not less than five per cent of its demand liebilities and two
per cent of its time liabilities in Pakistan. By an amendment to the
Order in 1949, which has been incorporated in the State Bank of Pakistan
Aet,1956 (Section 36), the central bank of Pakistan has been empowered
to vary this ratio by notification in the official Gazntto.lIt would thus
be observed that under the existing legislation no maximum is specified
for the reserve requirement. It can be varied to any extent to suit the
exigencies of varying situations. But in the context of the country's
economic development, the State Bank has not =0 far considered it necessary
to use this quantitative instrument of credit control. The prescribed
ratio has remained unchanged since the inception of the State Bank

about fifteen years ago.

According to a news breadcast from Redio Pakistan on July 26,
1963, the Board of Directors of the State Bank of Pakistan has decided
that all commercisl banks are required to maintain a balance of five
per cent for both time and demand liabilities with immediate effect.
This is for the first time in the history of the State Bank of Pakistan

that the reserve requirements have been changed in order to check

State Bank of Pakistan Act 1956, Section 36(2).



inflationary tendencies in the country.

(d) Qualitative Credit Controls

It has been observed that the State Bank of Pakistan has preferred to use
gqualitative instruments of credit control than quantitative measures,
as these measures are most suitable for Pakistan in view of its under-

developed economys

The State Bank d4id not impose any restrictive measures till
S8eptember 1949, as the conditions prevailing at that time demanded no
interference by the central bank, There was no inflationary tendency in
the country due to a liberal import policy and insufficient credit facilities
after the partition of the sub-continent of India and Pakistan, It was
rather considered desirable that the credit facilities should be expanded
in the country so as to give a push to the economy. Thus it was the duty
of the central bank of Pakistan to provide facilities for the urgent
needs of the businessmen which encouraged credit expansion in Pakistan

during this period.

In September 1949, the Covernment of Pakistan did not devalue its
currency with the devaluation of Sterling. This encouraged importers and
huge import orders were placed with borrowed funds. This resulted in diverting
a sunstential amount of credit from the export business to the import
business and the éxport trade suffered greatly. The State Bank considered
these activities of importers a direct threat to the foreign exchange

reserves of the country and imposed various restriction aiming at two things:
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i) improving the balance of payment situation; and
1i) checking the speculative tendencies in stock exhangest
In order to check the increase in import§ the State Bank,in 1950,

asked the banks that letters of credit opened by importers should be
covered by a deposit of at least 35 per cent of the value of imported
goods, This limit of 35 per cent was later raised to 75 per cent.
" These orderswere soon reinforced by a circular issued by the Bank in
September 1950, impressing upon commercial banks the necessity of providing
adecuate credit facilities for the export trade. They were advised
to review the existing credit limite with a view to reducing them
whenever possible, and also to exercise extreme care in sanctioning new

1imits so that funds could be released for finaneing the export trado-“a

The Korean Wer brought a great boom in the export business
of Pakistan and the prices of cash crops (namely,Cotton and Jute) rose
considerably. This resulted in a substantial increase in money supply
due to an improved balance of payment position and increased bank
eredit ( which was Rs.85 million in 1949-50 and rose to Rs.491 million
in 1950—51)? Hence Pakisten was facing the threat of inflation. In order
to make credit restrictions more effective, it was decided by the
bank that advances against stocks of imported goods should not exceed
50 per cent of their values and unsecured advances were not allowed

to be made to the importers. In November 1952, when the Open General

1.
Muhermad Uzair,Some Aspects of Bank Credit in Pakistan (Karachi:
Institute of Public and Business Administration,1959) p.26

2e
State Bank of Pakistan, The State Bank of Pakistan:Its Growth,Functions
and Organization; op.cit., P.64.

3.
Andrus and Mohammad, op.cit.,p.366
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Iicense (OGL)was suspended, it was thought that these restrictions were

not needed and were withdrawn.

The suspension of Open General License diverted funds from the
import trade to the stock market and there developed intensive
gpeculative activity in Stocks, "the State Bank, in June 1955, directed
banks to refrain from making advamces against the gsecurity of shares
of a company in anticipation of their allotment unless the borrewers
mede a cash deposit of 50 per cent or more of the application money.
They were also asked not to make unsecured advances to borrowers seeking

to apply for allotment of shares in a company." 1

Due to increased Government spending and restricted imporis,
the country was facing inflation. In order to check the inflation, the
central bank asked the banks in June 1957 that advances should be made
only to the extent of 60 per cent of the value of imported manufactured
goods, bullion, food grains and oil-seeds, The main purppse of these
restrictions was to channel the credit to more urgent and essential
purposes. A circular letter was issued to all benks regarding these restrieti%ns.
Meanwhile, the Authorized dealers (eppointed by the State Bank and required
to hold a license to deal in foreign exchange) were also directed that

letters of credit should be opened only when the importers can deposit

—

At the time when the OGL was in practice, there were no import restrictions
in Pekistan.

1.
State Bank of Pakistan, The State Benk of Pakistan:Its Gwowth,
Functions and Organization, op.eit.,p.66

2
*State Bank of Pakistan, Circular No.BCD (1)4/16-57 (Karachi: State
Bank of Pakistan,June29,1957)



15 percent of the value of the import bill. These restrictions were imposed
in order to prevent the banks from channelling their loans for non-seasonal
finance. These restrictions of the central bank were gquite effective and
such advances declined by I3.78 percent by May, I958. In January, 1958,
the Bank imposed additional restrictions and asked the banks not to advance

more than 60 percent of the market value of shares of Joint Stoek Companies,

"These restrictions achieved considerable success in curbing bank
advances for speculative purposes, and were withdrawn only after the
promulgation of Martial Law in October, I958, when, owing to a wvigorous
drive launched against hoarding, black marketing and smuggling, the Price level
showed a perceptible downward trend making it un-necessary to keep these

I
restrictions in force any longer."

The State Bank of Pakistan in January. 1960, used another method of
selective credit control when it was observed that there was a great amount
of credit extended against sharesy In ordey to prevent this tendency, the
Bank instructed the commercial banks that credit should only be provided
against newly floated shares if 50 percent of the price was provided by
the prospective subseribers from their own resources. They were further
direted to restriet their advances against imported manufactured consumer

goods upto the 60 percent of the value of such goods. Unsecured loans

I.

State Bank of Pakistan, The State Bank of Pakistan, Its Growth, Functions
And Orgenisation, op.cit., p.65.




for imports were stopped altogather. A limit of Rs. 50,000 was placed for
secured advances to a single party. In oreder to protect the small importer
advances upto Rs. 25,000 were exempted from the 40 percent margin requireme~
nt. Further relaxation was given to East Pakistani traders in April, 1963

g0 as to encourage the development of that wing of the country. In August,
196I, the restrictions imposed in connection with advances against shares

of compenies were withdrawn.

Though the State Bank of Pakistan enjoys wide powers of credit con=
trol in the country, yet the scope of these controls is limited due to lack
of a developed money market. The Bank rate tool is not very effective as it
is not capable of producing the desired effects and also the instrument of
open market operation is not used frequently due to lack of a well- devel-
oped bill market. In addition to this, we should not forget that the market
for Government securities is very limited and passive. Only institutional

investors hold these securities.

The State Bank of Pakisten has relied mainly on moral susion and
consultation with commercial banks and also on qualitative controle in
oler to achieve its objectives of credit control in the country. It is
interesting to point out that the commercial banks have always shown great
co-operation with the central bank of Pekistan in order to control credit

in the country.

(C) The Structure of Cpedit in Pakistan
(a) Agriculturel Finance

Agriculturalist in Pakistan ordinarily do not have sufficient
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capital of their own to finance production and marketing, and have to
borrow from whatever sources are available to them. The supply of
institutional credit is not adequate and Government rund: available for
agricultural loans are 1imited. Hence recourse has to be made by farmers
to individuals like relations end friends, landlords, money-lenders and

merchants.

Institutional credit in Pakistan occupied rather a major position.
No commercial banks existed in the rural areas in pre-partition days, nor
did they lend against land or fixed assets. Moreover, they were fully
occupied with commercial and indutrial eredit, and were not interested
in agricultural rinnncaf The eco-operatives advanced I3 to I4 percent of
loans in West Pakistan, while in East Pakistan they were mostly in-operative
and advanced only a nominal ( 0.6 percent ) amount of rural credit? Thus,
the lack of agricultural finance was provided by the sources, such as,
relatives, friends, landlords and merchents, while the rest was provided
by the Government, the co-operatives and the banks. The traditional money-
lenders disappeared from Pakistan with the migration of the professional
money-lending classes after Indepedence in I947. Although their rate of
interst were usurious and the methods questionable, they used to play a

role which would otherwise have remained unfilled. A new class of indigenous

money-lenders is now coming into existence although their number is not

e
The Central Agricultural Ministry and Departments of Agricultural in the
two provinces provide loans to farmers on & limited scale.
I.
Government of Pakistan, Credit Engulg* Commisgsion Report,( Kearachi: Manag
-er, Covernment of Pakistan Press, 1960 ). pp. 8-I0.
2. '
Ibide, P. I0.
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yet large and the volume of their operations not important.Merchants and
cormission agents, who arrange the marketing of the produce,play a limited
part in financing agrieulture, particularly in the course of marketing
operations.They often advance short-term loans a few months before

harvest on the condition that the produce will be sold to or through themet

The other importent feature is that relations and friends,
inecluding the farmers and land-lords provide almost two-thirds of agricultural
credit, generally without interest.” While the spirit of the felow-feeling
and mutuel help is appreciated, there is growing tendency of demanding
the mortgage of land as security for loans. There is often a provision
that in case of failure to repay within e stipulated period, the land
would be transferred to the oé;ditor.As the borrowers are usually small
holders and agriculture very much depends on the vagaries of nature, a
a number of them default. This results in the transfer of land to the
creditors, who might originally have been sympathetic to the needs of
their friends and relations but ultimately dispossess the borrower of his
land. Being interest-free, such loans are highly attractive: a serious
problem is, however, bound to arise if these become common and ultimately
result in the small farmer losing his agricultural holding and becoming
a landless peasant, In the past, land-lords and proprietor also provided
some credit to their tenants both in cash and kind. With the introduction

of land reforms, there is a danger that land-lords may not be interested

1
*State Bank of Pakistan, Twelve:Years of Banking in Pakistan opecit.

.16
plg.

Covernment of Pakistan,Credit Enquiry Commission Report, op.cit.
P9 -



in advancing agricultural loens in future. Therefore,the sources of credit

may dry up in the course of time.

Agricultural loans are granted by the Government under the Land
Improvement Loans Aet of 1883 and Agriculturasts Losns Act of 1884.%
The former is to cover long-term loans for the improvement of land on
permanent basis, and, under the latter, short-term loans are granted

for current asgricultural needs,

Institutional credit for agriculture,to whatever extent it is
available, is provided mainly by the co-operative Societies. In West
Pakistan, from 1947 to 1957, the number of co-operative societies has
increased from 245,994 to 375,276, According to the Credit Inquiry
Cormission, seven per cent of the rural families are served by primary
agricultural credit societies of the country's population living on
agriculture.?It would seem therefore,that although the co-operative
movement is more than 50 years old in the Indo-Pekistan sub-continent
and almost all the co-Operative in the past took place in the credit field,
it has not succeeded in making a real contribution to the provision of
eredit. The lack of suitable training facilities for the eo-operative
staff and workers, and even insufficient appreciation of the co-operative

principle and philosophy have resulted in the slow progress.

The State Bank of Pakistan is charged with special responsibility

in the field of Agricultural Credit. It has created an Agricultural Credit

l'Ibid,p.14

2,
Ibid,p.25
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Department., The functions of the Department aro:l

1) to maintain an expert staff to study all questions of
agricultural ecredit and available for consultation by the
Central Government, Provincial Governments,Provincial
Co-Operative Banks and other bankingg organizations;

11) to co-ordinate the operations of the bank in connection with
sgricultural credit end its relations with the provineial
co-operative banks and any other organization engaged in the
business of agricultural credit; and

1ii) to provide finance to farmers through extention of credit to
the co-operative banks and other agencies doing business in

the field of agriculral credit.®

In 1951, the State Bank of Pakistan /i°@reating the Agricultural
Development Finance Corporation (ADFC) but the Corporation was not successful
in the beginning of its existence. In order to strengthen the institutional
frame-work in the field of agricultural credit, the State Bank of Pakistan
helped in establishing the Agricultural Benk of Pakistan (ABP) which
came into being in 1957. The Agricultural Development Finance Corporation
and Agricultural Beank of Pakistan were merged into one orgamisation
in 1961 on the recommendation of the Credit Inquiry Commission

and is now known as the Agricultural Development Bank of Phkiatan.(ADBP)’

1
*State Bank of Pakistan Act,1956,Section 8(3).

2.
State Bank of Pakistan, Twelve Years of Banking in Pakistan,
Opecite,Pel?

Beg,A.Meenal ,Credit and Monetary Situation in Pakisten,(Karachi:
State Bank of Pakistan,1962) .37 -
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The State Bank of Pakistan is playing a very important role in
the field of agricultural credit in the country. During the period
1959-60, the total agricultural eredit provided by different agencies was
RS.186,60 million and over 47 per cent of this amount was providedd
by the State Bank to these agencies. In 1960~-61 and 1961-62, the State
Bank provided 80 per cent and 86 per cent of the total loans paid by
Agricultural Bank of Pakiatnn.llt is clear from this discussion that
the central bank of Pakistan has a big share in the provision of

agricultural eredit in the country.

The Agricultural Development Bank of Pakistan extends credit
in cash as well as in kind to fermers amd ' to cottage industries too.
The checking facilities are provided by the bank in rursl areas and
farmers have access to the facilities 6f fixed deposits and savings bank
accounts extended by the bank to them, It has been reported that the rate
of interest (five per cent per annum) charged by the Agricultural
Development Bank of Pakistan is one of the lowest in the world in the area

of sgricultural credit?

* During the calender year 1961, the Agricultural Development Bank
advanced loens amounting to Rs.68,50 million as compared to Rs.60,20
million in 1960 and R8,21.90 million in 1959. During the first three
months of 1962, a sum of Rs,22,30 million was advanced. At the time of

merger, the Bank had 47 branches , five sub-branches and 22 pay-offices

1o 1bid.,pp.38-39

2+ State Bank of Pakisten, Twelve Years of Benking in Pakisten,
Opecit.,p.33
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spread all over the country, After the merger, the existing branches and
pay offices were re-organized. At present it has 93 offices of which

51 are located in West Pakistan and 42 in East Pakistan.™ 1

(b) Industrial Fimance:

Funds are needed for fixed capital and working capital
requirements in the field of industry. There are various lending
agencies in Pgkistan which are engaged in the area of industrial credit.
Industrial working capital is amply provided by commercial banks,
co-operative banks, Provincial Government Department of Industries,

Insurance Companies and specialized credit agencies.z

The role of commercial banks in industrial credit is limited due
to the nature of commercial banks operations, Demand deposits dominate
in the structure of their deposit liabilities and the banks generally do
not willingly extend credit other than short-term loans to industries.
It has been estimated that the commercial banks' share is 10.6 per cent

of total working eapital invested in industries in the eountry;ai

The Central Ministry of Industries and Provincial Departments
of Industries do provide credit for the medium end short-term needs

of various industries but their role is very limited in this direction.

d
°*Pakistan Fublications,Pakisten 1961-62 (Karachi: Ferozesons Ltd.,
1962) p.31

Zegtate Bank of Pakisten,Twelve Years of Banking in Pakistan, op.cit.
P.18

3.
Ibid,p.19
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The role of Insurance Companies is also negligible and they generally

invest in Government Securities.

The Pakistan Industrial Finance Corporation (PIFCO) came into
being in 1949 with the object of meeting the medium and lond-term
requirements of industries in the country. The Corporation has
played a very important role in the industrial development of the
country through the extention of eredit to many induBtries. It has
been engaged in providing ecredit in the emount of Rs.270 million during
the 12 years of its existence, ending on 30 June 1961, to a wide range

of industries in the private sector of the economy.l

The Credit Inquiry Commission recommended the re-organiztion
of the Pakistan Industrial Finance Corporation and from July29,1962
the Corporation was re-named as the Industrial Development Bank of
Pakistan. The Bank is charged with the responsibility of providing medium

and long-term credit to various industries.

The Pakistan Industrial credit and Investment Corporation (PICIC)
is another important lending agency in the area of industrial credit.
It was created in 1857 with the special responsibilty that the agency will
not only provide loans but will also take active part in equity capital
and will encourage and co-ordinate the foreign capital in Pakistan,
Private investors from U.S.A., U.K,,Canada, Japan and West Germany

hold 40 per cent of the shares of the Corporation and the remaining

1,
Pekistan Publications, Pakistam,1961-62, op.cit.,p.30
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60 per cent shares are held by Pakistani citizens,t

There is no fixed rate of interest charged by the Corporation but
terms and conditions are decided on the basis of each application,
"Total commitments since the inception of the Corporation upto the end
of 1961 amounted to Rs,202 million in respect of 202 projects of which
the equiwalent of R8,169.,40 million were in foreign currencies and Rs,
30480 million in local currency, In addition to the above, loans aggregating
R8.57.30 million for 30 more projects were sanctioned but loan agreements
had not been signed by December 31,1961“2The Industrial Credit institutions
are receiving loans from the State Bank of Pakistan on a continuous credit
line basis, which is sanctioned by the Bank according to the needs of

these institutions from time to time,
(¢) Other Forms of Credit

(1)Real-Estate Credit:" The construction of new houses was relatively
neglected in the Indo-Pakistan sub-continent during the War years, The
demand for housing facilities,on the other hand,continued to grow
rapidly during period on account of increasing population, war time
inflationary pressures and accelerated urbanization. While Rent Control
Acts adopted in various big cities provided relief to the middle class
urban dwellers, little incentive was left for new construction or even

for proper maintenance,™>

1o Ibid p.30

3e
State Bank of Pakistan, Twelve Years of Benking in Pakistan; op.cit,
Pe43d



The Partition of the sub-continent made the housing problem very
acute, Millions of refugees¢crossed borders from one country to another,
In order to meet this challenge, the Government of Pakistan created an
organization known as House Building Finance Corporation (HEFC) in
November 1952, for extending credit facilities for the construction of
houses, Beside this Gorporation, such facilities are also provided by
a large number of registered co-operative housing societies throughout
the country. The Government of Pakistean and some semi-publie
organizations also extend credit to their employees for the construction
houses. The Gorporation has so far provided credit facilities in 70

ma jor cities of Pakistan,

ii)Commereial Credit: Smadl firms have difficulty in meeting
the security requirements of lending institutions, In Pakistan, the small
borrowers under suchidifficulties have to depend wupon the merchants
or the middle men for credit, who charge high rates of interest, While
the small businessmen is gradually emerging in the commerecial field,
the difficulties in the way of his getting all the credit which he
needs, still persist. The Credit Inguiry Commission has reported that
at the end of March 1959, 63 per cent of bank advances were given to
only 222 parties invglving Rs,100,0000 and above. In contrast to this,
advances upto Rs,25,000 to small traders were only 5,6 per cent of
total bank advances, But it is interesting to point out that the State
Bank of Pakistan, through consultation with and co-operation of banks,

has tried to narrow down this gap between these two extremes, The results
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are quite encouraging and by the end of March 1962,the number of loan
accounts below Rs,25,000 had increased from 37,275 in March 1959 to
71,802, The percentage of such loans to total loans has also

increased from 5.6 per cent to 8.4 per cent during these three years,
Though during the same period, the number of loan-accounts consisting

of Rs,1000000 advances have increased from 222 to 333, the percentage

to total advances has decreased from 62.7 per cent to 56.6 per c.nt.l

It is hoped that this trend will continue and with the opening of many
bank brahches in the rwral areas, this will change the loan distribution
in the country. The leading banks. of Pakistan are making great efforts
to bridge this gap and are extending their full co-operation in this

direction.

(111) Consumer Credit: There is a constant demsnd in Pakistan
for funds to meet personal expenditure on social activities, litigation,
education, illness and house repair. This demand is mostly met through
non-institutional sources of credit, as commerciel banks in Pakistan

generally do not provide facilities for consumer credit.

D- Summary and Conclusions

The State Bank of Pakistan, as the central banking authority
in the country, enjoys wide powers of credit control and has the
statutory responsibilities for regulating the monetary and credit

system in the country, Beside the traditional weapons of eredit control

de S.A.Meenai, ops.cite , DPp.84-89
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the central bank of Pakistan has been given extensive powers of qualitatiwe
credit control. Inspite-of so much powers, the State Benk is hindered in
the implementation of its credit control policies by want of a well-
developed money market in Pakistan, Due to this obstacle, the Bank has
made efforts to achieve the objectives of its credit policy largely
through moral suasion sand consultation with commercial banks end also

through qualitative control from time to time.

The central bank of Pakistan has established an Agricultural

Credit Department. During the period of 1959-60, the total agricultural
credit provided by different agencies was Rs,186.60 million and over 47

per cent of this amount was provided by the State Bank to these agencies,
In 1960-61 and 1961-62, the Bank providedd 80 per cent and 86 per cent

of the total loans extended by the Agricultural Bank of Pakistan. The
Agricultural Bank of Pakistan(now Agricultural Development Benk of Pakistan)
receives loans and advances from the State Bank of Pakistan through a

line of credit by the Bank from time to time,

The Pakistan Industrial Finance Corporation* has contributed
greatly in the field of industrial credit during its 13 years of
existence in the order of Rs.270 million. The Pakistan Industrial Credit
and Investment Corporation (1957) hes made total commitments since its
inception upto the end of 1961 amounting to Rs,202 million, Out of this
amount, the equivalent of Rs8.169.40 million were in foreign exchange.

These Corporations ( The Pakistan Industrial Finance Corporation{PIFC)

%
After re-organization in July 1961, the Corporation was merged in
the Industrial Bank of Pakistan (IDBP),



-57=
and the Pakisten Industrial Credit and Investment Corporation -PICIC)
are given loans and advances by the State Bank of Pakistan through a

continuous line of credit,

The House Building Finance Corporation(1952) has so far extended
credit facilities to 70 major cities of Pakistan;a line of credit by
the State Bank is alweys at its disposal for extension of loans, Efforts
are made by the State Bank of Pakistan to meet the needs of small borrowers
Consumers' credit granted by the banksis insignificant and such needs

are met from non-institutional sources.

s okesok ok ok ko Kok ok o



CHAFTER V

' AND POLICY IN PAKISTAN

A- The Bahaviour of Money Supply in Fakistan

It has been observed that people in Pakistan have a great
preference to the use of currency over the deposit money. This is mainly
dae to the lack of banking facilities and the lack of appreciation
of the use of deposits as a meens of payments. Consequently, it has been
very difficult for the central bank of Pakistan to exercise effective credit
control by regulating the credit institutions, more particularly of

commercial banks,

The money supply, as used here, is composed of currency in eircu-
leation ( which is arrived at by deducting currency held by the State Bank
of Pakistan and currency in the tills of scheduled banks from currency
outstanding at a specified date ), demand deposits of the private sector
and other deposits with the State Bank of Pal:.istan::K Table 8 shows the trend
of money supply in Pakisten. The total money supply was Rs. 2634.90 million
on December, I948, and Rs. 5761.80 million in December, I959 as compared

with Rs. 6095.30 million in July, I962.

' 3

The 'Other Deposits' with the State Bank of Pakistan's are the deposits
of the Central and Provincial Governments excluding I.M.F. Account No. I
and special U.S. Commidity Aid Accounts.
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H.vdu”m 8 P
Gurrency Depogits
Held by In Tills Currency Cther
Currency State Bank of in Demand Deposits Money Suppl
Last Friday Outstand i of Schednled Circulation] Deposits with (4L +5 +6
Pakistan Banks (1-=-3) (General) S.B.P, &
1 2 3 4 5 & 7

December, 1948 176,37 2,37 3,21 170, 89,17 3953 263,49
December, 1949 181,07 3,19 3,93 173,94 38,03 4545 07,02
December, 1950 209,99 8T 5,06 199,19 90,72 3,34 293,25
December, 1951 260,1 6,23 7,16 246,74 119,03 4y Q1 369,78
December, 1952 225,97 4580 6,08 215,08 102,27 3549 320,84
December, 1953 245,39 Ls25 3,96 237,18 115,1L 2,10 354,42
December, 1954 271,84 8,20 5548 257,46 117,04 5,87 380,37
December, 1955 312,25 8,35 4395 292,95 132,63 5235 436,93
December, 1956 365,05 10,34 8,10 346,61 14,97 2,69 492,27
December, 1957 373,58 7,02 8,7 358,30 156,21 8,85 523,36
December, 1958 390,39 7,62 8,57 374520 170,38 5,14 550,20
December, 1959 398,07 7,98 5,67 384543 187,13 4yCR 576,18
December, 1260 433,32 6,83 8,25 18,2/ 193,28 470 €16,22
July, 1961 401,76 17,80 6,79 377,17 201,78 4yT3 583,68
August, 1961 396,80 15,75 7599 373,96 201,13 4y82 579,91
September, 1961 391,83 13,36 7,28 37,19 201,88 4y85 577,92
October, 1961 396,84 13,94 7,00 375,29 202,74 5,0 583,69
December, 1961 428,92 12,34 1135 405,42 210,00 5,12 620,54
January, H@ON 433,99 13,42 8,97 412,04 206,91 419 623,54
February, 1962 429,07 15,65 8,13 405,29 213,37 Lold, 622,30

March , 1962 429,19 16,67 7,60 404,92 215,93 411 624,96

April, 1962 426,18 7,76 7,38 400,54 209,83 4416 €14,57 |
May, 1962 425,89 18,12 8,20 399,56 211,07 Lylids 615,07
 June, 1962 410,88 14,31 9,52 386,54 219,01 4y53 610, 4§
.Hmw.n 19¢€2 403,37 uur,mu 98 8,23 380,66 Nh.‘nn._ 4 uOm.». s 83 £09,53

# Provisional.

:zu.u lacs =1 million

Source; State Bank of Pakistan Bulletin, September, 1962, p. 69

@ kxcluding I.M.F, dccount No, 1 and Special U,S. Commodity Aid Accounts,



-60-

Table 9 shows the yearly rate of expansion or contraction of

currency in ecirculation and deposits in Pakistan.

TABLE 9
CURRENCY IN CIRCULATION AND DEPOSITS IN PAKISTAN

(December 1948 to December 1961)

Currency Expension(t) Expansion (+) Changes in
Last Friday in Deposits Total Money
Circulation Contraction(—) Contracthon(-) Supply,
December,1948 1707.90 - 927,00 - -
December 1949 1739.40 (+) 31,50 930,80 (+) 3.80 (+) 35.30
December 1950 1991,90 (+) 252,50 940,60 (v) 9.8 (+) 262.30
December 1951 2467,40 (+) 475.50 1230.40 (+) 389.80 (+) 865,30
December 1952 2150,80 (=) 316,60 1057.60 (-) 172.80 (=) 489,40
December 1953 2371,80 (+) 221,00 1172,40  (+) 114,80 (+) 335,80
December 1954 2576.60 (+) 202,80 1229,10 () 56470 (+) 259,50
Decamber 1955 2989,50 (+) 412,90 1379.,80 (+) 150,70 (+) 563.60
December 1956 3466,10 (+) 476.60 1456,60 (+) 76.80 (+) 553.40
December 1957 3583,00 (+) 116,90 1650.60 (+) 194,00 (+) 310,90
December 1958 3742,00 (+) 159,00 1760,00 (+) 109,40 (+) 268,40
December 1959 3844,30 (+) 102,30 1917.50 (4) 157,50 (+) 259,80
December 1960 4182,40 (+) 338,10 1979.80 (+) 62,30 (+) 400,40
December 1961 4054,20 (=) 128,20 2151.20 (+) 171.40 (+) 43,20
Total Expansion
1{;2:; 1948-to (+) 2346.30 (+) 1324,20 (+) 3670.50

Source : Derived from Table 8,
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The average rate of expansion of currency, deposits end total money
supply during the period of I3 years ( i.e. 1948 to I96I ) is I4.9 percent,

79 percent and 6.3 percent respectively.

Tables 8 and 9 show that the currency outstanding more than doubled
within a period of ten years ( i.e. 1948 to 1958 ). The tremendous expansion

in money supply is due mainly to the following factors :-

i) Defieit financing ;
11) Korean War Boom; and

iii ) Increasing banking habits,

The Central Eovornment incurred a fiscal deﬂ::t during the First
Five Year Plan period. During th:‘iooond Five Year Plan a deficit of
Rs. I000 million has been proposed. So it is clear that defiecit financing
is a major cause of the expansion of money supply in Pakisten. Table 9
shows a sharp increase of Rs. 865.30 million in the total money supply by

December, I95I. The main reason for this rise was the favourable balance

of payments position made possible by the Korean War Boom.

The sudden end of the War brought a slump in Pakistan's exports,
During the year I952 and I953, the supply of money increased at a decreasing
rate. The subsequent years witnessed a constant increase in money supply due

to rising capital expenditures by the Government of Pakigtan.

—

1955-60.
L2

I1960-65.
Hokk

The policy of the present Government of Ayub Khan is to discourage
defieit financing.
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(B) C es in Money Su and its dterminants

Table IO provides a balance sheet analysis of changes in money supply

from I955-56 to I96I-62.

As is revealed by Table IO, changes in money supply, were brought

about by four main groups of factors which may be identified with:-

1) Domestic Private Sector;
1i) Government Sector;
111) Foreign Sectorj and

iv) Other Factors,

The Domestic Private sector as a source of monetary changes indicates
changes in the scheduled bank advances to private sector and their
investments in private securities. The net position in the domestic
private sector is arrived at by meking adjustment for shifts to time
deposits, Ggvernment sector shows credits obtained by the Central and
Provincial Governments firom scheduled banks and the State Bank of Pakistan
adjusted for the changes in their cash balences. Further adjustment is
made for changes in counterpart funds i.e. funds against the sale of
commidities receiveed under the U.S. Aid. The foreign sector indicates
changes in State Bank of Pekisten's holding of gold and foreign assets
and authorised dealer's foreign balances. ' Other factors ' is in the
nature of a residual balancing item and represents other minor factors
which have some influence on the level of money supply but are not of

sufficient importance to be seperately classied.
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Tzble 10

The Detormingnts of Changes in Money Supply
1965 - 1962
(1955 - 1962) (Rupees in crores)*
1955 -56 1956-57 1957-58 1958-59 | 1959-60 1960-61 1961-62

Changes in Money Supply +65.34 + [5.40 + 35.14 +19. + 29,60 +2.57 +22.35
Det,erminants of Changes
Expansion (+)
Contraction (-)
1. Domestic Private Sector +9,95 + 23,70 + L.15 - 0,42 + 35,75 + ,1.65 + (9,02

Adjustment for shift to time

Deposits o A - 0.48 - 13,16 - 5.32 - 19,26 - 28,15 - 27.9
Net Private Sector + 5,51 +23,22 - 9,01 - 5.74 + 16,49 +13,50 + 41,06
2. Govermment Sector + 32,15 + 86,21 + 70,65 +25,03 +12,40 + 37.20 - 11.41

Ad justment for accumulation

of counterpart funds. - 15,52 - 4461 - 3.58 = 2,68 - 15.7 - 26.41 + 40.37
Net Government Sector +16,63 + 41,60 +67.07 +22.35 - 3.39 +10.7° +28,96
3. Foreign Sector * Lo A5 - 21,71 - 28,23 12,17 + 22,02 - 11,95 - 7.90
4o T1.B.R.D. Indus A/C = = - - - = - 18.61
5., Other factors - 1.25 + 2,29 + 5,31 - 2,99 - 5.52 - 9.77 - 21,16
Total Expansion +65.34 + 45.40 + 35.14 49,7 + 29,60 + 2457 + 22,35

Source: State Bank of Pakistan letter No. Dr-Ms/48/2847-63

# ] Crore =10 millions.

dated 30th April, 1963.
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There was a net expansion of Rs.653.40 million in the money
supply during the 1955-56 as indicated by Table 10. The factors responsible
for such a huge increase in money supply are inereasing economic
activity on account of industrialization,an impressive inerease in the
private investment and increased developmental expenditure by the
Government of Pakistan. Another importent factor which was responeible
for the impressive increase of money during the year 1955-56, can be
jdentified with the increase in the rupee price of important exports.

The net expansion during the year 1956-57 in the total money supply

was in the order of RS.454,00 milliom. The domestic private sector

and the Government sector are two main groups which have an expansionary
{nfluence on the money supply, which amounts to RS.648,20 million but
there is contradictory effect of foreign sector to the extent of R8.217.10
million. In the year 1957-58, the Government sector had an expansionary
effect of R8.670,70 million while here was a contractionary influences
of Rs,90,10 million and Rs,283,30 million by the domestie ' private

sector and the foreign sector respectively.

Money supply recorded an increase of Rs,197.90 million in the
year 1958-59 which compared with an expansion of Rs,351.40 million in
the year 1957-58, During this period the rate of monetary expansion slowed
considerably. This took place despite the fact that the foreign sector
exerted an expansionary influence of Rs.121,70 million during this
period in sharp contrast to the contractionary influences of R8.,217.10
million and Rs,282,30 million in 1956-57 and 1957-58 respectively.

The decline in the rate of increase of money supply was a result mainly
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of a marked improvement in Government finances. The net expansionary influences
of the Government sector amounted to Rs.223,50 million only as compared
to R8.416,00 million and Bs,670,70 million in 1956-57 and 1957-58

respectively.

"A continuous rise in money supply since 1955-58 has been a major
source of concern. The uncontrolled rate of expansion which continued
in the succeeding years had to be arrested by the introduction of several
measures in the monetary rield."lThe expansion in the total money supply
during the year 1959-60 was in the order of Rs.296,00 million, and out
of this monetary expasnsion of Rs,296.00 million,R8.,220.20 million was
contributed by the foreign sector only, while the Government sector has

a contractionary influence to the extent of Rs.33,90 miilion.

" It is noteworthy that the domestic forces operating on money
supply have remained powerfully expansionary, Both the private sector
credit expansion and the fiscal operations of the Government have
contributed to the rise in money supply on an increasing scale. The
expansionary influence exercised by the extention of bank credit to
private sector was of the order of Rs,41.65 Crores during 1960-81
and R8.69.,02 Crores during 1961-62, At the same time,the contribution
made by the Government sector was Rs,10.79 Crores in 1960-61 and
R8,28.,96 Crores in 1961-62, The rate of monetary expansion has already
ricked up perceptably and the indications are that the prospective situation

may be characterized by an even more rapid pace of monetary expansion,

1
‘Pakistan Publications, Pakistan 1959-60, (Karachi: Pakistan Publications
October 1960.) p.20
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This assessment is largely based on the fact that while the domestic
expansionary forces continued to be as powerful as before,the country is

1
_ meking serious efforts to balance its external payment position."

It is clear from Table 10 that during 1960-61, the total money
supply increased only by Rs,25,70 million, while it increased by
R8,296,00 million during the period of 1959-60, The annual average
expansion was Rs,414,20 million in the preceding four years, The
monetary expansion was declining although the Government sector
( adjusted for accumulation of counter-part funds ) produced a net
expansionary influence of RsS,107.,90 million in 1960-61, as compared
with the contractionary influence of R8.33.90 million in the preceding
year. The more important reasons for the sharp decrease in the rate of
increase in money supply for the year 1960-61 was the changed position
of the foreign sector, which had a contractionary influence to the
extent of Rs,119,50 million, Another factor for this decline in
monetary expansion in 1960-61 was the decreased expansionary
effect of credit to the domestic private sector. Although there was
an expansion of Rs,416.50 million in bank credit, this expansionary
influence was counter-balanced substantially by accumulation of
Rs, 281,50 million in time deposits, Thus the net expansionary influence

exercised by the domestie private sector was only Rs,135.,00 million in

1'Speech delivered by Mr, S.A.JHesnie, Governor of the State Bank

of Pakistan at the l4th Annual general meeting at Lahore on September 1,
1962,
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1960-61 as against R8,164.90 million in 1959-60.

There was a tremendous increase in the total inonoy supply in
1961-62 in the order of Rs.223,50 million, as compared with a modest
expansion of RsS.25,70 million in the preceding year. The main factor
for the increase of money supply in 1961-62 was the increasé in deposits
by Rs. 203,60 million during this pericd. Out of Rs.203.60 million
of deposit money, R8.199,40 million was in the form of demand deposits
at the scheduled banks and the remaining were in the shape of 'other
deposits' with the State Bank of Pakisten, which rose by Rs.4.20 millionm,
It is interesting to note that currency in circulation also increased
by Rs.19.70 million over the year. At the end of June 1962, currency
in eirculation was 63 per cent of total money supply as against 68
per cent, 67 per cent and 65 per cent during the years 1956-57,1957-58

and 1960-61 respectively.

The banking habits of the people of Pakistan are increasing
and this trend is clear from Table 1l which shows Clearing House Returns
from 1948 to 1962, Table 11 indicates that while the number of Clearing
House Returns in December 1948 was 74090 amounting to Rs,35.07 million,
it increased in August 1962 to 3,66,728 amounting to Rs.144,10 million
i.e., an increase of 25.3 per cent and 33 per cent in the number of returms

and amounts respectively.

C - Money, Prices and Exchange Rates

The Governor of the State Bank of Pakisten has rightly seid
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TABLE 11
CLEARING HOUSE RETUERNS

(1948 to 19625
(Amount in lakh of rupees)

Total for the Month — Total

of Number Amount
Dec. 1948 74090 3507
Dec. 1949 106014 4431
Dec. 1950 121910 5228
Decs 1951 123635 6350
Dec, 1952 157697 5252
Dec. 1953 177095 6423
Dec. 1954 181773 5915
Dec. 1955 201494 7682
Dec, 1956 201893 8144
Dec. 1957 213881 8187
Dec., 1958 229293 9284
Dec. 1959 274672 15145
Dec. 1960 321005 141 76
Dec., 1961 323473 12972
Dec. 1962 366728 14410

Source: State Bank of Pakistan Bulletini’
(Karachi State Bank of Pakistan,October 1962)
P.45
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that," The complaints regarding the decline in demand are a familiar

feature of the stabilization phase following a period of protracted
inflation. It is understandable that marginal and inefficient units

which drew their sustenance from inflationary demand  and the rising

price level, should feel the pinch, after the cessation of this artificial
support. Competition exerts a strong pressure for rationalization

of cost structure and for the efficient organization of industries.

This is a painful process for some and evolves protests in the

beginning from the affected gquarters,”

The Governor further stated that ," strangely emough,there
are equally vociferous complaints that the price level is still high,
that the consumer is not getting adequate relief from the buvden that
the past inflationary process had imposed upon him and that price of
articles of daily use other than certain food grains, continues to
rise.While medley - of protests can be taken as an indirect
testimony of the balance that is being maintained in the economy
between the forces of inflation and deflation,may I take this opportunity
of déspelling certain confusion regarding our price objectives?
Our intention is to maintain overall price stability in the sense that
pressures of demand on the resources should not be excessive,
This does not imply any attempt to deliberately depress the price level
which would have deflationary consequences for thec economy and tend
tp retard investment activity within the frame-work of overall price

stability, individual prices or groups of prices may tend to move in
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different directions in response to change in their demend and supply
position, Changes in relative prices are necessary to bring sbout re-
ad justment in the allocation of respurces in line with the priorities
set by the Government. The main objective is to maintain a stable

balance to avoid sharp tremds in any one diroction."l

Table 12 shows the changes in the Cost of Living indices
for industrial workers and Table 13 gives the trend in the comsumer
price index., We observe that the general cost of living from the
period of 1951-52 to 1960-61 has risen by 29 per cent and the
comsumer price index has increased by 31.1 per cent, During the year
1961-62, prices generally repained stable. The cost of living index
for industrial workers at Karachi was 130 (1948-49 taken as 100),
i.e., an increase of 2.4 per cent, The consumer prices index for
clerical employees of the Government and commercial establishments
at Karachi was 117 (1956 taken as 100) i.e. an inerease of 1.7 per

cente

We all know that it is difficult for a country to always
maintain external as well as internal balance under changing
conditions and the country has to foregoe one on occassions to achieve

the other., Just after October 1958, when Field Marshal Mohammad Ayub

1. Ibid.
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Table 12

(April, 19/B-March, 19/9=100

PERIOD Karachi Lahore Sialkot Khewra Narayenganj
1951-52 (July-June Average) 100 93 g3 4 105
1952-53 e o 107 99 9< 112 109
1953-54 ~do=- 111 101 92 99 102
1954-55 -do- 107 96 85 98 88
1955-56 ~do- 107 94 84 97 105
1956=-57 ~do~- 113 102 94 104 109
1957-58 ~do- 23 111 102 107 116
1958-59 ~do- 118 103 99 101 117
1959-60 ~do- 125 111 108 109 123
1960-61 -do 127 119 117 121(a) 123
1960: July 129 113 118 116 125

August 126 115 118 120 124

Sept ember 126 115 117 118 124

October 127 114 117 123 124

November 126 116 13 124 123

December 127 117 1138 127 121
1961: January 127 121 117 b 120

February 127 123 119 b 119

March 128 123 119 b 121

April 128 123 116 b 122

May 127 122 114 b 126

June 129 120 112 b 131

(a) Average of six months,
(b) Discontinued,

Source: Report on

Currency and Finance, Karachi;

State Bank of Pakistan, 1960-61, p. 111
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Table 13

for Government Commerc [a)

Clerical) at Karachi
(Base: 1956=100)

Consumers' Price In

PERIOD General Food Clothing Housing and
Index and Household Miscellaneous
Footwear Operation
1950 20 9< 7% 91 20
1951 91 94 80% 91 92
1952 96 103 9% 93 92
1953 28 102 2 25 9
1954 o8 100 96 95 96
1955 97 4 93 96 97
1956 100 100 100 100 100
1957 107 109 119 103 100
1958 110 114 130 100 102
1959 106 114 107 98 o8
1960 115 125 127 101 99
1960: July 116 127 125 103 99
Angust 115 127 125 10< 98
September 115 127 125 101 o8
October 115 127 124 101 97
November 115 127 123 101 a8
December 114 126 123 101 92
19€1: January 114 125 1% 100 98
February 115 126 125 101 97
March 116 128 126 102 98
April 16 129 125 102 98
May 17 13< 123 102 o8
June 118 133 123 102 98

# Excluding Footwear

Source: Report on Currency and Finance, Karachi: State Bank of Pakistan,
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Khan's Government caeme into power in Pakistan, the Government had to
push up exporte and also to limit imports strictly. This measWre was
adopted in order to increase the foreign exchange reserves of the
country, This resulted in an increase of money supply without a parallel
jnerease in the supply of goods., Now that the Government of Pakistan
has been assured of a higher level of foreign exchange earnings,
inereasing attention is being paid to intermal Balance and greater
emount of exports are allowed in the country, in order to reduce the
shortage of commodity supplye

We have observed that though during the I96I1-62, the expansion
in money supply was in line with the growing economy of the country,
yet it is better to be vigilent on these matters, as we know that price
movements are quite sensitive to inflationary pressures and it is
desireable always to be cautious that such tendencies are not allowed

to acquire momentum.

(D) Summary and Conclusions

A major function of the State Bank of Pakistan is to regulate
*
the money supply in the best interest of the country. For this purpose,
the State Bank of Pakistan is given wide powers to influence the avail-

ability, cost and use of credit in the country.

The average rate of expansion of currency, deposits and total

—

The best interest of the country is the fuller utilization of the
country's productive resources while striving for monetary stability.
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money supply from I948 to I96I is I4.9 per cent, 7.9 per cent and 6.3.
per cent respectively. Changes in money supply, were bought about by

four main groups of factors, which may be identified with:-

i) Domestic Private Sector;
ii) Government Sector;
iii) Foreign Sector; and

iv) Other factors

The General Cost of living from I95I-52 to I960-61 has increased
by 29 per cent and Consumer's Price Index for the Government and Commercial

Employees rose by3lslpercent during the same period.

The State Bank of Pakistan has been careful to see that the
quantity of money supply is brought under control and inflation awided
as far as possible and efforts are always made to manupulate the money

supply according to the needs of the country.

o 4 2 e e 3 o o sk 2 e s oK Kk ok ook ok



CHAPTER VI

EXCHANGE CONTROL OQPERATIONS OF THE CENTRAL BANK

"Exchange control may be defined as governmental action to
regulate exchange rates and to restriet the use of the means of
internationel payment. The actions which a government may take to control
exchange include the following: the establishment of official rate which
residents of the country must pay to obtain foreign currencies, the rates
at which they must sell whatever foreign currencies came into their poss-
ession, and the rates at which residents of thepther countries be
permitted to acquire domestic currency ( that is, the currency of the
controlling country ); other operations----- -- aside from the setting of
official rateg====w=- to influence exchange rates, the adoption of
regulations to acquire residents of the country to surrender to the govern-
ment, whatever fofeign currencies they hold; the allocation of supplies of
foreign currencies to applicants for it according to a system of priorities;
the enforcement of restrictions upon the use of domestic currency by foreign
holders; and the negotiation of agreements with other governments by which
payments among them are arranged according to a specified proceduri."

Exchenge restrictions were for the first time extensively imposed
during the period of I930's depression. It was again during World wWar II
that various countries of the world imposed exchange restrictions? It

has been rightly said that, ™ at the end of hostilities one might expect

a gradual return to prewar peace time pattern. But the disruptions of the

I.

Raymond P. Kent, op.cit., pp. 520-2I.
2.

L.V.Chandler, The Economiecs of Money and Bank ( Newyork: Harper
and Brothers Publishers, 1959 ). P. 500.

-7 2=
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last war ( World War II ) were so enormous that a return to anything like
a free exchange market of the prewar type appears to be indefinitely delsyed,

1f indeed, it will ever be accomplished."t

(A) Evolution of the Exchange System in Pakistan

Under the foreign exchange system all foreign exchange earned either
through exports or other sorces has to be handed over to the controlling
authorities in the country. Then this foreign exchange is allocated to various
needs according to their relative importence from the point of view of

national interests.

It was during World War II that the foreign exchange restrictions
were i#P9ged in the sub-continet of Indo-Pakistan. The rules and regulations
concerning these restrictions were provided in the 'Financial Provisions
of the Defense of India Rules', and it was later extended through Foreign
Exchange Regulation Act, 1947. . At firstin exchange control was imposed
on transctions with countries outside the Sterling Area only, but later on

2
it was also extended to Sterling Area countries.

In 1947 Pakistan inherited foreign exchange control from
undivided India. From August 14,1947 to June 30,1948, the Reserve Bank of
India @as the central banking authority of Pakistan, also had taken care

of the exchange control operations in the country.

B- The Present System of Exchange Control

Since July 1,1948 the State Bank of Pakistan, as the central

I

ReG.Thomas, Qur Modern Banking and Monetary System, ( Newyork: Prentice-Hall
Inc., 1952 )o Pe 527.

2.
State Bank of Pakistan, The State Bank of Pakistan, Its Growth, Functions
and Organisation , op.cit., p. 54.



74~

banking authority of the country, hes been admini Stering the foreign
exchange resources under the Foreign Exchange Regulation Act of 1947
The main objective of exchange restrictions in Pakistan is to see that
all the foreign exchange earned is properly accounted for and allocated
to various competing needs according to their importance from the

point of view of the national interest.

The objectsof the Foreign Exchange Regulation Act, 1947 may be

defined as follows:

i) First, to bring about and maintain equilibrium in the balance
of payments with the rest of the world. This can only be
achieved in conjunction with the Chief Controller of Imports
and Exports of Pakistan, whereby a system of control
of both imports and exports is established;

1i) Secondly, to control gold, dollar and sterling reserves with
the Bank of England;

1ii) to control the movements of capital; and

ig) last but not the least, to preserve the stability of the

external value of Pakistanl rupee.

The day to day epplication of the control is in the hands of
the State Bank of Pakistan, which acts as the banker to the Government
as well as its advisor on matters of financial policy. The State Bank
of Pakistan may delegate some of its authorities %o the scheduled banks
of the country by granting licences. Such licences to deal in foreign
exchange are usually and normally granted only to the scheduled banks

which satisfy the Bank that they have an adequate trained staff



end have made sufficient arrangements to conduct their dealings in
foreign exchange setisfactorily and will be able to comply with the
recuirements of the administration of exchange controle The central

bank may refuse to grant, or may withdraw if already granted, an
authorization to deal in foreign exchenge without having to give any
reasens. The administration of exchange control is exercised by the

Bank through its Exchange Control Department. The State Bank of Pakistan
has delegated authority to almost all the scheduled banks in the country
to deal in foreign exchange as its agents. These banks are referred to

as 'authorized dealers in foreign uxchnngo.'l

The Aet of 1947 has made the Ministry of Finance of the Central
Government of Pskistan responsible for the control of foreign exchange
resources of the country. It has the powers to-fix buying and selling
rates of foreign currencies, and to preseribe standard methods of payments.
The central bank of Pakistan is the agent of the Ministry of Finance and
performs all functions as assigned by the Ministry of Finance or the

Act of 1947,

The high powered committee called 'the Exchange Control
Committee' is responsible for the broad allocation of foreign exchange
expenditure, This Committee is appointed by the Government of Pakistan
and consists of heads of various ministries and the Gontroller of Exchange
from the central bank. The State Bank of Pakistan administers the
tual transactiongof fore c t allo

l"State Bank of Pakistan, S of Foreign Exe Regulations

in Pakistan (Ka;nchi:State Bank of Pskistan,1961) p.l
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mede by the Exchange Control Committee.

Pekistan as 2 member of Sterling Area has the following
obligations:1
i )Maintenance of the the country's Foreign Exchange reserves in
Storlings‘;‘
ii)Maintenance of exchange rate vis-a-vis Sterling; and
1ii)Surrender of most of the non-sterling areas' currencies to the

area's pool.

Pakistan as a member of the International Monetary Fund (IMF)

has to:-

i) keep the exchange rate of Pakistan rupee stable and within
the prescribed spread of one per cent on either side of the
accepted parity;

ii) avoid any multiple rate practice;

111) pratice multi-lateralism in its international trade;

iv) 1lift exchange restrictions as quickly as the balance of
payment position permits; and

v) avoid discriminating exchange practices.

Pakistan has the previlege, as a member of the IMF to request the

Fund for help in times of temporary balance of payment difficulties,

1
‘State Bank of Pakistan, The State Bank of Pakistan:Its Growth,Functioms,
and Organization, op.cit,, p.55
*
The main reserve of foreign exchange is in Sterling but Pakistan
does maintain Reserves in gold and Dollars with Bamk of England,
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C~- The Central Bank's Role in the Exchange Control

All trensactions of foreign exchange in Pakistan are conducted
through various 'authorized dealers' who are appointed by the central
bank. These dealers are directly responsible to the State Bank for
. all dealings in foreign exchange and are required to submit wvarious
periodical returns on prescribed forms so as to facilitate the super-

vision of the central bank,

The State Bank of Pakistan is responsible to sell approved
foreign exchange at rates fixed by the Central Government of Pakistan.
The Bank is recquired to get the necessary permission of the Central

Government of Pakistan in order to deal in certain foreign currencies.

Under the Foreign Exchange Regulation Act 1947, all foreign
exchange and foreign shares and securities have to be declared and/or
surrendered to the central bank or its authorized dealer in -
return for pakistani currency. In addition to the authorized dealers
in foreign exchange, the central bank of Pakistan has also appointed
money changers in various perts of the country for the convenience
of the tourists. These money changers are authorized to purchase

foreign currencies and foreign currency instruments.

It is interesting to note here that the administration of invisible
payments is the responsibility of the central bank of Pakistan but
the Bank does not have any direct control of imports and exports, which
is the responsibility of the Ministry of Commerce and Trade of the central

Government, The State Bank has only the responsiblity to gupervise
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the prescribed methods of payment for imports and surrender Of export

proceeds,

(a) Exports: Under the system presently in vogue, export receipts are to

be repatriated top Pakistan within the prescribed duration of four months
from all countries except India and within two months from India, These
exporters who do not surrender the declared foreign exchange within

the prescribed period, are [rosecuted under the Foreign Exchange Regulation
Act,1947, This system is operated with the help of the Customs Authorities.
The exporters are provided with export declaration forms at the time of
export and these forms are deposited with the Customs suthorities. The
collection of the export proceeds is done through an authorized dealer

who also receives copies of shipping documents and relavent documents

from the exporters.These various forms and documents are also sent by the
exporters to the central bank for making due checks with the originals sent
by the Customs authorities. This procedure enables the Bank to cearry out
its responsibilities in the collection of export proceeds within the
prescribed period. In order to check the possibility of under-invoiecing,
the exporters of raw cotton and raw jute are required under the law to

get the export price checked by the central bank before the Customs

authorities can allow their exports to pass through the custom formalities.

(b) Imports

All imports in Pakistan are subject to licence with the exception
of goods for defence purposes, goods imported by Government departments
and personal effects etec. All import licence applications are forwarded

tp the Government of Pakistan through the authorized dealers in foreign
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exchange, When an import licence is issued by the Government, foreign
exchange payment becomes automatic. Generally, there is no permission
for advance payment,but in special cases such as the import of capital
goods etc.the central bank may issue, authoriztion for part of the
value of goods. The authorized dealers are not allowed to open letters
of credit or make payments unless the import licences are regiatered

with the State Bank of Pakistan.

(¢) Payments for Invisible Trade

As mentioned earlier, paymemts for invisible trade are controlled
by the State Bank of Pakistan, The control over these payments vary
with the foreign exchange position of the country. There is a great
effort on the part of the Government of Pakistan to provide facilities
for current transfers, But the Government is very careful in granting
such facilities, and only in genuine cases, such as business travel,
Hajj Pilgrimage, education and medical treatment. Exchange facilities
in such cases are granted on individual basis.Remittances to India
are subject to specisl regulations and are on reciprocal basis.Foreign
investors can transfer current profits without any restricetion to the
country of origin of the capitnl.]'ﬁll invisible receipts should be
surrendered to the central bank at the official rate within a period

of one month,

(d) Capital Remittances: Foreigners with the exception of Indians are

L,

State Bank of Pakistan, Summary of Foreign Exchange Regulations
in Pakistan, op.®¢it.,pp.16-17



allowed to remit their real or genuine savings in full. The rules in connect
-ion with Indian nationals are based on reciprocal basis. The foreign
{nvestments made by foreigners after September 1954, can be transferred

to the extent of the original investment.These investments must be made

in epproved industrial enterprises. The profits reinvested can also be

repatriated in the same way as the original investment.

D- Summary and Conclusions

One of the important functions of the central bank of Pakistan
is to maintein the external value of the currency of the country. In 1947,
Pakistan inherited foreign exchange control from undivided India. It
was during World War II that the foreign exchange restrictions were imposed
in the Indo=-Pskistan sub-continent. The administration of the foreign
exchange resources of the country is the responsibility of the central
bank of Pakisten under the Foreign Exchange Regulations Act,1947. The
main objective of exchange restrictions in Pakistan is to see that all
foreign exchange earned is properly accounted and allocated to various
competing needs according to their importance from the point of view of

national interest.

The State Bank of Pakistan has delegated authority to almost
all the scheduled banks in the country es its agents to deal in foreign
exchange. These banks are referred to as 'authorized dealers in foreign
exchange's The central bank supervises the operations of these dealers
by asking them to submit periodical returns. All exports from Pakistan
are declared onlprescribed forms to the Customs authorities.The copies
of these forms are also sent to the State Bank of Pakistan.For all commercial

imports, a licence is needed which is issued by the central Government of
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Pakistan. When a licence is issued, the payment becomes automatic.
Remittances of a personal nature are either subject to quotas or are

permitted on their individual merits.

e ok ok ok o 2 o o o o o o o KoK



CHAPTER VII

THE ROLE OF THE STATE BANK
b1
THE ECONOMIC DEVELOPMENT OF PAKISTAN

The role of the central bank in a country's economy is determimed
by the stage of its development and the character of financial stability.
The main task of the State Bank at its inception was not so much the
control of eredit in the traditional sense as the rehabilitation,
improvement and development of the credit structure through which control

could be exercised.

We all know that for the economic development of the country,
it is very essential that a country should have a sound and strong
banking system supported by a dynamic central bank, In Pakistan, the State
Bank of Pakistan Act, 1956 clearly defines the role of the central bank
in the economic development of Pakistan. The preamble of the Act states that
it is the responsility of the State Bank of Pakistan as the central banking
authority in the country to regulate the monetary and credit system of
Pekistan and to foster its growth with the aim of securing monetary stability

and fuller utilization of country's productive resources.

For the speed economic development of a country like Pakistan,
there is great need that the country should have adequate credit facilities.
Credit is the back-bone for development; it is needed in all spheres of
economic activity. If there is a shortage of supply of credit in a country,

the growth process will - be crippled. The State Bank of Pakistan as the
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central bank of the country is playing a very important and constructive
role in fostering the growth of the monetary and credit system on sound

foundation, which is of great help in the economie development of

Pakistem,

A-The Central Benk end the Money Market.

For the purpose at hand, the term, money market may be defined,
" in e narrow sense , as referring to the organizetion for the lending and
borrowing of short-term funds through the use of such instruments as
commercial bills of exchange, short-term g@vernment securities, bankers®

avceptance otc."l

At the time of the inception of the State Bank of Pakistan in
1948, there was no money market in the real sense. The banking system
of the country was dislocated due to the partition of Indo-Pakistan
sub-continent., So it was the duty of the State Bank to take immediate
steps in this direction. The Bank adopted several measures to rehabilitate
the banking system in the country, There was a great shortage of banking
personnel and in order to over-come this problem, the State Bank
immediately organized a training Programme, .. An' = Institute of Bankers
was also created in 1952 to spread banking education,The Bank also
established two training centres in the country so as to get a continous
supply of qualified and treined Personnel in the field of banking.

The promotion of a bill market in the country was considered

l'S.N.San, Central Banking in Under-developed Money Marjet (Calcutta:
Bookland Limited,1952) pp,13-14



an important task for the State Bank. ™ To promote the bill method of
finance, the State Benk introduced a Bill Market Scheme in August 1952,
under which advances are made to scheduled banks on demand promisory
notes,supported by usence billsof a maturity not exceeding three months.
The purpose of the scheme is to encourage commercial banks to induce
their clienti® to convert a part of their cash eredit into usance bills,

and thus to popularize the system of usance bills in the country."l

In order to promote the Scheme at the initial stage,the central
bank of Pakistan undertook the responsibility to provide funds at a rate
of half percent below the bank rato’: It also undertook the responsibility
to bear half the cost of stamp duty incurred by the banks in connection
with the Scheme., The concession of half percent was withdrawn in December
1956 but the State Bank still continues to bear half of the cost of

stamp duty.z

In the initial stage of the Scheme, there was lack of interest in
it but with the passage of time, it became quite popular in commercial
ericles and the banks now make greater resort to loans under this Scheme,
Borrowing from the State Bank under 'Bill Discounting Scheme' has steadily

risen as is evident from Table 14,

Though there is a growing accomodation under the Scheme as is clear
from Table 14, the originel purpose of the Scheme has not been fully

realized. The main purpose behind this Scheme was the growth off a bill

1,
p.lﬁ*

Bill Discounting Scheme in Pakistan,Eastern Pinance,(Karachi: Nov,.1961)

' f
This concession was only in case ?genuine trade bills of 3 months duration
and for all other purpose the Bank Rate remained fixed.
ZeIbid, p.16



market in the country. The reason for not realizing the original purpose
of the Scheme are partly historical and partly economic. In the first
place, people are reluctant to use bills = as a satisfactory instrument of
credit, Other reasons are shortage of licensed warehouses and lack of
specialized institutions which could rate the credit worthiness of the

borrowers and /or accept the bills themselves.

TAELE 14

SCHEDULED BANKS' BORROWINGS
UNDER
THE BILL DISCOUNTING SCHEME
(1953 to 1959)

(Millions of Rupees)

Years No.of Borrowing Banks Total Amount of Borrowings
1953 2 12,4
1954 4 296,1
1955 5 497.0
1956 9 349.3
1957 1 538.4
1958 10 516.3
1959 5 27847

Source: Eastern Finanve (Karachi:November 4,1961) p.16

Genuine trade bills are ordinarily a very important outlet of

short-term investment by commercial banks., The Credit Enquiry Commission
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has proposed certain measures to make bills attractive. These aro:l
i) Establishment of two Discount Houses in the country, one in
each province. These Discount Houses will provide guarantees
to the commercial banks for the quality of the bills;

ii) Establishment of a number of licensed warehouses in the country.
These warehouses, by » issuing warehouse receipts, would
facilitate the expansion of credit on the collateral of such
receipts;

1ii) Exemption of promisory notes upto Rs,25000 from stemp duty
thus providing encouragement for the use of such bills in
Pekistan,

It 1s hoped that when these steps are adopted, they will provide
an important boost to the growth of a bill market in the country and thus
to the development of a healthy and sound money market in Pakistan,

The State Bank has been playing an important role in meeting the
short-term credit needs of the commercial banks through 'Bill Discounting
Scheme' and 'borrowings against Government Securities'. The maximum
sanctioned limit of credit to the commercial banks by the central
bank of Pakisten in the year 1958-59 was Rs.761,70 million and this 1imit was
increased to Rs,1273,20 million in the year 1861y62. This shows the keen
interest taken by the central bahmk in assisting the commercial banks
in meeting their short-term credit needs, This assistance was so liberal
that the commercial banks could not make use in full of this help

offered to them by the State Bank, As has been mentioned above, the

1.
Government of Pakistan,"Credit Enguiry Commission Report” op.ecit.
P.189,



=87 -

maximum 1limit sanctioned by the State Bank for the year 1958-59
was Rs,761,70 million, out of this amount = only Rs.270.20 million
was used. Similarly, during the year 1961-62 the maximum amount

1
sanctioned was Rs,1273.20 million and only Rs.730 million was usedi

B-THe Central Bank and the Capital Market

The capital market in the sense used here refers to the market
for long-term funds.Qf course,it is often difficult to draw a clear line
of demarcation between the money market and the capitel market in a given
economy,Sometimes the same agency takes part in the activity of both
the markets.Nevertheless,the distinction is useful from analytical

point of vicw%

"Im most countries, the Government constitutes an important
source of demand for funds. This would be for defence purposes or for
social and economic developments.In many under-developed economies,
however, the government's demands on the capital market &re largely
for the purpose of economic developments ; in many of these the extent
of state participatioh in ecomomic development is of substantial
dimensions, The government has been investing not only on such
economic over-heads as tramsport,irrigation,and power development, but

on basic and sometimes even consumer goods industries, Therefore,

1
*SeA.Meenai, Opscite,pe35.

2
*S.L.N.Sinha; The Capital Market of India,(Bombay: Vora amnd Co.
Publishers PVT Ltd., 1960) p.l1-2



substantial sums are required from the capital markei."

Pakistan %oo has started an ambitous progremme of economic develop-
ment and the Government is investing in this programme a substential amount
of money. In the First Five Year Plan periocd ( I955- 60), out of a total
investment of about Rs. I0,800 million, Government's investment was about
Rs. 7500 million? In the Second Plan ( I960-65), out of a total estimated
investment of Rs. 19,000 million, the Publie sector will contribute Rs. II,500
million? To fulfill such huge demand from the publiec sector, substantial

funds are needed from the capital market.

In connection with the sources for the capital market, in Pakistan as
elsewhere, the institutional media stand out the more important. As regards
equity capital, the individual investor is very important and plays a dominent
role. The banks, insurance companies and provident funds are the more important
institutional investors but their investments are limited to only Government
securities. There are also some specialze lending agencies, which have been
establised with the support of the Goverment and the State Bank of Pakistan.
These institutions provide facilities for long term loans for differnt fields

of endeavour such as Agriculture and Industry etc.

Under the State Bank of Pekistan Act I956, the central bank of Pakisten

has powers to provide loans and advances to any institution specially ereated

I.

Ibid., p.4.
2. Government of Pakistan, The First Five Year Plan- I955-60,( Karachi:
National Plenning Board, 1957 ). p. 24,
Se

Government of Pakistan, The Second Five Year Plan- I1960-65, ( Karachi:
Planning Commission, I960 ). p.Il.
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for the purpose of promoting agricultural and industrial development in Pakistan.
The State Bank has used this power extensively and has provided loans and
advances to varioms institutions whish are engaged in the development of

Agriculture and Induatry in the country.

S.A. Meenia has righatly stated that," a stage seems to have been reached
when the banks are finding it difficult to cope fully with the eredit demand
from the private sector and have had to depend heavily on the State Bank as-
gsistance for the purpose. Under the circumstance, it is understandable that
the banks are reluctant to convert their present holdings of Government securiti
-es into new issues as maturity detes are reached, not speak of the possibility
of additional cash subscriptions.i

It has been observed that the commercial banks' investment in
the Government securities have been reduced in recent years. During the period
of 1959-62, the increase in 1nvestmunt in the Government securities was
Rs. 164,70 million, while the increase in the preceeding three years was
Re. 293.20 million.The credit to Government in June 1957 was Rs.54,40 million,
while it was Re,326,60 million in June 1962, There is a substantial increase
in credit to the Government within this period.This credit is used by the

Government in State trading in textiles, imports on Government account

and Jute finance.

There is only one well-organized stock Exchange in Pakistan,
whieh is situated in Karachi, There are other centres such as Lahore and

Dacea where unorganized dealings in stocks are carried out but the volume

I.
S.A. Meenai, op.cit., p. II7.
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of their transactions is limited. The State Bank of Pakistan took
special interest in the creation of the Karachi Stock Emchange,which
was established in 1947 but was registered in 1949 under the Companies
Act,1913 as adopted by Pakistan, The Karachi Stock Exchange deals in
both gilt-edged securities and also the equity issues of publie
enterprises. In 1949, when it was tegistered, it had only nine

|
members but the number has since risemn to nearly 270,

"In 1948, a securities market was virtually non-existent and
gllt-edged stocks were: treated by banks and other institutional
investors as unmarketable,:=Fhe-S8tate Bank, which as central banking
authority was charged with the management of the debt, adopted suitable
measures for fostering the gilt-edged section of the sbock exchange.

It laid down a procedure for the purchase and sale of Government
securities through approved brokers,and as a result the market broadened
gradually and it became possible to purchase and sell securities within
a reasonable limits with the support of institutional investors.Moreover,
the State Bank through a judicious policycof open market operationms,
sought to keep the gilt-edged market on an even keel with a view to

minimieing undue fluctuations in security valuos."z

The State Bank of Pakistan has also helped the establishment
of specialized lending institutions in the country for finaencing the
long-term requirements of agriculture and industry. These are :-

i) Agricultural Development Finence Corporation (1952)

1'Andrue and Mohammad, Op.cit., P.400

ZeIbid, p.40l
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i1) Agricultural Bank of Pakistan(1957);
i11) Agricultural Development Bank of Pakistan (196%) ;
iv) Pakistan Industrial Finance Corporation (1949);
v) Pakistan Industrial Credit and Investment Corporation (1957);
vi) Industrial Development Bank of Pakistan (1961);
vii) House Building FiBance Corporation(1952);
viii) Pakistan Industrial Development Corporation (1950); and

ix) National Small Industries Corporation (1959)

Following the recommendations of the Credit Enquiry Commission,
the Agricultural Development Bank was established by the merger of
the former Agricultural Development Finance Corporation and Agricultural
Bank of Pakistan, Also the Industrial Development Bank of Pakistan was
established in 196l,as a result of the re-organization of the former

Pakistan Industrial Finance Corporation.

ROle -of these (ie institutions,except the Pakistan Industrial
Development Corporation (PIDC), has already been discussed. The FIDC
was established in 1950 with the purpose of promoting industries in
the public sector. The PIDC has played a leading role in the industrial
growth of Pakisten and till February 1962, it had underteken the
establishment of 55 mills or factories in different industries. The
investment in these projects in the majority of cases was advanced
wholly by the FIDC but in some cases it hed mede partner-ship
arrangements with private enterprise., "During the year 1961-62, PIDC's
completed projects were expected to produce goods worth of Rs.904 million
and earn foreign exchange to the extent of Rs.452 million, registering

an increase of Rs,116 million and R8.12 million respectively over the

preceding year,"
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To sum up, the State Bank of Pakistan,apart from the traditional
functions of central banks, hasz actively made efférts to induce and
promote the growth of the institutional frame-work of the money and
capital markets in the country and this contributions has been of great

significance in economic development of the country.

C-The Central Bank and the Sectoral Allocation of Financial Resources,

It is interesting to note that in some years, there was a
greater of bank credit to some sectors of the economy:then other sectors
before 1959.* Before 1959, the 84,4 percent of the total bank advances
was taken by commerce and manufacturing industry,3.5 percent by
agriculture and 11.7 percent by the other sectors. But with the efforts
of the Government and the State Bank of Pakistan, the situation has changed.
Since 1959, there has been constant tendency to bridge the gap between
commerce and menufacturing industries on the one hand and agriculture
on the other. The position on ' Mareh 31,1962 for the sectoral break-
down was as follows:

i) Commerce and Manufacturing Industry « « « « o 70.7 %

11) Agriculture e « o o ¢« + s ¢ o s 0 0 s o . Be2%

111)0th.r300t0rﬂ.-.noso.oo-o.ooozlo].%

Table 15 shows the distribution of scheduled banks' advances, by
major activities. It 1is clear from this Table that the bank credit has

increased substantially to the agricultural sector, which was Rs,41,1 miilion

%*
For the purpose of analysis, the périod of 1959 to 1962 has been
t‘k.no
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Table 15
L dvances by F
March, 1959 to March,

1962
(Rupees in millions)

% share 4 share
$ Increase in total in total
M Ec , , -
.&mwoéososs 31,3,1959 | 31.3.60 | 31.3.61 | 31.3.62 ror advences b i 4
31.3.59 as on as on
31,3,59 31,3.1962
1. Agriculture, Forestry .1 59.6 Thed 216,/ +175.3 35 8.2
Hunt ing & Fishing
2. Mining & Quarrying 5e3 14.2 15.7 14.9 + 9,6 0.5 0.6
3. Manufacturing 451.8 551,2 677.4 887.5 + 435.7 38.3 33.5
4. Congtruction 18.7 1.8 13.5 21.0 + 2,6 1.6 0.8
5, Hlectricity, Gas
Weter & Sanitary Service L.8 3.6 13.0 Py 5 * 2243 0.4 1.0
6. Commerce 5,8.8 720.9 806.5 85.9 v 437. 46.5 37.2
7. Transport, Storage, and
Communications 21.3 13.4 6.7 5l.4 + 30,1 1,8 1.9
8. Services 0.3 %6 147.1 217.2 + 176.9 ek 8.3
9. Employees and Activities
not adequately described LT 95.8 63.5 225.5 + 178.4 4.0 8.5
10, Unclassified 0.1 0.2 - - - 0.1 - -

Source: S.A. Meenai, ®Credit and Monetary 2i+nation in Pakistan? (Karachi: Shtate Bank of Pakistan,
September, 1962), pp. 8-9.
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in Merch 1959 end increased to Rs8,216.40 million in March 1962,

There was an increase of 96,4 percent in the manufacturing sector,
which rose from R8.435,7 million in 1959 to Rs.887,5 million in

1962, But it is to be noted that though there was a substantial
inerease of bank advences to this sector, its ratio to the total
advances has decreased: in 1959, it had 38,3 percent of the total
advances but in 1962, it had only 33,5 percent of the total advances.
Table 15 also reveals that bank credit to the commercial sector
increased by . 79.6 percent i.e. from R8,548,8 million to Rs8,985,9 million
during the three years, But the share of the commercial sector to the
total bank advances has fallen from 46.5 percent im 1959 to 37,2

percent in 1962.1

The State Bank of Pakistan is playing an important role in the
sectoral distribution of bank resources in Pakistan,The central bank
has made efforts to find out new channels to provide: funds to
agriculture and industry, end to provide funds to these fields through
the policy of selective controls, to fields desirable in the frame of
pPlanned economic development, The Bamnk, through its Agricultural Credit
Department, has provided credit to various institutions which are
engaged in fostering the growth of agriculture in the country. The State
Bank of Pakistan, as the central banking authority of the country,
took special interest in the formation of the Agricultural Development

Bank of Pakistan and the Industrial Development Bank of Pakistan and

) Ibid., pp.9-10.
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it has extended a continous line of credit to these institutions, which
in turn provide credit to the Agficultural and Industrial sectors of the

economy in the country.

D- Summery, Conclusions and Recommendations:

Banking in Pakisten has made a very significant progress since 1948,
when the State Bank of Pakistan came into being. The bank offices have risen
from I95 in July 1648 to 7I3 in June, I962 and 707 are the branches of
Pakistani banks i.e. 90 percent of total banks in Pakistan. Their share
is 70 percent and 73 percent in total bank deposits and total bank credit
in the country respectively. The central bank of Pakistan has undergone
a tremendous development since its inception in July 1948, The sphere
of the Bank's = current activity is quite wide and comprehensive, and
provides a combination of the orthodox central banking functions alonwith
menifold operations connected with a variety of develomental and

promotional programmes,

The central bank of Pakistan has the exclusive power of note issue
in the country. This function is carried out by the Issue Department of
the Bank. In order to ensure an adeguate supply of currency in vardous
places in the country, the bank has developed adequate administrative
arrangements throughout Pakistan., The volume of curremcy in Pakistan is
subject to seasonal fluctuations, There is m increased demand for
currency in the busy season which starts in November and ends in May.

This increased demand induces expansion in the currency during this period.
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Buring the slack period which starts in June and ends in October,

the reverse process takes place, due to a return flow of cash to banks

in the country.

The central bank of Pakistan enjoys wide powers of credit control
and has the stgtutory duties for regulating the monetary and credit
system in the country. One of its primary objectives was to promote
economic stability within the freme-work of the Government's fiscal
policies. Due to lack of a developed money market in the country,
the State Bank of Pakistan is hindered in implementing its credit control
policies. Because of such obstacles, the central bank has continuous efforts
to achieve the aims and objectives of its credit policies mainly through
moral suasion and consultations with commercial banks and also through

qualitative controls,

The scope of Government securities as secondary reserves is
limited due to the lack of a developed money and capital markets,
Though the commercial banks do maintain reserves of Government
securities and indulge in sales and purchases of these securities

but their scope is limited due to inadequate volume of such securities.

The State Bank has helped the establishment of several
specialized institutions in the country for providing credit to long
term needs of agricultures industry and house building sectors.The Benk
has been helping these specialized lending agencies through the

extention of a continuous eredit line.
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One of the important functions of the: central benk of Pakistan
18 to regulate the money supply in the interest of economic stability
of the country. In this regard, the Bank has Ween given wide powers
to influence the abailability, cost and use of credit in the country.
The Bank, since its inception in 1948, has manipulated the supply of
money according to the nmeds of the country guite satisfactorily, as
is evidenced by the monetary stability attained by Pakistan, specially

efter the Revolution of October 1958,

Like centPal banks in most other countries, the State Bank of
Pakistan has been entrusted with the control of foreign exchange.
Because exchange control is apt to have reparcussions on various
spheres of economic activity,any policy affecting the foreign exchange
system cannot be formulated in isolation of and without taking into
consideration the overall economic policies. The broad allocations of
the country's foreign exchange expenditure is done through a committee
consisting of heads of various Ministries and departments.The State
Bank and authorized dealers in foreign exghange are required under the
State Bank of Pakistan Aet,1956,to sell approved foreign exchange at

rates fixed by the Board of Directors of the Bank.

It is encouraging to note that inspite of its early engagements
in promoting the banking system on sound lines,the State Bank has not
neglected its role as an agency for economic development. It has always
been careful in this regard and has restrcited the flow of eredit

to 'undesirable and less essential channels'. through the use of
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various credit controls at its disposal, This has made possible

the flow of bank resources to the high priority developing sectors

of 3he gebmomy,

We all know that the creation of an atmosphere of stability
is very essential for the economic development of a country, This
stability inspires the confidence of the investors both at home and
abroad,and by influenecing the gsectoral distribution of credit in the
economy as well as promoting the growth of the institutional credit
structure in the country, the . central bank of Pakistan has been quite

effective in the promotion of economic development in the country.

In Pakistan the banking system consists of Scheduled and Non-
scheduled banks. The Non-scheduled banks are not under the control of the
central bngk of Pekistan and their activities are not regulated by the
State Bank. Though their operations in Pakistan are very limited, and
their number is decreasing with the passage of time, yet it is important
that the central bank of Paekistan should have some sort of control over
their asctivities so as to protect depositors., and enhance its power

to regulate monetary and credit conditions.

It has been observed that Pakistani banks are generally owned by
a group of people, or group of families, who also have vested interest
in various industries in the coundry. This tendehcy if allowed to continue,
may become dangerous for the economic development of Pakistan, as these

groups will use their positions for the purpose of strenthening and

=

There has not been a single banking failure since the inception of the
State Bank of Pakistan.
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promoting their own enterprises and neglect others. Sometimes there is al®
danger of political exploitation of banks by these groups. In order to avoid,
such situation, the Government of Pakistan should give powers to the' State
Bank S0 that it may be in a position to take necessary action in the event
of any commercial bank falling a vietim to mi smanagement resulting from such
factors,The Credit Enquiry Commission in I959, proposed the establishment of
a ' Deposit Insurance Corporation along the lines of U.S. system but

this corporation has not been created so far. The establishment of such a
Corporation is necessary to create confidence in depositors ' in the
country's banking system. Though the banking system in Pakistan is very
strong due to proper inspection extended by the central bank of Pakistan,

it 18 important that the Government of Pakistan should set up 'the

Deposit Insurance Corporation' as soon as possihle so as t& further

inspire the confidence of the people in the banking system end promote

the banking habit of the people.

Though we have witnessed that the banking system of Pakistan has
undergone a tremendous growth in a very short span of time , still the
banking facilities are inadequate to cater for the needs of all sections
of o8 population in the country.There is an . urgent need for establishing
new bank offices in the interior of Pakistan, With increased economiec
development in the country, the credit requirements would also increase.
Such requirements should be met ¥y the banking system. It is the duty

of the central bank to increase banking facilities in the country in
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order to fulfil the growing requirements.of economic development.

There is a great need that the central bank of Pakistan
should endeavour more to develop the money market in the country.
It should meke efforts to popularize the bill of exchange and treasury
bills so as to develop the money market. It is necessary for the proper
development of the money market as well as the capital parket that
the country should have a supply of marketable assets. In Fakistan,
such assets consist only of Government securities and the operations
of these securities are also limited due to the under-developed nature

of money and capital markets,

For the purpose of furthering the development of money and capital
marKets in Pakistan, the Credit Enquiry Commission in 1959 suggested the
establishment of new financial intermediaries such as Discount Houses
and 'People's Finance Corporation' under the leadership of the central
bank of Pakistan, These institutions will guarantee the loans obtained

by the small businessmen.

There is only one organized Stock Exchange at Karachi in
Pakistan which is not sufficient to meet the growing needs of business
in the country. The Second Five Year Plan of Pakistan has stressed that
there should be . a well-organized stock exchange at every big
commercial centre in Pakistan. It is therefore recommended that the
eentral bank of Paskistan should come forward and help in the establishment
of such stock exchanges in major commercial centres in the countrye
Such exchanges are indispensable for the economic development of

Pakistan.
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The objective before Pakistan to-day is to maintein a high rate
of economic¢ growth within the frame-work of economic stability. The
State Bank as the central bank pof Pakistan has endeavoured to play an

active role in this direction .

sheokok o ook ook ook ok



APPENDIX I

COMPARATIVE STUDY OF CENTRAL BANKING LEGISLATION IN
PAKISTAN , CANADA ,AUSTRALIA, CYELON,UNITED STATES OF
AMERICA AND UNITED KINGDOM

A-ITRODUCTION

The State Bank of Pakistan is the youngest central bank (with
the exception of the central bank of Ceylon) among the central banks
compared in this study. Following are the dates when these banks were
established: -

i) State Bank of Pakistan « « « » & s . s o July 1,1948,

1i) Bank of Canada « « o o o o s s ¢ o o o « 1034,

111) Commonwealth Bank of Australia™s « . . « 1911

iv) Bank of Ceylon + « o ¢ s « o s « & s « August 28,1950,
v) Federal Reserve System « « « « « + « « « December 23,1913,

Vi)morm&lmdoco-ot--oo.o 1694,

Central banking as we know it, is a recent innovation, With the
exception of Bank of England, all the above central banks were established
very recently, The central banks of Pakistan and Ceylon are the youngest.
The Bank of England, though established in 1694, has evolved as a central
bank in the full sense of the term only in the last few decades. The
Commonwealth Bank of Australia was established as a trading bank but
it assumed the functions of central banking in 1924. The central bank

of the United States of America is also the product of the year 1913,

*
Since January 14,1960, the Central Bank of Australia is called
the Reserve Bank of Australia under the Reserve Bank Act 1959,
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We are interested in this short study in the legislations
governing these central banks and shall compare these laws with those
in force in Pakisten. Hans Aufricht, the IMF expert has rightly pointed
out that "in view of the ever-increasing importance of cemtral banks
as the focal points of national and international money and credit
conditions,the orgenic laws  which govern the structure, power and functions
of individual central banks are of special interest. Apart from
primarily organizational matters, they usually regulate the relationships
between the central bank, on the one hand, and the government and other
banking institutions, on the other. These organic laws also furnish the
legal frame-work for the exercise of the central bank's discretionary
functions and, at times, set forth the guiding prineiples for central

bank action in the field of credit control."l

In Pekistan, Canada and U.S.A., there are separate central banking
laws, namely the State Bank of Pakistan Act,1956; the Bank of Canada Act
1934 and the Federal Reserve Act,1913 respectively. In Oeylon, the
central banking law is combined with monetary and banking provisions.

The Bank of England is administrated not by a specific law but by various
,8tatutes and a 'charter'. The central banking law in Australia does

not pertain exclusively to central banking, It also deals with two other
banking institutions in Australia, namely the Commonwealth Trading Bank

and the Commonwealth Saving Bank?*

1'Hans Aufricht, Central Bankin islation , ( WASHINGTON D,C,
International Monetary Fund) 1961, p.xvii.

2

+ Ibid, p.xviii,

Since January 14,1960, there is a specific central banking law in
Australia known as the Reseve Bank Act,1959,
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The banking system in the U.K., the U.S.A., Canada and Austrialia
is well-developed and the central banks are very effective in controlling
the supply of money and the credit situation in these countries. Pakistan
and Ceylon are developing countries, but as far as central banking is
concerned, Pakisten is better off then Ceylon as Pakistan has a relatively
better banking system then Ceylon, where there are very few banks and all
are almost foreign banks. Therefore, the central bank of Pakistan is in
2 better position to control the activities of the commercial banks then

the central bank of Ceylon.

B- Organization and Management of Central Banks

The Chief Executive of all the central banks is the Governor except
in the U;S.A. In Pakistan, he is appointed by the Central Government(section.
I0 (3) ). The Governors of the central bank of Ceylon and Austrilia are
appointed by the Governor-General ( SectionI2(I, ) and Section 21(1)
respectively.) In case of the U,K., he is appointed by Her/His Majesty
(Section 2(2)). In Australia and Canada, the Governor of the central
bank is appointed for a term of seven years; in the United Kingdom and
Pakistan, for five t years and in case of Ceylon, the term is six years;
and in all cases,he is eligible for re-appointment. The governot is
the presiding officer/ chairman of the Board of Directors in all these
banks, The central Board of Directors is the governing body of these
banks and consists of ten,fifteen, eighteen, three, and ten members

in Austrelia,Canada,the U.K,,Ceylon and Pakistan respectively.In the

*

All these'clauses'and'sections' of central banking laws of the various
countries are taken from the book " Central Banking legistation"prepared
by I.M.F.
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U.S.A., there is a Board of Governors econsisting of seven members appointed
by the President of the United Stetes and copfirmed by the Senate. These
members are appointed for a term of I4 years with the duration so arranged
that one retires every two years. The Board of Governors is the governing
body of the Federal Reserve System. The central banking arrangement is
different in the U.S.A., where for purposes of administration the whole
country is divided : into I2 districts, in each of which is so-called
Federal Reserve  Bank. All the I2 Reserve Banks are corporations. Each
Federal Reserve Bank has its own Board of Directors comprising nine members.
Of these, three are appointed by the Board of Governors in Washington and
six members are elected by the member banks. Except Canada, all the members
of Board of Directors are voting members. In the case of Canada out of

I5 members, one is not entitle to vote ( section 5(2) ). He is a nominee
of the Ministry of Finance. In the United Kingdom, the Governor shall not
have any vote, except where there is an equality of vote: The Governors
of central banks of Pakistan, Austrialia and Canada have a second or
casbing vote in case of equality of votes. In all these countries, the
majority principle applies. It is interesting to note that no central
banking legistation provides so much responsibility in the hands of so

few persons as is done in Ceylon, where only three are the members of

the Board. Out of these three members, the Governor and the other member

) is appointed by the Governor-General and the remaining third member is the
Permenant Secretary to the linistry of Finance and is considered a link

between the Board and the Governmsnt of Ceylon. In such cases, there is

I.
Section 6(3) of 1946 Charter of Bank of England.
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always danger of misuse of power and there is a need of enlarging the

Board of Directors.

There = are no special board/boards in Austrilia, Ceylon, the U.S.A.,
the U.K. and Canada but Pakistan has three special Boards and are called
Local Boards (section I2(I) ). The function of these Boards is to advise
the Central Board of Directors on only such matters as may be asked and
the ILocal Boards are responsible for the duties assigned to them by the
Central Board., Each local Board has five members, two are elected by the
shareholders of the Area and thre are appointed by the Central Government
of Pakistan as to provide necessary representation of territorial or economie
interests. The legal Head Offices of the central Eanka of Pakist n , the .
U.S.A.,Austrilia, Canada, and Ceylon are Karachi, Washington D.C. , Sydney,
Ottawa, and Colombo. The Head Office of the Bank of Englend is London but

there is no legal requirement to this effect.

The authorized capital of the central banks of Pakistan, Canada , the
U.E. and Ceylon is Rs. 30 million, § Smillion, Sterling 14,553,000 and
Rs. I5 million respectively. The capital of the central benk of Austrilia
« 18 not specified in central ban-king legislation. The minimum capital for
each of the 1I2 Reserve Banks in the United States is fixed by law at
$ 4,000,000 and is contributed by the member banks of the district which
it serves. With the exception of Pakistan and the United States. all the
central banks of these countries are fully owned by the Governments, In

Pakistan, the Government's ownership is 5I per cent. The Government can

E3
Head Office is not located in the ¢ Capital of the country,
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increase its share of ownership but under section 4(I) of the State

Bank of Pakistan Act, I956 , it cannot reduce the ownership from 5I per cent,
The central banks of Austrialia and Ceylon are wholly owned by their
Governments since their establishment,. but the central banks of the

U".K. and Canada were orignall fully owned by private investors and
gradually became fully owned by the State. The Federal Reserve Banks in

the U.S.A. are owned by their member banks of the district which they serve.

All the central binks of these countries may open branches, offices
and agencies in their countries and aboard with the approval of the
Central Board of Directors and in some aeaa,nth the approval of the Central

. Government,

A very unique feature of the Canadian Central Bank is that
the Governor has the véto power over any decision of the Board of
Directors or of the Executive Committee. The Section 14(1) states
that, "the Governor , or in event of his absence or ineapacity, the Deputy
Governor only, has power to veto any action or decision of the Board of
Diérectors or the Executive Committee » and if this veto power is exercised,
the Governor or Deputy Governor, as the case may be, shall within
seven days inform the Minister(Finance) in writing of the circumstances
and the Minister shall submit the veto to the Governor in Couneil
who may confirm or disallow the veto." No other central banking
legislation has given veto power end this power is something very unique
in central banking legislation.
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Pakistan and Cenada only have the Executive Committees which have
the seame powers as Central Board of Directors, except when the Board of Directors
ig in session. Under section II (I) of the State Bank of Pakistan Act, I956,
the Executive Committee is composed of the Governor, Deputy Covernor, three
directors elected by the Central Board from three Areas. In Canada, the Executive
Committee consists of the Governor, the Deputy Governor and one diretctor selected
by the Board (section I3 (I) ). In the U.S.A., there is a Federal Open Market
Committee, consisting of I2 members. Of these I2 members, 7 are the members
of the Board of Governors and the remaining five are elected by the Reserwe
Banks. No such Committee is found in Pakistan, Austrilia, the U.K., Canada
and Ceylon, where similar matters are handled by the Central Board of Directors.
The Federal Open liarker Committee is responsible for all changes in the System's
portfolio of Government securities and all the Reserve Banks have to carry out

all the decisions taken by this Committee on open market operations.

C- Scope of Authority

The State Bank of Pakistan has two distinetive departments----namely,
the Issue Department and the Banking Department. This distinetion is borrowed
from the Bank of England, which is the oldest financial institution in the
British Commonwealth. The function of the Issue Department is note-issuing,
whereas the Banking Department deals with all other functions in the country.
Besides these two departments, the Bank has an Agricultural Department,
which provides credit facilities to these institutions which are engaged in

the development of agriculture in the country. The Reserve Bank of Austrialia
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also has en Issue Department (section 33 (I) ), which is seperate and distinct
from other department. The Bank under the Reserve Bank Act, I959 has established
a Rural Credit Department, which is on the same line as the Agricultmral Depart-
ment of the State Bank of Pakistan and performs the same functions. In the
central banking legistation of Canada and Ceylon, there is no mention that which
department performs the note-issuing function of these banks, though they have
the exclusive right to issue notes. Though there is a detailed description of

the functions of these banks in connection with note-issuing, it seems that

the functions of note-issuing and banking ‘- ere not seperate and s distinct

as is in the case of Pakistan, the U.K. and Austrialia,

The State Bank of Pakistan under section 30 (I)(a) is required
to maintain 30 per cent of assets of the Issue Department in gold ecoin,
gold bullion, silver bullion or apporved foreign exéhange, this requirement is
to cover the Bank's liabllity against its notes in circulation. The minimum
statutory requirement can be suspended with the apporal of the Central
Government of Pakistan (section 31 ). "Unser section 2(I) of the Currency and
Bank Notes Act, I954, gold coin and gold bullion for the time being in the
Issue Department of the Bank of England form part of the statutory note cover.
In accordance with section 2 (7) of the same Act, the period during which the
fidueciary issue may stand at amounts continuously exceeding sterling I,5% million
has been extended for two years from Mareh I4th, I960." The statutory requirements
for the maintainance of minimum reserves in gold or foreign exchange are

unknown for Austrialia, Canada and Ceylon. In the U.S.A., the Reserve System



must have gold certificate reserves of not less than 25 per cent of its

total notes in circulation.

The commercial banks in Pakistan are required to maintain a
reserve of 5 percent and two percent on their demand and time deposits
respectively. This limit is a minimum and can be varied from time to time,
but since 1948, when the central bank of Pakistan was established ,
the ratice have been conatantf In Canada, this ratio is 15 percent on all
deposits which is agreed on by the Bank of Canada and the chartered banks
since May 31,1956. In Australia the central bank fixes an amount which
should be lodged with}ty the commercial banks. This is called the
'special account'. During 1960, it was 17.5 percent on Australian deposits,
In U.K., too, there is no such fixed ratio. In this connection, IMF expert
Hans Aufricht has stated that "under'the special deposit regime' instituted
in 1958, the Bank of England calls from time to time on the banks
concerned (the 11 London clearing banks and five Scottish banks),
informing them of the precise amount that each is required to deposit
and the date or dates on which 'special deposits' are to be made at
the Bank of England. Upto the end of 1960, the calls on London clearing
banks were, on each occassion,for one perecent of total gross deposits."
The range for the Ceylones banks is 10 to 40 percent and five to 20 percent
for demand end Time deposits respectively, <though in actual

practice it is 12 percent and 5 percent respectively, It is interesting

*
A uniform rate of five percent of  both demand and time deposits
has been prescribed since July 26,1963 by the Central Board of Directors.
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to note that the central bank of Pakistan had never changed till recently
the reserve requirements since its inception in 1948, while other central
banks have changed these reserve requirements from time to time,

The history of member bank reserve requirements in the U.8.A.
is well-depicted by the following Table:-

TABLE 16#
BANK RESERVE REQUIREMENTS OF FEDERAL
RESERVE SYSTEM IN THE U.S.A.

ZPercmt of Deposit 5

Effective date Net Demand Deposits ~ Time Deposit
of change Central  Reserve Country Central
Reserve City Banks Reserve & Country
City Bank: Banks Reserve city Banks
Banks
Dec.51,1948 26 22 16 2 75
Aug.18,1949 23 19 12 - 5
Jan,11,1951 23 19 13 6 6
Tuly 1,1953 22 19 13 - -
July 29,1954 20 18 12 - -
Feb.27,1958 1 174 113 B -
Dec.1,1960 1 - - - »
April 1,1962 1 163 12 5 5
May 1962 *
Minimum +10 10 7 3 3
Maximum 22 22 14 6 6
_Reserve
Souce: FederalfBulletine (Wasliington: Board of Governors,May 1962)
p.591.

*
"Before July28,1959, the minimum and m maximum legal requirementa
for central reserve city bank were 13 and 16 percent respectively and
the maximum for reserve city banks was 20 percent."

"All required reserves were held on deposit with Federal Reserve Banks
from June 21,1917 until late 1959, Since then,member banks have also been
allowed to count vault cash as reserves as follows: Country banks - in
excess of 4 and 2! percent of net demand deposits effective Dec.1,1959
and Aug.25,1960 respectiveljCentral Reserve City Benks - in excess of 2 and 1
percent erfectiye Dec.3,1959 and Sept, 1,1960 respectively.Effective Nov.24,1960
all vault cash,
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A distinetion between the reserve requirements for central reserve
city banks and reserve city banks has been dropped since April 1,1962,
As Table 16 shows, the reserve requirements for both central reserwve
city banks and reserve city banks,as of May 1962,could be set within a
range of 10 percent as a minimum end 22 percent as a maximum and the range
for the country banks was 7 to 14 percent. As to time deposits, the
legal reserve requirements could be varied within a range of 3 percent

as a minimum and 6 percent as a maximum for all banks,

If the commercial banks in Pakistan donot maintain the prescribed
reserve requirements, then "such scheduled banks may be ordered by
the Bank to pay to the Bank in respect of suvh day penal interest at a
rate three per¢ent above the bank rate on the amount by which the
balances with the bank fall short of the fixed minimum." This rate can
be increased to five perecent if the said balance is not maintained.
And if inspite of this penalty of interest payments, the minimum
reserve is not maintained then the Director/Directors and officers of
the Bank will be liable to a fine of RS.500 each day and if all this
is not carried out, then the bank can prohibit the banks to accept
fresh deposits and defaulting officers will be fined Rs.500 each day
until the default is discontinued.* The Monetary Law of 1949 in
Ceylon : under Section 96(1)(2) states that the defaulting bank should
"pay to the central bank interest on the amount of the deficiency at
such rate not exceeding one-thirtieth of percentum per day as may be

80 prescribed.™ If the the bank continues to default,then the

*
Section 36(4)(5) of the State Bank of Pakistan Act,1956,
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Monetary Board of the central bank of Ceylon can issue an order to
the defaulting bank to stop making loans and investments and can

prohihit the distribution of net profits to the share-holders,

All the central bankse under discussion have the traditional
weapons of credit contrel and their use differs with the nature of
their money end capital markets. These bank also do have certain
gselective credit controls which again differ from country to country
according to the specific needs of these countries, In Pakistan,
special credit restrcitions have been imposed from time to time in
order to channel credit into essential and productive uses and stop
the flow of credit to unessential and speculative channels. In the
U.S.A. also, in addition,to the traditional tools of credit, the
Federal Reserve System has special powers to regulate the credit
terms and conditions on which all the transactions relating to stock
market securities are financed. On various occassions,the Federal
Reserve System has been given powers to prescribe terms and conditions
regarding the extention of consumer credit and certain real estate
eredit. Such powers are also at the disposal of the central banks

of the U.K.,Australia,Canada and Ceylon.

These central banks have powers to inspect the books of
any cormercial bank at any time and if any commercial bank is found
defaulter, it can be closed by the central bank, The central banks
generally send their auditors to check the accounts of business

dealings of the commercial banks. In all cases the supervision on
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commercial banks is quite strict. The central bank of Pakistan and

Ceylon have established separate Departments for such purposes.

D-Disposition of Profits

As regards the distribution of net profits, the State Bank of
Pakistan Awt, 1956, Section 52 clearly states that, "after making provision
for bad and doubtful debts, depreciation in assets, conribution to
staff and a superannuation funds, and such other contigencies as
are usually provided for by banks, these shall be paid to the stock-
holders out of the net annual profits a dividend on the shares at a
rate to be fixed by the central Government from time to timo,*whieh
shall not be less than 4 percent per annum.Any surplus remaining there-
after shall be paid to the central bank."™ As the central banks of the
U.K., Australia, Canada and Ceylon have no private share-holders,
so there the question of dividends does not arise. In Australia, the
Treasurer,after consultation, with the Board, fixes the amount of net
profits, which will be placed to the credit of the Reserve Bank Reserve
Fund and the rest shall be paid to the Gommonwaelth} (section 30 (a)(b) ).
Under section 63 (a)(b) of the Reserve Bank Act, I959 the one-half of
the net profit of the Reral Credit Department shall be placed to the areditt
of the Rural Credits Development Fund end the other half shall be placed
to the credit of the Rural Credit Department Reserve Fund. In Canada there

is a Rest Fund, if this Fund is less than the paid-up capital of the Bank,

*
At present, the rate of dividend is at 6 percent per annum.

1.
The Commonwealth Trading Bank, the Commonwealth Banking Corporation,
the Commonwealth Saving Bank and the Commonwealth Development Bank,
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the I/3rd " shall be given to the Rest Fund and remaining shall be paid

to the Receiver General and placed to the credit of the Consolidated Reserve
Fund." But if the Rest Fund is not less then the paid-up, then one-fifth
of such net profit will go to the Rest Fund, until this Fund becomes five
times of pald-up capital and the remainder will go the credit of the
Consolidated Reserve Fund and if the Rest Fund is not less than five times
of the paid-up capital, the full net profit shall be placed to the credit
of the Consolidated Reserve Fund. In Ceylon, the net profit is used to
liquidate the Monetary Adjustment Accoun; and the remaining aurpluu shall
be used as to mske the total capital accounts of the Bank equal to the
amount of " IS5 per centum of the difference between the total assets of
the Bank and it assets in gold and in foreign exchange." The remainder,

if any, will be placed at the credit of the Consolidated Fund after

the approval of the Finance Minister. (section 39(a)(®)(c) ). The Federal
Reserve Banks in the U.S.A. usually withh@ld a certain part of their
profits as reserves. The stockholders are paid a cumulative dividend of

6 per cent per annum and small payments are made to the U.S.Treasury and

the rest is retained as surplus by the Reserve Banks.

The distribution of net profits by these central banks is done
in such a way as to strengthen the financial standing of these banks.,
In Pekistan, after distribution of the dividends to the share-holders,
the rest of the surplus is paid to the Central Government,which if

desgire can allocate this amount to the Reserve Fund and also to the

T It is a Suspence Account . Any extra-ordibary expense can be
charged to this Account and should be amortized within five years ( Sec. 40)
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Rural Credit Fund,which is done from time to time. But the @Gentral Government
has no statutory obligation to allocate the surplus to these Reserves

every year,Though it has allocated to these Reserves whenever there was

a need to do so. But in case of Australia,Canada and Ceylon, we find

that there are very specific allocations of the net profits of these

central banks,

E-State Relationship with Central Banks

#

Edward Nevin has rightly pointed out that,"an important question
in the establishment of a new central bank is that of its relationship
with the Government. To some extent the treatment of the question is
dependent on the political philosophy of those responsible for the
ereation of the bank; advisor®inclined towards what may loosely be
called right-wing views will lay heavy stress on the virtues of
independence of thought and attitude in a central bank,while those of
left-wing opinions will stress the inevitability of a high degree
of integration between the monetary measures applied by a central bank
amd the level of income and employment, for which ultimate responsiblity
must be clearly - rest with Government and cannot be devolved on any

independent agency. nl

Nowadays, there is tendency that a central bank should be owned
jointly by both the government and the private stock holders.The private

stock holders will have their own directors on the Board,who will ensure

k. Edward Nevin,Capital Funds in Under-Developed Countries,(Londdn:
Macmillan and Company Ltd.) 1961, p.36
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independence from the government. It is argued that a central bank will
not be effective in maintaining the level of employment,prices,income

and out-put,: unless there is some government's control over the
activities of the central bank. The independence is needed by the central
bank in connection with™ its staffing and administration and day-to-day

policy are concerned."1

In the U.S.A., the Board of Governors has the exclusive right
with reBard to changes in reserve requirements for member banks and
margin requirements on stock-market transactions, The Federal Reserve
Banks have the authority over member banks' borrowing and the Board of
of Governors only supervise such matters. The Discount Rate changes are
made jointly by the Board of Governors and the Board of Directors of
the Reserve Banks. The authority over open market operations is niether
with the Board of Governors nor of the Board of Directors of the Reserve:
Banks but with the Federal Open lMarket Committee. But in the case of
other central banks under consideration, all these matters are decided

by their Board of Directors.

In comparing the various central banks, we find that the central
bank of Pakistan is the only Bank which is jointly owned and managed by
the Government and the private stockholders, other central banks ( with
the exception of the Federal Reserve Banks ) are fully owned by their

Governments and are fully controlled through Board of Directors appointed

1.
Ibid.,pp.38-37,
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by these governments. In Pakistan, there are members elected by the
ghare-holders and others appointed, by the Central Government. The
experience of Pakiétan has been very successful and there is not a
single instance in the history of the State Bank of Pakistan that

it has neglected its role as an agent of the Government and as a
custodian of banking system in Pakistan. The Federal Reserve Banks

in the U.S.A., are owned by the member-banks which have contributed
their capital, Their affairs are econtrolled by the Board of Governors

from Washington D.C.

The central banks in Pekisten, the U.K., the U.S.A. ,Australia,
Canada and Ceylon are bankeré of their Governments and advise them
on certain important economic and financial matters. They all provide
loan facilities to their Governments. The State Bank of Pakistan makes
loans end advances to the Central and the Provincial Governments, under
the heading 'ways and means advances' which are payable in three months
and in Ceylon and Canada, the period is six months., In Australia,
the Reserve Bank can take loan under the Section 60 which states that
" the Treasurer may, from time to time, out of the moneys legally
available,lend to the Bank, for the purpose of the Rural Credits
Department, such amounts, and subject to such terms and conditions,as
are agreed upon between the Treasurer and the Board, but the total of
the sums so lent and not re-paid shall not any time exceed three million

Pounds.™
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If there is a difference of opinion between the Government and
the Board regarding some action, then the Treasurer will try to resolve
this difference and if he is unable to resolve this difference, tha
the Board will supply its statement to the Treasurer regarding the
difference., On the receipt of this statement, the Treasurer will
make a recommendation to the Governor General, who will decide finally
after consultation with the Executive Council, The Board will,they, be
informed of the decision and the Government will take full responsibility
of such a decision., The Treasurer will submit to the Australian

Parliament copies of the documents connected with such a decision,

It is clear from the above, that the decision taken by the
Government in connection with any action is the final and it can impose
such decisions on the Board of Directors whenever there is such need.
The Government and the central banks are closely related and for the
successful implementation of fiscal and monetary policies, the help of

the central bank is indispensible .

F-Summary and Conclusions

The State Bank of Pakistan is the youngest central bank (with
the exception of the central bank of Ceylon) among the central banks,
compared in this study, Pakistan, the U,S.A.,Canada and Australia have
specific central banking laws., The Chief Executive of the central banks
in Pakistan,Canada,Australia,the U.K, and Ceylon is the Governor of the

bank,who is appointed for a term of five to seven years, as the case may
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be. In the U.S.A., the Board of Governors is the géverning body of the
12 Reserve Banks. The Governor in all cases presides over the meetings

of the Board of Directors.

There are no special Boards in Australia, Ceylon,the U.K.,
the U.S.A. and Canada but Pakisten has three special Boards,which are
¥nown as 'Local Boards'.All the central banks with the exception of
the central banks of Pakistan and the U.S.A. are fully owned and
controlled by their respective Governments. The Central Government of
Pakistan owns fifty one percent of the shares;the rest is owned by
private stock holders.The Governors of all the central banks have the
power of caéting?ﬁ second vote in case of equality of votes, and the
Governor of the Canadaian central bank has the veto power which is yery

unique in the central banking legislation.

All the central banks have the powers of Credit Control and
supervision over the activities of the commercial banks. These banks
can make loans to their Governments for a certain period.The Government
plays the dominant role in actions of the central banks and is the
final suthority in all cases.But there is always danger of political
intervention with the affairs of the central bank where too : much
control is left in the hands of the Government. Pakistan, has a happy
combination of both government and private control, which has proved
very successful since the establishment of the State Bank of Pakistan

in July 1948,

o e o o o ok o o
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