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I. Introduection

1. This is the third Annual Report of the Monetary Board of the Central Bank
of Ceylon. It is issued in accordance with Section 35 of the Monetary Law Act,
No. 58 of 1949, which provides that within three months after the end of each
financial year—that is, by March 31—the Monetary Boaird shall submit to the ,
Minister of Finance and shall publish an Annual Report on the condition of the
Central Bank, a review of the policies and measures adopted by the Moneta1y Board
during the financial year, and an analysis of the economic and financial circum-
stances that prompted those policies and measures.

2. During the year Dr. Theodore Morgan was appointed a Deputy Governor
and Mr. N. U. Jayawardena was designated Senior Deputy Governor. During two
periods of temporary absence of both the Governor and Senior Deputy Governor
from the Island, Dr. Morgan was designated by the Monetary Board as Senior
Deputy Governor.

3. The Bank’s financial year is the calendar year. The following report is
concerned primarily with the year 1952. '

II. The Basic Problems

4. The Ceylon economy passed through a difficult time in the year 1952
External assets fell by the largest amount on 1ecord, approximately Rs. 350 million
or nearly 30 per cent.

5. The problems of 1950, those of a rapidly increasing money supply and a
rising cost of living ; and of 1951, that of a continued rise in the cost of living, had
disappeared. The essential economic problem in 1952 was adjustment of the
Ceylon economy-to the new conditions prevailing after the collapse of the Korean
War boom. Thus the first three Annual Reports, by a series of coincidences, cover
the different problems encountered in the three phases of a boom : first, that of
monetary expansion ‘and price inflation generated by export prices rising earlier
and more rapidly than import prices in the upward phase of the boom ; second, that
of damping the price inflation at the peak of the boom ; and third, that of defla-
tionary adjustment to the squeeze on the economy when, in the collapse of the
boom, export prices fell earlier and farther than import prices.

6. There were three main causes for the loss of external assets in 1952. The
loss was initiated by falling export income, reinforced by rising import prices, and
sustained and swollen by excessive expansion of the money supply to finance the
heavy government budget deficit. These causes are analyzed in the paragraphs
that follow. '

7. dncome from exports declined from Rs. 1,904 million in 1951 to Rs. 1,502
million in 1952, or by 21 per cent. The decline in value occurred in spite of a small
increase in the physical quantity of total goods exported. Lower prices, therefore,
were alone responsible for the lower value. The export price index fell by 22 per cent.
Coconut products dropped nearly 38 per cent.



8. To make matters worse, import prices averaged 8 per cent higher in 1952
than in 1951, though the last five months of the year showed .a significant and
favourable decline. The price of imported rice, the largest single item in the import
bill, was_especially important. It was 38 per cent higher in 1952 than in 1951.
The average of all other import prices taken together remained virtually unchanged.

9. The sharp fall in export prices, occurring as it did while import prices were
still rising, caused the terms of trade to turn sharply adverse. For the year as
a whole, the index of the terms of trade was 75 as against 104 in 1951 and 101 in
1950. The terms of trade were most adverse in the middle of the year and showed
some improvement in the second half.

10. With such a drop in export income and such an adverse change in the
terms of trade, both the volume and the value of imports should have contracted,
but they did not. The physical volume of imports increased slightly, and the value
by 9 per cent, from Rs. 1,559 million to Rs. 1,702 million. In consequence, a trade
surplus of Rs. 345 million in 1951 became a trade deficit of Rs. 200 million in 1952.
This deficit, together with the usual deficit on invisible items, was met from external
assets. '

11. In 1952 Ceylon lived far beyond its means. The country as a whole not
only did not reduce, it even increased, its spending on imports as its export income
fell and prices of imports rose.

12. A loss of external assets automatically exerts a corrective effect on an
economy. The domestic quantity of money tends to fall by the amount of the loss
as domestic funds are used in purc};asing foreign exchange from the banking system
to meet net outpayments. Ceylon’s morney supply did contract in 1952, but by
less than a third of the decline in external assets. Domestic monetary expansion
offset most of the contractive effect of falling external assets and prevented money
incomes and the money snpply from contracting as rapidly as export income con-
tracted.

13. Total contractionary forces were Rs. 402 -9 million. Of this Rs. 3751
million was due to the loss of external banking assets, Rs. 20 -5 million to a con-
traction of commercial bank credit to the private sector of the economy and Rs. 7 -3
million to a shift from demand to time and other liabilities of commercial banks.

14. The major offset to these contractionary influences was the expansion of
bank credit to the Government sector by Rs. 217 -1 million—Rs. 67 -3 million by
the commercial banks and Rs. 149 -8 million by the Central Bank. In addition,
Government ran down its rupee cash by Rs. 679 million, thus increasing cash in
the hands of the public. Total expansionary forces (including adjustment items
of Rs. 5 -8 million) were Rs. 290 -8 million, all (except the adjustment items) in the
Government sector.

15. The cause of Government’s large contribution to the expansion of the
money supply was its budget deficit. The net cash operating deficit for the financial
year ending September 30, 1952,  was Rs. 257 million ; the deficit for the calendar
vear 1952 is estimated at Rs. 314 million. This deficit was far beyond the capacity
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of the economy to finance out of domestic savings. Only about one quarter of
Government’s net market borrowing during the financial yea: was, in fact, raised
from sources other than the commercial banks and Central Bank. The remainder
of the deficit was financed by expanding the money supply, mostly through
creation of bank credit.

16. Because the money supply and Ceylon money incomes were sustained
above the level they would otherwise have attained, spending by consumers, especially
on imported goods, was also sustained. Imports plus other foreign expenditures
far exceeded export earnings plus other foreign income, and external assets had to
be drawn down to-pay for the excess. '

17. Much of the Government deficit was directed toward increasing con-
sumption rather than toward developing the economy. In-the financial year 1951-52,
when the total cash deficit was Rs. 257 million, Rs. 245 million was spent on food
subsidies as against only Rs. 209 million spent on development out of loan funds and
the National Development Reserve. The pattern of .Government expenditures
weighed higher consumption in the present more heavily than higher employment
(through economic development) in the present, and than higher consumption
(through greater production) in the future.

18.  An excessive expansion of credit leads in many economies to a rise in the
domestic price level. This has not happened in Ceylon. The cost of living index
was on the average slightly lower in 1952 than in 1951, chiefly because of the fall
in prices of export commodities consumed domestically. The index of commodities
domestically produced and consumed was 277 in December, 1951, 274 in December,
1952. Tts average during 1952 was higher than in the previous year, but the trend
was slightly downward. The main impact of inflationary financing was on the
volume of imyports, not on the domestic price level. Such financing did not cause
the domestic price level to rise, though it may well have prevented it from falling.

19. Of the factors responsible for the loss of external assets the fall in export
incomes and the higher prices of imports are by and large outside Ceylon’s control.
For the most part Ceylon must take world prices for its exports and imports as
given. (There was an exception in 1952, the rice-rubber agreement that the Govern-
ment negotiated with China. By obtaining a grice of rubber well above world
levels and a price of rice below, it is likely to improve significantly the terms of.
trade in 1953). : .

20. The two factors outside Ceylon’s control would have been sufficient in
themselves to preduce a drain on external assets. But the drain could not have
continued in the absence of credit expansion to finance a budget deficit. The liquid
assets built up by consumers during the boom would have been sufficient to finance
an excess of imports for a brief period only.

21. The budget deficit and the resulting expansion of credit are factors within
Ceylon’s control. They are discussed in the following section.



