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I. ECONOMIC PROBLEMS AND POLICIES — 1964

Introduction

In terms of Ceylon’s Gross National Product, 1964 was a considerably
better year than 1963. In 1963, Gross National Product in real terms increased
by only 1.9 per cent whilst real product per capita actually declined by 0.6 per
cent. In 1964, on the other hand, Gross National Product in real terms is es-
timated to have risen by 4.5 per cent and real product per capita by 2.1 per cent.
There were significant increases in the net output of the export crops, coconut and
rubber, as well as increases in the net output of the domestic sector including
paddy production and industrial output.  The high percentage growth rate of
1964 was in part, however, a reflection of the relatively poor performance of the

" economy in 1963,

In 1964 Ceylon continued to experience severe pressures on her external

. payments account. The terms of trade which declined sharply by 9 per centin
1963 dropped further by 3 per cent In 1964. Despite drastic restrictions on
imports, Ceylon experienced a deficit in her balance of payments on current

account resulting in a decline of Rs, 51.0 million in external assets and a rise of

Rs. 40.0 million in shott-term external liabilities. The rise in world prices of

food imports, particularly sugar, contributed significantly to Ceylen’s payments

_difficulties in 1964.

The high prices of imported foods also prevented a reduction in the ex-
pansionary deficit in the Government budget. The expansionary deficit was
Rs. 162.9 million in the financial year 1963/64 as compared with Rs. 162.0
million in 1962/63. The food subsidy bill increased by Rs. 139.4 million in
1963/64 mainly as a result of a reduction in the profits on sugar by Rs. 79.5
million. Commercial bank credit extension to the private sector and to Govern-
ment corporations which increased by Rs. 92 million in 1964 also contributed
towards an expansion in the money supply. In 1964, total money supply increased
by Rs. 115.8 million or 7.7 per cent as compared with an increase of Rs, 163.3
million or 12.2 per cent in 1963.

The expansionary pressures in the monetary field, in the background of re-~
strictfons on imports, resulted in continued pressures on the general level of prices.
In addition, Ceylon encountered shortages of supplies in respect of various
categories of goods. Foreign exchange difficulties have begun to limit Ceylon’s
ability to meet her full requirements of raw materials, machinery and spares, not
only for accelerating development, but also for the fullest exploitation of existing
capacity.

The rate of overall economic growth attained by Ceylon in the past has
been quite inadequate, particularly in the context of a rapidly increasing
population. Ceylon urgently needs to accelerate her rate of economic growth so as to

- improve living standards and provide employment opportunities for her growing
_ workforce. Her ability to achieve this objective might be limited by the inadequate
growth of her import capacity as evidenced by underlying trends over the post-
war period. Ceylon’s policy objective at present should aim at reducing the
disequilibrium in the monetary field and at strengthening her external payments
position through increased exports, greater import substitution where feasible, and
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an augmented flow of external capita] resources. It should also aim at channell-
ing more resources towards investment by restraining, to as great an extent as
. possible, increases in consumption,

The discussion in the succeeding pages of Part I commences, after a brief

- summary of economic growth in 1964, with an analysis of certain basic underlying

trends and problems of revelence to Ceylon’s economic development and to

her monetary and financial experience. An outline of monetary and fiscal

developments and of Ceylon’s external payments situation during 1964 is provided

in subsequent sections of this Part. A more detailed factual analysis of various
aspects of the Ceylon economy in 1964 follows in Part IL.

(1) Economic Growth in 1964

According to provisional estimates, Gross National Product increased in '
1964 by 6:0 per cent at current prices and by 4.5 per cent at constant prices. In
per capita terms, i. e. making allowancé for the increase in population, product
" per person rose by 3.5 per cent in monéy terms and by 2.1 per cent in real terms,

The rate of increase in real product in 1964 at 4.5 per cent is a considerable
improvement over the rate of increase of only 1.9 per cent in the previous
..year. Chiefly responsible for the increase in 1964 was a sharp expansion in the
net output of the -export sector of 7.0 per cent. The increase in the net output
“of the domestic sector was lower at 3.3 per cent. The expansion in the export
sector reflects an increase in the output of coconut and rubber. Whereas
tea production fell by 3 million pounds or 0-6 per cent, coconut and rubber
production rose by 17-3 per cent and 6-5 per cent respectively. As regards the
- domestic sector, the fields in which there were increases included industry,
paddy production and services. In the case of paddy production, the increase
was 1.3 million bushels or 2.6 per cent which is shghtly higher than the increase
in 1963 of 1-1 million bushels or 2.3 per cent.

Gross Domestic Expenditure at current market prices increased by 7-2 per cent
“The level of Gross Domestic Expenditure exceeded that of Gross National Product
at market prices by Rs. 188 million. This difference was largely met by drawing
down the country’s external assets and by increasing external liabilities.

Private consumption expenditure rose in 1964 by 8.8 per cent, mainly due

to an increase in outlays on imports. Total capital formation fell by 1.7 per cent

- as against a fall of 3.0 per cent in 1963. The fall in total-capital formation in 1964

was dueto a decline in stocks, fixed capital formation having registered an increase

“of 3.2 per cent. The rise in fixed capital formation was entirely in the private

sector;! in the Govérnment sector there was a fall of 11.3 per cent. As a ratio of

Gross National Product at market prices, total fixed capital formation fell slightly
_frbm 13.8 per cent in 1963 to 13.5 per cent in 1964.

I defined to include public corporations.
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(2.) Perspectives for Economic Growth—The Problem
of Import Capacity -

Although production recovered from the relative setback it had
received in the previous year, Ceylon’s experience in 1964 served to highlight
some of the country’s more basic and long-term problems. Successive reports of
the Central Bank have drawn attention to the fiscal and monetary expansion
that has been taking place in recent years. This expansion had its repercussions
successively on the country’s external reserves and its domestic price level-reper-
cussions which were intensified by persistent unfavourable movements in
Ceylon’s terms of trade. Nevertheless, Ceylon’s present difficulties are not of a
kind that can be overcome by a slowing down of the monetary-fiscal expansion
alone. The depletion of external reserves has helped bring to the surface
problems of a more basic character-problems relating to the adequacy of
supplies, particularly of imported goods needed for realising the objective of
rapid economic growth. A slowing down in the tempo of monetary-fiscal
expansion is a necessary condition for relieving pressures on the domestic price
level and for reducing disequilibrium in the monetary field. But this would need
to be combined with other approaches, both of a short-term and long-term
character - designed to strengthen Ceylon’s external payments position, if the
physical resources needed for an adequate rate of economic growth in Ceylon
are to be obtained.

. In 1964 Ceylon was able to sustain a higher volume of imports than
in 1963. But she was able to do this at the expense of a further decline
in her external reserves and an increase in her short—term external liabilities. More-
over, even the augmented flow of imports barely sufficed to provide Ceylon
with her minimum import requirements. Shortages and scarcities appeared in
several fields and, although production in the nascent industrial sector
‘continued to register sizeable increases, there was growing evidence, parti-
cularly towards the latter part of 1964, of Inadequacies in respect of industrial
raw materials and equipment and of the under utilisation of capacity by many
industrial enterprises. Indeed, in 1964, there were clear signs that Ceylon’s
ability to suystain the tempo of new industrial growth was already threatened by
a paucity of foreign exchange, a paucity which could only impede the licensing
and initiation of new ventures. The shortage of foreign exchange, moreover,
manifested itself despite a stringent curtailment of inessential consumer imports.

This situation is a reflection of the fact that Ceylon’s “import capacity”
has failed to expand at a pace commensurate with the minimum import require-
ments needed to achieve a rapid rate of economic growth. -This failure is itself
a reflection of an underlying trend which has been developing~with occasional
interruptions-over the post-war period. But it is only in the last year or two
that the full impact of this trend has been felt with severity. In the final ana-
lysis, Ceylon’s import capacity is determined-external capital flows apart-by her
external receipts obtained from exports on the one hand and on the other, by the
" purchasing power of these receipts as determined by the course of import prices.
Import capacity is not, therefore, entirely dependent on the country’s efforts to
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expand export production alone. "It is also the result of movements in export
and import prices, i.e. the terms of trade. In fact, it is the case that the failure
of Ceylon’s import capacity to rise adequately is partly the outcome of unfavour-
able movements in ‘external prices-of both exports and imports-which have in large
part frustrated her efforts to augment her export earnings through increases in the
output of export products. Over the ten years 1954 to 1963 Ceylon succeeded in
steadily increasing the volume of her major export product, tea, at an average
annual rate of 3.1 per cent. 1964 was one of the exceptional yearsin which
the volume of tea exports did not rise. Ceylon has also been attempting to
increase the productive capacity of her rubber and coconut industries through
extensive programmes of replanting and rehabilitation. Nevertheless, the pur-
chasing power of Ceylon’s exports has been rising at a much slower rate than
the increases in volumes. Thus, between 1948 and 1964 Ceylon’s total
exports increased in volume at an average annual rate of 2.7 per cent.
but the purchasing power of these exports, i. e. import capacity increased
at a rate of only 1.6 per cent per year on average. The growth, in
export volumes was itself less than the rate of population growth; but the
growth in import capacity was substantially less. This means in effect that
import capacity per capita was steadily declining over this period-a phenomenon
which, if not offset by the use of external reserves or by external capital inflows
would spell a decline in the volume of import supplies per person. The table
below illustrates the post war trends in export volume and import capacity in

Ceylon.
TABLE I—1
Indices of Export volume and Import capacity(l)
' (Annual Averages) .
Base 1948=1C0
Per capia | Per capita
- Export Import P! ! P
export import
volume capacity volume capacity
1948_51 . .. - 112 108 107 103
1952-55 ' e .. .1 119 112 103 97
1956-60 .. .. o 134 122 96 94
1961-64 . .. . 144 129 99 88

< X . ) . i export valué
(1) Import capacity is here defined as the purchasing power of exports, i.e. fmport price index x 100.

The fact that the declining trend in per capita import supplies did not
manifest itself more sharply in actual shortages of imported goods until the very
recent period was due, in essence, to Ceylon having been able to sustain a
higher inflow of imports by running down her external reserves. The use of
external reserves over the period 1957 to 1960 served, in other words, to conceal
the underlying trends in import capacity and to permit Ceylon to « live beyond her
means’’.  With the depletion of external reserves, on the other hand, the basic
problem of the inadequacy of Ceylon’s import capacity has emerged to the
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surface, In the absence of these reserves, Ceylon has, foreign capital inflows or aid
apart, no alternative but to reduce her import outlays to the level of her export
earnings ; and it is a hard fact that this level is inadequate to provide Ceylon
with the growing volume of supplies needed to accelerate the tempo of economic
development and to meet the essential requirements of a growing population,
Whilst to some extent import substitution might - alleviate the problem, there are
as discussed subsequently, limits to the possibilities on this score.

It needs to be recognised that the problem of Ceylon’s long-term import
capacity is not directly related to the domestic monetary-fiscal expan-
sion. The monetary-fiscal expansion which commenced during the late
fifties, in the background of a liberal policy of import licensing, contri-
buted towards a relatively precipitate decline in external reserves. A lesser
magnitude of monetary expansion might have resulted in a more gradual decline
in these reserves. It might have lengthened the period of time after which Ceylon
would have been obliged to reduce her imports to the level of her export
receipts, Unless this interval was utilized to strengthen Ceylon’s external payments
position, she would sooner or later have had to face a situation in which external
reserves would not serve to finance a level of imports in excess of an inadequate
flow of external receipts. In other words, given the persistent adverse trend in the
terms of trade and the slow growth of import capacity that arises in conse-
quence, Ceylon could not for long have escaped the need to deal with the prob-
lems posed by an inad equacy of imported supplies,

The problem of the “external bottleneck” as a limiting factor in the growth
of developing countries is now gaining increasing recognition. A mobilization of
domestic savings alone is not a sufficient condition for achieving a satisfactory rate
of economic growth. Effective development, and the process of industrialisation in
particular, is dependent on the availability of a rising flow of raw materials, machin-
ery and equipment, and even consumer goods to meet the rise in money incomes.

| Even the largest developing countries seldom possess the range and variety of natural
resources, or the initial manufacturing capacity, to supply these requirements with-
in their own boundaries. The smaller countries are obviously less well endowed, Ini
the initial stages of development at least, and for the smaller countries possibly at
all stages, there is an inescapable need to obtain a varying range of requirements
from abroad. If the external receipts of a country-its import capacity-does not
rise adequately to make possible the purchase of these import requirements, the

. pace of overall economic growth would inevitably suffer. An increase in
domestic savings adequate to finance a larger volume of physical investment need
not by itself ensure that the type of investment appropriate to rapid growth would
take place if the import requirements that are technologically necessary for the
process are unobtainable,

Imports have always occupied a particularly important place in the Ceylon
economy. This is merely a reflection of the “openness” of an export-import
economy. The percentage which imports bore to gross national produce
was 28 in 1964. But even this proportion does not fully indicate the im.
portance of imports. If services are excluded from gross national product, goodg
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impotted in 1964 amounted to 47 per cent of the total of goods available for use
in Ceylon in that year. Further, if subsistence output isalso excluded from gross
national product so as to derive the total of marketable supplies, imports represent
as much as 53 per cent of this latter total.  Itis, of course, not necessarily true
that all imports are essential for maintaining or increasing productive activity or
for meeting essential consumer needs. But with the low level of external
reserves, Ceylon has been compelled over the last two years or so to impose
drastic restrictions, amounting in many cases to total prohibitions, on categories
of imported goods deemed inessential or less essential. In fact, the
scope of restrictions had to be extended to raw material and capital
goods imports as well, and there is certainly little room left for further curtail-
ment of imports without affecting production and development activities
adversely. On the contrary, itis a necessary condition for future economic
growth that Ceylon needs a rising flow of imports of raw materials and capital
goods, and any limitations of her capacity to secure these supplies will jeopatdise
her development effort. For Ceylon, by reason of the very openness of her
economy, the “external bottleneck” to development could prove indeed to be
particularly real,

The problem of raising Ceylon’s import capacity is thus one of the urgent
economic issues that has been brought to the forefront during 1964. It is
necessary, therefore, to pay greater attention to this aspect of Ceylon’s economic
problem in the formulation of policies. In general terms, the remedial approaches
to the problem fall into three categories. These are an increase in export earnings,
import substitution and a greater flow of external capital. It is useful to analyse
briefly some of the issues that are pertinent to each of them.

(a) Export Earnings

The first and most obvious approach towards raising import capacity
is that of augmenting Ceylon’s export earnings. In fact, whatever results might
be achieved through the other approaches, it is essentially in this sphere that the
more fundamental and long-term solution to the problem of import capacity
may be found. There are, however, several difficulties in the way of Ceylon being
able to increase its export earnings at a rate adequate to purchase the import
requirements that are necessary for accelerated growth. As shown already, despite
increases in export volumes, the growth rate of the purchasing power of exports has
averaged only 1.6 per cent annually over the last decade and a half. If Ceylon is
to secure her rising import needs solely by means of an increase in the buying
power of her exports, the latter would need to grow at a considerably faster rate 4
than in the past. It is likely for Ceylon, as for most other developing countries,
that a given target in respect of the growth rate of gross national product,
e. g. 6 per cent per year, is likely to require an even faster annual rate of growth
of imports.! This implies, if export earnings are to be the exclusive source of
finance for imports, that the purchasing power of exports would need to increase
at a faster rate than gross national product. Nevertheless, the prospects for securing
such a pace of expansion in primary product exports are, on the basis of present
quld trends, poor indeed. -

1. c.f. United Nations *“World Economic Survey 1963”" Part 1 United Nations, NewYork
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This is one of the major problems facing not merely Ceylon but virtually
all primary exporting countries, The demand for primary products in the markets
of the industrial countries has risen only slowly in recent years and there is little
to suggest that these adverse trends would be reversed in the future in the’
absence of concerted international efforts, through commodity arrangements or
other means, to strengthen primary product prices. In present conditions it is
possible that there would be sporadic or cyclical increases in commodity prices—
as occurred in 1963 and 1964 in the case of some primary products but which
did not benefit Ceylon’s exports-but these increases are of a short—term or
ephemeral character which do not signify any reversal of the downward long-term
trends. Attempts by primary producing countries to sustain or increase their
export earnings by greater production might only intensify the decline in prices.
As already mentioned, Ceylon’s efforts to increase output over the last decade
and a half have not resulted in comparable gains to export earnings. In addition,
the purchasing power of these export earnings is further reduced by the rising
trend in the prices of industrial imports. Itis a fact that during the fifties,
particularly in the latter half of the fifties, the trend in the terms of trade
between primary products and manufactures has favoured the latter with
corresponding benefits to the industrialised countries.

Most of these considerations apply to the future prospects for Ceylon’s
terms of trade. The specific products on which Ceylon’s export economy is based
are all subject to such forces as the slow growth of demand in overseas markets
or the emergence of competition from synthetic substitutes. Thus coconut pro-
ducts and rubber have had to face the pressure of competition from synthetic
substitutes or other alternative products. World trade in tea is affected by the
low income elasticity of demand for the product in the richer importing countries, .
particularly the United Kingdom, and by import restrictions in Middle Eastern
markets following upon the payments problems of countries in this region. In
addition, increases in production in other areas, due partly to the commencement .
of tea production in new territories, has served to weaken the overall market:
situation.

Ceylon needs to continue and even intensify her efforts to step up the.
production of her staple exports. But the time lag involved in the replanting and
rehabilitation of export crops, together with the factor of unfavourable price trends, .
makes it unlikely that Ceylon could rely on the plantation sector alone to

. increase external receipts to the extent necessatry to procure her urgent import
needs. In the case of rubber, for example, replanting with high yielding strains
for the purpose of reducing production costs will result in an increase in output,
But such an increase in output is essentially a condition for survival in the face of
declining world prices rather than a means of promoting sizeable increases in
total export earnings. In other words, the benefits of raising -productivity will
essentially be enjoyed by consumers abroad in the form of lower prices. In the
case of tea there is the possibility, in the absence of an international agreement, _
of wotld production increasing at a faster rate than world consumption with
deleterious consequences on prices. With the evolution of high yielding strains
and the extension of production to new areas or countries the need for such an
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agreement may well become important. Ceylon is capable of raising its output
of tea still further, The increase in production during the last decade has been
attributed largely to the increased application of fertilizers. It is uncertain as to
whether or not the limits to further increases in output through this means have
been broadly reached, Nevertheless, the process of replanting with high yield-
ng strains, at which a begining has already been made, is certainly capable of
bringing about a substantial rise in output.  Whether Ceylon’s export earnings
could benefit equally from this effort may well depend, however, on parallel action
at the international level to strengthen and stabilise world trade in the
commodity. The consequence for economic development that would result from
a continuance of the adverse trends of the past decade in respect of world trade in
primary products, and the urgent need for remedizl action on an international
scale, was one of the major themes of the United Nations Conference on Trade
and Development held in Genevain 1964. The problems of Ceylon's specific
export products, tea, rubber and coconut amply illustrate this theme and under-
line the case for international approaches in the commodity field or for schemes of
international compensatory financing to asssist developing countries which suffer
from long-term declines in their terms of trade.

Ceylon’s future export earnings need not, of course, be confined to receipts
from the sale of tea, rubber, coconuts and the other minor agricultural products
at present exported. In the long run Ceylon could also add to her export ear-
nings through the sale abroad of industrial products. Indeed, the establishment
of export capacity in the industrial sector is, in view of domestic market
limitations, a necessary condition for both large scale industrialisation in Ceylon
and for a long-term solution of her external payments problem. Ceylon has in
the very recent period, under the stimulus of import restrictions, established
several new industrial activities producing for the domestic market. But a period
of time must naturally elapse before Ceylon could build up an industrial export
capacity on a scale that would sufficiently augment her export earnings from
primary products so as to enable her to purchase in return the full magnitude
of her import needs. Industrial exports on a large scale might also be dependent
on arrangements for regional co-operation in Asia which would help to improve
access to regional markets. Moreover, the successful establishment of large scale
industrial capacity in Ceylon would itself involve increased imports of machinery,
equipment and raw materials and require, therefore, an interim solution to her
external payments problem. However, though the goal of large scale industrial
exports is a relatively long-term one, there is 2 need for an immediate beginning
to foster such exports wherever possible, It is important, for instance, that in the
establishment of new industries, even if they are initially based on the domestic
market, attention should be paid to the possibility of a subsequent orientation
towards exports.

(b) Import Substitution

Whatever the long term prospects, it is unlikely that in the short
term Ceylon can find a solution to her external payments difficulties and to the
problem of bringing about a rising flow of essential imports, by increasing her ex-
port earnings alone. It would thus be necessary to turn to the other approaches
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that would also contribute towards such a solution, The second of these
approaches is that of import substitution. Ceylon could economise on her external
resources not only by curtailing imports of luxuries and inessentials, as indeed she
has already done, but also by replacing imports by domestically produced substi—
tutes. As mentioned, restrictions on imports have already resulted in the
establishment of several domestic industries. It needs to be well recognised,
that there are severe limits in a country like Ceylon to foreign exchange
saving through a process of import substitution in the sphere of manufacturing
industry. In the first place, the creation of industrial capacity requires the impor-
tation not only of machinery and equipment but also of raw materials and other
intermediate products. Whilst industries using domestic raw materials need to be
given a high priority, it is difficult, particularly in a small country where the
extent and range of domestic raw material resources are understandably limited,
to sustain large scale industrial development on such a basis. It should not
therefore, be surprising if domestic manufacturing production tends to have a high

import content and if, specially in the early stages, the net foreign exchange
saving through import substitution tend to be small. Whilst it would be correct
to admit the foreign exchange saving potential amongst the criteria that should
be adopted in determining industrial priorities it would be inappropriate to carry

this test to the point of thwarting industrial development altogether, Moreover,
an industry with a very low foreign exchange saving potentlal when initially
producing for the domestic market may, at later stages, be capable of earning
foreign exchange through exports, In fact, where the principle of import substi-
tution becomes the sole basis for industrialisation, there is the possibility that
an uneconomic or high cost structure of industries would come to be established.

Whilst import substitution in the field of industrial manufactures is unlikely
to assist substantially in relieving Ceylon’s external payments problem, the position
is different in the case of import substitution in the field of agriculture. Although
Ceylon is predominantly an exporter of primary products, a large proportion of
her imports are also made up of primary products. The evolution of the Ceylon
economy has resulted in a pattern of specialisation in which the country obtains a
substantial volume of her food requirements from abroad. These include not
only about half her needs of rice, but the major portion of her needs of fish,
sugar, milk and milk products, potatoes, onions, chillies and similar items. It is
in these fields that import substitution is likely to result in appreciable savings of
foreign exchange, The total value of food imports into Ceylon amounted to Rs.
1010-8 million in 1964 and accounts for nearly 51.2 per cent of the total import
bill. The value of rice imports amounted to Rs. 326-3 million, sugar imports to
Rs. 185:0 million, fish imports to Rs. 685 million, and milk and milk products
imports to Rs. 93-4 million, etc. It is evident that a concerted attempt at import
substitution in these fields can yield large gains and would offer a promising
means whereby Ceylon’s external payments position could be strengthened. It
should be noted that an accelerated attempt on the agricultural front ‘with the
objective of import substitution is intimately connected with the goal of industriali-
sation as well. Import substitution in agriculture will release exchange resources
that would otherwise be utilised in importing agricultural products and enable
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these to be applied for the purchase of machinery, equipment and raw materials
for industry.  This iscléarly an important means of securing for Ceylon the
imports needed for rapid economic growth.

Import substitution in agriculture is not an objective that can be
achieved over a very short period except in the case of certain crops. There would
be technical problems to be faced and overcome. Moreover, it is not always
appreciated that a transformation of agriculture, and rapid gains in this field, are
often less easy of quick achievement than an expansion of industry because of
the complex of issues involved-sociological no less than economic. The non-
plantation agricultural sector is characterised by traditional forms of organisation
and production whose transformation into modern high productivity systems
requires a sustained effort. It is a common misconception to assume that an
“agricultural country” would necessarily find it easier to make more rapid strides
in agriculture than in industry. Moreover, a vigorous programme of development
in the domestic agricultural sector would involve investment outlays on irrigation,
land development etc., which would themselves have a high import content.
Ceylon’s capacity to undertake such a programme would, therefore, be dependent
on the adequacy of her foreign exchange resources.

(c) External Capital

It will be apparent from the discussion above, that whilst Ceylon’s balance
of payments position and the problem of her future import capacity could be
alleviated by a vigorous effort at import substitution in the agricultural sphere,
and by an increase in exports, which should include industrial exports, these are
medium to long-term solutions. In the interim period Ceylon is likely, unless
she enjoys an unforeseen improvement in her terms of trade, to experience
relatively acute payments problems. These could, if not overcome in other ways,
jeopardize not only the realisation of the long-term prospect but even the
maintenance of current levels of economic activity.

It is to deal with the problems of the interim period specially that Ceylon
would need to benefit from the third of the possible approaches towards relieving
her external payments difficulties and enabling her to carry through a programme
of rapid development. This approach concerns an enhanced flow of capital
receipts from abroad. The existence of a gap between minimum import needs
and likely export earnings is common to the developing countries as a whole at
the present time. Since the world demand for primary products is unlikely to
rise. at an adequate rate and there are limits to the practicable extent of import
substitution, there will inevitably be a need for larger capital inflows to bridge
the payments gap that would arise in these countries in the process of
accelerated development. In recent years there has been a notable acceleration in
the quantum of capital flows to the developing countries from the industrial
countries of the West and from the socialist countries. These flows have
increasingly taken the form of official capital movements ie. loans etc.,
through bilateral and multilateral agencies, rather than of direct investments of
private capital. They have served in part to meet the deficiencies in external
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receipts caused by the slow growth in exports and the declining terms of trade,
but they would have to increase considerably before they suffice to bridge the
shortfall between export earings and imports need to achieve higher growth rate.

Ceylon too been a recipient of capital aid in recent years. But it is a
fact that compared to the developing countries taken as a group, to the Asian
countries taken as a whole, and also to some of her immediate neighbours, Ceylon
has been relatively ill provided with external aid, Thus, whilst in 1960 capital
flows financed 25 per cent of imports in to developing countries, and 22 percent
of imports into Asian countries, their contribution to the financing of imports

into Ceylon averaged 4.2 per cent during the period 1960-64.! Itis
TABLE 1-2
Capital flows and changes in the Terms of Trade
“Total

1960 1961 1962 1963 1964 1960-64
Net capital .
inflows 19.5 114.7 92.0 135.5 85.2 446.9
Gains or losses .
from terms of } 4223 | —112.1 | —38.0 |—207.3 |—268.9 | —604.0
trade (at 1958 prices) ’

true, of course that imports represent a higher percentage of national
income in Ceylon than in many other developing countries. But capital flows
into Ceylon, even when measured against national income or total investment,
compare unfavourably with similar measurements in a number of developing coun-
tries. In addition, the very fact that Ceylon is crucially dependent on imports
makes it doubly important that capital flows should suffice to bridge any gap
between minimum import needs and export earnings. In fact, what Ceylon has
gained by way of capital receipts in  recent years has been more -than
offset by the losses she has sustained through a decline in the terms of trade.
This is illustrated in the table above which compares capital inflows into Ceylon
with gains or losses through changes in the terms of trade as measured at 1958
prices. :

1. The following table compares the financing of imports for India, Pakistan and Celyon over the

period 1951 to 1962.
Financing of Imports 1951-1962

(Total imports of goods and services=100)

Exports of Reduction
goods and CAPITAL INFLOWS in foreign | Errors and
services Private Official Total assets (1) | Omissions
India
1951—56 89.6 3.0 3.9 6.9 5.3 —1.8
195762 66 .4 5.9 21.7 27.5 7.6 —1.5
Pakistan
1951—56 88.4 0.2 12.0 12.2 —0.1 ~—0.5
1957—62 69.2 1.9 28.9 30.8 0.3 —0-3
Ceylon
1951—56 105.7 —6.0 1.0 — 4.9 —1.3 0.6
1957—62 92.5 —2.6 3.7 1.0 3.4 0.1

(1) A minus sign indicates an increase in external asests,

Source: ECAFE Suivey 1963, Page 12
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The measurement of the gains or losses from the terms of trade will vary,
of course, with the choice of the base year. The base year selected above was
not an year in which export prices were buoyant or import prices particularly
low. If the terms of trade effect was measured with, 1950 or 1955 as base
year, the losses suffered by Ceylon would turn out to be considerably higher than
those indicated above.

There can be little doubt that, over the years immediately ahead, an expan-
ded flow of capital receipts will be one of the important means whereby Ceylon’s
import capacity might be supplemented in the initial period. This would
enable Ceylon to accelerate programmes in the field of agricultural and
industrial development and to strengthen eventually her external position as b
well as reduce her dependence on external assistance. Ceylon’s need is not merely
for “project aid”. In the immeditate context there is an overriding need to sustain
an adequate flow of raw materials and capital equipment in order to maintain
and increase the tempo of general economic activity. It is a fact that Ceylon’s
foreign exchange difficulties and the consequent need to impose stringent import
restrictions have resulted in shortages of raw materials and spares which prevent
the full utilisation of existing capacity, particularly in the emergent industrial
sector. Whilst project aid will assist Ceylon in implementing her medium and
long-term development plans, there is also a need for additional external resour-
ces to support and strengthen the country’s external payments position. In this
connection it is perhaps relevant to note that a recent credit to India from the
International Development Association providing foreign exchange for the
putchase of materials and spares is a welcome development in the field of aid
concepts, "

It is also important, that alongside of an additional flow of external resour-
ces, the terms on which these resources are made available be not unduly
burdensome. Ceylon has fortunately not reached the position of many developing
countries where service and amortisation charges on external debt have reached
such large proportions that a very large part of export earnings have to be devo-
ted to meeting them. But in a situation of acute foreign exchange shortages even
Ceylon would be increasingly forced to resort to such expedients as suppliers’
credits and similar types of external borrowing which impose unduly severe
service burdens. These devices, though inevitable in the absence of more
acceptable types of external aid, will often tend to worsen rather than to improve
the country's external payments position in the years ahead.

(3) Fiscal and Monetary Developments in 1964

Previous reports of the Central Bank have pointed out that, against the
background of an inadequate rate of growth in her external receipts, Ceylon has
experienced an internal monetary expansion over the past few years generated
primarily by excessive deficits in the Government budget. The repercussions of
the monetary expansion were of two kinds. In the initial phase, when imports
were relatively free to flow in, the additional demand generated by the monetary
expansion was satisfied by an increased supply of imported goods. This resulted
in a sharp decline in the country’s external reserve which was the primary means
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of finance for the larger volume of imports. The domestic price level was not
substantially affected during this period and, apart from the decline in external
reserves, there was little direct evidence of the adverse repercussions of the
monetary expansion. With the rapid depletion in external reserves the impact of the
monetary expansion entered its second phase. Direct restrictions on imports had
to be imposed in order to stem the fall in reserves and this resulted in a reduction
in the volume of imported goods. The restrictions on imports were most severe,
in the first instance on the less essential categories of consumer goods. But with

“the continued pressures on the country’s reserves, the scope of the import licensing
system had to be progressively extended until eventually the whole range of import
outlays had to be determined in terms of a budget of foreign exchange allocations.
Whilst every attempt was made to sustain an adequate flow of essential
imports-Government food imports, for instance, were maintained at levels
necessary to meet consumer needs despite rises in external prices-it was inevitable
that with the continuance of pressures on the balance of payments the impact of
the restrictions would be felt over an increasing range of items including raw
materials and capital goods.

The sharp restriction of imports in the background of a continuing monetary
expansion resulted in growing pressures on the domestic price level. For a time
these pressures were cushioned by the availability of previously imported
stocks, but with the depletion of these stocks the increases in prices tended to
become more marked. In the absence of a composite measure of price changes,
such as an index of wholesale or retail  prices, it is not possible to assess the
actual extent of the risein the general price level.  The only available index of
price changes -~ the Colombo Consumers’ Price Index-has registered a distinct
upward trend over the last two to three .years rising from 104-8 in 1961
to 106-3 in 1962, to 108:8 in 1963 and to 112-2 in 1964, The Colombo
Consumers’ Price Index is, however, limited in coverage being based
on working class family budgets in which subsidised and price controlled items
enjoy a relatively heavy weightage. Price data on important items not covered
by the Consumer Price Index suggest relatively sharp price increases in several
categories of goods. The momentum of price change in Ceylon hasnot; of course,
reached the dimensions attained in some other countries where expansionary
pressures have been greater in magnitude and longer in duration.  But as indi-
cated in the previous Annual Report, an inflationary process, unless restrained

in time, tends to gather strength and to sustain itself in a cumulative manner-
An inflationary background, for instance, induces the speculative hoarding of
supplies-a process that further aggravates scarcities and price rises. Again,
rises in living costs could result in pressures for wage increases. Such wage increases,
however, if unrelated to increases in productivity would tend to intensify
further, the rise in prices and to prove self defeating. In the case of Ceylon, a
rise in production costs, through wage increases for instance, could also result
in adverse repercussions on the balance of payments. Cost increases in the
export sector could not be passed on to consumers abroad and could lead to
a reduction in the output of marginal producers,
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2 “In addmon to the general pressure on prices brought about by a restriction

on supplies in thé context of a high level of monetary demand, a regime of
administrative controls on imports is also likely to result in short-term or erratic
ﬂuctuatlons in supplles and prices. The smooth flow of imports can be affected
by the time sequences involved in the allocation of licences. the placing of orders
and the shipment of goods. In such a situation, acute scarcities and high prices
could emerge from time to time in respect of individual items in accordance
with the arrival of supplies. These erratic movements in supplies and prices
can also have distuptive effects on economic activity particularly when they
apply to raw materials and other intermediate goods as well as to spares,
machinery and equipment of various kinds.

_To some extent, increased domestic production has been able to offset the
reduction in import supplies. This is particularly true of industrial production
where the import curbs of recent years have provided a stimulus for the growth
of import substituting industries, But increased domestic output has been able to
make only a limited contribution towards restraining inflationary pressures
since the range of import substituion has itself been limited and has by no means
been sufficient to fully offset the reduction in imported supplies or the impact
of monetary expansion. Both in 1963 and 1964, Ceylon’s money supply increased
at a considerably faster rate than real domestic product.

In the context of these problems, one of the objectives of monetary-fiscal
policy would be to restrain the monetary expansion so as to secure, as previously
mentioned, a closer correspondence between aggregate demand and aggregate
supply. The expansionary deficit in the Government budget and credit creation
by the banking system in favour of the private sector have been in recent times
the principal sources of monetary expansion.

» The sections below outline the significant developments in the fiscal and
monetary fields during 1964. A more detailed account is to be found in Part
I of the present Report.

(a) The Government Budget

In the Annual Report for 1963, attention was drawn to the fact that over the
financial years 1960/61 to 1962/63 the expansionary deficit in the Govern-
ment budget, though continuing to remain high, had shown a moderately declin-
ing trend relative to the peak level of Rs 251.1 million reached in 1959/60. By
1962/63 the overall expansionary deficit had declined to Rs 162.0 million. The
Budget for the financial year 1963/64 anticipated a further reduction in the
expansionary deficit. It anticipated, in fact, a total of financing from expansio-
nary sources of only Rs 54.5 million, In the final result, however, these expectations
were not realised. The actual expansionary deficit during the fiscal year
1963/64 was Rs 162.9 million, a magnitude hardly different to that attained in
the previous year.

~ The Adispar.ity was du= in part to shortfalls in revenue, and ‘in foreign aid 4
as compared with the original estimates. Actual revenue in 1963/64 was Rs 1753.5
million as against an estimate of Rs 1787.6 million-a . decline of Rs. 34.1 million,
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Again, foreign aid receipts amounted to Rs 98.6 million
estimate ofRs 175 million Nevertheless, the major 'i

s m%rz*p?é

Total current expenditures in 1963/64 exceeded the Budget eXift
million. However, the excess in the food subsidy bill alone i'mgﬂn 5
Rs 102.5 million. A sharp increase in the world price of sugar, beyondythe.nzi
on which the estimates were based, was the major factor responsible for this excess
in the food subsidy bill.  Sugar is imported and distributed by Government and
the profit from its sale partially offset the losses through the sale
of rice at subsidised prices. In 1963/64, the increase in the purchase price of
imports in the background of unchanged domestic selling prices resulted in a
decline in the profit from sugar beyond the amount anticipated. It is clear,
therefore, that the rise in world prices, in excess of the price on which the estimates
were based, was an important factor underlying the divergence between budgetary
expectations and actual results in respect of expansionary financing' in 1963/64.
There was, however, a considerable shortfall in the capitial outlays of Government
relative to the original estimates-actual outlays being Rs 136.1 million below the
latter.

It is apparent from the analysis above that had the food subsidy bill not
risen sharply in 1963/64, the Government’s budgetary operations would have
shown a fair improvement over the preceding financial year in terms of the magni-.
tude of the expansionary deficit. One of the notable features of 1963/64 was
the very marked increase in Government revenues. Total revenues increased
from Rs 1593.4 million in 1962/63 to Rs 1753.5 million in 1963/64-an increase of
Rs 160.1 million. This is certainly a substantial increase for a single year. Import
duty collections, which rose by Rs 83.8 million, made the major contribution to the
rise in revenues. There were also substantial increases in duty collections on textiles,
grain and flour, and the category “other goods” shown in the Government revenue
classification. Receipts from income tax, inclusive of the surcharge, increased by
Rs 26.0 million whilst receipts from general sales and turnover taxes rose’ by
Rs. 15.9 million. These increases were offset only in part by declines in receipts
from the export duty on rubber, import duties on kerosene oil, motor spirits,
liquid fuel, tobacco and cigarettes, and also from such taxes as the land tax and
the national development tax which had been earlier withdrawn. ’

Current exvenditures in 1963/64 amounted to Rs. 1,758.4 million as
compared with Rs. 1534.0 million in 1962/63~ an increase of Rs. 224.4 million.
The rise in the food subsidy bill relative to the previous year was Rs. 139.4
million. As already mentioned, the increase in the world price of sugar was the
principal factor underlying the rise in the food subsidy bill. The profits from
sugar declined by Rs, 79.5 million relative to the previous year. The average
landed cost of white sugar, in particular, almost doubled, rising from Rs. 637 per
long ton in 1962/63 to Rs. 1135 per long ton in 1963/64. There was also a
decline in the profits from the sale of flour. These profits declined by Rs. 26.0
million from Rs. 27.0 million in 1962/63 to only Rs. 1.0 million in 1963/64.
This decline was a reflection of a reduction in the retail price of flour by 5 cents

4-—
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" a pound as well as of a rise in import prices. Sizeable increases were also shown in
other items of current expenditure. Outlays on education, for instance, increased
by Rs. 23.4 million in 1963/64 whilst outlays on pensions and on interest on the
public debt rose by Rs. 29.6 million. Although as already mentioned, there was con.
siderable underspending on the capital expenditure votes, in capital expenditures
in 1963/64 amounted to Rs. 503.3 million as against Rs. 489.0 million in 1962/63.
The increase of Rs. 14-3 million relative to the previous year was due to an
increase of Rs. 26.6 million in loans to Government Agencies and in the acquisi-
tion of financial assets. Capital expenditures on the construction, acquisition, and
maintenance of fixed assets declined by Rs. 12.3 million from Rs. 479.1 million
in 1962/63 to Rs. 466.8 million in 1963/64.

The overall deficit in the Government budget for the financial year 1963/64
was Rs.519.2 million. The net cash deficit after adjusting for Sinking Fund
contributions amounted to Rs. 462.4 million. The net cash deficit in 1962/63 was
Rs, 391.7 million. The following table depicts the manner in which the deficit
was financed in 1963/64 as well as in the years preceding.

TABLE 1-3
Financing of the Deficit 1959/60 to 1963/64

Rupees Million

1959/60 | 1960/61 | 1961/62 | 1962/63 | 1963/64

1. Financing from non-bank sources (Total)- - 170.5 | 212.2 | 269-7| 213.2 | 301.8

of which
{a) Admiaistrative borrowing: - .o 57-4 29-4 104.5 |— 33.8 | — 1.1
(b) Domesiic  market borrowing from
non-bank sources .. .- 86-5| 165-2 | 109-4 | 153.5| 206.1
(c) Foreign loans and grants - - . 26-6 26-6 55-8 93.5 96.8
2. 'Domestic borrowing from the banking system | 241.1 | 241.4 | 226-6 | 178.1| 115.2
3. Use of government cash balances- - .. 6-0 nil  |— 40-2 0.4 45.4
4. Total net cash deficit- - .. «+ | 4175 462-5 | 456-1 | 391.7 | 462.4
5.

" Adjustment for change in US A1d Counter
part Fund account - - 4.0 —1-5 4.0 [— 16.5 2.3

6. Net exdansionary impact of budget (2+3+5)) 251.1| 233.9 | 190.4| 162.0| 162.9

As shown in the table above, one of the notable features of the financing
of the deficit in 1963/64 was the rise in domestlc market borrowing from non
bank sources-from Rs. 153.5 million in 1962/63 to Rs. 206.1 million in 1963/64.
This was largely the result of increased contributions to Government loans by
savings institutions, insurance funds-mainly the Insurance Corporation-as well
as by companies and other Government corporations. The Employees’ Provident
Fund remained the largest single contributor-its subscriptions to Government

—;
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securties rising from Rs. 61.7 million in 1962/63 to Rs. 65.6 million in 1963/64.
There was also a significant increase in subscriptions to Tax Reserve certificates.

» Although the utilisation of foreign aid was stepped up in 1962/63, there was no
marked increase in 1963/64. As already mentioned, foreign aid utilisation fell
considerably short of the original estimate of Rs. 175 million.

Financing from expansionary sources, i. e. mainly borrowing from the
banking system and the reduction of cash balances, amounted to Rs. 162.9
million. Whilst the use of cash balances increased in 1963/64, borrowing from
the banking system declined to Rs. 115.2 million as againt Rs. 178.1 million in the
previous year. The Treasury bill was once more the main instrument of borrowing
from the banking system. The authorised limit to Treasury Bill issues outstanding
was raised twice by Parliament during the course of the financial year-by Rs. 100
million under the Finance Act of 1963 and by Rs. 250 million on 28.8.64 by a
Resolution of the House of Representatives, At the end of the financial year
1963/64 the authorised limit on Treasury Bills stood at Rs. 1, 500 million and
the amount of Treasury Bills outstanding at Rs. 1, 250 million. The Central Bank
was once again the main contributor to Treasury Bills-its holdings of Treasury
Bills increased to Rs. 1, 153-2 million at the end of 1963/64, representing 92-2 per
cent of the total of Treasury Bills outstanding, The commercial banks on the
other hand reduced their holdings of Treasury Bills and increased their invest-
ments in other Government securities. However total Government borrowings
from the commercial banks declined during the year.

The budget for the current fiscal year 1964/65 covers the last quarter of
1964. Particulars of the estimates for 1964/65 are provided in Part 1 of the present
Report. The budget envisaged an overall deficit of Rs. 509.0 million to be
financed by domestic market borrowing from non-bank sources (Rs. 250 million),
foreign aid (Rs. 225 million), and administrative borrowings (Rs. 35 million).
One of the notable features of the budget was that it consciously sought to
avoid recourse to inflationary finance.

Total current expenditure provisions-exclusive of capital items under the
recurrent expenditure votes, sinking fund contributions, and provisions for direct
repayment of debt-amounted to Rs. 1, 745.1 million in 1964/65 as compared with
the actual expenditure of Rs. 1,758.4 million in 1963/64. The reduction is accoun-
ted for by a lower provision for the food subsidy bill following the fall in world
sugar prices and a lower rate of interest on Treasury Bills purchased by the
Central Bank. The estimate for total capital expenditure in 1964/65 amounts to
Rs. 647.6 million, an increase of Rs, 144.3 million over the realised capital
expenditure in 1963/64. Total revenue in 1964/65 was estimated to reach
Rs. 1,881.4 million, an increase of Rs. 127.9 million over the realised revenues of
the previous year. Rs. 106.6 million of this expected increase was attributed to
new revenue proposals; details of which are provided in a subsequent part
of this Report.

With the dissolution of Parliament in December 1964, certain of the revenue
measures proposed were not enacted. Nevertheless, according to tentative
Treasury estimates, the losses to revenue on this score are expected to be more
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than offset by increases in revenue under other heads beyond the amounts envisa-
ged in the budget estimates. These increases cover yields from import duties,
income tax, excise tax and receipts from Government corporations. At the same -
time, although there are likely to be increases in supplementary expenditures
on account of cyclone relief and rehabilitation and other factors, total
Govenment expenditure is expected to decline below the amount pro-
vided for, largely on account of an anticipated drop in paddy purchases under
the Guaranteed Price Scheme following the drought which affected certain
areas towards the end of 1964 and early 1965, If Treasury expectations in respect
of tevenues and current expenditures are tealised, the overall deficit in the budget
would decline below the amount anticipated. But it needs to be noted
in respect of the food subsidy bill that although budgetary savings might increase
due to Jower paddy purchases, there would be corresponding pressures on
Ceylon's balance of payments to the extent that the shortfall in rice production
would need to be covered by imports,

An analysis of Ceylon’s budgetary exprience in recent years serves to high-
light three important factors. The first is that Ceylon has been making resolute
efforts to mobilize additional resources for the finance of Government expendit—
ures, both current and capital, through taxation and borrowings from non-bank
sources. There have been particularly striking increases in revenue. In
1964 total Government revenue amounted to 24.6 per cent of Gross National
Product, a proportion that is seldom attained in a developing country. Ceylon’s
tax effort has been particularly strenuous and has involved relatively heavy tax
rates in several fields. But this has been made necessary by the need to restrain
the magnitude of expansionary fmancmg in the context of rising requirements
for Government expenditure.

Second, food subsidies continue to make heavy claims on the resources
available to Government, The Annual Report for 1963 drew attention to the need
to consider the question of the appropriate scale of subsidy outlays within the
framework of a program me for restraining inflationary pressures and for mobilizing
resources for an accelerated rate of economic growth. It pointed out that as long as
external reserves were available, expansionary financing — which was made necessary
in part by the food subsidies-did not involve increases in the general level of prices
since import supplies were able to meet the additional demand. In the present
situation, with the restrictions on the supply of imports, expansionary
financing imposes pressures on the general level of prices. Insuch a situation the
relief to consumers through subsidised prices is negatived, in part at least, by
increases in the prices of other consumer goods.

The third factor brought out by Ceylon’s budgetary experience in recent
yeats is the relatively poor performance in respect of capital outlays. Succesive
budgets have made substantial provisions for capital outlays with ‘the aim of
accelerating Ceylon’s development effort. In the final result however, there is in
each year, a sizeable shortfall in actual spending on capital votes. This is an indicat—
ion of deficiencies and weaknesses in the sphere of implementing capital works and
projects. It is a pointer to the urgent need to gear the organisational and admini-
strative capacities, of Government to the tasks of development- Deficiencies in
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project planning and execution could thwart the realisation of development plans,
slow down the effective utilization of foreign aid, and thereby dampen the tempo
of economic progress itself. '

( b) Commercial bank credit to the private sector

In 1964, as in 1962, commericial bank credit to the private sector-defined to
include Government corporations on account of statistical difficulties of differen~
tiation— played a contributory role of some significance in the total monetary
expansion. In the previous years, the increase of commercial bank credit to the
private sector was relatively small, e. g. Rs42.2 million in 1962 and Rs 12.5
million in 1961. Inthe more recent period, on the other hand, the reduction of
the drain on external reserves through import and exchange restrictions has
augmented the liquid resources of the banking system and increased its capacity
to expand credit. In 1964 commercial bank credit to the private sector
increased by Rs 111.7 million exclusive of export bills as compared with an increase
of Rs 124.2 million in 1962. As already mentioned, the expansionary fiscal
deficit of Government has shown a moderately declining trend over the recent
period and was maintained at around Rs 160 million in each of the fiscal years
1962/63 and 1963/64. The rise in commercial bank credit to the private sector
has thus served to sustain the total monetary expansion at a high level despite
the scaling down of the Government’s expansionary deficit.

The increases in commercial bank advances to the private sector are
summarised in the table below:

TABLE 1—-4

Commercial Bank Advances to the Private Sector

Rupees Million,
December | December Change
1963
(a) Cash items in process of co]lectlon . 82.1 74.5 —17.6
{b) - Local biils! . — —_ —

t¢) Import billsl e . 65-8 71-8 4120
1d) Export bills .- .. 72.8 53-6 —19.2
te) Overdrafts . .. 331.9 372.3 4404
(f) Loans .. .. 213.0 279.4 -4 66-4
Total .- 765-6 857-6 +492.0

1 Figures given in respect of these items for 1963 in the Annual Report for that year have
been revised.

As in the previous year, loans and overdrafts were the main media through
which commercial bank credit was increased in 1964. The increase in advances
was confined entirely to the Ceylonese banks. The total of advances by the
Ceylonese banks increased by Rs 120.8 million whilst advances by the foreign.
banks contracted by Rs 28.9 million.
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The half-yearly sutvey of the Central Bank provides a classification of
commercial bank lending in terms of the purposes for which advances are made.
The table below depicts the changes in the amount of advances by purpose over
the years 1963 and 1964,

TABLE 15

Advances Classified by Purpose
Rupees Million

December December Change
1963 1964

Commercial o .. 451.6 488.2 +36-6
Financial : . . 1.1 91.1 +20-0
Agricultural .. .. 25.7 28.9 + 3.2
Industrial .. .. 43. 4 72.1 +28.7
Consumpton .o . 36-6 48-9 +12-3
Other Loans . . 61-9 52.5 — 9.4
Total .. 690-4 781.7 +91-3

As shown above, the major increases in commercial bank advances were for
commercial, financial and industrial purposes. Commercial purposes represented
largely increased lending for import trading and wholesale and retail trading.
Rs 10.5 million of the increase in lending for industrial purposes accrued to the
building and engineering industries. Consumption loans too have increased,
though moderately. These figures of changes in bank advances as classified by
purpose need, however, to be interpreted with caution. In the previous year
1963 there was g large increase-Rs. 50.3 million-in advances under the category,
other loans. In 1964, on the other hand, this category registered a decline

and it is difficult to determine the extent to which the increases under other
heads relative to the previous year represent a more specific classification of ad-
vances by purpose by the commercial banks.

During the year the Central Bank continued to maintain the several measures
already in force §vith the objective of restraining the momentum of credit
expansion. ; Whilst the credit needs of the productive sectors of the economy
need to be met-and these are likely to rise in the process of development-there is
a need In the present context, to avoid an increase in credit for non-essential
purposes.  In particular, a close surveillance is being kept on increases of credit
for speculative purposes, since periods of inflationary pressure provide a stimulus
to the holding of stocks in anticipation of future. price increases. The objectives
of Central Bank policy are thus twofold-to ensure that the base for credit
expansion is.itself not excessive in the light of the overall monetary situation, and
to encourage the selective channelling of credit for productive and essential
purposes as well as the extension of banking facilities to new areas wherever
justified. The Central Bank will impose such further measures as may be
necessary to meet these objectives as the situation demands.
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(c) The Money Supply ‘ .

In 1964, Ceylon’s total money supply rose by Rs, 115.8 million or 7.7 per
cent. This is a reflection of the combined impact of the expansionary effect of
Government operation and of credit creation by the commercial banks for the
private sector. The table below analyses the determinants of the money supply
during the year. ‘

TABLE 1-6

Change in Money Supply-(End of Period 1963 to 1964)

L ‘ Rupees Million.
Expansionist Factors .

(a) Government borrowing from the banking systcm - - e .. 104-6

(b) Commercial bank credit to the private sector .- .- 111.7
(c) Change in external bankmg assets (net) .- e e 16-9(a)

Total .. . .. .- 233.2

Contractive Factors

(a) Increase in time and savings deposxts 52.5

(b) Government cash balances 2.9

\ (c) Increase in other liabilities (net) of commermal banks . 4.9
(d) Inctease in other habllmes and accounts (net) of Central Bank . 54.8(b)
(e) Adjustments .. . . 2.3 -

Total -« . . .. .. . 117.4

Net change in Money qupplty . .- = <+ +115-8

H

(a) “ncludes foreign assets with a face value of Rs. 53.3 miilion purchared by the Central .
ank from Government institutions in February 1964. When allowance is made for this
) trgmsactlon net external bankmg assets actually declined by Rs 364 million during
the year
(b) Rs. 53.3 million of the inciease in Central Bank's other liabilities to Government insti~
*  tutions represents tbe issue of Central Bank securities of equal value- to Governmetnt
institutions. .

Total money supply - comprising both currency and demand deposits -
amounted to Rs. 1621.8 million at the end of 1964 as against Rs. 1506.6 million
at the end of 1963. The increase in 1964 was, however, less than the increase in
1963 when money supply increased by Rs. 163.3 million or 12.2 per cent. Over
the calendar year 1964 the magnitudes of both Government borrowing from the
baqking system and commercial bank credit to the private sector were less than in
1963. As mentioned before, the degree of monetary expansion continued to
remain relatively high and the rate of increase in the money supply in 1964
was higher than in the years prior to 1963.

~As in 1962 and 1963, time and savings deposits continued to increase signifi-
cantly and thereby to offset the impact on the money supply of the other expan-
sionary factors. Time and savings deposits increased by Rs. 52.5 million in 1964
as compared with. increases of Rs. 63.4 million and Rs. 50.2 million in 1963 and
1962 ‘respectively. As mentioned in the Annual Report for the previous year,
although an increase in time and savings deposits is an offsetting factor to the
increase in money supply, these dep051ts constitute a relatively liquid form of

" asset holding.
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In recent years there had been a persistent tendency for the currency com-
ponent of the money supply to increase relative to demand deposits. Thus in
1963, 71 per cent of the total increase in money supply was accounted for by an
inctease in currency. In 1964, however, there was a marked reversal ot this
trend. In that year, the currency component represented only 21 per cent of the
increase in the money supply whilst demand deposits accounted for 79 per cent of
the increase.  As a result, the ratio of currency to money supply declined from
55 per cent in 1963 to 52.6 per cent in 1964, The slower rate of growth in
currency relative to demand deposits was also accompanied by a change in the
composition of currency as between notes of different denominations. In recent
years there was a marked increase in the notes in circulation of the denominations
of Rs. 100 and Rs. 50. Between May and September 1964, however, notes of the
Rs. 100 denomination declined from a total of Rs. 298.0 million to Rs, 170.2
million. At the time, notes of the Rs. 10 denomination increased from Rs. 257.4
million to Rs. 335.8 million. These developments were presumably associated
with anticipations concerning the possible demonetization - of the Rs. 100 note and
budgetary measures against tax evasion as might be evidenced by the hoarding
of currency in notes of the higher denominations.

(4) External Payments in 1964

Section (2) of the present part outlined some of the long term trends perta-
ining to Ceylon’s external payments position and the basic problems confronting
Ceylon in this respect. Ceylon’s external payments situation in 1964 amply
illustrated these trends and problems. A more detailed discussion of the
balarice of payments position of 1964 is provided in Part II of the' present Report,
but the main highlights of the country’s experience may be outlined in brief.

The table below depicts the several aggregates of relevance to Ceylon's
“external accounts in 1964 as compated with some of the years preceding.
TABLE 1-—7

. Ceylon’s Balance of Payments 1960-1964
- Rupees Million

1960 | 1961 | 1962 | 193 1964
) (Provisional)
1. Meérchandise .- . :
. Exports el 1796 +1707 +1763 + 1708 +1764
Imports . <] —2006 —1794 —1906 —1869 —1957
) Trade balance . — 210 — 87 — 143 — 161 — 193
2, Services el — 32 | — 18 | — 4 | — 20 + 6
‘3, Donations 4 22 + 11 + 1 + 13 + 40
4. Current Account balance ] — 220 — 94 — 140 — 168 |. — 148
_ .. . Method of Financing
"5. Private capital .
- Long term 4+ 2 — 8 _ 2 + 5 — .2
. Short term (ny.-] — 17 + 14 — — 4 — 13
6. Official and banking capital ‘
. (i) Change in net external
long-term liabilities -+ 4 20 + 19 + 40 + 175 + 7
(ii) Change in net external '
short—term liabilities — 17 4 81 + 44 4 46 4+ 54
(iii}) Change in external assets| 4 193 -+ 10 4+ 28 + 42 + 111
- (iv) Other — —_ 2 — . _
7. Errors and Omissions -l 4+ 29 — 19 4+ 31 + 4 —_ 9

(1) Plus sign represents decreases in dssets and increases in liabilities,

TTRSS——
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As indicated above, Ceylon’s merchandise deficit in 1964 as based on réceipts
and payments data was greater than in 1963. Both receipts from-exports and outlays

on imports increased during the year. Export receipts rose in 1964 on account of
larger increases in the export volumes of coconut and rubber; tea exports declined
slightly in 1964. The overall price index for all exports remained unchanged during
the year. The increase in export receipts was, however, more than offset by the rise
in impott outlays. There was a particularly sharp increase in the volume of textile
imports during the year whilst import outlays on rice, flour, and sugar also recorded
a rise largely on account of increases in world prices. There werein addition,
inoderate increases recorded in the Customs data in the volume of imports of
other consumer goods, and of some intermediate goods. Imports of inveétmént
goods recorded a slight decline due entirely to a drop in imports of trangpbtt
equipment. A portion of the total value of merchandise imports recorded in the
balance of payments accounts consisted of gifts in kind, primarily CARE - flour

and milk from the USA, and assistance, mainly textiles, from Chma as well as
assistance from Canada.

The increase in the deficit on merchandise account was offset to a small
extent by a surplus of Rs. 6 million on the services account as against a deficit of
Rs. 20 million in 1963. - This was partly a reflection of areduced deficit on

. investment income following the moratorium on profits and dividends introduced
in August 1964. The merchandise deficit was also partially offset by a surplus

. in the category ‘donations’ which comprises the net balance of private remittances
“and migrant transfers and official donations. Official donations i. e, grants in
kind, to which reference has already been made, increased from Rs. 43.6 million
in 1963 to Rs. 76.4 million in 1964. As a result of the improvementin the
balance on invisibles account, the deficit in Ceylon’s current account balance* as
a whole in 1964 was less than in 1963, In 1964 the current account
balance showed a deficit of Rs. 148 million as azainst a deficit of Rs.168 million
in the previous year,

The preceding table also indicates the manner in which the current account
balance was financed. There was a net outflow of private capital, mostly short-term,
of Rs. 15 million. For the remainder, the current account deficit was fmanced

by changes in official and banking capital i.e, a running down of external assets

and an increase in external liabilities,  The reduction in external assets in 1964 -
exclusive of a repayment through sinking funds of Rs. 60 million of sterling loans~

was Rs. 51.0 million. The incredse in long-term external liabilities as a source of
finance for the current account deficit, i. e. net long~term borrowing, was Rs. 66.0
million. However, the net increase in external liabilities after account is taken of
_ the repayment of the stetling loan was Rs. 7 million. Rs. 54 mil]ioﬁ of the
_current account deficit was financed by an increase in official short-term liabilities.
These were primarily made up of payments agreement balances due-from Ceylon
and deferred payments in respect of Government rice imports.
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The further decline in external reserves and the increase in official short-term
liabilities are developments which must necessarily'be a cause for concern. At the
end of 1964, Ceylon’s total external assets (net of sterlifig loan sinking funds)
stood at Rs. 304.7 million. Of this amount, Rs. 135.9 million represented the
International Reserve of the Central Bank. Liquid balances in the International
Reserve amounted to Rs. 49.7 million, the residue being mainly composed of
‘holdings of foreign securities. The foreign balances of the commercial banks,
comprising export bills and working balances, amounted to Rs. 107.3 million of
the total of external assets.

As discussed in a previous section, adverse trends in the terms of trade and
the slow growth of exports impose serious strains on the external payments
account of developing countries. With increasing pressures on imports on the

- one hand, and inadequate reserves on the other, there is a need for such coun-
tries to have greater access to external resources, both short-term and long-term,
if disruptions in economic activity are to be avoided and the pace of develop-
ment accelerated. Ceylon is already experiencing these problems and difficulties
to an increasing degree. There is a clear need to augment the flow of external
resources into Ceylon in order to alleviate her payments problems. But such a
flow, if realised, would need to be geared to sound programmes of development
and to appropriate policies in the monetary and fiscal fields which will serve to
strengthen her balance of payments position in the years ahead. An accumu-
lation of external liabilities of a short-term character, particularly suppliers’
credits obtained on burdensome terms, if not accompanied by adequate
programmes and policies will only afford temporary relief at the expense of more
severe burdens in the future. Ceylon’s present external liabilities are relatively
low compared to many other developing countries. But Ceylon has to be
cautious lest her payments difficulties lead her to have recourse to external
credits of an inappropriate type.

(5) Conclusion

The discussion in the preceding pages has analysed some of the problems
facing the Ceylon economy. It has pointed to some of the longer term and
more basic trends underlying Ceylon’s external payments position. It has also
pointed to the imbalance in the domestic field brought about by the fiscal and
monetary expansion of recent years. Ceylon needs at present to pursue three
major objectives. It has to reduce the monetary disequilibrium between demand

and supply; it needs, within this objective, to mobilize increased domestic resources

for development by increasing savings and restraining increases in consumption; and
it needs to augment the flow of external resources to help bridge the gap
between minimum import requirements and export earnings. These objectives
are interdependent.  An enhanced flow of external resources will assist in the
task of reducing the monetary disequilibrium by increasing the volume of available
supplies. A reduction in monetary disequilibrium will itself serve to enlarge the
flow of external resources by providing a background of greater financial stability.
An increased domestic effort in the field of production will both relieve the
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pressures on the internal economy and facilitate the effective utilization of
external assistance. A reduction of the monetary expansion alone will not

suffice to solve Ceylon’s problems. Monetary equilibrium at a 'low tempo

of development, or external payments equilibrium at a low level of imports, are.

not appropriate objectives for Ceylon or for any developing country. What is

needed is monetary stability and equilibrium in the context of a new dynamism

in economic growth.



