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1. ECONOMIC PERFORMANCE, PROBLEMS AND POLICIES IN 1995

1.1 Overview

A moderately high economic growth, lower inflation, a
significant reduction in the fiscal imbalance and
re-emergence of an overall deficit in the balance of payments
were the salient features of the Sri Lankan economy in 1995.
The Government's commitment to a medium-term framework
for correcting structural weaknesses and reducing the budget
deficit, consistent with faster growth, price stability and
external viability, was reaffirmed in the 1995 Budget and
other policy statements. Significant progress was made in
1995 towards this goal, particularly in the areas of tariff
reform and privatisation. There was also a notable reduction
in the current account and overall deficits on fiscal
operations compared to their 1994 levels. However, the
achievements on the fiscal front were below the 1995
budgetary targets. Rising defence expenditures made heavy
claims on budgetary resources. With the high international
wheat prices, the wheat flour subsidy became a greater
budgetary burden, in addition to its adverse effects on
resource allocation and domestic agriculture. Despite revenue
enhancing and expenditure rationalisation measures
introduced during 1995, there were structural weaknesses due
to high and inflexible costs arising from salaries and wages
and pension payments in the public sector and interest costs
of public debt. These constrained fiscal adjustments in the
short-run. Thus, it was not possible to achieve the current
account surplus and the net repayment to the banking system
by the Government envisaged in the 1995 Budget. The fiscal

operations became expansionary, contributing significantly to
the persistently high monetary growth.

On the external front, exports performed well, but a
considerable slowing down of capital inflows led to an
overall deficit in the balance of payments and a faster
depreciation of the exchange rate. Meanwhile, increased real
incomes and positive real interest rates, coupled with
aggressive savings mobilisation efforts by banks, raised
domestic savings. However, private investment was at a low
ebb due to uncertainties regarding the domestic security
situation, increased labour unrest and the spillover effects of
world capital and exchange market volatility in the aftermath
of the Mexican crisis.

1.2 Real Sector Developments
Economic Growth

The Sri Lanka economy grew by 5.5 per cent in 1995,
as indicated by the real growth of the Gross Domestic
Product (GDP), thus maintaining the growth momentum
observed during the last few years with progressive economic
liberalisation. This moderately high growth was supported by
continuity in reforms towards consolidating a market friendly
economic policy environment, a strong export performance,
an improvement in primary commeodity prices and favourable
weather conditions. The annual average growth rate during
the previous five years was 5.5 per cent.

: TABLE 1.1
National Income Statistics 1993 - 1995

Item

. GDP at Current Factor Cost Prices
. GDP at Constant (1982) Factor Cost Prices
. GNP at Current Factor Cost Prices

GNP at Constant (1982) Factor Cost Prices
. GNP at Current Market Prices
. GDP at Current Market Prices
. Mid Year Population ('000)

. GNP per Capita
At Current Factor Cost Prices (Rs.)
At Constant Factor Cost Prices (Rs.)
At Current Market Prices (Rs.)

9. GDP per Capita at Current Market Prices

W N OO WN =

Amount Growth Rate
Rs. Million Percentage
1993* 1994*
453,092 523,300
150,783 159,269
447,113 514,990
148,744 156,571
499,622 575,528
499,760 579,147
17,619 17,865
25,377 28,827
8,442 8,764
28,357 32,215
28,365 32,418 14.3

* Provisional.

Source: Central Bank of Sri Lanka
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With a nominal GDP growth rate of 14 per cent, Sri
Lanka's per capita income reached Rs.36,545 (US dollars
713) as compared with Rs.32,418 (US dollars 656) in 1994.
This level of per capita income, though the highest among
South Asian countries, is far behind that of industrial nations
and the fast growing Asian countries. Five decades ago Sri
Lanka was amongst the relatively high income countries of
Asia, but has since fallen behind in terms of economic
performance. Although the recent economic growth has been
encouraging, a higher performance is called for to keep pace
with economic expansion in the rest of the world. It should
be noted, however, that the recent growth performance has
been achieved despite a lingering armed conflict in a part
of the country.

When the GDP is adjusted for investment income
outflows, the Gross National Product (GNP) rose by 5.9 per
cent in 1995. When this is adjusted for the population
growth of 1.4 per cent, the per capita real income rose by

4.5 per cent in 1995.

The Manufacturing sector spearheaded economic growth
in 1995 with a contribution of 31 per cent. The other major
contributing sectors were Trade with 13 per cent, Agriculiure
with 12 per cent, Transport and communication with 11 per
cent and Financial services with 10 per cent. The fastest
growing sectors were Financial services (11 per cent),
Electricity, gas and water (10 per cent) and Manufacturing
(9 per cent). The Agriculture sector recorded a modest
increase of 3 per cent.

The Sri Lanka economy, which was once dominated by
agriculture, has continued to show signs of growing
diversification. Whereas the Wholesale and retail trade sector
barely remains as the lead sector with a 22 per cent share
of GNP, the Manufacturing sector, with a 21 per cent share,
has overtaken the Agriculture sector, with a 20 per cent
~ share, for the first time.

Agriculture

The Agriculture sector as a whole, including forestry
and fishing, registered a growth rate of 3.3 per cent in real
terms, almost the same rate as in the previous year, while
other sectors combined grew by 6 per cent. In the early
1960s the share of agriculture in GDP was around 40 per
cent. It declined to 23 per cent by 1990 and further to 20
per cent in 1994. The Agriculture sector's contribution to
economic growth declined from 13 per cent in 1994 to 11
per cent in 1995.

Sri Lanka's plantation industry, once pre-eminent in the
economy, has been experiencing intermittent crises over a
very long period. The problems related to high wage costs,
low yield and low productivity became accentuated after the
State assumed ownership following land reforms. Direct
involvement by the State in the management of plantations
for socio-political considerations received priority over
commercial considerations. Hence, the management of the
plantations by the Janatha Estates Development Board
(JEDB) and the Sri Lanka State Plantations Corporation
(SLSPC) was characterised by large financial losses,
increasing costs and a decline in efficiency. As a remedial
measure, the Government in 1992 decided on a restructuring
programme, when the majority of state plantations was
handed over to private management companies on a five year
contract basis. However, due to the short-term nature of this
contractual arrangement, there was little incentive for the
private managers to undertake new investments and
improvements which would yield results over the longer-
term. Hence, the Government in 1995 decided to privatise
the management of the state plantations for a 50 year period,
with options to renew the leases.

In 1995, value added in tea, rubber and coconut
production has increased by 1.6 per cent, 0.9 per cent and
5.1 per cent, respectively. Tea prices at the Colombo
Auctions rose from Rs.65.12 per kg to Rs.72.21 per kg in
1995 in line with a 12 per cent increase in export prices.
This reflected increased global demand for tea, particularly
the recovery of demand in the Commonwealth of
Independent States (the former Soviet Union) and a reduction
in the exportable surplus of tea in India due to increased
domestic consumption. Tea production in 1995 surpassed the
peak production of the previous year by 2 per cent to reach
246 million kg. This was due largely to favourable weather
conditions. Improved management of state plantations, high
productivity among smallholders and attractive prices also
contributed to this increase.

The rubber sector experienced boom prices in 1995
owing to a recovery of global demand for natural rubber and
a drop in world rubber stocks. However, Sri Lanka's
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producers were unable to benefit fully because production
remained virtually static on account of continuing problems
in the sector arising from depressed prices over a long
period. The sector also experienced continuing problems due
to labour shortages. Rubber has been predominantly a
smallholder crop with over 60 per cent of the extent under
tapping being in the hands of the private sector. The average
cost of production in the smallholder sector increased by 6
per cent. In the larger plantations it rose by 32 per cent,
mainly reflecting higher labour costs and high fertiliser and
other input costs. The improved prices in 1995, however,
provided some incentive for replanting with better varieties.
However, the lack of dynamism in the rubber sector is
evident from the disappointing performance of the Small
Holder Rubber Rehabilitation Programme under which the
success rate so far has been only 50 per cent. Meanwhile,
domestic consumption of rubber has been rising, reflecting
the growth of domestic rubber based industries.

Coconut output surpassed the previous year's production
by 5 per cent, registering the highest crop since 1986,
following a growth of 21 per cent in 1994. The growth in
production was attributed to the lagged effect of the
favourable weather conditions that prevailed in the previous
two years and increased application of fertiliser. The average
yield increased by 5 per cent. Due to increased supply, the
average domestic price of coconuts, which form an important
part of the daily diet of Sri Lankans, declined moderately
in 1995. As in the case of other crops, the cost of production
increased, by 7 per cent to Rs.1.97 per nut in 1995, due to
wage increases and higher fertiliser prices. The area under
coconut increased, despite coconut land near urban areas
being converted to residential areas. Meanwhile, during the
year, there has been a significant increase in land under
coconut for replanting and inter-cropping.

The rest of the export crops sector experienced mixed
fortunes, with the output of cinnamon, citronella, nutmeg and
mace recording increases, and coffee, pepper, cloves and
cardamoms reflecting decreases.

Meanwhile, the domestic market oriented agricultural
sector performed well during the year. Paddy production rose
by 5 per cent owing to favourable weather conditions and
increased use of fertiliser, and despite the availability of
cheap subsidised wheat flour. The Maha 1994/95 harvest was
estimated at 1.76 million metric tons, and exceeded the
previous Maha production by 5 per cent. The Yala 1995
harvest increased by 3 per cent to 1.05 million metric tons.
The increase was attributed to the higher extent harvested
and an improvement in the yield. The average yield in 1995
registered a 5 per cent improvement to 3,535 kg per hectare,
attributed largely to a 17 per cent increase in fertiliser use
and liberal availability of credit. Agricultural loans granted
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TABLE 1.2 )
Composition and Growth Rate of GNP 1993 - 1995 at Constant (1982) Factor Cost Prices
Amount Growth Rate
item Rs. Million Percentage

1993* 1994*
1 Agriculture, Forestry and Fishing 31,554 32,593
Tea 2,985 3,116
Rubber 681 688
Caconut 2,799 3,376
Paddy ) 6,447 6,750
Other Agriculture, Forestry and Fishing™ 18,642 18,663
2. Mining and Quarrying 3,693 3,915
3. Manufacturing 28,806 31,418
Processing of Tea, Rubber and Coconut Kernel Products 3,157 3,567
Other 25,649 27,851
4. Construction 10,400 11,024
5. Services 76,330 80,319
6. GDP 150,783 159,269
7. Net Factor Income from Abroad -2,039 -2,698
8. GNP - 148,744 156,571

* Provisional. Source: Central Bank of Sri Lanka

during Maha 1994/95 increased by 26 per cent over the
previous Maha season. Similarly, credit extended during Yala
1995 also rose by 14 per cent.

When open market prices of paddy tended to decline
on account of the record paddy crop and the availability of
subsidised wheat flour, the Government owned Paddy
Marketing Board (PMB), which was being phased out, was
reactivated to procure farmers' output at the official
procurement prices, with credit facilities from the banking
system . The PMB purchased 282,000 metric tons of paddy
in 1995 as against 120,000 in 1994. The purchases-in 1995
accounted for about 10 per cent of the total paddy output,
and probably had a marginal impact on the market. Thus,
the reduction of the wheat flour subsidy in late 1995 was a
welcome change in restoring price incentives to farmers.

Sugar production in 1995 recorded a marginal decrease.
Output of the food crops sector, which includes
heterogeneous products such as chillies, onions, potatoes,
maize and kurakkan, reflected a mixed performance during
1995. Based on crop estimates, the output of potatoes, soya
bean and sesame improved significantly. The potato harvest
is estimated to have increased by more than 40 per cent,
owing to improved yield and increased area under
cultivation. In contrast, big onion production is estimated to
have dropped sharply in 1995. Problems faced by the
farmers, especially in marketing their produce after the 1994
bumper crop, discouraged the cuitivation of this crop.

Value added in fish increased by 4.9 per cent in 1995
mainly reflecting sea and aquaculture fish production and
increased output of prawns.

Mining and Quarrying

Gem mining, which accounts for a major share of the
Mining and quarrying sector, suffered a setback in 1995.
However, other mining activities performed well. This sector
as a whole grew by 3.4 per cent in 1995. Export earnings
from precious and semi-precious stones declined by 7 per
cent in SDR terms.

Manufacturing

On the supply side, the growth in GDP in 1995
emanated mainly from the growth of the Manufacturing
sector, primarily factory industries. While the Manufacturing
sector has directly benefited from the recent liberalisation
measures, the dynamism of this sector has underpinned the
growth process and helped the economy to be resilient in
the face of domestic and external shocks. The real output
of factory industries grew by 10 per cent in 1995 after a
dip to 8.8 per cent in the previous year and contributed to
28 per cent of the growth in real GDP. This growth was
seen in both domestic market and export market oriented
activities. Supported by the growth in factory industries, the
Manufacturing sector grew by 9 per cent and contributed to
31 per cent of the overall economic growth.
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The textiles, wearing apparel and leather products
category, growing by 14.8 per cent, and the food, beverages
and tobacco category, growing by 10.9 per cent, contributed
to 79 per cent of the growth in industrial output. In 1995,
the industrial output of the chemical, petroleum, rubber and
plastic products category grew by 6.6 per cent, compared
with an 9.1 per cent growth in 1994, the drop in the growth
rate being attributed to the temporary closure of the
petroleum refinery for routine maintenance. Private sector
industrial output grew by 12 per cent in 1995 and accounted
for 91 per cent of the total value added in industry.

On the policy front, the industrial sector was assisted
through incentives provided under the liberalised policy
setting and attractive tax concessions granted from time to
time. With these and the gradual privatisation of state
owned enterprises, the private sector has now become a
dynamic force in industrial activity, The New
Industrialisation Strategy announced in November 1995
emphasised the importance of a macroeconomic environment
conducive to rapid industrialisation through rational economic
management aimed at eliminating distortions in resource
allocation and lowering inflation.

Medium and long-term credit under the Small and
Medium-Scale Industries Credit Scheme (SMI), channelled
through the National Development Bank (NDB), was
continued in 1994. The scheme was co-funded by the Asian
Development Bank (ADB) and the International Development
Association (IDA). In addition, the Development Finance
Corporation of Ceylon (DFCC), the NDB and commercial
banks continued to provide:: direct financial facilities to
industrial ventures in the form of loans and equity
participation. However, resources available in the
development financial institutions were almost fully
committed by end 1995 and the two institutions negotiated
new loans amounting to US dollars 58 million. Commercial
bank credit to the industrial sector during the first nine
months of the year increased by 25 per cent to Rs.24 billion
at end September 1995 as compared with a 6 per cent
growth during the first nine months of 1994.

Construction

The expansion of construction activities, a booming
sector in the recent past, slowed down somewhat in 1995.
While the drop in foreign capital inflows slowed down
construction activities in the industrial and services sectors,
a temporary shortage of cement as well as increased prices
had an adverse impact, particularly on housing construction.
Road construction activities continued, reflecting utilisation
of increased allocation of funds by the Government.

Services

The Services sector, which includes Electricity, gas,
water and sanitary services, Transport storage and

communication, Wholesale and retail trade, Banking,
insurance and real estate, Ownership of dwellings, Public
administration and defence and all other services, has been
one of the rapidly growing sectors in the recent past as
generally experienced in fast growing economies. In 1995,
this sector grew by 5 per cent and contributed to 44 per cent
of the economic growth. The Wholesale and retail trade
sector grew only by 3.6 per cent owing to higher value
added in export and domestic market related trade being
offset to some extent by a sharp drop in the growth of
import related trading activities. The Electricity, gas, water
and sanitary services sector grew by 10.2 per cent.
Communication services grew by 14 per cent and was one
of the more dynamic sectors of the economy. Port services
grew by 7 per cent reflecting an increased volume of exports
and trans-shipment cargo.

Further expansion of banking services with new
instruments and modern facilities contributed to the growth
of the commercial banking sector, while the opening of new
commercial banks indicated a growing confidence in the
financial system of Sri Lanka. With share market activities
remaining depressed, value added by brokering firms dropped
in 1995. The insurance sector became more competitive and
dynamic in 1995.

Gross Domestic Expenditure and Savings

Total aggregate demand, as measured by Gross
Domestic Expenditure (GDE), rose by 12 per cent in 1995
to Rs.725,710 million. Consumption expenditure rose by 14
per cent, while investment expenditure rose by 6.3 per cent.
Private consumption expenditure grew at 12.7 per cent, a
slightly lower rate than the growth in nominal incomes and
as a result, its ratio to GDP dropped marginally. Government
consumption expenditure rose during the year to 10.5 per
cent of GDP, as compared with 9.7 per cent of GDP in
1994, reflecting increased expenditure on purchases of goods
and services and on defence.

Meanwhile, investment demand decreased as a result of
a slowing down of foreign private capital flows and a
deterioration in the investment climate due to labour unrest,
the uncertain security situation and a depressed domestic
capital market. Foreign capital to Sri Lanka was partly
affected by the exchange and capital market volatility
following the Mexican crisis, as foreign investors shifted
away from developing country capital markets. Private
investment as a ratio of GDP, after excluding aircraft
purchases by Air Lanka, dropped by 1.2 percentage points.
This drop was largely attributed to lower foreign private
capital inflows.
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. Chart 1.3
Aggregate Demand and Savings
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External demand remained strong in 1995. Exports of
goods and non-factor services increased by 10 per cent in
SDR terms, and as a ratio of GDP, rose to 36 per cent from
34 per cent in 1994,

Domestic savings in 1995 increased in nominal terms
by 16 per cent. Domestic savings as a ratio of GDP, an
aggregate indicator of the savings rate in the economy, rose
to 15.5 per cent. The level of national savings, which was
derived by adjusting domestic savings for private remittances
and net foreign investment income outflows, rose to 19.7 per
cent of GDP in 1995 from 19.1 per cent in 1994. It is
important to note that private remittances amounting to 5.3
per cent of GDP raised the national savings rate significantly
above the domestic savings rate. Therefore, the use of
foreign savings to finance investment in 1995 was around
4.2 per cent of GDP.

Prices

In 1995, the moderately high rate of economic growth
was achieved in an environment of lower inflation. The
annual average inflation rate, as measured by the Colombo
Consumers' Price Index (CCPI), dropped to 7.7 per cent in
1995. It is noteworthy that inflation has declined during the
last five years from a peak of 21.5 per cent in 1990, and
that 1995 was the second successive year to record a single
digit increase in the index since 1987. The other available
aggregate price indicators such as the Greater Colombo
Consumers’ Price Index and the Gross National Product
Implicit Price Deflator also indicated a notable reduction in
inflation. The drop in the annual average inflation rate was
attributed to improved supplies of basic food items, reduction
of import duties, an improved distribution network for
consumer goods, particularly the dynamic trade policy
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followed by the public sector trading organisations in
moderating seasonal fluctuations and the effect of the
lowering of key administered prices of wheat flour, bread
and kerosene in the latter part of 1994. The increase in the
supply of some major agricultural commodities such as
paddy, coconuts and onions as a result of favourable weather
conditions and the importation of major food commodities
during periods of shortage were other factors responsible for
containing price increases during the year. Thus, there was
only a moderate increase in prices instead of the high prices
generally observed towards the end of the year. The gradual
reduction of the wheat flour subsidy influenced the behaviour
of prices during the second half of the year. At end 1995,
the CCPI had increased by 11.5 per cent on a December to
December basis, after a dip in 1994.

The behaviour of the CCPI during the year partly
reflected the seasonal patterns. In line with the seasonality
in agricultural production, the index declined during
February-March (Maha harvest) and again during August-
September (Yala harvest) in 1995. From September 1995
onwards, the index registered an increase due to the gradual
factoring out of the effect of the previous year's
administrative price reductions and the reduction of the wheat
flour subsidy.

The Wholesale Price Index (WPI), which measures
prices at the primary market level, indicated an acceleration
in the rate of price increase to 8.9 per cent in 1995 from
5.0 per cent in 1994. This reflected the greater sensitivity
of this index to price increases of major export and import
commodities during the year. The point to point increase in
the WPI at end 1995 was 17 per cent, following a drop in
1994.

Wages

Both government and private sector employees
experienced significant wage increases in 1995. When the

wage changes were deflated by the moderate inflation,
workers in several sectors experienced a rise in real wages.

CG Empl.(N)

s \W/Boards(N)
—— CG Empl.(R)
W/Boards(R)

The salaries of several categories of employees were
revised upwards during the year. In the organised private
sector, many Wages Boards revised their minimum wages.
In the informal sector, nominal wages of most activities such
as building construction and smallholder cultivation rose
faster than the rate of inflation, thus raising the real wages.

Salaries of government school teachers were raised
substantially from 1 January 1995, which was considered an
overdue adjustment. This was the most significant
development in the wage structure of the public sector in
1995. There were upward revisions of the salary scales of
many other grades from January. The interim allowances
granted to services such as engineering, veterinary and
agriculture were extended to other parallel managerial
services from July and further adjustments were made in
November 1995.

The revision of salary scales of government school
teachers with the introduction of the Teachers' Service
System raised their nominal wages by a substantial 27.7 per
cent in 1995, resulting in a significant increase in real wages.
Wages of non-executive officers grew by 8.2 per cent, while
those of minor employees rose by 7.2 per cent in 1995.

Of the 34 active Wages Boards, 22 Boards raised
minimum wages in trades covered by them with the
objective of bringing the floor minimum wage upto Rs.2,000
per month. In addition to these developments, a total of 27
collective agreements were concluded in 1995 as compared
to 20 in 1994.

The overall minimum wage rate index of workers in
Wages Boards rose by 3.8 per cent. The increase in the
overall minimum wage rate index was moderated due to the
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freezing of the cost of living allowance. Wages of workers
in agriculture rose by 1.1 per cent. Workers in industry and
commerce experienced a high wage rate increase of 16.4 per
cent in 1995. Workers in services experienced a 5.9 per cent
wage increase during the year.

Employment

On the basis of available information, employment

~ generation in 1995 appeared to have been around the same
level as in the previous year. In 1994, the economy
generated approximately 89,000 new employment
opportunities. It is estimated that the economy can absorb
about 60 per cent of the new entrants to the labour market.
About one third of the employment generated in 1995 was
in enterprises under the Board of Investment. On the basis
of available information, the rate of unemployment in 1995
had dropped to 12.7 per cent in the third guarter of 1995
from 13.7 per cent in the third quarter of the previous year.

All major sectors, except personal services and trade
and hotels, contributed to the growth in employment in 1995.
Employment in the agriculture, livestock and fisheries sector
rose by 7 per cent, reversing the drop observed in 1994.
Employment -in manufacturing activities rose by 12 per cent
as compared with a modest growth of 4 per cent in 1994.

Labour outflows for.employment abroad continued to
help ease the unemployment pressure in the labour market.
A total of 170,000 persons are estimated to have secured
employment abroad in 1995, reflecting an increase of 5.2 per
cent over 1994. A major portion of these, approximately 66
per cent, were unskilled female workers. Data also reveal
that demand for employment, particularly for housemaids,
was increasing in non-Middle Eastern countries such as
Singapore, the Maldives and Italy. However, Middle Eastern
countries accounted for the largest share, about 92 per cent,
of total departures, despite a stagnation of salaries and wages

in those countries in recent years. Employment opportunities
were also found in some of the fast developing Asian
countries such as South Korea and Singapore.

In keeping with the Government’s objective of
improving employment opportunities, a Presidential Task
Force was set up in late 1995 to ensure that the macro
economic environment, fiscal incentives, the regulatory
framework and human resource development policies in Sri
Lanka were more conducive to employment generation.

1.3 Fiscal Policy and Budgetary Operations

The budgetary outturn in 1995 reflected significant
progress towards fiscal consolidation, but fell short of the
1995 budgetary targets. The 1995 Budget, which was
formulated within a three year fiscal framework for 1995-
97, anticipated a sharp reduction in the fiscal imbalance for
1995 - turning the current account from deficit to a surplus
of 0.6 per cent of GDP, reducing the overall deficit by 2.5
per cent of GDP, and reducing bank financing by Rs. 7,405
million or 1.1 per cent of GDP. The medium-term budgetary
framework announced with the 1995 Budget emphasised the
need to correct structural weaknesses in the Government's
fiscal operations.

In the original 1995 Budget, the Government announced
several measures to reduce the budget deficit. However,
mainly in view of rising defence expenditures, the 1995
targets appeared too ambitious and a corrective policy
package consisting of revenue enhancing and expenditure
rationalising measures was introduced in mid-1995 to
minimise fiscal slippage. The mid year corrections raised the
defence levy from 3.5 per cent to 4.5 per cent, expected to
expedite the privatisation programme to collect an additional
Rs.1,000 million, imposed a levy of Rs. 1,500 million ‘on
the Ceylon Electricity Board, raised excise duties on 10
luxury items and imposed a 10 per cent expenditure cut in

Total Revenue (with Grants)
™ Total Revenue (without Grants)

Total Expanditure
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non-priority capital projects. According to the budgetary
outturn, total revenue rose from 19 per cent of GDP in 1994
to 20.6 per cent in 1995. Total expenditure was contained
at 28.9 per cent of GDP as compared with 29 per cent in
the previous year. The current account deficit dropped by
about 1.4 percentage points to 1.5 per cent of GDP in 1995.
The overall deficit after grants dropped from 8.5 per cent
of GDP to 7 per cent of GDP. However, the target of
making a net repayment to the banking system could not be
achieved due to continuing structural weaknesses in.the
expenditure side and a shortfall in foreign financing as well
as in the receipt of privatisation proceeds. Instead, bank
financing increased by Rs.7,065 million or 1.1 per cent of
GDP in 1995.

The Government’s cash deficit during the first half of
the year was almost entirely financed through non-bank
sources. The cash deficit began widening during the second
half. The increased resource needs of the Government during
this period were initially met mainly through domestic
market borrowings. This, coupled with a temporary liquidity
shortage, led to high volatility in short-term interest rates.
Towards end 1995, the Government resorted to increased
bank financing. This reduced the pressure on interest rates
and the immediate crowding out of private investment, but
had an expansionary impact on money supply.

TABLE 1.3

Summary of Government Fiscal Operations
(as a per cent of GDP)

1985 1990 1994

Total Revenue 224 2141 19.0
Current Expenditure 20.1 223 219
Interest 4.6 6.4 6.6
Salaries and Wages 4.2 4.9 5.1
Defence 0.3 0.7 1.9
Non - Defence 3.9 4.1 3.1
Defence other than
Salaries 25 14 2.6
Pensions 1.7 14 23
Capital Expenditure and
Net Lending 14.0 8.7 7.0
Current Account Surplus/
Deficit (-) 22 -1.2 -2.9
Budget Deficit
(before grants) -117 -9.9 -10.0
Budget Deficit
(excluding defence) -8.9 -7.8 5.4
Primary Budget Deficit -71 -3.5 -3.4
Financing 1.7 9.9 10.0
Foreign
(including grants) 6.4 57 35
Domestic 5.3 4.2 6.5
of which: Bank 29 0.1 0.2

Source: Central Bank of Sri Lanka

Public Enterprise Reforms

The public enterprise reform programme of divesting
state owned enterprises began in the late 1980s in Sri Lanka.
In March 1995, the process of public enterprise reform was
brought under the purview of a newly created institutional
structure, the Public Enterprise Reform Commission (PERC).
The reform programme generated Rs.3,001 million (Colombo
Gas Company Rs.1,998 million, Capital Development and
Investment Company Rs.371 million, plantation companies
Rs.595 million and others Rs.37 million) in 1995, against a
sum of Rs.4,000 million expected to be used for budgetary
purposes. Further, the PERC initiated action to restructure
several other enterprises during the year. Since the late
1980s, about sixty public enterprises had been divested or
sold and a sum of Rs.15,650 million had been raised by end
1995.

1.4 The International Environment and
External Sector Developments

The International Environment

Despite volatility in exchangé and capital markets
during 1995, there were positive developments in the
international environment, with world economic growth being
sustained at a satisfactory pace, inflation subdued and a
decline in long-term real interest rates. Real output of
industrial countries grew by 2.1 per cent with an average
inflation rate of 2.4 per cent in 1995. Developing countries
achieved a considerably higher average growth of 5.8 per
cent, with a sharp drop in inflation to 19.5 per cent in 1995
from nearly 50 per cent in 1994. In particular, the Asian
countries performed well, having an average estimated
growth of 8.4 per cent and an average inflation of 11 per
cent in 1995.

The high volatility in exchange rates experienced during
the early part of the year when the dollar fell to an all time-
low of 87 yen per US dollar was abated by the intervention.
of Japan and other countries. There was some improvement
in addressing the "problem of the trade imbalance between
the USA and Japan. The exchange rates among key
currencies, particularly the US dollar, deutsche mark and the
Japanese yen, stabilised by the middle of the year. Among
Asian currencies, the Indian rupee depreciated significantly
from August onwards.

Meanwhile, with a view to providing momentum to
their sluggish economic activity, both Japan and Germany
reduced their discount rates during the year. The LIBOR
picked up for other major currencies, namely the US dollar,
French franc and pound sterling, in 1995.
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Global trade continued to grow by nearly 8.7 per cent
in 1995 following on a growth of 9 per cent in the previous
year. Exports from developing countries sustained a growth
rate of 12 per cent as in the previous year. Industrial country
imports and exports grew by 7 per cent each in 1995.
Meanwhile, with global shortages aggravated by higher
demand for many essential agricultural commodities, prices
rose significantly, in particular, for wheat, rice, sugar and
milk products. World prices of manufactured goods and non-
fuel primary commodities rose in US dollar terms, by 10.2
per cent and 8.5 per cent, respectively. Oil prices increased
by 9.5 per cent in 1995. These partly reflected the impact
of the depreciation of the US dollar in 1995.

The growth in global trade was supported by the
decisions taken at the final Uruguay Round to be
implemented through the World Trade Organisation (WTO)
established in early January 1995. The WTO signified a
major move towards a harmonious world trading system with
minimal distortions. It brought virtually all sectors of
international trade into the multilateral trading system,
including services, intellectual property rights, agriculture and
textiles and clothing. Deep tariff cuts, removal of non-tariff
barriers, including the planned phasing out of quotas under
the Multi Fibre Agreement by the year 2005, are expected
to create a more competitive trading environment in the near
future. The European Union too continued its move towards
the final objective of removing economic barriers amongst
its members. Regional trading blocks including the ASEAN
countries and the SAARC countries continued to strengthen
their ties.

The Mexican financial crisis in late 1994 affected other
developing countries as well, with investors taking a cautious
stance towards emerging financial markets. Many investors
moved from emerging markets back to established markets
in Europe and North America.

Economic restructuring ¢ontinue in many developing
countries with trade liberalisation and other structural reforms
contributing to their robust economic performance in recent
years. However, the crowding out of productive investment
through large fiscal deficits and the quasi-fiscal involvement
of governments adversely affected economic performance in
many countries.

Meanwhile, the main growth centres continued to be the
fast growing economies of Asia. China had an estimated
GDP growth of nearly 11 per cent, while Korea (9.7 per
cent), Vietnam (9.7 per cent), Malaysia (8.5 per cent) and
Thailand (8.4 per cent) were among the fastest growing
countries in the region.

The impact of changes in the international economic
* environment in 1995 had both positive and negative effects

on Sri Lanka's economic performance. Enhanced foreign
demand led to favourable price increases in both
manufactured and agricultural exports. However, the terms
of trade deteriorated marginally, reflecting the high import
prices of essential commodities. :

External Sector Developments

Following on five consecutive years of overall surpluses,
Sri Lanka's balance of payments recorded an overall deficit
of SDR 62 million in 1995. This was mainly an outcome
of a decline in private capital inflows. Nevertheless, exports
performed well and the trade and current account deficits
dropped sharply. With improved export performance and a
sharp drop in the growth of imports, the trade deficit
narrowed significantly by SDR 168 million, or 2.5 per cent
of GDP. This improvement in the trade account, together
with a small surplus in the services account and higher net
private transfer receipts, reduced the current account deficit
from SDR 526 million in 1994 to SDR 358 million in 1995.
The current deficit as a percentage of GDP dropped from
6.5 per cent in 1994 to 4.2 per cent in 1995.

Exports benefited from increased foreign demand,
improved international prices for most agricultural and some
industrial products, the depreciation of the exchange rate and
favourable weather conditions for major plantation crops and
registered a growth rate of 12 per cent in SDR terms in
1995. However, the import growth rate decelerated sharply
to 3 per cent in 1995 from 16 per cent in 1994. The drop
in imports arose from a reduction in capital good imports
and in the demand for imports of durable consumer goods.
The terms of trade declined by 1.3 per cent, with the rise
in the prices of major import commodities outweighing the
price increases for major agricultural export products.

Net capital inflows declined to half the level of the
previous year, due to a reduction in private capital inflows.
Net official capital inflows increased by SDR 32 million in
1995. There was an inflow of SDR 25 million from the
privatisation ‘proceeds of Colombo Gas Co. Ltd. However,
direct foreign investment and privatisation proceeds together,
dropped sharply to a third of the 1994 level due to the
cautious attitude of foreign private investors owing to labour
unrest, uncertainties regarding the domestic security situation
and the completion of large capital projects. Inflows of
private loan capital also dropped, mainly due to the tapering
off of Air Lanka's financing arrangements under their
refleeting programme and a decline in short-term trade
credits.

Meanwhile, on the policy front, there were several
positive developments. The tariff structure was further
rationalised during the year by reducing the maximum tariff,
reducing the number of taniff rate bands to three and

-reducing ad hoc exemptions. The exchange rate remained
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