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II. The Economic and Financial Situation 

5. The year 1956 was not as favourable a year to the economy of Ceylon as 
each of the two preceding years. Foreign trade in 1954 and 1955 had, indeed, 
experienced near-boom conditions and had contributed largely to an increased 
national income. There had been a marked rise in export values during those years, 
while the terms of trade—which in the Ceylon economy might be regarded as a 
major determinant of real income—had improved by as much as 34 per cent. In 
tho domestic sector, too, the economy had shown, on balance, an appreciable 
expansion in physical output, reflecting in particular a remarkable increase in the 
production of paddy. Government finances had changed from a deficit position in 
1953 to a surplus in 1954 and 1955. The volume of private savings had risen, and 
the balance of payments in each of these two years revealed large surpluses. 

6. These abnormally good conditions did not extend into 1956. The value of 
exports fell in that year. The terms of trade deteriorated. Production in the 
domestic sector also decreased. In the result, the balance of payments in 1956, 
though still in surplus, showed a considerable decline from that in the two preceding 
years. 

7. Among the factors bringing about the less favourable economic situation 
in 1956 should be mentioned the severe drought that was experienced in Ceylon in 
the year, the less strong world demand for tea than in 1955, higher import costs at 
sources of foreign supply, labour unrest in the port of Colombo, increases in ocean 
transport charges, and finally the dislocation caused by the Suez crisis. It is, 
perhaps, too early yet to attempt to assess the full economic consequences of this 
last factor, but a shortage of shipping space was experienced in the second half of 
1956, generally restricting access to markets abroad. A freight surcharge of 15 
per cent was imposed from November, and following upon the previous freight 
increase of 10 per cent effected from March, raised to some extent the costs of 
financing foreign trade. The effect on import prices was unfavourable and, though 
pressures induced by the crisis for stock-piling abroad tended to raise in Colombo 
the prices of exports to Western Markets whenever shipping space was available, 
tho volume of exports on the whole showed a decline. The harbour strikes in Colombo 
created difficulties of a different type, aggravating the intermittent congestion in 
the port and delaying further the loading and unloading of cargoes. In addition 
to hampering exports, these delays caused temporary shortages of imported supplies. 

8. As compared with 1955, the total value of exports in 1956 decreased by 
Rs. 205 million or about 11 per cent to nearly Rs. 1,735 million. This decline in 
value represented a fall of about 6 per cent each in the quantity and the average 
price. The volume of exports of almost all major products contracted—rubber by 
as much as 13 per cent. In the case of rubber, however, the decline in exports 
occurred in spite of a slight increase in production, and was partly due to shippjng 
difficulties. Yet the principal factor responsible for the fall in export values was 
the drop of over 9 per cent in the average price of tea, although tea prices improved 
later in the year. 

9. Notwithstanding the decline in income from exports, expenditure on imports 
rose in 1956 by Rs. 170 million, or nearly 12 per cent to Rs. 1,629 million. This 
increase reflected a rise not only in the average price, by about 4 per cent, but also 
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in the volume, by nearly 9 per cent. The price increase was mainly in capital 
goods, the volume increase in most consumer goods, chiefly rice and textiles. 

10. The rise in 1956 in the volume of imports, in spite of the contractionary 
effect on real income of the factors mentioned earlier, would require some explana
tion, particularly since the volume of imports might have been even higher but for 
shipping difficulties. Among the reasons was, firstly, the expansionary influence 
on private income of Government budgetary operations in 1956 in relation to 1955. 
In 1956,Government ran a net cash operating deficit* of about lis.43 million following 
upon a net cash operating surplus of about Rs. 40 million for 1955. Secondly, the 
decrease in domestic output, mainly in paddy production due chiefly to unfavourable 
weather conditions in 1956, necessitated some additional resort to imports. Thirdly 
there was the lag in imports associated with higher incomes in the previous year. 
Fourthly, some increase in personal expenditure probably occurred as a result of the 
celebration of Buddha Jayanti.f The rise in imports had, of course, to be financed 
by a net reduction in the current savings of the economy, although savings in certain 
sections of the private sector had, in fact, increased appreciably. 

11. The changes in the volumes of exports and imports, and the deterioration 
of nearly 10 per cent in the terms of trade, reduced the trade surplus for 1956 to 
Rs. 105 million from Rs. 480 million for 1955. 

12. Hence the balance of payments surplus was smaller in 1956, and led to a 
smaller rise in external assets. In 1956, external assets rose by only Rs. 25 million, 
to Rs. 1,179 million. In 1955, external assets had risen by as much as Rs. 260 
million. 

13. With the decline in the balance of payments, the net external assets of the 
banking system rose by only Rs. 21 million in 1956, as compared with a rise of 
Rs. 217 million in 1955. But unlike in the two previous years, the rise in the 
money supply in 1956 far exceeded the rise in external banking assets. In 1954 and 
1955, money supply had expanded by Rs. 130 million and Rs. 116 million, 
respectively ; but the increases in money supply in those years were much less than 
the increases in external banking assets, mainly because Government through its 
financial operations had exerted a net contractionary influence on the money supply. 
In 1956, too, although the Government deficit had a net expansionary effect on 
incomes, the Government sector's borrowing operations had a contractionary 
influence on the money supply. Yet the money supply rose by about Rs. 54 million 
in 1956. The reason was that—in contrast to the position in 1954 and 1955—the 
increase in the money supply in 1956 was mainly due to an expansion in bank credit 
to the privato sector. This credit expansion largely reflected an increase in over
drafts, mainly for the financing of export and import stocks. At the end of the 
year the money supply had reached a peak of Rs. 1,127 million. 

14. Although the money supply reached this high level in 1956, there was no 
evidence that this rise was associated with inflationary tendencies in the economy. 
Furthermore, the main increase in the money supply occurred in the latter part of 

* Defined as the excess o f all payments (excepting those resulting from Government's bor
rowing and lending operations) over revenue receipts. 

t The 2500th anniversary of the passing away (Parinihbana) of the Buddha was commemor
ated throughout the Buddhist world. The date had a special significance for Ceylon, 
as according to the Sinhalese chronicles this event coincided with the founding of the Nation. 
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the year when shipping difficulties necessitated some increase in bank credit for the 
financing of trade stocks. Also the rate of turnover of demand deposits which 
roughly measures the frequency with which demand deposits are operated on, fell 
from 1 -74 to 1-62 per month in 1956. Since demand deposits account for nearly 
two-thirds of the money supply, their less frequent use in 1956 is therefore a 
significant factor offsetting to some extent the effect of a rise in the money-supply. 

15. The movements of available consumer price indices and wage indices too 
did not indicate an inflationary situation. The Colombo Consumers' Price Index 
was on the average 0 • 5 per cent lower than in 1955. However, the domestic group 
of this index did show a small rise of 1 - 7 per cent; but this rise can be attributed 
to temporary factors affecting domestic supplies of goods and services. The import 
group of the index was on the average 3 -9 per cent lower in 1956, although there 
was an increase in the average import price ; this was due, partly, to the fact that 
the rise in the average import price was only to a small extent in consumer goods, 
and, partly, to the fact that Government reduced the price of subsidised rice and of 
sugar, with effect from May, 1956. There was a rise of nearly 13 per cent in the 
export group of the index, reflecting mainly an increase in the domestic retail price 
of fresh coconuts due largely to a rise in the export price. The wage rate indices, on 
the whole, showed only some slight increase. 

16. Tho liquid asset* of commercial banks contracted in 1956 to Rs. 437 million 
from Rs. 451 million in 1955, largely because of the increase in overdrafts. The fall 
in the liquid assets of banks was reflected in a decrease in their foreign balances. 
Tho ratio of liquid assets to demand deposits decreased from 60 -9 per cent to 55 -3 
per cent. Commerci.il banks' excess reserves, however, rose slightly, from Rs. 55-7 
million to Rs. 59 -4 million, over the same period. 

17. According to a provisional calculation made by tho Central Bank, the 
value of gross national output in 1956 has been estimated to be of the order of 
Rs. 4,900 million, or 7 - 2 per cent lower than in 1955. But population increased by 
2-4 per cont from 8-59 million in mid-1955 to 8-79* million in mid-1956. Hence 
per capita income fell by 9 -6 per cent from Rs. 616 in 1955 to Rs. 557* in 1956. 

III. Policies and Measures 

18. In a country such as Ceylon, whose economy is considerably dependent on the 
export of primary products which are subject to sharp price changes, a major aim 
of fiscal and monetary policy is the control, as far as possible, of extreme fluctuations 
in disposable income; for such fluctuations can cause serious adverse effects on 
savings and investments, and hence on the long term growth of national income. 
In an open economy the control of such fluctuations is essential if periodical crises 
relating to the balance of payments are to be avoided. 

19. The measures that need to be taken to counteract the instability of incomo 
in an economy like that of Ceylon belong mainly to the field of fiscal policy. The role 
of monetary policy is, for the most part, auxiliary and supplemental, thotigh never
theless important; its effectiveness in influencing the money supply, and particularly 
in regulating credit, largely depends on the appropriateness and timing of fiscal 
measures. These moasures should in boom times be directed towards taxing away 

* Provisional. . 
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