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11. The increase in money supply was not inflationary because it was held
mainly by individual tea producers and companies, who could be regarded as
having comparatively high average and marginal propensities to save. Two reasons
can be adduced for this view ; (@) concentration of ownership is, on the whole, much
greater in the case of tea than in rubber or coconut, and (b) foreign ownership is
quite considerable in tea. A further factor responsible for the non-inflationery
character of the expansion in money supply was the increase in the transactions
demand for money caused both by the increase in the value of exports as well as

. the increase in domestic goods produced for home consumption. The increase in
the volume of domestic goods, particularly rice, coming into the market is perhaps
the main explanation for the inerease in the currency circulation by Rs. 43 million
during 1955.

12. TIn 1955 there was a moderate increase in the assets and liabilities of the
commercial banks. Since the principal cause for this increase was the favourable
balance of payments there was also an increase in commercial bank liquidity during
the year. Total deposits rose from Rs. 795 -6 million at the end of December, 1954,
to Rs. 910 -8 million at the end of December, 1955. Loans and overdrafts increased
by Rs. 9-2 million, while bank holdings of commercial bills increased by Rs. 14 -8
million. Over this period excess reserves increased by Rs. 22 -5 million ; the increase
in total liquid assets was Ras. 75 -8 million.

13. According to estimates made by the Central Bank the value of gross
national output in 1955 was Rs. 5,104 million. This represents an increase of
roughly 7 per cent over 1954. The main causes for this rise were an increase in the
value of net domestic exports (10 per cent) and an increase in the value of home-
grown rice (11 per cent) due to an increase in the volume of output (13 per cent).
Gross per head income in 1955 was Rs. 593 as compared with Rs. 572 for the previous
year ; the figure for 1955 has been exceeded previously only in one year, i.e., in
1951 when estimated gross per head income was Rs. 597.

III. Policies and Measures

14. As pointed out in the Annual Report for 1954, in countries greatly depend.
ent on the export of agricultural commodities the prices of which fluctuate widely,
fiscal measures are fundamental in keeping the economy on an even keel over
a number of years. During periods of high export prices the Government should
accumulate budget surpluses so that budget deficits can be run when export prices
are unfavourable. This, of course, does not mean that in the long-run budget
surpluses must exactly equal budget deficits ; such a policy of perfect budgetary
balance may maintain the total spendable income relatively stable, but it may do so at
an unnecessarily lowlevel. Some expansion in the total public debt, consistent with the
growth of the economy and the avoidance of inflationary pressure, is quite justifiable
in any economy. In the case of export economies, however, budget deficits when
incurred may also be financed from accumulated Government savings plus
borrowings of money savings of the private sector. By this means total spendable
income can be maintained at a relatively high and constant level, with an external
financial situation that is always basically sound.
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15. One advantage of such compensatory fiscal policy will be that Government
expenditure in the recession can be maintained at more or less the same level as
in the boom. In a country where the Government’s planned investment forms a
considerable part of the total investment of the economy it is of vital importance
to maintain this stability.

16. The stability of aggregate spendable income will tend to keep the effec-
tive demand for consumption goods generally constant and thereby promote in-
creased private investment, in the long.run, by eliminating excessive market un-
certainties. Further, the sound position regarding external finances, which is one
of the consequences of a proper budgetary policy, would prevent the necessity of
imposing, permanently or on occasion, excessively irksome restrictions on foreign
trade and payments. It is perhaps not necessary to stress that this may be a great
advantage to countries desiring to attract foreign capital.

17. During the financial year 1954-55 the Government ran a net cash operating
surplus of Rs. 127 -6 million, the highest surplus on record. This was in contrast
with the state of the Government’s finances in the boom years 1949-50 and 1950-51
when there were net cash operating deficits of Rs. 160 -6 million and Rs. 47 -8 million
respectively. The increase in the Government’s indebtedness to the non-banking
private sector in 1954-55 by Rs. 50 -1 million also had a contractionary effect on
the money supply. The Government’s financial policy in 1955, the calendar year
under review, was thus basically in harmony with the needs of the economy.

18. 1In spite, however, of the Government’s net cash operating surplus and the
increased Government borrowing from the non-banking private sector there wasa sub-
stantial increase in the money supply in 1955. The peak was reached in November
when it stood at the record level of Rs. 1,077 million; in December money supply was
Rs. 1,073 million. The increase in money supply, as already stated, has not been
associated with any inflationary tendencies. The Central Bank, therefore, did not
consider it necessary to adopt any special measures to meet the situation. Towards
the close of 1955, however, money supply approached so high a level in absolute
terms that the Bank thought it desirable to consider measures to control the rise.

19. When money supply increased rapidly in the years 1950 and 1951 the
Central Bank adopted the following restrictive measures: (a) the reserve require-
ments of the commercial banks were raised, (b) the commercial banks were allowed
to hold balances abroad, (c) the commercial banks were requested not to extend any
non-essential and particularly speculative credit. These measures were thus under-
taken with a view t0 preventing banks from expanding credit excessively.
The possibility of an excessive expansion of credit was, however, less in 1955 as
those who held high cash balances in 1955 were mainly tea (and to some extent
rubber) producers. They had built up their balances mainly by monetising their high
export receipts, not by obtaining increased bank credit. Restrictions imposed on
bank credit would have done nothing to reduce liquidity generated by this cause.
On the contrary, since such restrictions would have fallen most heavily on exporters
and shippers, some injury to the economy might well have resulted by the export
trade being deprived of necessary finance. ‘
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20. The problem of rising liquidity of the private sector, as well as of the
banks was therefore sought to be met by new issues and sales of securities. Since
the Central Bank’s own portfolio was very limited, action had to be mainly taken
in the form of new issues. During the year three Government loans totalling
Rs. 125 million, and debentures of the State Mortgage Bank and the National Housing
Fund totalling Rs. 22 million were issued. The Government loans were issued
partly in conversion of maturing stock. Towards the end of the year the Govern-
ment was further advised to issue a medium and a long-term loan aggregating
Rs. 50 miltion. In addition the Central Bank decided to supplement the two Gov-
ernment issues by two short-term issues of its own amounting to Rs. 10 million.*
This was the first time that the Central Bank decided to issue its own securities.
Two special considerations influnenced the decision to issue Central Bank securities ;
they were firstly, the possibility of developing the Central Bank paper as a security
specially attractive to the non-banking private sector and secondly, the need to
expand the existing small security market of the country.

21. Government Measures.—The Government’s financial year 1954-55 ended
with a record net cash operating surplus of Rs. 127 -6 million. In 1951-52 and 1952
53, the Government had deficits of Rs. 257 -1 million and Rs. 231 -9 million res-
pectively and in 1953-54 a surplus of Rs. 33 -7 million. The main factor behind the
substantial increase in the cash surplus in 1954-55, was the large increase in revenue
from the tea export duty. The export duty on tea which was 75 cts. per pound
at the beginning of the financial year was raised to Re. 1 -00 per pound in November,
1954, and to Rs. 1 -30 per pound in January, 1955. With the break in tea prices,
the duty was lowered to Re. 1-00 per pound in April, 1955, and (after a short-lived
subsidy scheme) to 50 cts. per pound in June, 1955. As prices revived, the duty was
raised to 65 cts. per pound in September, 1955, at which level it now remains. The
net result of the changes in the export duty was an increase of Rs. 97 -1 million in
the revenue from the tea duty over the original budget estimate of Rs. 204 million.

22. 1In the 1954-55 Budget, the Government budgeted for a deficit of an order
which would not exceed borrowings from abroad. The estimated deficit was Rs. 66 -7
million, whereas external finance available wgs Rs. 90 7 million (Rs. 63 -5 million
on net proceeds of the London loan, and Rs. 27 -2 million from the LB.R.D.).
The budget surplus of Rs. 127 -6 million shows an improvement of Rs. 194 -3 million
on the original estimate. The total revenue at Rs. 1,158 -6 million exceeded the
original estimate by Rs. 131 -6 million, the balance of the increased surplus being due
to a shortfall in total expenditure. The expenditure chargeable to revenue exceeded
the original estimate by Rs. 57 -6 million mainly because of increased expenditure on
the servicing of public debt and on wages and salaries following the salary revisions
announced in April, 1955. The increase in expenditure chargeable to revenue was,
however, more than offset by a short-fall of Rs. 72 million in the loan fund expen-
diture and the expenditure from the National Development Reserve taken together.

*These issues were made in February, 1956. The Central Bank issued :—
(1) a one-year security with interest at 119, per annum ; and
(2) a two-year security with interest at 19, per annum.

The Government issued :—
{(a) a 239, loan repayable at par between February 1, 1961, and February 1, 1963 : and
(b) a 3}19% loan repayable at par between February 1, 1976, and February 1, 1981.

All four issues were fully subscribed.
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23. The capital expenditure of Government in 1954-55 was Rs. 359 million. *
This represents an under-expenditure of about 21 per cent of the original estimate
of Rs. 460 million for the year. The corresponding percentages for 1952-53 and
1953-54 were 33 per cent and 30 per cent respectively. Thus it is apparent that the
bottle-neck in recent years as regards public investment has not been a lack of
finance. The full implementation within schedule of the Six-Year Programme of
Investment will depend largely on the ability of Government to make greater use
than hitherto of funds voted each year by Parliament for capital expenditure. One
of the main tasks of the Commission on Government expenditure, which the
Government proposes to appoint, would, perhaps, be to consider this problem.

24. Food Subsidies—When the budget for 1954-55 was presented, it was
expected that there would be no net charge to revenue during the year on account of
food subsidies. Subsequently, with the continuing decline in the price of imported
rice (especially as a result of the lower contract price for 1955 of China rice), and
flour and sugar, Government found it possible to grant in November, 1954, an in-
crease in the quantity of subsidised rice allowed on the ration. The effect of the
increase was to equalise the ration of all categories of ration book holders. In March,
1955, the contract price of Burma rice for 1955 was reduced to £42 per long ton
from the earlier contract price of £48 per long ton. Following this reduction the
price of rationed rice was lowered in May from 55 cents to 50 cents per measure.

25. Government has incurred a loss of Rs. 36 million in its trading in food
during the year. This loss was principally the result of the heavy subsidy pay-
ments incurred by Government in the purchase of locally-grown paddy and
rice under the guaranteed price scheme. The profit on sugar was also lower and
the subsidy on imported rice sold on ration was higher than was originally
anticipated in the budget.

26. Under the guaranteed purchase scheme for paddy, the Government has
agreed to purchase locally-grown paddy at Rs. 12 per bushel till the end of September,
1957. The quantity of rice and paddy purchased under this scheme in 1954-55
was 225,834 tons of rice equivalent, almost three times the previous record quantity
purchased in 1953-54.

27. The Taxation Inquiry Commission.—A Commission was appointed in
October, 1954, to inquire into the structure of taxation and to recommend suitable
changes in it with particular reference to the needs of economic development with
stability. In its report submitted in May, 1955, the Commission did not recommend
any major changes in the existing tax structure. Some of the more important
recommendations were the exemption of bonus share issues from taxation, the
increase of initial allowances in respect of plant and machinery and industrial build-
ings, the exemption from taxation within specified limits of life insurance premia
and employees’ contributions to approved provident funds and lower import duties
on capital goods and raw materials and the carry forward of losses without limit.
In the case of companies controlled by not more than five persons, whatever their
total number of shareholders, the Commission recommended that where a reasonable

* Provisional.
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proportion of the profit, after taking into consideration the current requirements of
the business and the requirements for maintenance and development, had not been
distributed, the whole profit can be assessed to tax in suitable cases as if it had been
distributed. The Commission also recommended certain changes in the existing
law relating to the concept and determination of taxable income and the adminis-
tration of taxes. These recommendations have since been implemented.

28. The Budget 1955~-56.—In 1955, as in the previous years, the main con-
sideration that guided the formulation of budgetary policy was the need to
achieve rapid economic development without at the same time endangering the
country’s financial stability. Since it was anticipated that revenue receipts would
be high and that export earnings would be somewhat lower than in 195455, the
criterion of financial stability would have been met by a balanced budget. How-
ever, in order to meet adequately the needs of long-term economic development,
the Government budgeted for a deficit of a size which was unlikely to lead to any
financial instability.

-29. The total estimated revenue for 1955-56 according to the original budget
estimate is Rs. 1,161 -8 million. Estimated expenditure chargeable to revenue is
Rs. 949 -9 million while Loan Fund and Loan Scheme expenditures amount to
Rs. 266 -1 million. In addition, it is planned to spend Rs. 8 million from the National
Development Reserve and Rs. 32 million from the I.B.R.D. Loan. These figures
give a total budgetary expenditure of Rs. 1,256 -0 million which when set off against
the total estimated revenue leave a deficit of Rs. 94 -2 million.

30. The estimated total capital expenditure in 1955-56 (including expenditure
from the extra-budgetary reserves and expenditures financed from the Colombo
Plan Aid) is Rs. 485 -1 million. This figure of estimated capital expenditure exceeds
the estimate for 1954-55 by approximately Rs. 25 million.

31, The Six-Year Programme of Investment.—With the Budget for 1955-56
Government adopted a Six-Year Programme of Investment for the public sector
covering the period 1954-55 to 1959-60. The priorities in the programme have
been arranged broadly on the lines recommended by the I.B.R.D. Mission in their
report on the economic development of Ceylon but the total outlay (Rs. 2,529 million)
is Rs. 929 million more than the amount recommended by the I.B.R.D. Mission
for a similar period.

32. Of the total cxpenditure 76 -8 per cent is allocated for projects of an
economic nature (largely agricultural development and public utilities), about 16
per cent for capital expenditure connected with social services, while civil adminis-
tration and defence receive about 3 -5 per cent cach. Regarding the employment
content of the Programme, it is estimated that over the six-year period an additional
41,901 persons will be employed on the average on constructional works ; the esti-
mated increase in permanent employment at the end of the period is 94,895. The
increasing demand for domestic materials and services created by the higher level
of economic activity and the increase in money income would lead to a further
increase in employment opportunities,
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33. The local cost of the programme will amount to Rs. 1,757 -5 million or
69 -5 per cent of total expenditure, while the balance Rs. 771 -2 million or 30 -5 per
cent of total expenditure is the direct foreign cost element in the programme. The
programme has been drawn up on the basis of the country’s own resources ; foreign
loans and grants, if available, will assist either in expanding the programme or in
maintaining the desired level of investment in case of any short-falls in local re-
sources.

34. Foreign Investment Policy.—In July, 1955, the Government published
a paper defining more clearly its policy regarding the investment of foreign private
capital in Ceylon. The main points of the paper are as follows :—

(@) Tt is considered desirable for local capital to participate with foreign capital
in the establishment of business enterprises. No rigid rules concerning
such participation are, however; laid down.

() Much importance is attached to the training and employment of as many
Ceylonese nationals as possible in businesses operated by foreign in-
terests.

{(c) The remittance of dividends and interest as well as withdrawal of capital
on liquidation are permitted freely.

(d) As regards taxation, foreign concerns will be treated on terms of equality
with local enterprises. Foreign concerns are qualified to benefit from
such special concessions and inducements as are allowed by the Govern-
ment for the stimulation of private investment. Whenever possible the
Government will negotiate agreements with other governments to relieve
foreign investors of the burden of double taxation.

(e} 1n the event of compulsory acquisition, foreign investors would bo entitled
to the fullest compensation.

35. International Finance Corporation.~—In December, 1955, the Government
presented to Parliament a Bill to enable Ceylon to become a member of the Inter-
national Finance Corporation. The Bill was passed in early 1956. Ceylon’s con-
tribution to the share capital of the Corporation is Rs. 800,000 (U.S. $166,000).

36. Membership of this Corporation, which is an affiliate of the I.B.R.D. is
expected to promote the inflow of private foreign capital for investment in Ceylon.,

37. Government Sponsored Corporations.—In accordance with the revised indus-
trial policy of Government, the Government Sponsored Corporations Act No. 19
of 1955 was passed in April, 1955. This Act provides for the formation of corpora-
tions to acquire and operate the state-owned and state-operated industrial enterprises,
and for the eventual replacement of these corporations by joint-stock companies
under the Companies Act. During the year the three factories, ceramics, vegetable
oil and paper, were converted into corporations under this Act. The conversion
into corporations of the cement, D.D.T., caustic soda and chlorine and the plywood
factories is being contemplated.
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- 38. Government Borrowing Operutions.—In the calendar year 1955 therc was
an increage in the gross public debt of Rs. 21 million in contrast to a decrease of
Rs. 91 million in 1954. The increase of Rs. 21 million in the gross public debt was
the result of a decline of Rs. 55 million in treasury bills outstanding and an increasc
of Rs. 76 million in the total gross funded debt, including foreign and rupee debt.
The rupee debt increased by Rs. 67 -1 million and the foreign debt by Rs. 8 -9 million
which was the amount withdrawn during the year from the I.B.R.D. loan account.
There was no borrowing from the Central Bank during the year.

39. Three new loans were floated during the year ; a five to seven year loan
for Rs. 75 million in March, a three-year and a twenty to twenty-five-year loan for
- Rs. 25 -4 and Rs. 24 -6 million respectively in December.

" 40. The loan issue of March was partly in conversion of the Rs. 40 million
of 13 per cent stock maturing in December, 1955. Rs. 27 -8 million worth of matur-
ing stock was surrendered in conversion. The balance Rs. 12 -2 million worth of
stock, which was not surrendercd in conversion, was redeemed separatcly in
December, 1955.

41. Of the two loans floated in December the 2} per cent Loan 1958 for Rs. 25 -4
million was a conversion issue. Holders of the 3 per cent Loan 1956 which was
for the same amount were invited to offer their holdings for conversion at par into
the new stock. Total conversion applications amounted to Rs. 17 -9 million, The
total amount of cash brought in by the three loans was Rs. 79 -3 million.

42.  Borrowing by Public Institutions—The State Mortgage Bank made two
issues of debentures in 1955. The first was for Rs. 5 million 1962-64 at 24 per cent
and the second for Rs. 7 million 1965-68 at 3 per cent. Both issues were made at
par. An issue of debentures under the National Housing Act of 1954 amounting
to Rs. 10 million-was made in June, 1955. The issue was at par, carrying 3} per
cent and maturing in 1970-72.

43. Legislation was passed during the year to exempt the debentures of both
the National Housing Fund and the State Mortgage Bank from the stamp duty on
transfers.

44. Interest Rales and Open Market Operations.—The decrease in the volume
of treasury bill borrowing during the year was associated with a gradual decline in
the treasury bill rate ; at the end of 1954 it was 0 -87 per cent and at the end of
1955 it was 075 per cent. The yields on other Government securities also showed
a downward tendency ; the redemption yield on a security with a 19 year maturity
fell from 3 -48 per cent to 3-13 per cent. The comparatively low yields prevailing
on treasury bills and Government securities isexplained by the fact that Government’s
budgetary position was favourable at a time when commercial bank reserves
were high.

45.. Although the over-all liquidity of the ¢conomy continued to he very high
during the year, the Central Bank did not engage in open market operations to any
great extent, mainly because the Central Bank’s holdings of Government securities
were extremely low. Open market operations were however carried out on a restricted
scale in April, 1955, in order to stabilise the Government securities market to accord
with the terms of issues of Government loans.
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46. Bank Rafe.—Bank rate has remained unchanged at 2} per cent since its
reduction from 3 per cent on June 11, 1954. There was also no change in the
advances rate of commercial banks during 1955.

47. Fized and Savings Deposits.—Fixed and savings deposits were on the
average substantially higher in 1955 than 1954. This increase, in combination
with the increase in bank liquidity and the trend of falling treasury bill rates and
yields on other Government securities which began in the first quarter 1954, led
to a decline in January, 1955, in the commercial banks’ rates for fixed deposits by
about one quarter of one per cent. There has been no change in the commercial
banks’ rates for savings deposits (held principally by small savers) for some years.

48. Total fixed and savings deposits of commercial banks were Rs. 165 million
at the end of 1955 as compared with Rs. 147 million at the end of 1954,

49. There was hardly any change in the level of deposits of the Ceylon
Savings Bank, total deposits being Rs. 63 -6 million at the end of 1954 as compared
with Rs. 65 -2 million at the end of 1955. There was, however, a moderate
increase in the deposits of the Post Office Savings Bank during the same period,
from Rs. 220 -7 million to Rs. 230 -5 million.

50. Bank Credit to Private Sector—Total bank credit increased by Rs. 18
million as between the end of 1954 and the end of 1955. The factors behind this
increase were an expansion of Rs. 9 million in export bills discounted and an increase
of loans by Rs. 9 million. On the other hand excess reserves of the commercial
banks increased by Rs. 23 million, while total liquid assets increased by Rs. 76
million due mainly to an increase in foreign cash balances.

51, These facts relating to 1955 reflect a situation that is normal in Ceylon
as regards bank credit to the private sector. Although the loanable resources of
banks may fluctuate considerably, the level of bank credit tends to be relatively
stable, any moderate changes in credit extension being normally accounted for by
changes in the needs for finance of the export trade. Such conservative lending
policies are, for Ceylon, partly an advantage and partly a weakness. They arc
an advantage to the economy in that bank credit expansion does not accentuato
the swings of the economy caused by fluctuations in export prices. They are a
weakness in that if conservatism becomes too rigid a creed, they would be utterly
inappropriate in an economy requiring rapid development.

52. As commercial banks do not as a rule provide long-term finance, a decision
was taken to set up a Development Finance Corporation. The Central Bank and
the International Bank for Reconstruction and Development collaborated in the
necessary preliminaries towards its establisment.

53. The Development Finance Corporation.—An Act was passed by Parlininent
in September, 1955, providing for the establishment of the Development Finance
Corporation of Ceylon. The authorised share capital of the Corporation is Rs. 8
million. In addition the Corporation may borrow from the Government up to Rs. 16
million free of interest. Further, the Corporation is empowered to obtain loans
from the LB.R.D. and the Government is authorised to guarantec such loans
up to Rs. 24 million.

54. The Corporation will have counsiderable freedom in deciding the form of
financing of projects. It may make loans with or without security, acquire shares
(or any other interest) in new or existing enterprises, underwrite new issues of shares,
bonds and other securities, guarantee loans from other private sources. It has the

\ ML i Wi
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power to sell its investments at any time it considers appropriate and re-invest
‘the proceeds in other undertakings, thus ensuring the maximum developmental
use of its resources.

55. The Corporation will also initiate new projects where it is practicable and
necessary to do so. In those projects with which the Corporation is connected it
will take an active interest, and will be ready to assist in securing managerial,
technical and administrative advice. In these matters the Corporation will
have the assistance of the Institute of Scientific and Industrial Research
established in 1954.

56. Though the Corporation has been established with the support of the
Government, it has been designed as an autonomous private body without Gov-
ernment control over its management. It will be a private enterprise, making
financial assistance and technical advice available to private industrial and
agricultural enterprises. The broad national interests of the country are pro-
tected by the statutory proviso that a majority of the shareholder-directors
shall at all times be citizens of Ceylon.

57. Ewxchange Conirol.—The Central Bank administers exchange control as
the agent of the Government. The scope and pattern of control are determined
broadly by the current and prospective balance of payments situation (due regard
being also taken of the country’s obligations as a member of the sterling area), and
the need for accumulating adequate foreign exchange reserves for economic develop-
ment. Changes in exchange control regulations were last made in 1953, and were
designed so as to be stringent on capital transfers whilst allowing current transfers
to be made with little hindrance. No change in this policy was made in 1955.

IV. Basic Economic Data
Foreign Trade in Merchandise

58. Exports.—Statistics of value, volume and price of exports from 1938 onwards
are given in tables(!) 26, 28 and 29. The total value of exports increased 7 -2 per
cent from Rs. 1,809 million in 1954 to Rs. 1,940 million in 1955 exceeding the
previous record of Rs. 1904 million reached in 1951. The average price rose 4 -6
per cent and volume 5 -9 per cent. The share of tea in the export trade remained
unchanged at the very high proportion reached in 1954, while that of rubber -

improved.
Composition of Exports

Value in Rs. million Percentage of total exports
Commodity
_ 1953 1954 1955 1953 1954 1955

Tea .. .. .. .. .. 825 1,123 1,194 52-6 62:0 61-6
Rubber o .. .. .. 338 285 350 21-5 15-8 18-0
Major coconut products - .. 244 212 225 15-6 11-7 11-6
Other domestic exports .. .. 83 99 103 5:3 5-5 5-3
Domeslic Exports .. .. .| 1,490 1,719 1,872 95-0 95-0 98-56
Re-exports . . .. .. 78 90 68 5-0 5-0 3-5
’ Total ..| 1,568 1,809 1,940 | 100-0 ; 100-0 100-0

Source : Ceylon Customs Returns.
(1) All tables referred to numerically appear in Appendix IL. ‘



