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ECONOMIC PERFORMANCE, PROBLEMS AND POLICIES, 1986

Introduction

In 1986, real Gross Domestic Product (GDP) in Sri Lanka is estimated to have
risen by 4.3 per cent. This compares with a real GDP growth rate of 5 per cent
achieved in 1985. When allowance is made for net factor income from abroad, the
‘Gross National Product (GNP) at constant (1982) prices récorded a growth rate of
4.5 per cent. The marginally higher GNP growth rate over GDP growth was due
to reduced outflows on account of net factor income from abroad in 1986 than in
the previous year. This resulted from a reduction in interest payments abroad on
foreign loans following the downward movement of interest rates in international
markets during the year. R

TABLE 1.1

National Income Statistics 1984-1986

Amount (Rs. Million) Growth Rate
Item -
’ ’ 1984(a) | 1985(a) | 1986(a) | 1985 | 1986
1. G.]j.P. at Current Factor Cost Prices _ 140,039 148 ,321| 163,713 5.9 10.4
2. G.D.P. at Constant (1982) Factor Cost ~ :
Prices ...] 104,395] 109,570 114,261 5.0 4.3
3. G.N.P. at Current Factor Cost Prices ...1136,638| 144,921 ( 159,852 6.1 10.3
4. G.N.P. at Constant (1982) Factor Cost - g -
Prices . - ...J 101,399 106,741 | 111,565 5.3 4.5
5. Mid Year Population (°000) ©oLup 15,599 15,837} 16,1171 1.5 1.8
6. G.N.P. per Capita - -
(i) At Current Prices (Rs.) ..] 8,759 9,151 9,918 4.5 8.4
(ii) At Constant Prices (Rs.) ..l 6,500 6,740/ 6,922 3.7 2.7
(@) Provisional , Source: Central Bank of Sri Lanka.

The GNP at current factor cost prices is estimated at Rs. 159.9 billion in 1986.
The implicit GNP deflator, which measures the overall price change in the economy,
is estimated to have risen by 5.5 per cent. This change can be considered relatively:
modest, but nevertheless it stands out strikingly when compared with the 1985 low
of 1.0 per cent average price change. According to tentative estimates by the
Registrar General’s Department, Sri Lanka’s population increased by 1.8 per cent
in 1986 reaching 16.1 million. After allowing for this increase, per capita GNP at
current prices rose to Rs. 9,918 (US $ 354) in 1986. In real terms, per capita income

‘increased by 2.7 per cent, as against a rise of 3.7 per cent in the previous year. The

drop in the per capita real income growth in 1986 was due to both a marginal accele-
ration in the rate of population increase, as well as the reduccd growth in real GNP.

While the overall rate of economic growth was somewhat moderate in 1986, it
had been maintained in the midst of strong pressures on several sectors of the
economy. It is in the agricultural sector in which Sri Lanka’s diminished economic
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performance has been most pronounced. In this sector, which included forestry
and fishing, the value added expanded by only 2.6 pér cent in 1986, This was

. considerably lower. when compared with the very impressive growth rate of 8.6 per -
" cént recorded in the i prev1ous year. ’

]

i ; .
An analysis of the sectoral composition of the GDP shows that the main sources

. of economic growth in 1986 were manufacturing, mining and quarrying, trade and

public administration. The mining and quarrying sector which recorded relativzly

_low growth in 1985, performed better in 1986 showing a growth rate of 5.2 per cent.

However, it is the manufacturlng sector which maintained the best growth momentum
in 1986.  The rate of growth in’ this sector was 8.4 per cent, with both staté owned
and private sector industries participating in the increase. With most of the head-
works under- the Accelerated Mahaweli Project having been completed, the
construction sector showed reduced growth in 1986. On the other hand, the services
sector which had been consistent in its ccntribution to the GDP growth in recent
years, once again showed resilience. recording a growth rate of 4.3 per cent.

TABLE 1.2

Compositlon and Growth of G.N.P. ——1984-1986 at
Constant (1982) Factor Cost Prlces »

Amount (Rs. Million) Growth Rate

Sector ;

. 1984(a) 1985(a) 1986(a) 1985 1986
1. Agnculture, Forestry and F:shmg .1 26,113 ] 28,366 29,106 8.6 2.6 .
. Of which: S
1.1 Tea . 2,681 2,759 2,723 2.9 —1.3
1.2 Rubber - - - ] 818 851|856 | —3.1 0.6
1.3 Coconut ~ ' R 2,513 | 3,828 3,935 52.3 2.8
1.4 Paddy _ 6,166 6,783 6,613 10.0 —2.5
1.5 Other (other Agriculture, .

Forestry and Fishing) ..] 13,875 14,145 14,979 1.9 5.9
Mining and Quarrying - o] 2,449 . 2486 . 2,615 1.5 5.2
Manufacturing 15,390 16,193 17,558 5.2 8.4
3.1 Tree Crop Processing 10,2983 3,222 3,225 8.0 0.1
3.2 Other L 12,407 12 971 14,333 4.5 10.5

4. Construction 8,030 8,070 8,191 0.5 1.5
5. Services .} 52,413 54,455 56,791 3.9 4.3
6. G.D.P. ...1 104,395 109,570 114,261 5.0 4.3
7. Net Factor Income from Abroad ...§} —2,996 | —2,829 | —2,696 —_ —_

8. G.N.P. - «] 101 399 106,741 | 111,565 5.3 4.5
(@) Provisional , ) Source: Central Bank of Sri Lanka.

While all sectors recorded positive growth in 1986, there were considerable
variations in the performance of sub-sectors. For instance, within the agricultural
sector, the performance of which had a major drag on overall growth in 1986, the
two most important crops—tea and paddy—showed negative growth. While value
added in rubber increased very marginally, that of coconut expanded significantly.
However, the most impressive growth in this sector came from ‘other’ agriculture
consisting mainly of minor food crops, minor export crops and sugarcane.
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In the manufacturing sector, the value added in agro-processing industries
virtually stagnated owing to reduced output growth in the plantations sector. Conse-
quently, the whole of the growth in this sector was reflected in the factory industries
sub-sector. Within this sector, more spectacular growth was in the private sector
where output increased by 15 per cent. In comparison, state owned industries
expanded by 7.6 per cent. :

In the services sector, value added in electricity, gas, water and sanitary services
rose by 7.1 per cent. The transport, storage and communication sector expanded
by 3.2 per cent in.1986, while the value added in wholesale and retail trade increased
by 4.0 per cent. In the case of the latter, as the value added in export and import
trade expanded only very marginally, the bulk of the increase was reflected in domestic
trade, The rate of growth in value added in banking, insurance and real estate at
4.0 per cent declined in 1986 from the previous year’s growth of 9.9 per cent. How-
ever, the most striking growth in value added within the services sector came from
public administration and defence which recorded a growth rate of 19 per cent.
The other services sector continued to record negative value added in 1986, largely
due to reduced tourist arrivals.

There was a significant upturn in the rate of capital formation in 1986. Guoss
Domestic Capital Formation (GDCF), mcluswe cf changes in stocks, rose by 9.8
per cent in 1986 in contrast to a 2.6 per cent decline in the previous year. The more
striking change in the GDCF was in the government sector which recorded an
increase of 23.0 per cent in 1986, as compared with a rise of 11.0 per cent in 1985.
In the private sector and public corporatlons, the GDCF 1ncreased by 6.4 per cent,
in contrast to-a decrease of 5.5 per cent in the preceding year. As a ratio of GDP at
market prices, GDCF remained at 23.7 per cent over the two-year period.

As stated previously, in 1986, the most impressive growth had been in the
industrial sector. In the agricultural scctor, the performance was mixed. While
there was a remarkable increase in coconut production and a marginal expansion in
rubber output,-the production of both tea. and paddy—the two most 1mportant
commodities in terms of value—suffered a setback The performance of both minor
export crops and minor food crops was satlsfactory, while the production of sugar
also recorded a considerable increase.

Owing to reduced fertilizer application consequent on depressed prices and
unfavourable weather conditions, particularly in the high and mid-country areas,
tea production fell marginally by 1 per cent to 211.3 million kgs. in 1986. The
reduction was reflected primarily in the state owned plantations. The combined
output of the Janatha Estates Development Boards (JEDBs) and Sri Lanka State
Plantations Corporations (SLSPCs) fell by 4 per cent in 1986. Tea production by
the two corporations from bought leaf also recorded a decrease during the year,
demonstrating how the depressed prices had affected even the small holders’ sector.

In contrast to tea, rubber production increased marginally by 1 million kgs. to
reach 138.5 million kgs. in 1986. This had been wholly due to a rise in the average
yield estimated at-830.kgs. per hectare which, in turn, could be attributed to increased
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application of fertilizer in this sector. The estates belonging to the SLSPCs which
account for about 55 per cent of the total public sector rubber production, were
responsible for the entire increase in output. While the rubber production in the
estates managed by the JEDBs fell marginally, the output of the private sector estates
including small holdings, remained more or less at the same level as in the previous
year.

In 1986, coconut production increased by 3 per cent over the level in the previous
year to reach 3,041 million nuts which was the highest ever on record. The conti-
nued rise in coconut output could be largely attributed to favourable weather
conditions in coconut growing areas, as well as the lagged effect of increased ferti-
lizer application in recent years. :

However, the outlook for coconut products continued to be bleak in inter-
national markets during most of 1986, owing to increased supplies from major
coconut producing countries and the availability of competitive cils and fats. The
average f.0.b. prices of most of the coconut products during the first two quarters
of 1986 were almost cne-half of what they were in the previous year. The steady
decline in prices continued well into the third quarter of the year but thereafter
prices tended to push up, following the unsteady political situation in the Philippines
and the shortfall in supplies from the other major producers.

Paddy production declined by 2.5 per cent to reach 2,595,000 metric tons in
1986 from the highest ever level achieved in the previous year. The drop in
production was mainly reflected in the Maha season. The Maha 1985/86 paddy
output at 1.7 million metric tons was 3.6 per cent lower than that of 1984/85, while
Yala production at 0.9 million metric tons remained more' or less at the same level
as in the previous year.

The drop in paddy pi‘oduction in 1986 was almost entirely reflected in the paddy
growing districts of the Northern and Eastern provinces. A decline of about 20 per
cent in the area cultivated, higher incidence of crop failure and the breach of the
Kantale dam which affected paddy production particularly in the Trincomalee
district, were the major reasons for the low output in these areas. However,
the decline in Maha production in these areas was partially off-set by a significant
expansion in production in other areas. In spite of an expansion in the area under
cultivation and increased fertilizer application, the production in Yala remained at
the same level as in the previous Yala, owing to a decline in the average yield conse-
quent on adverse weather conditions during the latter part of the year.

With the commencement of production at the Sevanagala and Pelwatte factories,
sugar production increased by 94 per cent to 34,391 metric tons in 1986. Sevanagala
factory of the Sugar Corporation produced 6,533 metric tons, while the output of
the Pelwatte Sugar Company was 13,116 metric tons. ~

The Minor Food Crops sector showed some improvement in 1986, the production
of a number of crops such as soya bean, red onions, maize, cowpea, ground nuts,
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gingelly, green gram and chillies recording increases, . The increased output was
largely due to an extended extent under cultlvatlon of these crops, partrcularly in
Mahaweli settlement areas. - -, -, L :

Fish production which had suffered a:serious setback in.recent years recorded a
moderate increase of 6 per cent in 1986, the output rising to 183,056 metric tons.
This reflected an intensification of fisheries -activities in the Western and Southern
coastal areas following the movement of migrant fisherinen:from the North Western
and North Eastern tegions to these areas and 4lso the expansion of the inland fisheries
sector. © Milk production was-estimated .at 178 million litres which was about 2 per
cent less than the 1985 level, while egg productlon is estimated- to have increased by
8 per cent to 667 million. . . ... ... g oL e

The industrial sector showed rémarkablé. growth' in 1986. In-real ferms,
industrial output is estrmated to have increased by 12 per cent in 1986 compared
with a 5 per cent expansion in'1985. The 1mproved performance of the industrial
sector in 1986 was due to a continued expansion of both private sector industries
and public sector industrial enterprises.: ‘The value of output of private sector indus-
tries increased by 15 per cent, while that of public sector industries rose by:8 per cent.
Industrial sub-sectors that recorded increases in production in 1986 were basic metal
products, textile; wearing apparel and leather products, non-metallic mineral products,
food, beverages and tobacco products, chémicals, petroleum: and plastic products,
fabricated metal products paper and’paper products B T

In the prlvate sector, theré: were large increases in the output of textiles- and
wearing apparel, food, beverages, tobacco'and chemicals. - The increased production
of textiles and wearing apparel was largely for:the - -putpose of meeting’ expanded
demand from export markets. The improved performance of public sector industries,
no doubt less spectacular than in the private sector, should be viewed in the back-
ground of serious productlon problems faced by a number of corporations. ' The
operations of the Paranthan Chemlcals Corporatron, the State Timber Corporatron
and the Ceylon Mlneral Sands Corporatron were serlously aﬁ'ected by the crvrl
disturbances.’ TR

Demonstratlng the 1mproved performance of publlc sector, industrial corpor-
ations, government transfer payments to public sector mdustnal enterprlses further
declined during the year. In 1986, such transfers amounted to only Rs. 265 million,
as compared with Rs. 686 million in the prévious year. Of the transfers effected in
1986, Rs. 195 million or 74 per cent consisted of capital transfers and Rs. 70 million
or 26 per cent current transfers. As in the previous year, the Sri Lanka Sugar
Corporatlon was the prmclpal reclprent of government transfers in 1986

In 1986, the developments 1n the energy sector were exceptlonally favourable
Drastrcally reduced import prices for petroleum and a fuller utilisation of hydro
power capacity made the dependance on. forelgn sources of energy less burdensome.
While the petroleum import bill. declmed by 52 per cent in SDR terms, its share in
total imports decreased from 21 per cent in 1985 to 11 per cent in 1986. - Notwith-
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standing the drop in international prices and a more favourable climate for generating
clectricity, the domestic energy prices were maintained very largely unchanged in
keeping with the policy of discouraging excessive imports of cnergy.

“In 1986, the rate of inflation, as measured by the rise in consumer prices had
been markedly higher than in the previous year. The Colombo Consumers’ Price
Index (CCPI) recorded an increase of 8 per cent in 1986. This represents a signi-
ficant bounce from its 1985 low of 1.5 per cent. On a point to point basis too, i.e.
December 1985 over December 1986, the rate of increase in the CCPI was 9 per cent.
The corresponding increase in the previous year was 1.5 per cent. However, the
rate of inflation in 1986 was considerably lower than the rates that preveiled in the
period 1978 to 1984 when two-digit rates were recorded.

Several factors were instrumental for the upturn in consumer prices in -1986.
Foremost among them were the adverse weather conditions that affected production,
disruption of transport facilities in certain areas causing supply bottlenecks and the
reversal of the declining trend in the price of coconut and coconut products following
the international market trends during the closing months of 1986. In addition, the
full impact of the budgetary measures introduced in November, 1985 such as the
higher guaranteed price for paddy, the levy of duty for imported textiles, the increase
in excise duty on tobacco and alcohol and higher postal rates was also felt in 1986.
A further factor was the depreciation of the exchange rate against most currencies
which pushed up import prices in terms of domestic currency. However, the stabi-
lity of fuel and energy prices during the year helped to contain inflation to some
extent. There was also that much less pressure from the demand side, with the
continuance of a stringent monetary policy by the Central Bank, the main thrust of
which during the year being the Bank’s action in the area of open market operations
for siphoning off excess liquidity.

In contrast to the upward movement of consumer prices, the producer prices as
measured by the Wholesale Price Index (WPI) declined by 2.9 per cent in 1986
compared with a much sharper decline of 15.2 per cent recorded in 1985. This was
due to the higher weight of major export commodities in the WPI which made the
movement of these prices to dominate the behaviour of the index. Export prices
dropped by 17.8 per cent in 1986 which however was less than the drastic fall of
38.7 per cent recorded in the previous year. On a point to point basis, i.e. December
1985 over December 1986, however, the index increased by 12.7 per cent reflecting
the turn-around in export prices in late 1986.

In 1986, nominal wages of all employees in trades covered by the Wages Boards,
as measured by their Minimum Wage Index, increased by 5.4 per cent compared
with a rise of 8.3 per cent in the previous year. Against the background of a slight
acceleration in the rate of increase in prices, real wages, however, deteriorated by
2.4 per cent during the year. Workers in agriculture received 2 nominal wage
increase of 5.3 per cent, while their real wages declined by 2.4 per cent. The highest
increase in nominal wages was in respect of workers in industry and commerce which
moved up by 10.0 per cent, as compared with a 11.2 per cent growth in the previous
year. ‘ :
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- A major development that occurred in 1986'in the sphere of wages in the organised
sector was the restructuring of salaries of all government servants, excluding school
teachers. The objective of this was to eliminate stagnation of employees 2t the
maxima of salary scales. A significant feature of the new structure was the reduction
in the number of salary scales that existed-previously.

Information on the overall employment situation in the country is admittedly
very scanty. According to available estimates, in 1986 employment had increased
in the government sector but had declined in the semi-government sector. Provisional
estimates indicate that employment in the government sector expanded by. 2.0 per
cent in 1986 compared with an estimated growth of 1.5 per centin 1985. Significant
increases in employment had been recorded in areas of education, health and 1nd1-
genous medicine, defence serv1ccs public administration and social services.

Following the same trend as in 1985, employment in the semi-government
sector recorded a decline in 1986. The policy of self-reliance in the ficld of finances
made many corporations follow stringent policies with respect to employment.
Employment in this sector fell by around 7.0 per cent in 1986 compared to a drop of
2.4 per cent in 1985. Substantial decreases in employment were observed in the
semi-government institutions involved in engineering, passenger transport, textile
weaving, production of mineral sands and cement. Employment in the state plant-
ations also showed a drop of around 9.0 per cent.

Accordmg to the Survey of Busmess Activities and Planned Investments of the
Central Bank, the employment in the pnvate sector companies- had risen by about
15 per cent during 1985/86 over the previous year. Employment in enterprises
coming under the Greater Colombo Economic Commission rose by 26 per cent
during 1986.

~ In a sluggish global economic framework, unfavourable trends continued to be
present in the external trade sector in 1986, for the second consecutive year. Largely
owing to a sharp dropin the prices of agricultural exports, the total value of exports
declined by 21 per cent during. the year. However, the outlay on imports too
decreased by 15 per cent, major contributory factors being the sharp drop in the
price of crude oil in international markets and depressed prices for commodities.
The resulting import surplus though marginally lower than the surplusin 1985, was
still large enough to maintain continuing pressure on external payments.

The price movements in international markets brought mixed fortunes to
Sri Lanka’s éxternal trade in 1986. Unfortunately for Sri Lanka, the recovery in the
industrial countries was not transmitted to developing countries in the form of a
strong demand for primary commodities. Accordingly, the average export prices
of all agricultural products were considerably lower in 1986 compared with those of
the previous year. On the import side, although petroleum prices dropped sharply
and the prices of a number of basic food items also declined, the favourable impact
of these was less than sufficient to avoid the country’s terms of trade from remaining
adverse. Measured in terms of the Central Bank trade indices, export prices
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decreased by 11 per cent in 1986 while import prices decreased by 6 per cent. The
relative movements in prices resulted in a 5 per cent deterioration in the terms of
trade, contributing to a further compression of the import capacity. This was on
top of the deterioration of 20 per cent suffered in 1985 and once again demonstrated
the vulnerability of the economy to the vagaries of iriternational trade.

Accordmg to adjusted data, total earnlngs from exports in 1986 amounted to
Rs. 34,072 million (SDR 1,036 million) compared. with Rs. 36,207 million (SDR
1,311 million) in 1985, showing a decrease of 6 per cent in Rupee terms and 21 per
cent in SDR terms. This was.the secorid consecutive year when the value of exports
declined. The drop in 1985 was 3 per cent in Rupee terms and 8 per cent in SDR
terms, in comparison with 1984. The decline in export earnings in 1986 was due
mainly to lower earnings from agricultural exports which dropped from Rs. 19,026
million (SDR 689 million) in 1985 to Rs. 15,764 million (SDR 479 million) in 1986.
During 1985/86 there had been a general abatement in demand for Sri Lanka’s
agricultural exports in international markets. Value of tea exports declined by
23 per cent (35 per cent in SDR terms), while that of coconut decreased by 23 per
cent (35 per cent in SDR terms) from the levels of export values in 1985. Although
earnings from rubber and minor agricultural products registered marginal increases
in Rupee terms, the earnings decreased by 14 and 8 per cent, respectively in SDR
terms. The major factor responsible for the decline in export earnings was a sharp
drop in agricultural commodity prices in international markets. The average
export price of tea declined sharply from Rs. 60.62 (SDR 2.19) per kg. in 1985 to
Rs. 44.52 (SDR 1.35) per kg. in 1986. In the case of rubber, the average f.o.b.
price decreased by'6 per cent from SDR 0.77 per kg. in 1985 to 0.72 per kg. in 1986.
Further compounding the gloomy price picture, there was a sharp drop in the prices
(f.0.b.) of all three major coconut products—coconut oil, copra and desiccated
coconut.

In the industrial sector, exports expanded by 11 per cent in Rupee terms in 1986
but declined by 7 per cent in SDR terms. The value of industrial exports in 1986
totalled Rs. 15,878 million (SDR 483 million), as compared with Rs. 14,295 million
(SDR 517 million) in 1985. The major gains came from garment exports (21 per cent)
and other industrial exports (58 per cent), but the most encouraging performance in
this category of exports came from diamond exports which recorded a three-fold
increase rising from Rs. 313 million (SDR 11 million) in 1985 to Rs. 1,047 million
(SDR 32 million) in 1986. One major factor which contributed to dwarf the overall
performance of this sector was a sharp fall in the value of petroleum exports, which
declined by 39 per cent (49 per cent in SDR terms) from Rs. 3,877 million (SDR 140
million) in 1985 to Rs. 2,358 million (SDR 72 million) in 1986.

In 1986, the total outlay on imports according to the adjusted customs data, was
Rs. 54,609 million (SDR 1,660 million) as compared with Rs. 54,049 million (SDR
1,956 million) in.1985.. .This was 4 marginal increase in Rupee terms but a decrease
of 15 per cent in SDR terms. The decreasé was reflected both in intermediate
goods and. investment goods. ' The outlay on investment goods in 1986 amounted
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to Rs. 10,556 million (SDR 321 million) compared with Rs. 10,387 million (SDR
376 million) in 1985, recording 2 moderate increase of 2 per cent in Rupee terms but
a decrease of 15 per cent in SDR terms. At the same time, the import biil on inter-
mediate goods amounted to Rs. 22,314 million (SDR 678 million) compared with
Rs. 25,532 million (SDR 924 million) in the prev1ous year. This was a decrease of
13 per cent in Rupee terms and 27 per cent in SDR terms. Expenditure on inter-
mediate goods such as petroleum, wheat grain and fertilizer decreased considerably.
The value of petroleum imports at Rs. 6,293 million (SDR 191 million) was less
than half that of the previous year, largely owing to a sharp fall in the price of crude
oil. Despite an increase in import volume, the value of wheat grain imports declined
from Rs. 2,765 million (SDR 100 million) in 1985 to Rs. 2,370 million (SDR 72
million) in 1986, owing to a sharp drop in the average price from SDR 150 to SDR
106 per metric ton over the two years. On the other hand, expenditure on consumer
goods imports in 1986 at Rs. 18,609 million (SDR 566 million) recorded a sharp
increase of 30 per cent in Rupee terms and 10 per cent in SDR terms over that of the
previous -year. The increase was reflected in all major categorles of consumer
goods except food and drink. )

For long years, consumer goods tended to dominate Sri Lanka’s import structure
not only subjecting the country’s balance of payments to a high degree of rigidity,
but also making the task of obtaining imports required for developmental purposes
that much more difficult. However, with growing success at increasing the country’s
domestic food production, particularly after the green revolution, the country was
able to reduce the volume of consumer goods imports thereby contributing to a
more flexible and development oriented import structure. Thus, by 1984 the share
of consumer goods imports, excluding wheat grain, in total imports had declined to
23 per cent, with corresponding increases in the share of intermediate goods and
investment goods which together accounted for 76 per cent in that year. However,
in 1985 there was a reversal of this trend when the share of consumer goods in total
imports increased to 26 per cent. In 1986, there was a further setback on this score
when the share of consumer goods rose to 34 per cent of total imports. - While the
drop in the share of intermediate goods in total imports from 47 per cent in 1985 to
41 per cent in 1986 was largely due to a substantial decline in the value of petroleum
imports, the reversal of the trend in the composition of imports is nevertheless a
matter for concern considering the very hlgh levels. of mvesfments made in the agrl-
cultural sector in recent years. , ~

Despite the terms of trade remaining adverse, the balance of payments showed
a slight improvement in 1986 compared with the previous year, the trade, services
and current accounts all recording reduced deficits. The deficit on trade account
declined from SDR 711 million in 1985 to SDR 644 million in 1986, while the deficit
in the services account decreased from SDR 133 million to SDR 115 million betweer
the two years. Taking the same course, the current account deficit decreased from
SDR 410 millionin 1985to SDR 357 million in 1986.and as a ratio of GDP declined
to 6.5 per cent from 6.9 per cent in 1985; - However, notwithstanding the current
account improvement, the overall balance of payments position continued to be
adverse and foreign exchange reserves declined during the year.
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Summary of Balance of Payments 1983 - 1986

Rs. Million (SDR Million in brackets)

Items 1983(a) 1984(a) 1985(a) 1986(b)
Merchandise (Net) J— 20,168 | — 11,850 | — 19,801 | — 21,017
" (—801) (—453) 1) —644)
Non-Factor Services (Net) 1,803 1,666 — 201 178
. (.73 ( 64 — 8 3)
Factor Services (Net) — 3,214 — 3,401 — 3,445 — 3,861
(—129) (—130) (—125) (—118)
Private Transfers (Net) 6,441 7,031 7,212 8,251
( 256) ( 270 ( 262) ( 250)
Official Transfers (Net) 4,016 5,154 4,828 4 988
( 160) (198) ( 172) ( 152
Current Account Balance —11,122 — 1,400 —11,408 —11 ,461
(—441) (— 51 (—410) (—357)
Overall Balance 4+ 342 + 7,062 — 1,060 — 2,124
(+0.6) (+297) (—110) — 749
Some Key Indicators
Terms of Trade (1981=100) 113 134 108 102
Net Petroleum Imports 8,342 7,394 7,109 3,936
(332) (284) 257 (120)
Current Account Deficit as a percentage .
of G.D.P . 9.1 0.9 6.9 6.5
Gross International Reserves 13,026 18,942 18,367 17,152
499 (735) (611) (492)
International Reserves in Months
of Imports (¢) : 3.2 4.4 4.4 3.4
(a) Revised. Source: Central Bank of Sri Lanka.

(b) Provisional.

(¢) Projected for the following year’s imports in SDR terms.

The services account of the balance of payments recorded a lower deficit in
1986. The deficit in the services account amounted to Rs. 3,683 million (SDR
115 million) in 1986, compared with the deficit of Rs. 3,647 million (SDR 133 million)
recorded in 1985. The reduction was due to lower net outflows on account of interest
payments, government expenditure and miscellaneous services.

The downward movement in interest rates in international markets, together
with the lowering of interest rates on the SDR by the IMF helped to bring down
the interest commitments on foreign loans in 1986. In addition, the decline in the
level of outstanding commercial borrowings from SDR 834 miilion in 1985 to SDR
766 million in 1986, also helped to reduce the interest-burden to some extent.
Accordingly, interest payments on foreign loans, including those payable on IMF
drawings, decreased marginally from Rs. 5,404 million (SDR 196 million) in 1985
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to Rs: 5,336 million (SDR '162 million) in 1986. However, interest payments conti-
nued to be the single largest ‘debit item in the services account of the balance of
payments. - This was a manifestation of increased utilization of commercial credits
for balance of payments financing in recent years and the large commercial borrow-
ings-undertaken by some pubhc sector 1nst1tut10ns

The year 1986 witnessed a further setback to the tourist mdustry when gross
earnings ‘declined by 13.3 per cent in SDR terms from the previous year’s level.
Gross earnings from tourism in 1986 were estimated at SDR 70 million, as against
SDR 81 million in 1985. Against the background of certain unfavourable conditions,
the inflow of tourist traffic in 1986 declined by 10.6 per cent, while the average,

spendmg by a‘ tourist also decreased marginally from SDR 315'in 1985 to SDR" 306
in 1986

CA balance. of payments item of mcreasmg 1mportance in recent years, has been
the recelpts on account of private remlttances In 1986, however, this item ‘failed to
‘show the same degree of buoyance displayed in recent years. Though gross receipts
increased by 15.4 per cent in Rupee terms during the yéar, in SDR terms the receipts
declined by 3.8 per cent. Gross private remittances amounted to Rs. 9,142 million
(SDR 277 million) in 1986, compared with Rs. 7,920 million (SDR 288 million) in
1985. Official transfers, cons1st1ng of project and commodity grants were estimated
to have dropped sharply in SDR terms, declining from SDR 172 million in 1985 to
SDR 152 million in 1986. The net outcome of these changes was a decline of 7.4

per cent in the total receipts on account of transfers, both prlvate and ofﬁc1al in
SDR terms.

The . net inflows on accotlnt of prlyéte and official transfers in 1986 were sufficient
to cover appro)umately half the deficit in the goods and services account, leavmg a
current account deficit of Rs. 11,461 million (SDR 357 million) which had to be

financed through non-monetary capital flows. As a ratio.of GDP, the current

account deficit declined from 6.9 per cent in 1985 to 6.5 per cent in 1986. When
official transfers are excluded, the ratio in 1986 was 9.3 per cent as compared with
9.9 per cent in the previous year. Conforming to the downward trend observed
since 1982, the inflow of non-monetary capital further declined, the drop, in 1986
being 7.9 per cent. The net inflows of private capital were SDR 55 million in 1986
as compared with SDR 58 million in 1985. The net inflows of eapital to the govern-
ment sector amounted to SDR 247 million as against SDR 270 mllhon in the prevrous
year, representmg a drop of 8 5 per cent. :

- As the net non-monetary éapital flows fell short of what was required to finance
the curréent account deficit, there was an overall deficit of Rs. 2,124 million (SDR
74 million) which had to be financed by drawing on external assets. Accordingly,

~ gross external assets declined by 19 per cent in 1986. This was on the top of a

decrease of 17 per cent recorded in 1985. Gross external assets at the end of 1986
stood at Rs. 17,152 million (SDR 492 million), compared with Rs. 18,367 million

- (SDR 611 million)-at the end of the previous year. The level of gross external assets

at the end of 1986 was sufficient to finance 3.4 months imports projected for 1987.
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During 1986, the Sri Lanka Rupee depreciated against all major currencies
except the Indian Rupee. The Rupee depreciated against both the Deutsche Mark
and the Japanese Yen by 24 per cent. It also depreciated by 18.4 per cent ageinst
the French Franc and 5.3 per cent against the U.K. Pound. Depreciation against
the U.S. Dollar was 3.9 per cent and agrinst the SDR 13.7 per cent. The Rupee
however, appreciated in 1986 against the Indian Rupee by 4.3 per cent.

The level and the rate of growth of external debt have been matters of consi-
derable concern in recent years. The rapid build up of external liabilities, particularly
those of short maturity, has been a serious limiting factor in the area of balance of
payments management. The total external debt outstanding, which includes short
term loans and trade credits, increased from Rs. 94,303 million (SDR 3,162 million)
at the end of 1985 to Rs. 113,308 million (SDR 3,262 million) at the end of 1986.
This was an increase of 3.2 per cent in the debt outstanding in SDR terms in 1986 as
compared with a growth of 4.0 per cent in 1985. The ratio of outstanding debt to
GDP rose from 53.8 per cent to 59.8 per cent over the two-year period. Itis, how-
cver, noteworthy that the outstanding debt on account of commercial borrowings
decreased by SDR 13 million during the year. Also, Sri Lanka’s debt obligation to
the IMF decreased in 1986 for the second consecutive year as no new drawings were
made. These changes helped to improve the country’s debt profile to some extent.

Debt service payments, which consist of amortization of short term and medium
term loans and interest payments on all foreign loans increased from Rs. 9,362
million (SDR 340 million) in 1985 to Rs. 11,644 million (SDR 356 million) in 1986.
Amortization payments, including repurchases on account of drawings from the
IMF, rose from Rs. 4,533 million (SDR 166 million) to Rs. 6,837 million (SDR
210 million) over the two year period. However, due to the depressed level of
interest rates in international markets and the downward revision of the SDR interest
rate by the IMF during the year, interest payments and service payments, including
those on IMF transactions, decreased from Rs. 4,829 million (SDR 175 million) in
1985 to Rs. 4,806 million (SDR 146 million) in 1986.

Overall, the balance of payments developments in 1986 were disconcerting. The
country was not able to reap the full benefit of depressed commodity prices in the
international market as high import volumes had to be maintained for the purpose
of buffer stock building. In addition, as in the previous year, defence related imports
exerted heavy pressure on the balance of payments. The most discouraging exper-
ience, however, was the depressed commodity prices which affected the country’s
principal agricultural exports almost throughout the year. The tourist industry
which had been one of the victims of the continuing civil disturbances in the country
failed to show any signs of recovery during the year. On the other hand,
the country’s external debt commitments tended to remain high partly due to
heavy recourse to commercial borrowings in recent years. The sum total of these
developments was - the continuing pressure on the exchange rate and a further
drawing down of external assets during the year.

The fiscal performance in 1986 appears to show a slight improvement over 1985.
Fiscal imbalances had been a major source of macro economic instability in the
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économy for many years exerting continuing pressure on the \mo ey supply, pnccs,
balance of payments and the exchange rate. In this back cmnd thé‘s‘ééhﬁngly
improved fiscal out-turn can be considered a healthy developmyg F,«alt@qgfmf ih‘u}t
be stated that the budget deficit still appears to be the destabili
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economy. W

TABLE 1.4 |
Fiscal Magnitudes 1982 - 1986

Rs. Million

Ttem 1982 1983 1984 1985(a) 1986(a)
Revenue . 17,809 25,210 37,731 39,010 41.,955
Expenditure . .y 37,900 46,816 53,593 64,685 67,551
Recurrent Expendltute including ' :
Advance Accounts ] 19,231 25,083 31,842 34,156 | 34,602
Current Account Deﬁcnt(——)/
Surplus (+) W= 1,422 4+ 1281 3 5,889 + 4,854 | + 7,353
Capital Expendlture 18,669 | 21,733 21,750 30,529 32,949
Overall Budget Deficit .1 20,091 21,606 15,861 25,676 25,596
Financing
Foreign 8,794 10,950 11,251 12,205 13,575
Domestic Non-Bank 7,606 10,146 6,589 - 8,520 8,963
Domestic Bank . : 4,006 1,204 | —2,644 7,451 2,299
Use of Cash Balances W) — 3151 — 694 666 | — 2,501 | 760
_ As a Percentage of GDP
Revenue S 17.9 20.7 24.5 24.0 23.4
Expenditure ] 38.2 38.5 34.9 39.8 37.6
Recurrent Expendlture including : .
Advance Accounts 19.4 20.6 20.7 21.0 19.3
Current Account Deficit (—)/ ' }
Surplus (+) W= 14 {4+ 01 | + 3.8 |4+ 3.0 |+ 4.1
Capital Expendnture 18.8 17.9 14.1 18.8 18.4
Overall Budget Deficit 20.2 17.8 10.3 . 15.8 14.
Financing .
Foreign 9.9 9.0 7.3 7.5 7.6
Domestic Non-Bank S 1.7 8.3 4.3 5.2 5.0
Domestic Bank ... 4.0, 1.0 |— 1.7 4.6 1.3
Use of Cash Balances .]— 0.3 0.6 0.4 | — 1.5 0.4
(@) Provisional. o Sources : General Treasury,

Central Bank of Sri Lanka.

The improved fiscal performance in 1986 was the outcome of several factors.
First, despite reduced collections from a number of taxes, the overall revenue of the -
government was maintained at a high level owing to higher receipts from import
duties, excise duties and non-tax revenue. Second, the growth in recurrent expendi-
ture was kept to a minimum in the midst of competing claims for higher levels of
expenditure from several fronts. These two situations were conducive to producing
a better fiscal out-turn on the current.account. Accordingly, the current account of
the budget was in surplus to the tune of Rs. 7,353 million in 1986. In comparison,
the surplus on current account in 1985 was Rs. 4,854 million. In view of this
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encouraging result on current account, despite an increase of 8 per cent in capital
expenditure, the year ended with an overall deficit of Rs. 25,596 million, which was
slightly lower than tlie deficit originally estimated. In relation to GDP, the deficit
. was 14.3 per cent as against 15.8 per cent in 1985, while the net cash deficit alco
declined from 11.6 per cent to 10.1 per cent over the two years. Superimposed on a
lower overall deficit were the increased subscriptions to Treasury bills which came
from the non-bank sector. These favourable developments enabled the government
to reduce its recourse to inflationary financing of the budget deficit and such financing
dropped from 2.9 per cent of the GDP in 1985 to 1.7 per cent in 1986.

However, notwithstanding this slightly improved budgetary performance, the
behaviour of fiscal magnitudes in 1986 seems to underline the stresses and limitations
under which Sri Lanka’s fiscal system is operating at the moment. As a percentage
of GDP, government revenue declined from 24 per cent in 1985 to 23 per cent in
1986, while capital expenditure dropped marginally from 18.8 per cent to 18:4
per cent. Recurrent expenditure, inclusive of advance account operations, as a
proportion of GDP decreased to 19 per cent in 1986 from 21 per cent in 1985: On
the other hand, debt repayments as a proportion of GDP at 4 2 per cent remained
the same at the previous year’s level.

The above fiscal scenario, in fact, seems to suggest a slight deterioration in the
country’s fiscal position in that the government’s ability to obtain command over
resources is coming under increasing strain. It also underscores the extent of addi-
.tional fiscal effort that is required to continue to absorb the same volume of resources
by way of government revenue, particularly in a situation when such revenue is
becoming extremely sensitive to developments in the external sector. For instance,
in 1986 revenue collection from exports declined by 16 per cent, while those from tea
export duty alone decreased by 21 per cent. At the same time, although the volume
of coconut exports expanded by 18 per cent export duty collections declined by a
third.

On the expenditure side, an item of growing importance has been the commit-
ments on personal emoluments. In 1986 such emoluments increased by 19 per cent
and accounted for 26 per cent of the total recurrent expenditure, as against 22 per
cent in the previous year. At the same time, interest payments on the public debt
absorbed 27 per cent of the total recurrent expenditure during the year. This was
an increase of 12 per cent over the previous year’s level. ' These growing expenditure
items seem to indicate the emergence of a high degree of fiscal solidification which
would impair the ability of the government to economise on expenditure to a more
sustainable level in relation to availability of resources.

A significant decline in the rate of growth of broad money supply (M,) caused

by a decline in external banking assets (net) and reduced expansion in domestic credit
"was the main feature of monetary developments in 1986. With continued high
level of spending by the government and weak demand for credit by the private
sector, commercial banks remained highly liquid throughout the year. As'a result,
and assisted by a relaxation of reserve requirements by the Central Bank, interest
rates tended to decline. However, intérest rates remained generally positive in real
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terms in the context of moderate mﬂatlonary teridencies in the economy: "The
Central Bank ' continued to mop up excess liquidity by issuing its own secirities
under Section 91 of the Monetary Law Act. Meanwhile, some of the quantitative
credit restrictions imposed in 1984 'were relaxed to give greater market orientation to
credit policies. The Central Bank continued to pursue a stringent overall monetary
pollcy, but within - this framework, it sought to promote the real sector of the
economy by enhancmg reﬁnance facrlmes for exports and encouraging productron
in prlorlty sectors

" The deVelopments in the monetary scene during 1986 were contrasting. The
narrowly measured money supply (M,), consisting of currency and demand deposlts
held by the ‘public, increased by Rs. 2,418 million or 13 per cent, compared with an
almost similar increase of Rs. 1,937 million or 12 per cént'in 1985. On the other
hand, the broad money supply (M,), defined to include M, plus time and savings
deposits of the private sector with commercial banks also Tose by Rs. 2,451 million,
whlch meant that almost the entlrety of the 1ncrease in M2 in 1986 came from the

s
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Monetary Magnitudes 1982 - 1986 o . -

Rs. Million
1982 | 1983 1984 |- 1985 | 1986
Change in Domestic Credit oo 8431 | 6895 | 633 | 9,300 | 4,883
Increase’in Net Credit to Government o) 4,361 | ..383. | -2,979 -} 5,793.| 2,198
Increase in Credit to Government = . . . R :
Corporations "~ * o) 190 ) - 292 | - 237 200 | 301
Increase in Credit to Co-operatlves .p—- 106 -+ 635 |- 255 |- 263. (- 120
Increase in Creditto Other Private Sector | 3 ,986 6,170 4,104 3,480 | 2,263
Change in Net External Banking Assets ..} - 568 815 6.777 |- ‘691 |- ‘414
Change in Total Assets Liabilities ] 78630 7,710 | 7,410 | 8,609 | 4,468
Increase in Broad Money Supply (Mg) ) 6,063 6,747 6,170 4,982 2,451
Increase in Other Lrabrlrtles (Net) ] 1,800 963 1,240 3,627 2,018

Percentage Increases in Monetary Magnitudes

Percentage increase in Total Domestic Credi 24.8 16.3 1.3 18.6 8.2
Percentage increase in Total Assets and ] '

Liabilities 21.3 17.2 14.1 144 | 6.5 .
Government as percentage of Total Domestic|

' Credit Increase . 51.7 5.6 { -470.4 62.2° 45.0
Non-Government as percentage of Total . )

Domestic Credit Increase C .| 48.3 94.4 | -570.4 37.8 55.0 -

Percentage Increase in— ) L . , .

Broad Money Supply (M2) .4 24.8 2.1 16.6 11.4 5.1

Nan'ow Money Supply (M,) F 173 25.4 | 14.1 11.5 | 129

T Source: Central:Bank of Sri Lanka.
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growth in narréw ‘money. In percentage terms, the expansion in M2 in 1986 was
only 5 per cent, as compared with a much higher growth of 11 per cent in 1985.

Again, the increase in M, during 1986 was highly biased in favour of currency
holdings of the public which rose by Rs. 1,754 million or 18 per cent. In comparison,
the demand deposits held by the public rose by only Rs. 664 million or 7 per cent in
1986. Consequently, the share of demand deposits in M, declined further from
48 per cent at the end of 1985 to as low as 45 per cent by the end of 1986—a disturb-
ing development for a country which had been endeavouring to popularise banking
for many years. The currency/deposit ratio in M, had been hovering around
50 per cent for a considerable length of time. The perverse development in the
currency/deposit ratio in M, in recent years can, however, be considered a temporary
phenomenon arising from the inability of the public to enjoy unrestricted banking
services in some parts of the country due to the civil unrest.

One of the most noteworthy features of the monetary developments during
1986 was the very negligible growth in quasi money which rose by only Rs. 33
million, in contrast to a substantial increase of Rs. 3,044 million or 11 per cent in
1985 and an average growth rate of 35 per cent recorded during the period 1978 to
1984 when Sri Lanka’s commercial banking system experienced relatively rapid
growth. Apparently, there has been a pronounced shift in the attractiveness of
bank deposits as a form of investment. The slow growth in quasi money was the
combined outcome of a reduction in the deposits of government corporations and
diminished growth in the deposits of the other private sector constituents (OPSC).
In all, time and savings deposits of government corporations decreased by Rs. 1,067
million or 18 per cent in 1986. Significant reductions were observed in the deposits
of the State Plantations Corporation (SPC) and the Ceylon Electricity Board (CEB),
the former due to a lack of buoyancy in the tea market and the latter because it
opted for alternative avenues of investment for liquid funds. As at the end of 1986,
the total investments of the CEB in Sri Lanka Government Treasury Bills amounted
to Rs. 3,048 million. This compares with an investment of Rs. 1,000 million at the
end of 1985. ‘

Meanwhile, the time and savings deposits of OPSC recorded reduced growth in
1986, the increase being Rs. 1,032 million or 4 per cent, in comparison to a much
sharper increase of Rs. 2,637 million or 13 per cent in the pervious year. The dimi-
nished growth of quasi money of the OPSC could be attributed, among other factors,
to the lack of buoyancy of the export sector and the civil unrest which restricted the
availability of banking services in certain areas.

For the second consecutive year, the external sector exerted a contractionary
impact on monetary aggregates in 1986. The external banking assets (net) declined
by Rs. 414 million or 4 per cent in 1986, as compared with a decrease of Rs. 691
million or 7 per cent in 1985. Although there were favourable developments on the
balance of payments front, with both trade and current accounts recording lower
deficits than in the previous year, the country was not able to mobilize sufficient
resources to cover the entire deficit in a dampened atmosphere for foreign aid flows.
The fall in external banking assets in 1986 though smaller than in 1985 is still a
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matter for concern, becauée it reflects the continuing pressuie that is being exerted
by the external'sector on the country’s economic management.

" Withi the external banking assets (net) declining, the contributory factor for the
growth of money supply in 1986 was the domestic credit expansion (DCE). The
DCE in 1986 at Rs. 4,883 million or 8 per cent, however, was much smaller when
compared with the DCE of Rs. 9,300 million or 19 per cent in 1985. The decler-
ation in DCE in 1986 was reflected in both net credit to government (NCG) and gross-
credit to private sector (GCPS). A salutary feature of credit developments in 1986
has been the reduced demand for credit by the government. In 1986, the NCG
grew by Rs. 2,198 million or 11 per cent, as against a much sharper increase of
Rs. 5,793 million or 40 per cent in 1985, However, despite this reduced growth, the
share of NCG in total bank credit which had risen from 29 per cent in 1984 to 34 per
cent in 1985, 1ncreased further to 35 per cent in 1986, underlining the continuing
1mportance of the banking sector in financing the government budget.

Increased reliance by the government on bank credit had been a major destabi-
lizing factor in the monetary and credit scene in recent years. The year 1986 saw a
significant departure from this trend. The low recourse on the part of the govern-
ment to the banking system in 1986 was made possible by a reduction in the overall
budget deficit, on the one hand, and a considerable increase in. financing from the
non-bank sector, on the other. For instance, Treasury bill holdings of the non-
bank sector rose from Rs. 1,659 million as at the end of 1985 to Rs. 3,909 million at
the end of 1986—a net increase of Rs. 2,250 million. In addition, the transfer of the
Central Bank profits amounting to Rs. 1,779 million in February 1986 also helped
the government to reduce its borrowings from the banking system. Thus, in part
the reduced recourse to the banking system by the government in 1986 was achieved
by a considerable diversion of funds otherwise available to the private sector—a
development conducive to maintaining price stability but perhaps involving adverse
implications for the private sector. .

From a de'velopment point of view, one of the most disturbing features in the
credit scene in 1986 was the drastically reduced credit demand from the private
sector. On a year-on-year basis, gross credit to private sector (GCPS) comprising
government corporations, co-operative institutions and other private sector consti-
tuents (OPSC) rose by Rs. 2,684 million.or 7 per cent, as compared with 2n increase
of Rs. 3,507 million or 10 per cent in 1985. The major share (84 per cent) of the
increase in GCPS was on account of credit granted to OPSC. - However, in 1986
such credit rose by only Rs. 2,263 million or 7 per cent, as compared with an increase
of Rs: 3,480 million or 12 per cent in 1985. '

There was a lack of dynamism in the use of bank credit by the other two sub-
sectors in the private sector, namely, co-operative institutions and public corpor-
ations, which together accounted for only 15 per cent of the GCPS in 1986. In
contrast to a decline of Rs. 263 million or 17 per cent in 1985, credit to co-operative
institutions increased by Rs. 120 million or 9 per cent in 1986. This was mainly
reflected in the advances for the purchase of paddy under the guaranteed price
scheme (GPS).
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Commercial bank credit to government corporations increased by Rs. 301
million or 7 per cent in 1986, compared with an almost similar increase of Rs. 290
million or 7 per cent in 1985. Reflecting the impact of liquidity constraints caused
by the decline in tea prices, borrowing by the two state plantations corporations
(SPC and JEDB) rose considerably during the year. The credit level of these two
corporations together increased by Rs. 792 million in 1986. Meanwhile, several
other corporations reduced their reliance on bank credit during the year. Chief
among them were the National Textile Corporation (Rs. 145 million), the Co-operative
Wholesale Establishment (Rs. 71 million), Ceylon Cement Corporation (Rs. 140
million) and the Urban Development Authority (Rs. 167 million).

In 1986, the movement of interest rates was in the downward direction. The
reduction in interest rates was reflected in almost all financial institutions and money
market instruments. Among the deposit taking institutions, while the National
Savings Bank (NSB) effected marginal downward adjustments in its deposit rates,
the commercial banks and finance companies lowered their rates by significant
margins. The reduction in deposit rates, in turn, led to a lowering of the cost of
funds of these institutions enabling them to reduce their lending rates.

The commercial banks in particular were well placed for effecting reductions in
their lending rates. Apart from the reduction in the cost of funds resulting from
the downward revision of deposit rates, the banks also enjoyed the benefit of the
withdrawal of the special réserve requirements under the Reserve Tranche Scheme.
However, in actual practice the decreases in the lending rates of commercial banks
were not only marginal but also were largely confined to lending ratesin the priority
sectors. This downward rigidity in the movement of lending rates of commercial
banks was, no doubt, a matter for concern in a situation when there was considerable
excess liquidity in the banking system. - However, noteworthy reductions were
observed in the lending rates of long term credit institutions. The State Mortgage
and Investment Bank reduced its interest rate on all categories of loans by 2 percentage
points, while the Development Finance Corporation of Ceylon also effected a down-
ward reduction in its lending rates granted outside refinance schemes from a range
of 14 to 21 per cent per annum to a range of 14 to 18 per cent per annum.

During the year under review, there were also reductions in the interest rates
offered on money market instruments, both short term and long term. The rate on
primary Treasury bills declined from 11.5 per ccnt per annum to 11 per cent per
annum in January 1986. The impact of the reduction was felt in the operations
of the Secondary Treasury bill market where the selling and buying rates dropped on
a number of occasions. The coupon rate on Central Bank securities also declined
from 14 per cent to 12 per cent per annum in January 1986. As from the same
month, the interest rate on government securities dropped from 14 per cent to
12 per cent per annum with the maturity period remaining unchanged at six years.

The net ouicome of the interest rate changes that occurred during the year was
a considerable narrowing of the gap  between the rates offered on deposits by
different financial institutions and those available on money market instruments
such as Treasury bills, Central Bank securities and government securit'es. With
this narrowing of the margin, together with certain measures on the fiscal front
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which made the holdmg of bank deposits less attractive, an atmosphere was created
where investments in financial instruments, particularly government paper, became
an attractive avenue of investment for the private sector. Accordingly, the year
witnessed a néw development in the financial market when considerable investments
were made by the non-bank sector both in Sri Lanka Government Treasury bills,
as well as in Central Bank securities. For instance, as at the end of December 1986,
of the total Treasury bills outstanding, the total investment by the non-bank sector
was Rs. 3,909 million accounting for 14.9 per cent of the bills outstanding as at that
date. This compares with an overall share of 7.4 per cent as at the end of December
1985. '

In 1986, the Central Bank’s monetary policy was directed at promoting the
productive sectors of the economy within the broad framework of a stringent mone-
tary policy pursued since 1984. While the Bank continued to issue its own securities
for absorbing excess liquidity in the economy, facilities available under certain refin-
ance schemes were increased in order to further expand the availability of credit to
priority sectors at concessionary rates. At the same time, some of the quantitative
credit restrictions imposed in early 1984 were relaxed, with a view to providing a
greater market orientation to monetary policy. Among the policy measures intro-
duced for promoting activities in the productive sectors of the economy were the
reduction of refinance rates of the Central Bank, enhancing the quantum of refinance
available under certain facilities, extension of the period for which refinance is avai-
lable for traditional and non-traditional exports, exemption of commercial bank
credit to the private sector for industrial purposes from the credit ceilings of May
1984 and the withdrawal of the requirement to maintain special reserves under the
Reserve Tranche System. The last mentioned measure was with a view to mducmg
commerc1a1 banks to reduce their lending rates.

The Central Bank continued to monitor the credit developments in the economy
in terms of a National Credit Plan formulated on the basis of the need for stimulating
credit flows to priority sectors. The most significant feature in the credit scene in
1986 was the reduced level of credit utilization in relation to Credit Plan estimates.
There were several reasons for the lower utilization of credit by the priority sectors.
First, the slump in traditional export prices reduced the demand for credit in nominal
terms for trading purposes. Second, there was the delay in the implementation of
the medium term investment programme for the state owned plantation sector.
Third, adverse weather conditions experienced in certain districts during the year
dampened the credit demand from the agriculture sector.

Despite the presence of excess liquidity in the economy in general, and in the
banking system in particular, the activities in the capital market were not very
impressive in 1986. During the year, there were five new share issues offering
Rs. 130 million worth of shares, which was a slight improvement from the position
in 1985 when three issues involving Rs. 87 million were made. A gradual decline in
new share issues had been observed since 1983, the number declining from 37 in 1983
to 13 in 1984, and further to 3 in 1985. The uncertain business outlock created by
the continuing civil unrest appears to have depressed the activities in the share market.

Economic growth in 1986 encountered:many obstacles which were both internal
and external. Internally, the civil disturbances in some parts of the Northern and
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Eastern regions reduced the abiljty of the country to grow faster than it did as agri-
cultural, trading and other economic activities received a sharp and severe setback.
Tourism did not recover from the shocks received by the ethnic disturbances in 1983.
Externally the collapse of the commodity boom resulted in a sharp drop in export
earnings and had repercussions on other sectors. Accordingly,the growth momentum
which had averaged 5.6 per cent per year between 1978 and 1985 declined to 4.3 per
cent in 1986. It is noteworthy that this rate of growth was achieved despite strong
adverse influences on sizable sectors of the ecomomy. ‘

Sectoral growth performances indicate the stresses and vulnerabilities that need
the closest of attention. In order to attain greater stability, the economic adjustment
programme underlying the economic reform package of 1977 has to be redesigned so
as to counteract slippages that had disruptive and destabilizing influences on economic
growth. Internal policies consistent with the achievement of a higher level of
economic activity in the growth sectors will have to be strengthened to ensure dura-
bility. Monetary policy alone cannot take the burden of adjustment if-fiscal policy
is out of alignment. Strengthening of the financial and economic environment
requires the adoption of bold, imaginative and appropriate measures to redress the
large imbalances in the nation’s budget.

A determined effort based on carefully co-ordinated policies to achieve financial
and budgetary discipline will be required to improve economic management. Given
the available resources and the absorptive capacity of the economy, economic manage-
ment will be weakened if unduly large budget deficits absorb a disproportionate volume
of savings thus reducing resource availability to the private sector; the progress of the
private sector tends to get stymied without constructive responses. Containment of
the budget deficit is all the more necessary as such deficits invariably have adverse eff-
ects on the balance of payments. In the context of Sri Lanka’s current problems, the
need is for a relative shift of resources away from large deficits into the production
of goods and services that remain internationally competitive. In an environment
of a deteriorating world economic situation where economic activity remains shuggish
and subdued and which is further aggravated by weak commodity prices and unfavour-
able terms of trade, all of which tend to dampen economic growth in Sri Lanka,
large fiscal deficits would not only exert further pressures on the balance of payments,
the exchange rate and domestic prices, but also would postpone the urgent need to
make structural adjustments. Though Sri Lanka has been able to achieve a consi-
derable degree of diversification of its economic structure, yet the narrow concen-
tration on a few products for export had been a major structural problem which
had continuously aggravated the balance of payments situation.

, Clearly the priority areas which should receive the greatest attention for effective,
realistic and sustainable solutions are the external sector and the government budget.
These are not necessarily mutually exclusive areas but are in fact closely interrelated.
Indeed, balance of payments deficits and price pressure are alternative responses to
an excessive growth of domestic expenditure, faster than what the economy can
sustain on a non-inflationary basis. Some of the weaknesses in both the fiscal
system and in the balance of payments can be attributed to transitory factors. For
example, in recent years defence-related expenditure had been absorbing a growing
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share of government expeniduture, as well as foreign exchange resources; But it
needs to be acknowledged that a large part of the difficulty has stemmed from an
attempt to overstretch expenditure far beyond the resource base of the economy.
During the period 1978-1986, government revenue as a ratio of GDP had averaged
22.4 per cent which is a fairly satisfactory fiscal effort considering the magnitude of
the budget. On the other hand, during this period, the overall expenditure of the
Government had averaged 39.6 per cent of GDP.  Consequently, the overall budget
deficit remained at an average level of 17.2 per cent of GDP over this period. Such
large deficits were clearly beyond the capacity of the country to bridge from non-
expansionary sources of financing, even with the support of considerable volumes of
foreign savings. The net outcome of these fiscal excesses was the emergence of
expansionary deficits in the budget.

The perennially large fiscal deficit has had a decisive impact on the country’s
economic management. To begin with, excessive fiscal deficits financed from
expansionary sources, particularly through bank credit, maintained the overall
liquidity of the economy at very high levels exerting pressure both on prices, as well
as on the balance of payments. In order to minimize the adverse implications of
excessive liquidity creation, monetary policy had to take a fairly restrictive stance,
sometimes even having to freeze credit to certain low priority areas, whilst also having
to maintain interest rates at relatively high levels which no doubt may have had
adverse implications on the level of private sector mvestment

The impact of excessive fiscal deficits and the resulting liquidity creation was on
the balance of payments which continued to be under pressure for most of the post-
1977 period. The successive deficits on external payments led to a rapid accumulation
of foreign liabilities, as well as frequent loss of reserves. Under the impact of a
weakening external position, the exchange rate depreciated over the period. The
cumulative depreciation of the Rupee since November 1977 up until December
1986 was 44 per cent against the U.S. Dollar, 30 per cent against the Pound Sterling,
52 per cent against the Deutsche Mark and 64 per cent against the Japanese Yen.
The Rupee depreciated against the SDR by 46 per cent ‘during this period.
Admittedly, the depreciation of the Rupee carried inits train, rising import prices
with implications-on inflation and income distribution..

Despite various incentives and strong domestic policies the ability of the economy
to mobilize adequate domestic savings has been impaired by large budget deficits,
adverse movements in the terms of trade and persistent balance of payments deficits.
However, the flow of external resources to supplement the low level of domestic
savings has been satisfactory. The importance of foreign capital to achieve a high
rate of economic growth through higher investment and technology transfers cannot
be overemphasized. Foreign capital can allow Sri Lanka to adjust to new circum-
stances in the world economy as well as unleash the development potential. = Unless
such 'borrowings are associated with productive investment and a commensurate
increase-in capacity to service the debt, there will be a net transfer of real resources
out of the country. In order to strengthen and sustain growth through adjustment
policies, the flow of concessional aid and technology transfers will have to be aug-
mented and directed towards productive investment.
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A significant share of foreign capital received by Sri Lanka after 1978 was on
concessionary terms. But some part of it was obtained on commercial terms, parti-
cularly in respect of investments undertaken by certain public sector corporations.
Conszquently, increasing amounts of foreign exchange earnings currently being
generated are required to be set aside for servicing the foreign debt. Sri Lanka’s
debt service ratio, which is an index considered to be a good guide to a country’s
external debt problem, accordingly registered an upward trend reflecting both the
increased volume of debt, as well as the stringent commercial terms applicable mostly
to borrowings of public sector corporations. Though the total debt has reached a
high proportion of GDP, it is still within manageable limits. In 1986 total deb
service payments (inclusive of payments to the IMF) as a ratio of earnings from
goods and services stood at 26.3 per cent. The overall debt service ratio, that is,
debt service payments as a ratio of receipts from merchandise exports, services and
private transfers amounted to 21.9 per cent. An improvement of this position to
reduce the debt service burden is essential to provide adequate support for orderly
economic growth consistent with a high rate of return on investments. Both the
public and private sectors need to take timely and constructive action to incresase out-
put. Maintenance of a strong external position through appropriate and adequate
policy measures seems imperative to ensure a continuing movement towards a
reduction of destabilizing forces and maintenance of a high rate of economic growth.
This is all the more important since the changes in the economic environment have
reduced the prospects for foreign capital flows especially those of a concessional
character. Itis hard to visualize how Sri Lanka could escape from the harsh realities
of these adverse winds blowing from the international scene.

Faced with a hostile external environment, Sri Lanka’s economic options appear
to be getting increasingly narrower. Given the paucity of savings and the small size
of the domestic market, Sri Lanka has necessarily to continue to depend on foreign
savings for augmenting capital formation. On the other hand, if she fails to follow
correct domestic policies, the confidence that underlies the flows of foreign savings
could soon wane. Faced with this dilemma, the accent in economic policy in the
immediate future should be directed at correcting economic fundamentals, for which
purpose a huge dose of fiscal restraint would no doubt be necessary. In this regard,
processes are already in train that should help correct major imbalances that had
been plaguing the economy. In presenting the Budget for 1987, the Government
reaffirmed its commitment to reduce the budget deficit through a medium-term policy
framework which recognized the need for consistency in strategy for correcting
structural weaknesses in the economy. In terms of this programme, the
budget deficit is expected to decline from 11 per cent of GDP in 1987 to 9 per cent
in 1989. This is to be achieved through a series of measures aimed at improving
financial control and economizing on commitments. Government must follow up
the steps already taken and must make further changes where necessary, that will
ensure a continuing movement towards budgetary balance. Such action will contri-
bute to bolstering confidence in Sri Lanka’s endeavours at economic advancement
with international support.




