1. ECONOMIC PROBLEMS AND POLICIES 1967
Intreduction '

. A substantial. expansion in real output was the highlight of the economic
situation in 1967. ‘The foundation of this expansion was firmly rooted in production
fcr domestic use, vnlike in past years when the gocd or bad performance of the
economy depended mainly on expert performance. Not only was the output of
the domestic sector substantially higher than in the previous year, but it was also
sufficient to more than cffset a further decline in the export sector and to provide a
higher rate of growth than in the two previous years. Thus, Gross National Product
recorded an increase of 4.9 per cent, at current factor cost prices, and an increase of
4.2 per cent at cornstant prices. The increase in the Gross Domestic Product at current
prices was higher at 5.2 per cent, the difference being explained by net outﬂows
on mvestment bemg higher than in the previous year. : ,

“The increase in population in 1967 was 2.2 per-cent, a continuation of the falling
trend as evidenced by rates of 2.4 per cent in 1965 and 2.3 per cent in 1966. In per
capita terms, Gross National Prcduct in 1967 increased by 2.7 per cent at current
prices and 2. 0 per cent at constant prices. A further deterioration in the terms of
trade prevented an increase in per capita Natlonal Income.

The balance of payments situation in 1967, as in 1966, caused grave concern.
The terms of trade, which had declined by 13.1 per cent in 1966 declined further by
9.4 per. cent, reﬁectmg a fall in export prices of 6.3 per cent and a rise in import
prices of 3. 4 per cent. Export earnings reached the lowest level since 1953, while
import payments were only marginally lower than the highest-ever level reached in
1966. Consequently, there was continuous pressure on external payments through-
out the year.

The import programme of Rs. 2519 mllhon, as originally provided under the
Foreign Exchange Budget for 1967, had to be scaled down to Rs. 2231 million in
view of the deter orating balance of payments situation ; the actual licences issued
were even lower by Rs. 176 million. The balance cf payments fcr the year showed
a current account deficit of Rs. 329 million. The cumulative effects of the almost
continuous pressure on external payments over several years and the devalvation of
the Pound Sterling led to a devaluation of the Ceylon Ruree by 20 per cent on Novem-
ber 22, 1967.

A decline in net external banking assets, consequent on the deterioration in the
balance of payments, which was more than cffset by expansionary financing of
Government fiscal operations and by commercial bank credit to the private sector
led to a.monetary expansion in 1967, in centrast to the-mcdest contraction in 1966
This expansion was, however, concentrated in the last fcur months of the year.
The expansion in money supply of Rs. 149 million, or 9 per cent, in 1967
shows an exaggerated picture of expansicn in view of the sharp contraction in money
supply in the last five months of 1966 and the sharp expansion in the last fcur months
of 1967. The average monthly level of money supply in 1967 was only 2.7 per cent
hlgher than that in the previous year, when the average monthly level was higher than
that in 1965 by 2.2 per cent.

This monetary expansion combined with administrative measures, such as the
restriction of certain imports with a view to affcrding greater incentives for domestic
production and the passing on to consumers cf scme of the cost increases arising
from devaluation, resultcd in prices being generally higher than in the previous year,
despite the substantial increase in suprlics provided by increased preduction for
domestic use. Prices, 2s measured by the Colombo Consumers’ Price Index, rose
by 2.23 per cent in 1967..
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Aggregate expenditure, on consumption and capital formation, was higher
than the resources made available through domestic production. There was in
consequence a sizeable deficit in the balance of payments which was met through
external assistance by way of commeodity aid, project aid including grants, and an
increase in short-term liabilities, especially to the International Monetary Fund, to
foreign banking sources and on payments agreements. .

(1) Economic Growth in 1967

Gross National Products at current factor cost prices is provisionally estimated
to have increased by 4.9 per cent in 1967, in contrast to the rather slow growth rates
of 1.2 per cent and 2.9 per cent in 1965 and 1966, respectively, According to provi-
sional data Gross National Product at current factor cost prices increased from
Rs. 7587 miillion in 1966 to Rs. 7962 million in 1967. In real terms (ie. constant
1959 prices) Gross National Product increased by 4.2 per cent in 1967, as against an
increase of only 2.3 per cent in 1966, according to revised data for that year. Real
National Income, however, increased by only 2.2 per cent, when account is taken of
the unfavourable movement of the terms of trade by 9.4 per cent arising from a fall
in export prices by 6.3 per cent and an increase in import prices by 3.4 per cent.

The mid-year population in 1967 is provisionally estimated to have been
11,741,000. This was 2.2 per cent higher than in 1966 and reflects a continuation
of the falling trend of population growth observed over the recent years. In per
capita terms, Gross National Product increased in 1967 by 2.7 per cent at current
prices and by 2.0 per cent at constant prices. This is in contrast to 1966 when per
capita Gross National Product increased by 0.5 per cent at current prices while at
constant prices there was no increase at all. In view of the deterioration in the
terms of trade, the increase in Gross National Income was, however, only equal to
the growth in population, and, hence, Real National Income per cdpita remained
constant between the two years 1966 and 1967.

The increase of 4.9 per cent in the Gross National Product at current prices was
brought about entirely by the improved performance in the domestic sector which
more than offset a decline in the performance of the export sector. The expansion
took place substantially in domestic agriculture, banking and insurance, construction
and manufacturing. In 1967, the net output of tea, rubber and coconut growing
declined by 2.9 per cent. In contrast, the expansion in domestic agriculture amounted
to 19.2 per cent at current prices. Within this group the net output of paddy in-
creased by 49.9 per cent, of milk and eggs by 4.5 per cent and of subsidiary food
crops by 5.3 per cent.

The increase of Gross National Product at constant prices by 4.2 per cent in
1967 occurred despite a further deterioration in the export sector, as a result of the
appreciable improvement in performance in the domestic sector. In the export
sector although the real value of output of tea and coconut decreased, there was an
increase in the case of rubber. In the domestic agricultural sector, in contrast, the
real value of output of paddy, livestock, fish and other focd crops showed marked
increases, the most encouraging being the increase of 20.3 per cent in paddy produc-
tion. Value added in manufacturing also recorded an increase of 6.3 per cent, while
the real value of constructional activity is estimated to have increased by 16.8 per cent.
The value of banking and insurance in real terms is estimated to have increased by
18.7 per cent while that of transport, communication and warehousing recorded an
increase of 2.4 per cent.

* In the agricultural sector, the production of tea fell from 490 million Ibs. in
1966 to 487 million lbs. in 1967, a fall of 3 million lbs. This happened, despite a
small increase in'the acreage registered as being under tea, as a result of a fall in
average yields from 823 Ibs per acre in 1966 to 816 Ibs. per acre in 1967. The
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production of rubber, on the other hand, increased by 27 million 1bs. to 316 million
1bs. owing both to an increase in acreage under production and to an increase in
per acre yields from 609 Ibs. on 1966 to 647 lbs. in 1967. Coconut production is
estimated to have decreased by 1.9 per cent largely as a result of the unfavourable
weather conditions of the past two years as well as in 1967.- In contrast, paddy
production aided by high open market prices, intensified extension services and
favourable weather conditions, recorded an all-time high of 55.1 million bushels,
ﬁn l1'1n<1:rease of 20.6 per cent over the previous year’s production of 45.7 million
ushels.

Gross Domestic Expenditure at market prices of Rs. 8921 million showed an
increase in 1967 by 7.9 per cent, as compared with an increase of 5.6 per cent in the
previous year. This comprised a 6.6 per cent increase in private consumption,
6.0 per cent inctease in public consumption and a 16.9 per cent increase in gross
domestic capital formation. The increase in gross fixed capital formation in 1967
was 12.2 per cent and was accounted for by an increase of 11.4 per cent in the private
sector including public corporations and an increase of 12.7 per cent in the govern-
ment sector. These compare with rates of increase in gross fixed capital formation
of 8.6 per cent, comprising increases of 12.3 per cent in the private sector and public
corporations and 12.4 per cent in the Government sector, in the previous year. This
satisfactory result was no doubt due to the re-orientation of the import programme in
favour of capital and intermediate gocds and the increased local prcduction of build-
ing materials and capital goods using imported as well as local raw materials, Es-
pecially noteworthy in this connection was the increase in cement production from
81,000 tons in 1966 to 189,000 tons in 1967, thereby more than doubling output.

The aggregate demand, as measured by consumption and capital formation,
was in excess of resources available from domestic production and the shortfall
resulted in a sizeable deficit in the balance of payments, which as discussed elsewhere,
was met by an increase of international indebtedness supplemented by international
grants and transfers. :

In sum, the performance of the economy in 1967 showed a significant improve-

_ment in comparison with the performance in the two previous years. The increase

in Gross National Product in real terms was more than adequate to cope with the
increase in population and, thus, made possible a 2.0 per cent increase in real per
capita product. The further deterioration in the terms of trade, however, prevented
any rise in real per capita national income. It is also encouraging to note that the
increases in real output in several sectors were higher than the annual average fore-
casts for the period 1965 to 1971 set out in the Development Programme 1966-67. 1
The sectoral targets were exceeded in agricultural production and industrial produc-
tion for domestic use ; if agricultural production and manufacturing for export had
not recorded a decline, the increase in Gross Domestic Product too might have
exceeded the annual average forecast for 1965-71. The growth momentum acquired
in the domestic production sector augurs well for the future.

(2) Fiscal and Monetary developments in 1967

There was some monetary expansion in 1967, but as indicated in the earlier
section, the supply situation was also better in several sectors than in 1966, although
import supplies themselves were lower than in the previous year. The price level
was generally higher than in 1966. In the following sections the developments in the
fiscal and monetary sphere will be analysed.

) l}dilnisltg)é6of Planing and Economic Affairs, The Development Programme 1966-67,
uly .
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(a) The Government Budget 1966/67

The net expansionary impact of Government fiscal operations in 1966/67 was
Rs. 55 million, as against Rs. 122 mlllxon in the previous financial year and Rs. 35
million in 1964/651.

Revenue collections were hlghcr than those of the previous financal year by
Rs. 121 million even though the revenue target set in the Budget was not realised.
The actual revenue collections in 1966/67, according to provisional data available,
were Rs. 1955 million as against the original estimate ¢f Rs. 2,033 million focr 1966/67
and actual ccllctions of Rs. 1,833 million in 1965/66. This perfermance of a 6.6
per cent increase in revenue was a marked improvement on the performance of the
previous financial year and was also higher than the average- annval rate of growth
in revenue of 4 per cent recorded over the last five finarcial years.” The increase
in revenue as compared with the .previous financial year was mainly the result of
increases in revenue from import duties, excise taxes and inccme tax, cffcet to scme
extent by lower revenue from export duties.

Total voted expenditure in 1966/67 amounted to Rs. 2,520 million whxch was
Rs. 215 million less than the estimated expenditure for tke year. Shortfalls in
expenditure occurred owing to under-expenditure on toth carital and current
votes. Compared with actual expenditure in the previcus financial year, however,
total voted expenditure in 1966/67 was higher by Rs. 131 million cr 6 percent.

The capital expenditure of Government in 1966/67 (including capital items in
recurrent votes and expenditure financed from extra-budgetary funds) was Rs. 702
million, which was Rs. 105 million higher than in the previous financial year. This
was the highest level of capital expenditure reached so far in any financial year.
Included in this total, however, is a sum of Rs. 232 million of grants to public cor-
porations. Even when an adJLstment is made for this, the total of fixed capital
formation of the central Government at Rs. 422 mill'on was the highest level reached
in any financial year and was higher than the corresponding figure for the previous
year by Rs. 40 million. This satisfactory result was no doubt achieved largely as a
result of the intensified efforts by Government departments to implement capital
projects and the close vigilance kept on progress by the authcrities responsible for
plan implementation. Neverthéless, the actual expenditure. on capital votes. fcll
shert of the estimates by as much 2s Re. 137 million cr 18 per cent. -In the last

(1)  These figures, however, do not, include the value of import bills of Government held by the
banking system. In the ana]y51s of money supply these import bills are recorded as part
of credit to Government from the banking system, whereas, Government accounts, based

- as they are on receipts and payments, do not record these outstanding import bills as part
of Government expenditure and, thereby also exclude them as a part of the financing of the
deficit from the banking system. = As a result, this particular form of resort to bank credit
by-Government teads to unce-state the total deficit and the expansionary impact in years
in which this form of credit has increased and to overstate them in years in which this credit
has been reduced. A further factor which affected borrowing from non-bank sources and the

", net expansionary impact in 1966/67 was the redemption by the Central Bank of its own se-

- curities of Rs. 53.4 million. -These were held by savings institutions. With the redemption
of these securities by the Central Bank these savings institutions increased their contri-
butions to Government Securities. This has thus been recorded under borrowings from non-
bank sources, whereas in reality the Central Bank provided the additional funds. If ad-
justments were made for these factors, rows 1 (a), 2, 4 and 6 of Table I-—1 would read as
follows :— o
( Rs. million.)

1962/63 1963/64 1964/65 1965/66 1966/67

(Prov.)
1. (a) Domestic Market borrowing from non -
bank sources 155.0 207.6 243.2 255.9 243.6
2, Domestic borrowing from the banking system 178.1 115.2 71.0 185.0 151.0
4. Total net cash deficit 391.7 461.7 483.7 588.7 652.3
6. - . Net expansionary.impact of Government fiscal .. . . .. - -
" operations 162.0 162.9 '88.0 - 145.1 154.9




(35)

Annval Report attention was drawn to an improvement in the performance on
capital votes; in 1966/67, however, the rate of under-expenditure has incrcased again.
While foreign exchange difficulties might have affected performance to scme extent,
this rate of under-expenditure serves to underline the need for more careful prepara-
tion of capital expenditure estimates and for still closer attention to actval imple-
mentation of capital expenditure targets.

The current expenditure of Government in 1966/67 was Rs. 1819 million which
was Rs. 73 million lower than the cstimates. The shortfall in expenditure when
compared with the estimates was due mainly to the marked fall in the net expenditure
on focd subsidies which fell from an estimated expenditure of Rs. 307 million to an
actual expenditure of Rs. 193 million, as a result of the Government decision on
December 18, 1966, to replace the two measures cf subsidised rice given on the ration
with one measure of free rice and the consequent changes in the pattern of cereal
consumption. The net focd subsidy bill was also lower than that of the previous
year by Rs. 81 million. Despite this the current expenditure in 1966/67 exceeded
that of 1965/66 by Rs. 27 million as a result of higher expenditure on administration,
social services, economic services, Government enterprises, interest on public debt
and pensions. Nevertheless, the substantial reduction in the annual fced subsidy
bill was a very significant feature of Government’s fiscal operations in 1966/67.

The overall budget deficit in the financial year 1966/67 was Rs. 682 million.
The net cash deficit(after adjustment for sinking fund contributions, special payments
to international organisations, and operations on advance accounts) was Rs. 606
million, as against Rs. 566 million in the previous year. This increase of Rs. 40
million in the net cash deficit was the combined result of increased capital and re-
current expenditure offset to some extent by increased revenue. In the financing
of the net cash deficit, as shown in Table I - 1, Government had recourse to the
banking system to the extent of only Rs. 51 mxlllon in contrast to borrowings from
the banking system of Rs. 162 million in the prev.ious year. Financing from non-
bank sources, including foreign finance, increased from Rs. 486 million to Rs. 578
million, while cash balances including Commedity Aid Counterpart Funds increased
by Rs. 23 million. U.S. Aid Counterpart Funds held to the credit of the U.S.
Government with the Central Bank declined by Rs. 27 million. The combined
result of these financing operations was a net expansionary gap of Rs. 55 million
whlilch was substantially lower than that of the previous year when it was Rs.. 122
million.

‘The net cash deficit of the financial year 1966/67 was Rs. 40 million hlgher than

that of the previous year, but the expansionary impact of Government’s fiscal opera-
tions was lower by Rs. 67 million. This achievement was largely the result of the

.substantial increase in commodity loans from Rs. 35 million in the previous year to

Rs. 192 million in 1966/67.@ While market borrowing from domestic non-bank
sources increased by Rs. 41 million, this increase was made possible by the Central
Bank redeeming its own securities to the value of Rs. 53 million held by savings
institutions which in turn contributed this sum to Government securities. It is
significant that, but for this extraordinary circumstance, domestic market borrowing
from non-bank sources would actvally have declined. As this decline would have
occurred entirely in the contributions of ‘the savings institutions, the importance of

measures designed to increase their deposits and discourage vndue withdrawals

cannot be over-emphasized. In this context, the Monetary Board has proposed to
the Government the need to improve the facilities provided by these savings institu-
tions and also to pay a higher rate of interest to depositors. A rather disappointing
feature was that actual net receipts from foreign project loans and grants amounted
to only Rs. 17 million, whereas the anticipation at the time the Budget was presented
was Rs. 83 million ; but for this shortfall in project loans and grants, there vsould
have been no expansionary gap at all.

(1) Cominodity loans are taken by Government; their utilisation results in an increase in Govem-
ment’s cash balances held in the Special‘Counterpart Fund with the Central Bank . Govern-
ment draws on these cash balances from time to time for budgetary purposes.




(6)
TABLE I — 1
Financing of the Deficit 1962/63 to 1966/67

Rupees Million
1966/67
Source 1962/63 | 1963/64 | 1964/65 | 1965/66 | (Provi-
. . sional)
1. Financing from non-bank sources
(Total) ] 213.2 301.1 393.2 486.1 5771.8
of which
(a) Domesticnon-market
borrowing . -33.8 |— 1.9 50.3 112.1 72.2
(b) Domestic market borrowing]
from non-bank sources . 1535 207.6 243.2 255.9 297.0
(c) Foreign loans and grants 93.8 95.4 99.7 118.0 208.6
2. Domestic borrowing from the
banking system . 178.1 115.2 17.7 162.3 51.3
3. Use of Government cash balancei
and commodity aid counterpar
funds : .
(a) Cash balances ... 0.4 45.4 19.5 —47.2 20.6
(b) Commodity aid counterparu
funds — — _ —35.2 43.9
4. Total net cash deficit ... .1 391.7 461.7 430.4 565.9 606.0
5. Adjustment for change in U.S. A1d
Counterpart funds —16.5 2.3 — 2.5 42.5 27.2
6. Net expansionary impact of Govern-
ment fiscal operations 2-+3+5) ...] 162.0 162.9 . 34.7 122.4 55.2

The Budget estimates for 1967/68, as approved by Parliament, in September
1967, envisaged a budget deficit of Rs. 768 million, which was to be financed by
domestic non-bank market borrowing of Rs. 350 million, foreign project aid of
Rs. 125 million, use of Commodity Aid Counterpart Funds of Rs. 150 million,
administrative borrowing of Rs. 25 million and the use of profits and reserves of
State corporations and undertakings to the extent of Rs. 22 million, leaving a gap of
Rs. 96 million to be financed from expansionary sources.

These estimates would now have to be varied substantially to take account of
the budgetary implications of the devaluation of the Rupee by 20 per cent on Novem-
ber 22, 1967, and the accompanying measures. Moreover, there has been a sharp
rise in the world market prices of rice and the price of £48 per ton used in the Estimates
has since become completely unrealistic. Government’s food import bills held by
the banking system, reference to which was made in a footnote earlier, amounting
to Rs. 122 million, are likely to be fully settled during the current financial year. As
a result of these several factors the budget deficit as well as the expansionary gap for
1967/68 are likely to be higher than the estimates envisaged at the time the Budget
was passed in September, 1967.
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(b) Commercial bank credit to the private sector

The private sector had greater recourse to the banking system in 1967 than in
1966. Thus, gross commercial bank credit to the private sector increased by Rs. 105
million in 1967 as against Rs. 92 million in 1966. Table I - 2 summarises the increase
in commercial bank advances to the private sector. '

TABLE 1-2

Commercial Bank Advances to The Private Sector
Rupees Million

End of December Change

1965 | 1966 1967 | 1966/67

(a) Cash items in process of collection* R ) WS | 107.1 56.9 -~50.2

(b) Local bills -— — — —

(c) Import bills .y 497 35.3 55.6 +20.3

(d) Export bills . 47.1 52.4 53.4 + 1.0

(e) Overdrafts e - ...} 383.0 391.9 418.9 +27.0
(f) Loans .. 281.7 338.1 444 .8 +106.7 -

Total ... .| 832.7 924.8 1,029.6 | 4+104.8

* This category contains only a small element of inter-bank debt represented in cheques sent
for collection. It consists mainly of any short-term advances granted to co-operatives for
thehﬁ_nance of purchases of foodstuffs under the Guaranted Price Scheme and purchased
cash items.

In 1967 loans and overdrafts to the private sector increased markedly by Rs. 134
million as against the increase of only Rs. 65 million in 1966. The expansion of
credit to the private sector was unevenly spread during the year. After a substantial
initial increase in February and March due to a strike of bank employees, there was
a decline up to end of August. There was, thereafter, an expansion of credit in the
September-December period.

The private sector required additional credit mainly in order to finance a higher
level of economic activity, a substantial part of the increase being accounted for
by Rs. 44 million released under the new agricultural credit schemes described
elsewhere in this Report. As shown by the Survey of Bank Deposits and Advances
conducted by the Central Bank, commercial bank advances granted for industrial
purposes increased by Rs. 32 million, for commercial purposes by Rs. 30 million and
for financial purposes by Rs. 8 million and for agricultural purposes by Rs. 62 million.
Advances for consumption purposes also increased by Rs. 21 million. Thus a
substantial proportion of the increase in advances by commercial banks was for
productive purposes. This was a very satisfactory feature of bank lending to the
private sector in 1967.

() Money Supply

There was an increase in money supply by Rs. 149 million or 9 per cent between
the end of December 1966 and the end of December 1967. This increase, however,
was not uniform throughout the year. In fact, money supply which had decreased
during the last five months of 1966 fell further in January 1967, rose sharply in Febru-
ary and March mainly on account of the strike by employees of commercial banks,
and fell thereafter upto the end of August. The last four months of 1967, however,
recorded a sharp increase in money supply in contrast to the decrease in the last
five months of 1966. . Thus the comparison between figures at the end of the two
years tends to show a rather exaggerated increase in money supply.
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The average level of money supply in 1967 as compared with that of 1966 reveals
a more realistic picture. The average monthly level of money supply in 1967, at
Rs. 1,732 million, was only 2.7 per cent higher than that in the previous year, when
it was Rs. 1,686 million. This rate of increase in 1967 of 2.7 per cent was not mu-h
higher than the rate recorded in the previous year of 2.2 per cent.

The factors contributing to the increzse in moﬂey supply (end December, 1966
to end December 1967) are summarised in Table T - 3.

o TABLE -3
Changes in Money. Supply (end December 1966 to end December 1967)
Rupees Million

Expansionary factors

(a) - Commercial bank credit to the private sector 92.4
(b) - Commercial bank credit to Government corporations 11.4
(c) ".Credit to Government from the banking system 199.7
(d) Decrease in Goverriment cash balances 56.0
(e) -Decrease in other liabilities and accounts (net) of Cen-
tral bank 13.9 373.4

Contractionary factors

(a) - Decrease in external banking assets (net) 91.5
(b) Increasé in time and savmgs deposits of the private
' sector - 50.9
~{c): Increase in time and savmgs deposns of Government
corporations - 51.2
(d) Increase in other liabilities (net) of commercial banks 31.0 :
(e). Adjustments 0.1 224.7
Increase in money supply o 148.7

The operatigns of the Government sector led to a large expansionary impact
on money supply.” While credit to the Government from the banking system in-
creased by Rs. 200, mllhon the Government also ran down its cash balances by
-Rs. 56 mllhon :

The apparent discrepancy between the expansionary .impact of Government
financial operations as shown in the money supply data and the mild expansionary
impact as shown by the 1966/67 Budget data needs explanation. As indicated €arlier,
the sharp expansion in money supply occurred only in the last four months of the
year, three of which were after the end of the financial year 1966/67. That offers
a-part of the explanation. Out of the increase in bank credit to the Government
and the decline in cash balances totalling Rs. 256 million, as much as Rs. 148 millicn
occured between the end of September and the end of December 1967.
During this -period the Government was building up focd stocks, a part of
the payments for which  were made through the banking system which extended
credit to Government by holding Government’s import (food) bills. Largely as a
result of the building up of food stocks Government’s import bills held by the banks
increased by Rs. 140 million-during the year. -




.5. . Private Capital

(9)

The expansion in money supply arising from the increase in bank credit to the
private sector and Government corperations (excluding Rs. 1 million of export bills)
‘by Rs. 104 mill.on was almcst fully cffcet by the increase in their time and savings
deposits by Rs. 102 million. This contrasts with the pesitien in 1966 when the
private sector (including Government Corporations) exerted a net expansmnary
impact of Rs. 71 million.

The expansionary impact on money supply of the operations of the Government
and private sectors was offset to some extent by a decline in external banking assets
by Rs. 92 million. In 1966 the decline in external banking assets was much hlgl*er

<and -amounted to Rs 196 million.

-"In' sum, there was-an expansion in money supply in 1967 caused mainly by a
large increase in bank credit to the Government, a declinie in’ the cash balances of
Government, and an increase in commercial bank credit to the private recter. Tke
expansionary impact of these factors on money supply was mitigated by a decline in
external banking assets and a very encouraging growth in time and savings depcsits

‘held in commercial banks.

(3) External Payments in 1967

The severe external payments problems which prevailed in 1966 continued in
1967, when there was a furiher deterioration in the external payments situation,

_brought about. chiefly by a further fall in export earnings both visible and invisible.
-Import payments at Rs. 1,997 million were only Rs. 21 millicn lower than in the

previous year while export receipts on merchandise were lower by Rs. 28 million and

-net invisible receipts were lower by Rs. 32 million. As a result the current account

deficit increascd from Rs. 290 million in 1966 to Rs. 329 million in 1967. Table1-4

~shows in outline-the balance of payments position annually frem 1962 to 1967.

TABLE 1—4

Ceylon’s Balance of Payments 1962—1967
Rupees Million

1962 1963 1964 1965 1966 | 1967 (a).

1. Mefchandi se

Exports, f.o.b. ... 1,763 1,708 1,767 1,909 1,674| 1,646
Imports, c.if. ... ...] —1,906, —1,869] —1,960] —1,922| —2,018] — 1,997
Trade Balance - ... | — 143 — 161 — 192} — 13| — 344 — 351
2, Services = 4 — 20 — 7 31 16 — 1
2, Transfer Payments 7 13 40 40 37 22

Current Account Balance ... — 140 — 168 — 160 59 — 290, — 329
Method of Financing V

(i) Long-term — 2l + 5 + 11 — 4 — 16 — 6
(ii) Short-term — — 51 — 9 — 18| — 18 9
6. Official and Banking Capltal(b)
(i) Change in net external
long-term liabilities + 400 + 75 + 7 + 36 + 153 + 167
(ii) Change in net external
short-term liabilites + 44 4+ 46| 4+ 59 + 22 + 71 + 268
(iii) Change in external assets| -+ 28 - 42| + 111 — 89 4+ 122 — 131
(iv) Other ] = — — — —_ 2 — 2
7. Errors and omissions 4+ 31 4 4] — 8 — 6] — 16 + 25

(@ Pl‘ovisiohal

(b) A plus sign represents a decrease in assets or an increase in liabilities.
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The Foreign Exchange Budget for 1967 was based on an export forecast of
Rs. 1,776 million. Actual export earnings for the year, however, amounted to only
Rs. 1,646 million and fell short of the forecast by Rs. 130 million and the earnings of
1966 by Rs. 28 million. The export earnings in 1967 were the lowest recorded since
1953. This disappointing export performance was the result of a fall in the export
prices of all three major exports combined with a fall in the export volumes of
rubber and coconut products offset to some extent by an increase in the volumes
of tea exports.

The import programme, at the time of preparation of the original Foreign
Exchange Budget for 1967, was pitched at a level of Rs. 2,519 million. Subsequently,
it was scaled down to Rs. 2,231 million in view of the deteriorating balance of pay-
ments situation. The actual licences issued amounted to Rs. 2,055 million, while
payments were lower at Rs. 1,997 million,

The financing of an import programme of this magnitude, in spite of falling
export earnings, was made possible only by the inflow of substantial foreign
resources, mainly through the commcdity aid programmes and borrowings from tke
International Monetary Fund. Three commodity aid programmes were negotiated
between 1965 and 1967. Disbursements under these programmes were substantially
higher in 1967 than in 1966 and amounted to Rs. 208 million, as against Rs. 120
million in the previous year.

Drawings from the International Monetary Fund amounted to Rs. 123 million.
Under the Second Standby Arrangement entered into on June 15, 1966, the final
instalment of Rs. 30 million was drawn in March, 1967. Ceylon also became eligible
to draw Rs. 93 million under the Compensatory Financing Scheme of the Inter-
national Monetary Fund in view of the sharp deterioration in export earnings in
1966. A drawing under this scheme was made in March 1967. There was a re-
purchase of Rs. 18 million in 1967 and, hence, net drawings from the International
Monetary Fund, in 1967, totalled Rs. 105 million, compared with net drawings of
Rs. 74 million in 1965 and Rs. 90 million in 1966. 1t is pertinent to note that drawings
from the International Monetary Fund provided substantial foreign resources in
the last three years.

External assets figures (net of Sterling Loans Sinking Funds) showed an increase
by Rs. 125 million despite the deterioration in the balance of payments. This fortui-
tous increase was entirely the result of the various borrowing arrangements resorted
to in 1967. In addition to the substantial net drawings from the International
Monetary Fund, there were temporary borrowings from foreign banking sources
amounting to Rs. 57 million and an increase in liabilities under payments agreements
by Rs. 80 million, For the same fortuitous reasons, the International Reservetof the
Central Bank increased by Rs. 117 million between the end of the previous year and
the end of December 1967.

In sum, the balance of payments position in 1967 was a continuation of the
trend of deterioration noticeable in recent years and led to an increase in Ceylon’s net
official external liabilities by as much as Rs. 403 million.

(4) Policies and Measures
The devaluation of the Rupee

The cumulative effects of the almost continuous deterioration in the balance of
payments in several past years and the devaluation of the Pound Sterling led to a
devaluation of the Ceylon Rupee by 20 per cent on November 22, 1967. Ever
since 1960 the par value of the Ceylon Rupee had been maintained only by increa-
singly stringent control on foreign payments. By 1960 Ceylon’s external reserves
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had reached a low level of Rs. 458 million. Since then despite controls of increasing
rigour and substantial recourse to foreign borrowing, external assets reached the
extremely critical level of Rs. 282 million at the end of 1966.

When India devalued her currency in June 1966, the Government after careful
consideration decided not to devalue the Ceylon Rupee at that stage. The heavy
export duties which the Indian Government introduced simultaneously on her exports
of tea offset to a large extent the competitive advantage gained by India in tea exports
after devaluation. Since then, however, the Indian export duties on tea were revised.
Ceylon’s balance of payments also deteriorated further. In these circumstances and
in view of the devaluation of the Pound Sterling by 14.3 per cent., the Ceylon Rupee
was devalued on November 22, 1967, by 20 per cent — somewhat in excess of the
devaluation of the Pound Sterling. :

The Government also adopted at the same time certain other measures, des-
cribed elsewhere, designed to cushion to some extent the impact of the devaluation
on the cost of living and to siphon off a part of the additional rupee incomes accruing
to the export sector. Some wage increases were granted to the lower wage groups in
Government service, and, on Government initiative, to similar categories of wage
earners in the private sector and public corporations, in contrast to policies of
wage restraint in other countries such as the U.K. which devalued their currencies
at or about the same time. These wage increases should be viewed in their proper
perspective. Demands for wage increases by the lower wage groups existed even
prior to devaluation and would have had to be resolved with or without the devalua-
tion which only served to bring these demands into greater relief.

The 20 per cent devaluation of the Ceylon Rupee by itself should provide suffi-
cient incentive to greater export efforts by exporters of major preducts. In fact,
it was felt that the margin provided to these exporters would have been tco high and a
part of it was siphoned off through higher export duties. Ceylon’s efforts to increase
export earnings, however, should now be more appropriately diverted to providing
greater incentives to a wide range of industrial and minor agricultural prcducts.
While the devaluation would provide some additional incentive to prcducers of
these goods to expand exports and seek new markets, breaking into these highly
competitive- markets may require greater incentive and export promotion efforts
than those provided by the devaluation alone.

A devaluation, apart from providing incentives to exporters, has also the objective
of bringing domestic prices into line with the scarcity value of foreign exchange, and,
if this objective is achieved, it should be possible to do away with a substantial array
of the controls on foreign payments. There is, however, as yet, a heavy liquidity
over-hang in the economy ; the data on liquidity in the non-bank private sector
analysed in this Report in the section on Monetary and Banking Developments
tends to confirm this view. In such circumstances, an across the-board lifting
of controls on foreign payments could be quite disastrous and advisedly no attempt
has been made to do so.

The stage seems now appropriate, however, to enter into a phase of gradual
decontrol with adequate monetary-fiscal safeguards and supplementary measures.
What is required is not a wholesale liberalisation of import and invisible payments,
On the contrary, what is advisible is a cautious and selective approach in order to
obtain the full benefits of devaluation by infusing a new dynamism into the economy
which had in the past, albeit for good reasons, been fettered by stringent controls.

The effects of a devaluation can be felt only in the medium to long run. It is
after all a correction of a fundamental disequilibrium which is the cumulative result
of economic maladjustment over a period of years. The correction of such a dis-
equilibrium also takes time. - Hence jubilation over immediate increases in Rupee
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prices of exports or despondency over increases in domestic prices immediately
following the devaluation are equally uncalled for. Given sufficient time, reasonable
monetary stability and supporting policy measures, the economy should beneﬁt from
the devaluation.

Import subsﬁtﬂtion in agriculture

_ In the last Annual Report reference was made to the initiation of a crash pro-
gramme in agriculture with a view to relieving the pressure on foreign exchange for
the import of food. It was also mentioned that with effect from December 18,
1966, there was a change in the food subsidy scheme, under which the ration cf rice
was reduced from two measures to one measure per wcek per head, the one measure
itself being distributed free.

The immediate effect of the reduction in the rice ration was to increase the open
market price of rice. The actual timing of the change coincided with a lean peried
for rice supplies in the domestic market, December being a month in which there is
no harvesting anywhere in Ceylon. Consequemly, open market prices cf rice went
up to levels which had been reached only in periods cf acute shortage cf rice during
the last world war. A measure of average quality rice wzs fetching anything up to
Rs. 2.00 in the open market in December 1966 and January-February 1967. With
the harvestlng of a substantial Maha crop in February-April 1967 and a good Yala
crop in July-August 1967; the open market price tended to stabilise at a somewhat
lower level. Fcr the year as a whole, the average price of paddy was arourd Rs. 13.60
per bushel as against Rs. 11.05 per bushel in 1966, an increase in price of Rs. 2.55
per bushel between the two years. The Government also increascd the guaranteed
price of paddy from Rs. 12.00 to Rs. 14.00 per buskel at the time of devaluation of
the Ceylon Rupee.

There is likely totbe some seasonal fluctuation i in the open market price of rice.
Nevertheless, the open market price in 1967 was on the average higher than that in
1966. The Governmeat also conducted a vigorous food production drive designed
to induce farmers to utilize larger quantities of fertilizer, vse beiter seed paddy,
expand acreage and generally adopt better techniques cf producticn. The ccmbined
effect of these se eral incentives, together with favourable weather conditions, resulted
in the total paddy crop harvested i in 1967 reaching an all-time peak cf >3.1 m:llion
bushels equlvalent to 769,000 long tons of rice.

.The intensive food production drive and other measures were designed to reduce
the foreign exchange expenditure on food. The foreign exchange licences issued
for food imports in 1966 and 1967 totalled Rs. 816 million and Rs. 834 million,
respectively, revealing an increase of Rs. 18 million. " These data, however, conceal
the fact that the stocks of imported rice and flour held by the Focd Commissioner
at the end of 1967 were higher than the stocks held at the-end of 1966 by 37,500 tons
and 76,300 tons, respectively. When allowance is made for this factor, the actual
forelgn exchange outlay on focd in 1967 would have been lower than that in 1966,
It must also be realised that food requirements in 1967 would have been higher than
in 1966 on account of the increase in population. This would indicate that some
headway has already been made in 1967 in reducing forelgn exchange outlays on food
1mports

.. The prospects for 1968 appear to be better, grantcd favourable weather
conditions.. The increase in the guarantecd price of paddy in November 1967
should help in farmeérs obtaining a beétter price for their paddy than in 1967. A new
agricultural credit scheme, in which the Central Bank is playing an active role in
financing rural agriculture, was inaugurated with the beginning of the 1967/68
Maha Season. The total credit already advanced for the one season (Rs. 81 4 mi-
llion up to the end of December) is substantially higher than the total for a wh ole
year in the past (Rs. 34.6 million.)

X
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Fertilizer consumption in-1968 is expected to be- hlgher farmers are: bemg induced
to use higher yielding strains of seed paddy, improved techmques of preduction and
expand the area cultivated. All these factors tend to pointto substantially higher
production in 1968 than in 1967, provided the weather conditions do not turn to be
adverse. The prospects for other foodstuffs too appear to be good. Import
allocations for. chillies, Bombay onions and potatoes (banned since mid 1967) were
reduced in 1967, with a view to encouraging local production. There was some
increase in the output of subsidiary foodstuffs in 1967 and 1f this trend contmues
there should be higher production in 1968. .

Import substltutmn in industry

The increase in money incomes in the rural sector arising from mgher productxon
and better prices, tends to focus attention on the need to keep the economy supplied
with a steady flow of manufactured gocds, -especially of the lype entering into. mass
consumptlon in the rural sector. This brings into sharp relief the role of the industrial
sector in the economy. There was ample evidence, as revealed by the data presented
later in the Report, that the industries in the pubhc sector' performed ‘decidedly
better in 1967 than in 1966. Manufacturmg, other than the manufacture 'of tea,
rubber and coconut, did better in 1967 than in 1966, according to national incomé
data.

The type of goods required for mass consumptlon in the rural sector are those
that are produced largely by private sector industries which, as discussed in last
year’s Annual Report, have grown up to produce a wide variety of gocds whose
import has been virtually banned or resiricted for balance of payments reasons.
They are, by and large, import substituting industries, ‘but rely very’ heavily on
imported raw materials, as shown by data presented in ‘the section on Industrial
Development in this Report A further feature of these industries is that they
have grown up under the protection provided by import bans which apply largely to
non-essential gocds, and; hence, these industries do not necessanly reflect natlonal
priorities. . . .

The performance of these private scctor indﬁstries is necessarily dependent on
the foreign exchange allocation for raw materials, relying as they do so heavily on
imported raw materials. In the Foreign Exchange Budgets' for 1966 and 1967,
as well as the draft Budget for 1968, increasing allocations of foreign exckange ha\e
been made for private sector mdustry In some cases, foreign exchange allocaticn$
have been kept deliberately low to prevent the undue expansion of low priority
industries ; but, in most cases, the allccations though higher than previously have
been below capacity requirements in view of the overall inadequacy of foreign ex-
change resources. Not only have these allocations been low but their timing has
also been uneven on account of the need to watch carefully the emerging foreign
exchange situation prior to actual release of allocations. Given rapid import sub-
stitution in the agricultural sector, the country should be in a position to afford larger
outlays of foreign exchange for the industrial sector. If that can be combined with
selective liberalisation of raw material imports, the industrial sector should be in a
position to play its role since it has the capacity to prcduce very much more than it
has done in the past.

Monetary-fiscal policy

Monetary and fiscal policies followed in the recent past have been designed to
keep in check excessive monetary expansion in the economy. In 1965, the Monetary
Board initiated a series of monetary measures, including a higher bank rate, marginal
reserve ratios, and ceilings on bank credit. These have been centinued since then
and the monetary data of the period after that show that there has been no unwarrant-
ed increase in commercial bank credit to the private sector. Money supply, which
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~stood at Rs. 1,650 million at the end of June 1965 rose to Rs. 1,700 million at the
end of September 1967 and to Rs, 1,808 million at the end of December 1967 — an
increase of only Rs. 158 million in the 30-month period.

The overall monetary restraints should, however, not be allowed to curtail
desirable investment in the private sector. With this objective in view, the Central
Bank has already initiated several measures, described later in this Report for the

-, promotion-of development financing in Ceylon It is expected that some of these

- ‘proposals would culminate in improving the institutional framework for development

- financing in 1968.
Budgetary operations from 1964/65 to 1966/67 have not relied too heavily on A

expansionary sources of finance, but the monetary data for the last quarter of 1968
showed rather heavy recourse to bank financing for fiscal operations. This is a
tendency that has to be watched carefully. The beneficial effects of the devaluation
could very well be nullified if there is excessive monetary expansion in 1968. Such
expansionary tendencies emanating from the private sector can be kept in check
within the framework of the monetary policy now being pursucd by the Monetary
Board. It is all the more important, thercfore, to keep in check expansionary
tendencies emanating from the Budget.

(5) Conclusion

The performance of the economy in 1967 was altogether more satisfactory than
in 1966, despite the further deterioration in the export sector. Economic growth
in 1967 was adequate to cope with the increase in population and to afford an increase
in per capita real product. The monetary situation remained under control but
there were indications of excessive expansion towards the end of the year. The
supply situation was better, even though imported supplies were lower than in the
previous year. The price level was somewhat higher than in 1966. The balance of
payments situation continued to cause grave concern. Measures to alleviate the
pressure on foreign exchange for food imports were beginning to show results in
1967, while import substitution in industry was assisted through higher allocations
of forelgn exchange for imports of raw materials, - The Rupee itself was devalued in
November 1967 as a step towards correcting the fundamental disequilibrium in the
balance of payments. In order to derive the full benefits of the devaluation it would
be necessary to adopt supporting measures while preventing an excessive monetary
expansion,




