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1. ECONOMIC PERFORMANCE, OUTLOOK, ISSUES AND POLICIES

1.1 Overview . economic environment and the resilience which the
economy has built up, following the economic reforms for
over two decades. Yet evident, however, was a vulnerability
to which small economies are exposed by external shocks,
which underscored the need for adequate and timely
responses, and perseverance with strong economic reforms
and prudent economic management to build a more
diversified and responsive economy.

In the year 2000, the Sri Lanka economy expanded
strongly, in continuation of the revival of economic activity
that commenced in mid-1999, with a significant increase in
employment and a moderation of inflation. However, there
was a slow-down towards the end of the year, with the
fiscal and the balance of payments deficits widening
considerably, largely owing to the sharp escalation in world
petroleum prices, a shortfall in govemment revenue and the Despite the political imperatives of the national
sudden expansion in security expenditure. Further, unusually ~ €lections wntil late 2000, the government took several
low rainfall in the catchment areas resulted in a shortfall ~ Corrective measures, although some of them may have been
in hydm power generauon, (hel-eby increasing dependence taken earlier with grealer lmpacl They included measures
on costly thermal generation. These developments exerted 10 enhance government revenue, rationalise public
pressure on foreign reserves, inducing a shift in the  €xpenditure, improve government cash management,
exchange rate policy towards greater flexibility. In this  corrective increases in administered prices, tightening of
context, monetary policy had to be further tightened, with ~ monetary policy and moving towards a more flexible
a view to maintaining stability in domestic prices and  exchange rate regime. Now that the electoral process has
protecting external reserves. As a result, a rise in shortiterm  been concluded, an excellent opportunity has arisen to move
interest rates became unavoidable. Thus, macroeconomic ~ ahead strongly on further economic reforms to achieve

management became a vastly more challenging task in sustainable economic growth in the medium term. The
2000. progress, of course, would depend heavily on the restoration

of peace. There is tremendous domestic and international

The positive achievements in the year were the result ) . -
goodwill to the country for its efforts at achieving peace

of the country harnessing benefits from an improved world
TABLE 1.1
Selected Macroeconomic Indicators
1980-89  1990-95 1996 1997 1998 1999

Ttem

Avg. Avg.

GDF (real) growth rate 42 53 38 §3 47 43
GDP deflator 13 114 121 86 84 4.4
GDP (nominal), per capita, rupees 9,608 27,102 41,940 47 9839 54,220 58,077
GDP (nominal), per capita, US dollars 382 549 759 B14 B39 825
Unemployment rate , per cent na. 14.0 1.3 10.5 9.2 8.9
Impaort coverage of toreign assets, months

Gross foreign assets na. na. 6.0 64 59 52

Gross official reserves 1.8 38 43 4.2 449 3.3

Per cent of GDP

Gross domestic investment ' 2.2 24.4 242 244 25.1 73
Grogs domestic savings 129 14.6 15.3 17.3 199 195
Foreign savings (b} 133 103 9.9 71 6.0 7.8
Balance of payments, current account -8.1 -6.3 4.9 2.6 1.4 36
Budget, current account 27 -1.8 -3.8 2.2 24 1.0
Budget, overall batance 124 9.9 9.4 79 9.2 7.5
Money supply (M2B), per cent change (c} na. na. 11.3 158 13.2 134
Colombo Consumers’ Price Index, per cent change 128 12.2 159 96 9.4 4.7
Exchange rate (Rs/USS), per cent change (d) -9.1 4.9 47 71 -9.6 -6.0
{a) Provisional. Source:- Central Bank of Sti Lanka

(b) Net imports of goods and non-factor services.
() Consotidated money supply, including FCBUS.
{d} Changes in end year exchange rate; negalive sign indicates depreciation,
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and undertaking reforms to promote a dynamic economy.
How the country responds to this challenge will crucially
determine the course of the economy in the new
millennium.

World output expanded by 4.8 per cent in 2000
compared with 3.5 per cent in 1999. The rate of world
trade expansion increased from 5.1 per cent in the previous
year to 12.4 per cent in 2000. These developments created
a favourable environment for countries which were
increasingly integrating themselves into the global economy.
Sri Lanka benefitted from the robust economic growth in
USA, the continuation of growth momentum in the
European Union (EU), the economic recovery in the
Commonwealth of Independent States (CIS) and the
improved import capacity in the Middle Eastern countries
consequent on high oil prices. These favourable

developments were instrumental in creating a strong demand
for Sri Lanka's exports. Further, the strengthening of the
currencies in most crisis affected East Asian countries
helped to improve Sri Lanka's external competitiveness.
Inflation remained low during 2000 in many regions
of the world, reflecting improved supply conditions and the
continuation of tight monetary policies, particularly in
industrial countries. Many countries attempted to contain
inflation at low levels through improved fiscal and monetary
management, while an increasing number of countries
adopted inflation targeting within their policy framework.
Oil prices increased sharply, while non-fuel commodity
prices improved marginally, causing balance of payments
difficulties in oil importing developing countries. Reflecting
these international developments, Sri Lanka’s external terms
of trade weakened further by 6 per cent in 2000, the second
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consecutive year of deterioration, preventing the country
from realising the full benefits of increased international
trade activities.

International financial markets remained relatively
stable in 2000, though key currencies showed volatility,
making macroeconomic management difficult for most
countries, especially for small developing economies.
Reflecting the continued buoyancy of the US economy, and
differences in growth momentum among major tndustrial
countries, the US dollar strengthened against all major
currencies. Foreign exchange markets in the Asian region,
except in a few crisis affected countries, showed a relative
stability, reflecting ecenomic recovery in East Asian
countries and the continuation of high economic growth in
China and India.

Short-term interest rates were raised in industrial
countries as an anti-inflation measure. Consequently,
borrowing costs of emerging market economies from
international financial markets rose, despite improved
stability in their own economies. Meanwhile, the reversal
of the upward trend in stock prices in the information
technology (IT) sector in industrial countries had a
contagion effect on emerging market economies.
Consequently, net private capital flows into emerging
market economies declined, even though gross capital
inflows to them increased. Official development assistance
{ODA) to developing countries improved to 0.21 per cent
of gross domestic product (GDP) of OECD countries in
2000, but remained well below the UN agreed target of 0.7
per cent of GDP. Meanwhile, Asia experienced a net
outflow, partly due to the settlement of large amounts of
financial assistance received by crisis affected East Asian
countries in 1997 and thereafter.

Sri Lanka's economy recorded a real GDP growth rate
of 6 per cent in 2000, significantly above the rate of growth
of 4.3 per cent in 1999. The annual average growth rate
during the decade was 5 per cent. Gross national product
(GNP) grew by 5.8 per cent in 2000 compared with 3.8
per cent in the previous year. Economic recovery had
started in the second half of 1999 and continued through
the first three quarters of 2000, following a period of stow
down in the second half of 1998 and 1999. The high
growth in GDP, together with relatively low population
growth, raised Sri Lanka's per capita GDP to Rs.64,85)
(US dollars 856} in 2000, from Rs.58,077 (US doliars 823)
in 1999, Consequently, the country’s position in the
international classification moved further up within the
lower middle income category, which consists of countries
with a per capita income in the range of US dollars 795-
3,125,

Output increased in all major sectors, bul
manufacturing and services sectors became the major
contributors to growth accounting for 26 per cent and 61

per cent of total growth, respectively. On the demand side,
domestic consumption, investment and exports all
contributed to the high growth in 2000. The highest
contribution came from exports of goods and services,
which accounted for 47 per cent of the growth in the
overall demand, and recorded an annual growth rate of 18
per cent in real terms in 2000. Reflecting the
implementation of a number of infrastructure development
projects by both the public sector and the private sector,
gross domestic capital formation in real terms grew by 9.5
per cent in 2000. This compares with 6.4 per cent in 1999.
On the supply side, both gross domestic production and
imports of goods and mon-factor services, expanded at
higher rates in 2000 than in 1999, increasing the availability
of goods and services.

TABLE 1.2

Growth in Gross National Product at Constant
Prices {Annual Percentage Changes)

It 19901998 1889{a} 2000{a)
em Avg.(a)

1. Agriculture, forestry and fishing 2.3 45 18
1.1 Agriculiure 22 4.4 1.7
Tea 43 1.3 7.8
Rubber 0.9 1.0 a7
Coconut 06 9.1 8.0
Paddy 3.8 8.6 0.3
Cither 26 34 09
1.2 Forestry 15 1.3 1.6
1.3 Fishing 38 78 25
2. Mining and quarrying 2.4 4.1 48
3. Manufactuing 84 a4 92
3.1 Process. of tea, rvbber and coconuts 2.1 38 42
3.2 Factory indusiry 97 45 10.4
3.3 Small industry 6.1 4.8 55
4. Construction 53 4.8 4.8

5. Electricity, gas, water and
sanilary services 79 9.5 4.5
6. Transponr, storage and communication 6.1 8.1 7.8
7. Wholesale and retail trade 57 1.0 B7
7.7 Imporis B.G -1.4 129
7.2 Exports 10.1 6.1 18.3
7.3 Comestic 2.5 21 24
8. Banking, insurance and reat estate a2 4.6 6.4
2. Ownership of dwellings 1.3 1.2 1.7
10. Public administration and defence 34 4.2 4.2
11. Services (n.e.s.) 5.2 98 23
12. Gross domestic product 5.3 43 6.0
13. Net factor income from abroad 2.0 418 19.6
14. Gross national product 55 338 5.8

Source:- Central Bank of Sri Lanka
{a) At 1996 constarit factor cost price
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The increasing integration of the Sri Lankan economy
into the global economy has been clearly demonsirated by
the close association between domestic growth rates and the
growth momentum in the world economy in recent years.
Following the recovery path in the world ecoromy, the
quarterly growth rate in Sn Lanka accelerated from 4 per
cent in the third quarter of 1999 to 7.4 per cent in the
second quarter of 2000. In the fourth quarter of 2000,
economic growth eased, despite continued high exports, as
poor and delayed monsoons affected agricultural output
adversely, while some pre-election uncertainty and high
interest rates had an impact on the general business
environment.

The ratio of gross domestic investment/GDP increased
to 27.3 per cent in 2000, continuing the wpward trend
experienced since 1997, mainly due to increased private
sector investment activities. The relative share of private
investment in total capital accumulation increased gradually,
reaching 89 per cent, reflecting the growing role of the
private sector in the economy. Meanwhile, public sector
investments were mainly concentrated on economic and
social infrastructure development activities. The economy
also attracted foreign investors, with foreign direct
investment (FDI) inflows amounting to US dollars 175
million in 2000, despite the potential adverse impact of the
ongoing civil conflict on investor sentiments.

The development of infrastructure facilities continued
in 2000 with increased investment by both public and
private sectots to meet fast growing demand. However, the

TABLE 1.3

Gross Natlonal Product
{Sector Shares in percent ) (a)

Sectar 1978 1998 1999 | 2000

1. Agricuture, forestry and fishing  30.3 211 207 |  19.4

government's investment in infrastructure facilities fell short
of expectations due to delays in project implementation and
the curtailing of capital expenditure to accommodate the
increased defence expenditure in the middle of the year.
The realised government investment, including infrastructure
development, amounted to 6.4 per cent of GDP, when
compared with a budgetary target of 8.1 per cent of GDP.
Despite this drop, a number of new large infrastructure
development projects were initiated in 2000 by the public
sector as well as the private sector, mainly in the transpon,
power, telecommunication and port sectors. Over the past
few years, budgetary allocations made for education and
heaith have increased, enabling further improvements in the
social indicators. The percentage of households with
electricity, access to safe water, telecommunication facilities
and transpert, health and education facilities improved, but
further efforts and resources are necessary to improve the
living standards of people and to remove existing
infrastructure bottlenecks constraining the achievement of a
faster economic growth.

Private savings rose to a higher rate of 20.7 per cent
of GDP, benefiting from the increased per capita incomes,
altractive positive real interest rates and increased private
remittances by Sri Lankans working abroad. However, total
domestic savings declined to 17.3 per cent of GDP due to
increased government dissaving from 1.0 per cent in 1999
to 3.4 per cent of GDP, a result of fiscal slippage in 2000.

High economic growth and expanding investment
activities generated more employment opportunities, largely
in the private sector. Consequently, the unemployment rate
declined 1o 7.7 per cent. Some of the new employment was
in foreign countries. This is the seventh consecutive year
in which a downward movement in the unemployment rate
has been recorded. However, unemployment still remained
high, particularly among the youth with higher education.
Meanwhile, unfilled vacancies continued to exist in some
industries, reflecting the mismatch in the labour market
between demand and supply. Nominal wages and salaries
increased in 2000, preserving real wages at the previous
year’s fevels in most economic sectors.

The inflation rate, which declined from the early part
of 1998 into the first half of 2000, experienced a trend
reversal in the latter part of the year, owing to upward
revisions in seme adminisiered prices following the surge
in international oil prices, increases in prices of imports
such as sugar, milk products and fertiliser, and the
depreciation of the rupee. The expansion in demiestic
agriculteral output improved the supply situation, thereby
mitigating the inflationary pressures to some extent. The
annual average inflation rate, measured by the increase in
the Colombo Consumers’ Price Index (CCPI), was
contained at 6.2 per cent in 2000. However, on a point-to-
point basis, it rose to 10.8 per cent by December 2000 from

2. Mining and quarying 22 13 18 19
3. Manufacturing 184 165 164 | 168
4. Construction a7 18 786! 73,
5. Services 444 529 535 - 548,
Electricity, gas, water and !
sanitary sérvices 0.4 1.5 15 - 1.2
Transport, storage and ; o
communication 107 LR M4 . 17
Wholesale and retail trade 19.7 28 212 226
Banking, insurance and R
real estate 22 76 g1 81
Ownership of dwellings 37 19 18 . 1.8.
Public administration and
defence 36 53 53 . 52
Services {n.e.s.) 41 4.0 a1 _4.0
6. Gross domestic product 1000 1000 1000 ' 0.0
7. Netfactor income rom abroad 0.6  -1.3 18 . .20
8. Gross national product 994 987 982 - 080
Source:- Cenfral Bank of Sri Lanka
(a) At current factor cost price
4
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Agricuiture 23.3%

4 per cent at end 1999 indicating growing inflationary
pressures in the economy. In this context, the Central Bank
tightened its monetary policy stance in order to neutralise
potential inflationary pressures from the aggregate demand
side and to ensure stability in the foreign exchange market.

As a part of the efforts to consolidate recent fiscal
improvements, the government in the Budget 2000
attempted to contain the overall fiscal deficit at 7.6 per cent
of GDP with a surplus in the current account of 0.6 per
cent of GDP, while reducing domestic borrowing for deficit
financing to 3.5 per cent of GDP. However, the fiscal
situation deteriorated, creating a higher deficit and increased
domestic borrowings. In place of a surplus, the current
account deficit turned out to be 3.4 per cent of GDP. The
overall fiscal deficit, excluding grants, rose to 9.9 per cent
of GDP, the highest since 1995 when the deficit was 10.1
per cent. The deficit was recorded, despite some corrective
measures taken to arrest the situation in mid 2000. This was
due to a shortfall in revenue collection from import duty
and income tax and an increase in recurrent expenditure,
mainly due to high defence expenditure and increased
interest payments.

The increased deficit, together with a delay in
completing the planned privatisation process and less than
anticipated foreign financing inflows, raised government’s
domestic borrowing to 9.4 per cent of GDP, exerting strong
pressure on domestic interest rates. As available non-bank
domestic resources were limited, the government was
compelled to meet the balance resource requirement from
the banking system. Consequently, government’s bank
borrowings increased by Rs 53.4 billion to 4.3 per cent of
GDP, the highest level during the last 12 years. A large

Agriculture 19.7%

Mining and
quarrying 1.9%

Manufacturing
16.6%

part of this (84 per cent) was reflected in borrowings from
the Central Bank, as commercial banks used the Central
Bank’s reverse repurchase facility to acquire the liquidity
needed to finance private sector credit demand and
increased credit requirements of the public sector.
Borrowing by public corporations surged by Rs.25.2 billion,
mainly due to delays in effecting the price revisions needed
in response to higher world prices of oil. Thus, the
consolidated deficit of the public sector (government and
public corporations) rose to about 11.9 per cent of GDP in
2000, from about 7.8 per cent in 1999, raising domestic
credit demand and exerting pressure on interest rates.

Consequently, total government debt stock increased by
Rs.167 billion (or by 16 per cent) to Rs.1,219 billion (97
per cent of GDP) at end 2000, indicating a higher debt
service burden in the future. In line with the medium-term
government debt management strategy, the reliance on
market oriented borrowing instruments (i.e., Treasury bonds)
increased, while the use of non-market oriented borrowing
instruments (Rupee securities) decreased sharply in 2000.

Despite a surge in exports and increased inflows
through private transfers, the current account deficit as well
as the overall deficit in the balance of payments (BOP)
widened sharply in 2000, mainly due to significant increases
in energy and defence related imports. The current account
deficit increased to 6.4 per cent of GDP in 2000, from 3.6
per cent of GDP in 1999, while the overall BOP deficit
deteriorated to US dollars 516 million from US dollars 263
million in the previous year.

The higher BOP deficit led to a fall in the gross

official reserves by 36 per cent or US dollars 596 million,
to US dollars 1,043 million (1.7 months of imports) by the
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end of 2000. However, the country’s gross external reserves
declined by a smaller amount, viz., US dollars 456 million
(18 per cent) to US dollars 2,126 miltion (3.5 months of
imports) at the end of 2000, as external assets of
commercial banks increased by US dollars 141 million
during the year.

The increased external sector deficit and the
continuously declining international reserves exerted
. pressure on the rupee to depreciate faster during the second
half of 2000. The Central Bank gradually widened the
margin between its buying and sclling rates for the US
dollar, the intervention currency, to release the pressuse in
the exchange market, while raising its short-term interest
rates to discourage speculative holding of foreign currency
balances. The rupee depreciated by 9.9 per cent against the
US dollar during 2000 as measured by the Central Bank’s
middle rate (12.5 per cemt as measured by the interbank
foreign exchange market average exchange rate), compared
with 6 per cent in 1999. Because of the weakening of other
pariner and competitor country exchange rates vis-a-vis the
US dollar, the rupee depreciated only by 6.7 per cemt in
nominal effective terms against a basket of 24 cumrencies.
However, given the higher inflation in Sri Lanka, the real
effective exchange rate (REER) recorded a marginal
appreciation of 0.6 per cent, indicating that the country’s
external competitiveness remained almost the same.

The drain on the country’s foreign exchange reserves
arising from the increased deficit in the balance of
paymenis led to an inevitable downward adjustment in the
exchange rate, particularly during the second half of 2000.
Accordingly, the Central Bank widened the margin between
its buying and selling rates from 2 per cent to 5 per cent
in June 2000 and again to 6 per cent in November and to
8 per cent in December, before widening it to 10 per cent
in January 2001. Meanwhile, regular adjustments were made
under the crawling band system by taking into account
market developments. The widening of margins and regular
adjustments based on market developments released the
pressure in the foreign exchange market gradually, thus
preventing any significant misalignment of the exchange
rate with macroeconomic fundamentals, thereby avoiding a
potential financial crisis as experienced in a number of
developing countries, particularly in East Asia and Latin
America.

However, it became clear that in the current economic
environment, regular widening of the intervention band
leads to a formation of market expectations of continuous
depreciation of the rupee, thus exerting pressure on the
official intemational reserves of the country. Meanwhile, the
increases in the interest rates that were effected to provide
stability in the foreign exchange market could not be
maintained for a long period, as such high interest rates
would be detrimenial to financial sector soundness and

prospects for long-term economic growth. At the same time,
the foreign exchange market reached a level of maturity and
gained experience in determining the exchange rate in a
more flexible and competitive market environment.

The Central Bank introduced a new exchange rate
regime on 23 January 2001 by taking into account ail these
factors and long-term economic prospects, as another step
forward in the evolution towards a floating exchange rate
system initiated in 1977, along with the introduction of an
outward oriented economic liberalisation framework. Under
the new system, the Central Bank refrained from
announcing its buying and selling rates for the US dollar
(i.e., the intervention currency) in advance. Instead, it
decided to participate actively in the foreign exchange
market, through buying and selling foreign exchange at or
near market prices. This provided full freedom to the
market to determine the exchange rate, while enabling the
authorities to build up the official external reserves, which,
in the long run, would bring about stability on both price
and exchange rate fronts and help achieve a sustainable
high economic growth.

The exchange rate stabilised, restoring stability in the
foreign exchange market within a short period after
experiencing a minor overshooting during the first few days.
This overshooting was not unanticipated and not excessive
compared with the experience of many other countries when
they moved from a fixed or managed system to a floating
system (for more details, see Box 1). The quick restoration
of stability was a result of the gradual release of the
pressures through the widening of the band and gradual
depreciation of the exchange rate earlier.

Developments in the external sector and on the fiscal
front had significant implications for monetary management
in 2000. Given the pressures on interest rates, exchange
rates and external reserves by increased public sector
borrowing and a higher balance of payments deficit,
monetary policy in 2000 focussed on maintaining stability
in the domestic financial markets, while providing adequate
liquidity to facilitate economic activity. Monetary policy
also sought to prevent the build up of demand fuelled
inflationary pressures in the economy. Monetary policy was
tightened by raising the Central Bank's short-term interest
rates, particularly in the second half of 2000, to ensure
financial market stability. Consequently, the Central Bank's
repurchase and reverse repurchase rates were raised in
several steps from 9.25 per cent and 13.48 per cent at the
beginning of 2000 to 17 per cent and 20 per cent,
respectively, at the end of year. Tighter monetary policy,
together with increased public sector borrowings, caused
market interest rates, which were on a falling path entil
May, to increase sharply in the second half of the year. As
the sharp increase im interest rates was considered a
temporary phenomenon, shori-term rates increased at a
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Box 1

Evolution of Exchange Rate Management in Sri Lanka

The Monetary Law Act, under which the Central Bank
of Sri Lanka was established, places on the Bank the
responsibility of maintaining the stability of the external
vaiue of the Sri Lanka rupee in relation to foreign
currencies, in line with macro-economic fundamentals.
In the past half century, the exchange rate system of Sri
Lanka has evolved from a regime of fixed exchange
rates fo a managed float and finally to an independent
float,

Fixed Exchange Rate Regime

When the Central Bank was first set up, St Lanka, like
mosi countries at that time adopted a fixed exchange
regime. The Sri Lanka rupee was linked to the pound
sterling. The fixed exchange rate system was maintained
through the 1960's and most of the 1970's, with a rigid
system of exchange controls. Throughout most of this
period, there was heavy pressure on external reserves.
The rupee was first devalued by 20 per cent in 1967 in
response to the continued depletion of reserves and
devaluation of the pound sterling. The devalnation was
supplemented with a system of duval exchange rates
introduced in 1968. Under this system, which was
known as the Foreign Exchange Entitlement Certificates
Scheme (FEECS), there was an ‘official’ exchange rate
applicable to essential imports and traditional exports,
and aoother higher rate, applicable to all other exports
and imports. The objective of the scheme was export
diversification and import compression by allowing the
market mechanism to regulate the flow of ‘non-essential’
imports. It was designed to bring the rapee cost of a
wide range of such imports closer to the realistic value
of foreign exchange.

With the suspension of the conventibility of the US
dollar for gold in August 1971 by the United States. the
rupee was linked to the US dollar at the prevaiiing
parity of Rs. 5.9524 per US dollar, allowing the parities
against other currencies to be determined on the basis
of their cross rates with the US dollar in international
foreign exchange markets. The Sri Lanka rupee was
linked to the pound steding from 10 July 1972, at the
prevailing parity of Rs. 14.94, following the flotation of
the pound sterling in June 1972. Sti Lanka moved from
a hard peg to a single currency, to 2 basket peg in May
1976, by determining the exchange rate with reference

" 10 an appropriately weighted basket of currenicies. This
step was necessitated by the need to insulate the rupee

from random events abroad, which, under the previous

regime, tended to be transmitted to St Lanka, via the
link between the rupee and the pound sterling. With the
use of a basket of currencies in the determination of the
exchange rate, there was greater scope for the effects of
underlying trends in the Sti Lankan economy to be
represented in Sii Lanka’s exchange rates vis a vis other
currencies. The exchange rate was gradually re-adjusted
under & crawling peg system between August and mid
November 1977, allowing it to reflect changes in macro-
economic fundamentals with the intention of finding a
more realistic rate of exchange for the rpee.

Managed Float with a Crawling Band

In November 1977, Sii Lanka made a major shift from
restrictive policies towards a liberal policy regime with
the partial liberatisation of external trade and payments.
The dual exchange rate system was abolished by
introducing a unified exchange rate, which was initially
depreciated by 46 per cent. With wvnification, the
exchange rate was allowed to float, providing scope for
the exchange rate to be determined largely on the basis
of demand and supply in the market. At the initial stage
of floating, the Central Bank’s management of the
exchange rate was copsidered essential, as the foreign
exchange market was thin and the financial system was
not mature enough to operate oo its own. Accordingly,
the Central Bank announced daily the rates at which it
would buy and sell foreign exchange from and to the
market within a namow band.

Under the managed floating system, the Centraj
Bank initially quoted fixed daily rates for six major
currencies. However, after 1982, the Bank limited its
quotations only to the intervention cmrrency, the US
dollar, allowing the commercial banks to determine the
cross tates for other currencies based on market
conditions. At the beginning, the margin between the
buying and selling rates maintained by the Central Bank
was Rs. 6.00 per 1S dollars i00. This was adjusted on
several occasioss as shown in Table 1 and finally
revised to 10 per cent in January 2001, aitowing market
forces greater scope to determine the exchange rate, with
the domestic foreign exchange market gaining a greater
degree . of maturity. With the liberalisation of the
exchange rate under the managed float system, the
country also liberalised its payments system and by
March 1994, it had removed all restrictions on current
external tramsactions and accepted Article VI of the
Articles of Agreement of the IMF. Capital account
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transactions were also largely liberalised, except for
restrictions on investment abroad and borrowing abroad
by residents, and investment in domestic debt
instruments by non-residents,

Changes in 2000

An increased balance of payments deficit, largely due to
high oil tmport prices and security related additional
imports, resulted in a reduction in official foreign
reserves in 2000 and there were expectations that
external reserves would decline further. In this
background, there was pressure on the exchange rate and
the Central Bank was faced with a major challenge in
managing the exchange rate with the crawling band.
Since the declaration of the government in May 2000
that the country was on a war footing, the market had
expected heavy expenditure by the government, which,
together with rising petroieum prices and declining
reserves, generated a market expectation of a rupee
depreciation. Exporters started to hold onto their foreign
exchange earnings and finance their operations through
rupee funds, while importers advanced their operations
and started forward bookings for irmports. In order to
cover both spot and forward sales to customers
commercial banks too intensified their buying in the spot
market. As a result of these developments, the market
exchange rate started operating around the Central
Bank's selling rate most of the time, requiring the Bank
10 sell foreign exchange to defend the exchange rate.
The Central Bank responded to this by widening the
spread between its buying and selling rates and
increasing its interest rate on several instances during
2000. Accordingly, the Central Bank widened the
margin between its buying and selling raies of foreign
exchange from 2 per cent to 5 per cent in June 2000
and further to & per cent in November and 8 per cent
in December before widening it to 10 per cent in
January 2001,

The widening of margins in this manner and regular
adjustment of the exchange rate, by taking into account
market developments, permitted a reduction of pressure
in the foreign exchange market, thus avoiding a financial
crisis as experienced in a number of developing
countries, particularly in East Asia and Latin America.
However, the Central Bank observed that in the curment
economic environment, regular widening of the
intervention band may lead to a formation of market
expectations of continuous depreciation of the rupee,
thus exerting an unnecessary pressure on the official
external reserves of the country. At the samie time, the

Box 1 (Contd.)

increases in interest rates that were effected to provide
stability in the exchange market could not be maintained
for a long period, as high interest rates would be
detrimental to economic activity in the long run.

New Exchange Rate Regime

On 23 January 2001, Sri Lanka took & major step
forward in the liberalisation of foreign exchange
transactions by allowing commercial banks to determine
the exchange rate fyeety. The Bank no longer
announced its buying and selling rates in advance.
Instead, it indicated that it would participate actively in
buying and selling at or near market prices. The new
system permitted freer transactions in the market, while
stabilising the value of the rupee and helping authorities
to build up official foreign assets. The expetience of
other countries that have floated their currencies have
hightighted the need for implementing precautionary
measures, during the transition period, to help and
stabilise the market and promote prudential conduct by
commercial banks by restraining specuiative activity.
Therefore, the Central Bank also implemented the
following temporary measures in consultation with
commercial banks and foreign exchange dealers.

¢ Limits on daily werking balances maintained by
commercial banks in foreign exchange, on the
basis of past export-import credit facilities
granted by the banks, to prevent banks from
building up foreign exchange for unwarranted
speculative activities.

o Requesting banks to ensure settiement of export
credit by exporters by using export proceeds
within 90 days. This period was extended to
120 days in respect of ¢xports, where it was
customary to grant 120 days’ deferred payment
terms to buyers. Higher interest was to be
charged, when settlement became overdue.

¢ Requesting banks to limit their forward market
operations only o trade related transactions.

* Requiting forward sales and purchases of foreign
exchange to be backed by a nepee deposit of 50

per cent, to discourage speculative forward
contracting,

e Advising banks not to permit early or pre-
payment of import bills, in anticipation of a
depreciation.

As expected, these measures helped to create

stability in the foreign exchange market. They are
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S sol s - Box 1 (Contd.)
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faster rate than the medium and long-term rates, thereby
flattening the yield curve for govemnment securities.

In order to promote foreign currency deposits and
improve liquidity in the foreign exchange market, the
statutory reserve requirement (11 per cent) on foreign
currency deposits that had not been placed abroad was
removed in August 2000. By taking advantage of this
measure and responding to rising interest rates in major
international markets, commercial banks raised their interest
rates on foreign currency deposits to attract deposits.

Monetary expansion remained at around 13 per cent in
2000, despite the sharp rise in public sector bank
borrowings, mainly due fo a reduction in the net foreign
assets of the banking system. High interest rates helped to
contain expansion of domestic credit and, hence, to contain
monetary expansion in line with the increase in nominal
income.

Despite an increase in net credit to the government
from the Central Bank by about Rs.45 billion or 96 per
cent, reserve money expanded at a moderate rate of 4.7 per
cent in 2000 compared with an 8.2 per cent increase in
1999 on account of a sharp decline in the net foreign assets
of the monetary authority by Rs.31 billion.

Commercial bank credit to the private sector increased
by 12 per cent (Rs.38 billion) mainly catering to the
increased demand for credit from the service, commercial
and manufacturing sectors. Increased corporate sector
liquidity with a declining trend in effective tax rates, resont
to new low-cost financing instruments such as commercial
paper and the availability of credit facilities from the
deveiopment banks may have reduced private sector demand
for commercial bank credit. According to the financial
survey, credit to the private sector rose by Rs.48 billion (11
per cent). Net credit to the government rose significantly
by Rs.33 billion (57 per cent), of which Rs.45 billion (84
per cent) came from the Ceniral Bank. Meanwhile, credit
extended to public corporations rose by Rs.25 billion,
mainly caused by heavy borrowings by the Ceylon
Petroleom Corporation (CPC), the Ceylon Electricity Board
(CEB) and the Co-operative Wholesale Establishment
(CWE). Consequently, the total public sector borrowings
rose sharply by Rs.78 billion (73 per cent), accounting for
over [42 per cent of the monetary expansion in 2000.

Share prices and the turnover in the Colombo Stock
Exchange (CSE) remained depressed, despite healthy
earnings by several listed companies and the strong
economic recovery. At end 2000, the All Share Price Index
was 22 per cent below the value at end 1999. This decline
could be attributed mainly to the political uncertainty that
prevailed before the General Elections in October 2000, the
uncerfainty that prevailed in the foreign exchange market
and the high interest rates on fixed income securities.
However, the continuation of a declining trend in share

market activities over a period of 3 years, despite a
recovery tn the economy and improving corporate sector
performance, indicates the necessity for reviewing the
market structure and institutional framework of the capital
market, which, in the long run, would be crucial for private
sector led economic growth.

Financial sector facilities and services continued to
improve in a competitive environment. With the expansion
of bank branches, banking density improved. The
availability of modern services such as automated teller
machines (ATM), credit cards and tele-banking facilities
expanded. All these encouraged financial intermediation and
hence increasing financial deepening in the economy.
Further steps were taken to improve rural banking and
credit facilities and expand private forward sales contract
facilities for agricultural products, introduced in 1999,
However, the continuation of high interest spread by banks
calls for further improvements in efficiency and reforms in
the financial sector.

Structeral reforms in the financial sector haye been
continued even under difficult conditions, but the progress
was slow in a number of crucial areas. Limits on foreign
ownership in commercial banks and in the insurance
business were raised in 2000, to 60 per cent and 90 per
cent, respectively, with a view te further improving their *
capital base and encouraging modernisation of financial
services. The Central Bank continued to strengthen its
monitoring and supervision of financial sector activities. The
capacity of the Central Bank's bank supervision has been
improved by increasing the number of qualified supervisors
and their ability to process and analyse data collected from
banks more speedily and effectively. The risk adjusted
capital adequacy ratio for banks was raised to a minimum
of 9 per cent from Janwary 2001, with a pre-announced
time-plan of raising it further to a minimum of 10 per cent
in January 2002, in order to improve the resilience of the
banking system. Commercial banks have improved their
credic evaluations, recovery processes and toan provisioning..
However, despite a recent decline in the ratio of nen-
performing loans (NPL) to total advances, it is still high
(15 per cent), indicating the necessity for adopting more
effective measures for loan recovery. Progress has also been
made in improving the management in the two state banks
and action has been initiated to restructure the Ministry of
Finance and to modemise the Central Bank.

During the year, further steps were taken to improve
the government debt securities market. The primary dealer
network was strengthened by reducing the number of
dealers to eight public fimited liability companies, with
dedicated capital, appointed as Primary Dealers. This is
expected to provide a level playing field for primary dealer
activity, facilitate dealer surveillance and strengthen public
debt management. The infrastructure necessary for a dealer

"
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Box 2

Fifty Years of Central Banking in Sri Lanka

With the regaining of independence in 1948, a need was
felt for a monetary regime that would foster stability,
growth and development in St Lanka. In order to fuifill
this need, the Central Bank of Sri Lanka (CBSL) was
established and commenced operations on 28 August
1950. During the past fifty years, the Central Bank has
evolved and undergone various changes based on the
needs of the people and forces of economic growth and
development.

Prior to the establishment of the CBSL, the
monetary regime that prevailed in Sri Lanka was the
Currency Board System, established in 1884 under the
Paper Currency Ordinance of 1884. A currency board
has some strengths and operates well in an environment
of stable balance of payments. However, it has several
weaknesses which made the authorities view it as being
unsuitable for a country that had become independent
and was seeking to develop its economy. Among the
weaknesses were the requirement of a 100 per cent
reserve base, the automatic link between intemational
reserves and money supply, and the manner in which the
exchange rate was deterniined. Hence, a change in the
system was deemed riecessary.

In 1949, at the invitation of the government. Mr.
John Exter, an economist of the Federal Resetve System
of the United States, began preparing a report on the
financial and economic conditions of Sri Lagka and the
feasibility of establishing a central bank. He
recommended the creation of a new independent
monetary systemn and presented a draft Monetary Law
Bill incorporating legistation for the setting up of CBSL.
The Bill became the Monetary Law Act No. 58 of 1949,
and the Central Bank of Ceylon was established under
this Act. The newly established Central Bank became the
authority respensible for the administration and
regulation of the monetary and the banking system of
Sti Lanka. The Bank was charged with the duty of
regulating the supply, availability, cost and international
exchange of money so as to secure, as far as possible,
by action authorised by the Act, the following
objectives;

(a) the stabilisation of domestic monetary values;

(b) if there has been a determination of the par
value of the Sri Lanka rupee, the preservation

of the par value of the Sri Lanka rupee and
the free use of the rupee for current
international transactions; if there has been no
determination of the par value of the Sri Lanka
Tupee, the preservation of the stability of the
exchange rate of Sti Lanka rupee in relation
to foreign currencies;

¢) the promotion and maintenance of a high value
af production, employment and real income in
Sri Lanka: and,

d) the encouragement and promotion of full
development of productive resources of Sri
Lanka.

By design, a central bank’s activities are unique.
Its ability to uniquely influence the money supply in the
economy and the financial structure is hamessed in
moenetary policy to achieve the above objectives. The
fiest objective implies low and stable inflation and the
second objective implies stable exchange rates, while the
third and fourth objectives ensure ¢conomic growth and
development.

Exer (1949) further assumed that the establishment
of the central bank would greatly strengthen the banking
system. CBSL would have the power to examine. and
supervise banking institutions to avoid bank failures and
would stand ready to advance credit as the ‘lender of
last resort” and thus make the banking system ‘almost
invulnerable’ in times of crises. Strengthening the
banking system wounld encourage the public to make
greater use of financial markets as depositories for their
savings, thus enabling banks to lend o many.

Apart from fulfitling fundomental objectives, Exter
also believed that the Central Bank could do a great deal
to introduce more effective management of the public
debt and more efficient handling of public finances by
acting as the government's fiscal agent, banker and
financial adviser. He also emphasised the need for
development finance by advocating that the Central Bank
should have the authority to lend to institutions other
than commercial banks, such as mortgage lending
institutions and the co-operative credit movement, as
they have made greater credit facilities available 1o the
sectors for which institutional credit is lacking, and also
by advocating that the Central Bank should engage in
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‘" hand, the ‘Bank reduced its direct controls and
* encouraged market growth, often being closely involved
. dn the development of new institutions and instruments.

- in these areas and by assisting in the creation of a legal
- framework that” would be conducive to orderly

structure of Sti Lanka. Its role has evolved and changed

" changes are. likely. The world-wide experience in the

~ sector. Hence, the objectives of the Central Bank will
+. focus more closely on mamtamang domestic price
: stabllny and the stablllty of the financial sector, e\?en

"_dc}felopment owﬂl not be ignored. Monetary policy will

* mdrket based instruments. As the exchange rate has been

: meetmg mtematmnal prudenuai [OrmS,

Table 1 Departments and Their Functions = -
Yearof | . Department - Function -
Egtabligh- soohes
ment ) .
1950  Banking Department Price Stabilty |
1950 Economic Research Depamwm Frice Stability -
1950 Exchange Conirol Depariment Other
1950  Public Debt Depanment Other «.. -
1850 Secretariat Depariment . Support
195  Bank Supervision Department " Financial =~ . . .
: : - Sector Stabifity
1958 Employees’ Provident Fund L
. Department Other -« > -
1964 Managemend Audit Depariment Suppord - *
1867 Estabiishyments Department Suppart -
1974 Pevelopment Finance Department  Development
) L Finance
1977 Currency Department Other
1978 Statistics Depariment - Piice Stability
1979 Premisas D_epanmem  Support o
1980  information Department - Suppont
1981 Rural Credit Departrment Developmerit
) . Finance
1981  Cendre for Banking Studies Support - - |
1981 information Technotogy . . Support
188185 Regional Cffices " Development
Finance
1986 Training : Support
1987 S Lanka Automatad Clearing
: House COther ...
1988 Department ol Supervision of Finaricial Sector
Non-Bank Financial Institufions  Stability
1988 Banking Development Deparimen!  Financial Sactor
Stability
1990  Weffare Department Suppont T C
1992 Security Services Dwartment Support
1997 Financial Markets Department  © Development
Finance - -
1997 New Buikiings Deparirment Support . . . s
1999  Legal Depariment Support .

......

‘Box 2 (Contd.)

On the other, it strengthened its supervisory and
regulatory role, both by enhancing its own competence

development of the financial market.

Over the past fifty years, the Central Bank has
occupied a vital place in the financial aod economic

as the needs of the country and the economic eonditions
world-wide altered. As it moves into the future further
past few decades has been that central banks can best
serve their couniries by concentrating on maintaining
price stability and ensuring stability in the financtal

.....

be more active, and increasingly imptemented through

floated, monétaf')f'_po_licy will be better able to focus on
.domestic price stability: The supervisory and regulatory
framework will be strengthened to ensure that financial
sector stability is plesérved and Sri Lafka's financial
instifutions are able {0 compete at a global level by

Cwa s

........

surveillance system also came into being during the year.
The surveillance will ensure that these institutions operate
in a sound and efficient manner.

With regard to capital market reforms, in terms of
administrative changes, some significant changes to the
listing rules and internal systems and procedures relating to
listings on the Colombo Stock Exchange (CSE) took place
in 2000. A major change implemented related to the
removal of merit based listing rules in favour of a
disclosure-based approach in evaluating listing applications.
Steps have also been taken to reduce the cost of listing
significantly. These changes are expected to make the CSE
more efficient.

Reforms have also been initiated in education and
health services. The implementation of reforms in the health
sector, based on the recommendations of the Presidential
Task Force on Health, commenced in 1998 and progressed
well in 2000. Meanwhile, the private sector invoivement in
providing health care facilities continued to expand in 2000,
Out of 17 hospital projects that had been approved by the
BOCI, 3 major hospital projects have already taken off the
ground and are at various stages of development.
Educational reforms, encompassing all areas of primary,
secondary and tertiary education, have been introduced to
improve the quality of education and prepare students to
meet emerging new demands in the [abour market.
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Sri Lanka, like many other developing countries, is
progressing on the path of globalisation by gradually
removing barriers fo trade and investment, while
establishing necessary regulatory and supervisory
mechanisms and implementing measures required to ensure
stability. The process of global integration of product and
factor markets is not new and has become an inevitable part
of economic development in the modern era. Throughout
most of its. history, Sri Lanka has been an important part
of the intenational trade network. Globalisation benefits
countries mainty by allowing access to a global consumer
base and resources. It benefits small countries like Sri
Lanka, as they can gain from economies of scale in
production, facilitated by access to large markets. It also
allows countries to identify inefficient economic activities
and replace them with more preductive activities. However,
to reap the full benefits of globalisation and to avoid its
harmful effects, a country should implement a wide range
of regulatory and supervisory measures, such as financial
sector regulation and supervision, anti-trust legislation
incorporating measures against dumping and predatory
pricing and other internationally recognised measures such
as action against money laundering. At the same time,
excessive resistance to the process of globalisation will
marginalise countries, retarding economic development and
causing them to lag behind countries that have succeeded
in integrating themselves with globalisation.

1.2 OQutput

After slower growth in 1998 and early 1999, GDP, in real
terms, grew by 6 per cent in 2000 benefiting from improved
resilience in the economy resulting from improved
macroeconomic management, siructural reforms and a more
favourable external economic environment. GNP, defined as
GDP adjusted for net factor income from abroad, grew by
5.8 per cent compared with 3.8 per cent in 1999. This
growth rate is noteworthy as it was achieved in the midst
of several hostile events, which affected economic activity
adversely. The first was the sharp rise in internattonal oil
prices which raised the import bill of crude oil and
petroleum products by about Rs.30 billion (US dollars 400
million), i.e., 12 per cent of the total import bill or 17 per
cent of total export eamings. The second was an increase
in defence expenditure of Rs.21.9 billion over the original
budgetary estimate for 2000 due to the escalation of the
war, from the middle of the year. This expanded defence
related imports by about Rs.15 billion (US dollars 200
million). Thirdly, unusually low rainfal! in the catchment
areas reduced the hydropower generation increasing the
dependency on costly thermal generation. Fourthly, the
delay in the privatisation process due to depressed
international market conditions in the telecommunication
industry compelled the government to resort to higher

domestic borrowing than expected under the original
budgetary estimates.

GDP at current market prices rose by 13.5 per cent to
Rs.1,256 billion in 2000, while GNP rose to Rs.1,234
billion. With a mid year population of 19.36 million, this
indicated an increase of 11.3 per cent in per capita GNP
to Rs.63,752 (US dollars 841) in 2000 from Rs.57,256 (US
dollars 813) in 1999. When adjustment is made for price
increases, per capita national income rose by 4.6 per cent
in real terms in 2000, further improving the average living
conditions of Sri Lankans.

The economic recovery was reflected in all major
sectors, particularly in the expansion in export oriented
agricultural and manufaciuring sectors and related support
services such as trade, transport and utilities. On the
production side, the largest growth contribution came from
the expansion in Services sector {61 per cent), followed by

- Manufacturing (26 per cent) and Agriculture (6 per cent).

Consequently, the shares of the Services and Manufacturing
sectors in GDP rose to 54 per cent and 17 per cent,
respectively, while the share of the Agriculiure sector
declined to 21 per cent. )

Agriculture

Agriculture sector output performance was mixed in 2000.
Tea and coconut production increased to new record high
levels, but the output of rubber, paddy and certain other
field crops dropped. Reflecting the net impact of these
diverse developments, the overall growth rate of the
Agriculture sector decelerated from 4.5 per cent in 1999 to
1.8 per cent in 2000, the lowest since 1996.

Continuing the upward trend since 1993, tea production
rose to a new record level of 306 million kg in 2000,
surpassing the 300 million kg mark for the first time. This
was mainly an outcome of favourable weather conditions,
increased fertiliser application and favorable tea prices in
the wake of a drop in production in Kenya and recovery
in demand from Russia/CIS countries and the Middle
Eastern markets. The outcome was encouraged by the
improvement in tea prices, the annual average price at the
Colombo Auctions improving by 18 per cent to Rs.135.53
per kg, continuing the upward trend started in mid 1999,

Production increases in all three elevational categories
contributed to the improved performance, but the main
contribution came from the low elevation category. The
smallholder sector, accounting for 60 per cent of total
output, recorded a 12 per cent growth over 1999, compared
with a 2 per cent growth in the production under regional
plantation companies. The average yield per hectare in the
smallholdings sector (2,216 kg) is almost close to double
the average yield in the larger scale plantation sector under
management companies. These significant differences
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indicate the potential for improving productivity in the
plantations under the privatised regional management
companies, particularly by reinvesting the current sumpluses,
generated by apparently cyclically high prices in the
international market, to improve productivity.

The volume of tea exports in 2000 increased by 7 per
cent to 288 million kg, making Sri Lanka the world’s
largest tea exporter for the fourth consecutive year. Russia
continued to be the largest buyer of Sri Lankan tea, while
UAE, Syria and Turkey were other leading buyers. Bulk tea
exports accounted for 63 per cent of total tea exports, while
the share of value added tea exports remained at 37 per
cent, indicating the potential for further improvement of
export eamings from value added tea exports.

Despite an improvement in prices during the latter half
of 2000, rubber output declined by 10 per cent, reaching
the lowest production level reported during the last 50
years. The depressed prices that prevailed in the recent past
have had a negative impact on maintenance and fertiliser
application and even led to the abandoning of tapping in
- marginal fands, where, as reported, even the cost of tapping
could not be recovered. Meanwhile, growing demand for
rubber trees as timber and lands for real estate development
has reduced the extent under rubber cultivation. However,
the domestic consuraption of rubber in the industrial sector
continued its upward trend, reaching 63 per cent of
domestic rubber production in 2000. Rubber exports as
intermediate goods declined by 23 per cent in 2000 due
both to a production decline and increased domestic demand
from the rubber-based manufacturing sector, while the
international rubber prices remained low due to poor
demand. During the year, there have been some attempts
by Thailand, Malaysia and Indonesia to arrest deteriorating
international rubber prices.

Coconut production, which increased by 8 per cent to
reach 3,055 million nuts in 2000, was the best output ever
on record. Apparently, favorable weather conditions and
high price expectations lted to increased fertiliser application
in 1999, which caused this record output. Predictably,
however, the increased supply and a decline in world edible
oil prices, together with the capacity limitation of domestic
coconut oil and desiccated coconut (DC) industries, caused

a steep drop in prices. Almost all DC mills operated at full -

capacity recording a 32 per cent increase in production,
while coconut oil production rose by 27 per cent in 2000.
However, export eamings in dollar terms declined by ¢ per
cent, despite an overall increase in export volume by 31
per cent.

Paddy production decreased marginally in 2000, despite
an increase in yield, dve to a decline in extents sown and
harvested. The increasing trend in the average paddy yield
continued for the fourth consecutive year, largely due to an
increase in extent sown and harvested in irrigated areas

where the average yield is higher. Farmers continued to
face difficulties in marketing their paddy not only due to
seasonal price declines, but also as a result of the rice
imports under a lower tariff that prevailed during the latter
part of 1999. The seasonal paddy prices threatened to
decline sharply, compelling the government to intervene in
the market through purchases by semi-government co-
operative organisations. Evidently, the depressed prices that
prevailed during the Maha harvest (early 1999) discouraged
the application of fertiliser.

Other agricultural crops displayed a mixed
performance. Of the export oriented crops, pepper, cocoa
and cinnamon recorded increases in output 2000, while
others such as coffee and cloves, recorded production
declines. The production of these minor export crops has
increased considerably in recent years and their export
earnings have exceeded the cembined earnings from
coconut and tubber exports since 1999,

Meanwhile, among subsidiary food crops, potatoes and
ground nuts showed higher output levels while the
production of big onions, chillies, black gram, green gram,
sesame and maize decreased. However, vegetable and fruit
production increased by about 5 per cent in 2000,
considerably moderating the pressures on the cost of living.
Exports of vegetables and fruits have been expanding in the
recent past, encouraged by the emergence of new wholesale
markets and widespread price dissemination, which enable
producers to obtain more remunerative prices. Commercial
scale cultivation is at present limited to a few varieties such
as gherkins, pineapple, banana and rambutan. Exports may
be encouraged by efficient forward contracting. Schemes for
forward selling produce have been introduced and are
reported to be gaining in popularity. A major problem is
the high percentage of losses during post harvest handling
(as high as 40 — 50 per cent in the case of vegetables and
fruits). The government has set up an Institute called the
Institute of Post Harvest Technology (IPHT) at
Anuradhapura to carry out research and develop new
technologies to minimise such losses. However, it may be
useful to encourage the private sector to engage itself in
developing good practices of post harvest handling of
produce. Another serious problem is the relative scarcity of
high quality seed for almost all crops. The discontinuance
of the govemment regulation of the seed industry and the
privatisation of government seed farms are welcome, but the
nascent private activity may need to access high cost
modern technology of commercial seed production.

Manufacturing

The output of the Manufacturing sector grew by 9.2 per
cent in 2000, compared with 4.4 per cent in 1999,
benefiting from favorable external sector demand, conducive
domestic economic conditions and policies, application of
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modem technology and improved management. The growth
of industrial output during the first three-quarters of the
year was as high as 12.5 per cent, but moderated to 6.7
per cent in the last guarter of the year. It is noteworthy that
the output of factory industries, which grew by 11 per cent,
accounted for 81 per cent of the manufacturing sector
output and for 23 per cent of the overall economic growth
in 2000. The processing of tea, rubber and coconut recorded
a modest growth of 4.2 per cent, despite a record output

of tea and coconut, owing to a contraction in the rubber
’ processing industry and capacity limitation in coconut
processing. It is tentatively estimated that the small
industries sector recorded an expansion of 5.5 per cent
during the year.

The main contributors to the healthy industrial sector
growth were the export-oriented industries led by the
apparel and textile industry, which grew by 16.2 per cent
in volume terms and contributed 59 per cent of the
industrial sector growth in 2000. The export prices of
garments, as reflected in the average customs values, have
increased by 5.3 per cent, reflecting the increasing share of
high value added non-quota exports. Exporters were able
to expand.their customer base in international markets and
obtain more orders with improvements in information
technology, modernised equipment and streamlined quota
allocation.

Industries catering tainly to the domestic market
showed a mixed performance with higher output in soft
drinks, milk products, processed meat, biscuits, hard liquor,
petroleum, chemicals, fabricated metals, building materials,
and soap and detergents. Meanwhile, tncreased consumer
spending, together with active advertising, attractive
packaging, improved quality and improved distribution and
marketing increased the domestic demand for these
products. However, the output of sugar, tobacco products,
PVC products, batteries and metal products declined in
2000, owing to a variety of causes. High taxation and
growth of unofficial competing markets dampened prospects
for beer and tobacco products. Many others were adjusting
to increased foreign and local competition.

In an increasingly competitive environment, adoption
of modern technology appears to have improved the
competitive edge of many local industries. The fiscal
incentives offered under the Advanced Technology
Programme have encouraged industrialists to modernise
their production processes. A lower incidence of strikes and
work stoppages, uninterrupted électricity supply and
improvement of industrial infrastructure also helped
manufzcturers to expand their output and reduce costs. They
also benefited from sub-contracting, out-sourcing parts of
production, improved management of working capital under
high interest costs, reduction of wastage, re-use of wasie
materials and use of energy saving methods.

On the policy front, the government continued to
encourage private sector export oriented industries by
widening access to foreign markets and developing
infrastructure facilities. The removal of quota restrictions for
apparel exports to the European market from January 2001
and the Indo-Lanka Free Trade Agreement have opened up
vast markets, which await exploitation,

Infrastructere and Services

Government continued to invest heavily in economic
infrastructure such as transport, energy, and communication,
although the investment fell short of expectations during
2000, owing to a curtailment of capital expenditure to
accommodate increased security related expenditure.
Meanwhite, the government encouraged private sector
participation in infrastructure projects. The private sector
has been responding favourably, expanding its involvement
in infrastructure development, particularly in the areas of
power generation, port development, telecommunications,
transportation, health and housing construction. The
possibility of private sector participation in the water sector
is also under consideration.

Passenger transport mileage increased with the help of
an increase in the fleet of buses and 15 new diesel multiple
units added to the railways in 2000. With the acquisttion
of three new aircraft, the performance of the SriLankan
Airlines continued to improve, despite the slowdown in
tourist arrivals. Sri Lanka Railways improved its scale of
operations, but continued to incur farge losses, exacerbating
the fiscal deficit. This clearly indicates the necessity of
implementing the long overdue raillway reforms, including
a fare increase, which is linked to service improvement.
Longer term reforms will have to consider the viability of
service lines, which may be facilitated by private sector
participation. The construction of the long awaited
Colombo-Katunayake expressway commenced in 2000. The
government is keen to commence the construction of several
key expressways such as the Southern highway
(Colombo — Matara) and the Colombo — Kandy highway.
Completion of the proposed circular by-pass highway
around Colombo could greatly ease the growing road
congestion in the capital city.

Electricity generation grew by 11 per cent, consequent
on increased investment in the power sector and an annual
average increase in demand of about 10 per cent. Capacity
in power generation expanded by 5 per cent to 1,779 MW
with the commissioning of the first 60 MW barge mounted
power plant and instailation of the 21 MW Lakdhanavi II
thermal power plant. Consequently, dependence on hydro-
power dropped further to 65 per cent, reducing the
vulnerability of power generation to vagaries of the weather,
but raising the cost of generation. Growing system losses,
which are now as high as 22 per cent, heavy losses of the
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CEB, risks of power cuts due to poor rainfall and
distortionary cross-price subsidisation indicate the need for
urgent power sector reforms. In this context, the envisaged
reforms consisting of unbundling of power generation,
transmission and distribution, improvements in procurement
systems, introduction of an automatic price (tariff)
adjustment system and the development of efficient
regulatory systems would be helpful. The resolution of
conflicts between power generation and protecting the
environment, on the basis of an acceptable level of
pollution, could also help prevent power shortages.

Large losses in the Petroleum Corporation has raised
its outstanding debt to about Rs.25 billion at the end of
2000. This indicates the necessity of introducing petrolenm
sector reforms, including the introduction of an automatic
price adjustment mechanism in order to respond to
international eil price changes in a timely manner. The
liberalisation of the petroleum industry to improve
competition and minimise waste and costs would not only
help consumers but also encourage new investment in areas
such as bunkering.

A massive improvement has taken place in
telecommunication services since the liberalisation of the
telecommunications sector. The strong growth in the
telecommunications sector was supported by the competition
from private sector operators and the partnership of Sri
Lanka Telecom with Nippon Telegraph and Telephone
(NTT) of Japan. The subscriber base of telephone services,
including mobile telephones, exceeded one million in 2000,
further increasing the telephone density in the country to
6.3 per 100 persons. Meanwhile, improvement and
modernisation of telecommunication technologies and
introduction and expansion of new services such as Internet,
e-mail and video-conference facilities not only increased
available services to customers, but also improved the
quality of communication services. By end 2000, there were
37 telecommunication system operators, including 3
companies providing fixed access ietephone facilities and 4
companies providing mobile services, enhancing competition
in the sector. )

In view of tremendous developments in international
communications in recent years, it is of paramount
importance for Sri Lanka to modemise its systems to the
best international standards, if it wishes to develop a service
centre for the region, in the country. Hence, national
operators should enter into partnership with big international
players in the field. The regulatory system should establish
a level playing field for investors and users, and protect the
CONSUmMers.

The supply of pipe borne water by the National Water
Supply and Drainage Board expanded further in 2000, when

several new water supply schemes were completed,
increasing the number of connections by 77,574 (29 per

cent) to 582,600 and the total volume of water produced
by § per cent to 331 million cubic meters. However, there
still exists a large unmet demand for pipe bome water as
demand increases with population expansion, urbanisation
and expansion of industries and commercial activities, The
central objective of the national policy on water supply is
to ensute access to safe drinking water for all residents by
2010, at present available only to two thirds of the
population. This requires an investment of about Rs.85
billion. Therefore, in order to mobilise adequate financial
resources, measures are necessary to attract long-term
multilateral funds, encourage private sector investment in
the water secter and reduce the proportion of non-revenue
eaming water (water unaccounted for) production, which is
presently as high as 35 per cent.

The post office network expanded further in 2000, with
special attention paid to providing new services and
development of services in the plantation sector. The postal
shop concept, to sell other consumer products as well in
post offices, which commenced in 1999 as a pilot project,
appears Lo have succeeded and could be further expanded
to improve financial viability. Continuing operational losses
of the postal service, competition emerging from new
developments in telecommunications and the well known
inefficiencies in the postal service clearly indicate the need
for early reforms.

Growth in port services slackened in 2000 in the face
of stiff competition from neighbouring ports, which resulted
in decreased vessel traffic amving at the Port of Colombo
and reduced transshipment activities. The total number of
vessels that arrived at Colombe, Galle and Trincomalee
ports declined by 2 per cent to 4,232 in 2000, while
transshipment handling also dropped at the same rate.
However, container handling at the Colombo Port increased
slightly due to expansion in domestic container handling
with increased external trade. Several port development
projects under the public investment programme were in
progress during 2000 to expand capacity and facilities at
the Colombo, Galle and Trincomalee ports. Meanwhile,
rehabilitation of the Queen Elizabeth Quay (QEQ) by South
Asia Gateway Terminal (Pvt) Ltd. was in progress and two
berths are yet to be completed in 2001. Improvement in
efficiency and quality of port services is not only necessary
to retain existing customers and attract more siups, but also
to reduce delays and costs to producers and exporters.

Education and health sector activities expanded fusther
in 2000, while sectoral reforms continued. The number of
government hospitals increased by 20 to 578, mainly due
to acquisition of plantation hospitals during the year, while
14 more hospitals were improved under the regional
hospitals development programme. New recruitment of
doctors and nursing staff further strengthened the public
health sector. Private sector involvement in providing heaith

18




Part|

Centra) Bank of Sri Lanka Annual Report - 2000

Boxﬁ”

Tert:ary Education i m Sn Lanka Issues, Reforms and Prospects

The promotion of tertiary education to explore new .

frontiers of kuowledge and match labour -market
requirements is essential 'in achjeving long-term
development and social objectives such as -economic
growth, ‘employment opportunities, higher income and
pverall improvement of quatity of life. The direction and
ottcome of the tertiary education system in Sri Lanka over
thie years has not kept pace with the open markel economic
policies initiated o Iate 1970s. The antiquated education
system, in the context of new needs posed by rapid

globalisation, has further eroded the competitiveness of the.

country’s labour force. As such, Sri Lanka’s tertiary
education system has to be re-oriented to meet the

challénges of knowledge based future economic:

development. Knowledge, skills and talent will be crucial

factors for growth in the future, while innovation -and.
willinguess to change will be_the driving forces. The

tertiary education system, therefore, peeds to be re-
_stractured, incorporating moderi quality standards,
ismproving access to modern learming techniques,
introducing market oriented study programmes and
‘expanding opportunities avaliabie, in line with labour
mmket mquiremeuts

_The tertiary “education sector in Sri Lanka consists of
’m‘nivmnty education and technicat education and vocational
traiving (TEVT). The university education system, a
monopoly of the government, consists of .13 universities
inclusive of an open university. A regulatory authority set
-up by the government, the University Grants Commission
(UGC), selects students for eotry into each university, and

sets academic standards and policy with respect 10

university educatiott in the country. Admission to university

. education is severely competitive. Annually, out of the total
-aumber of students (about 183,0608) who sit for the
G.CE(AL) examination, about 50 per cont become eligible
to enier. a. university. However, no more than 16 per ceat
of the students, who become eligible, are admitted. From
Year 1 entrants to schools of any age cohort, oo more than

-2 per cent enter a university 13 ycars later, The
competitiveness has adversely affected the expectations of
average students.

‘The TEVT sector consists of technical colleges and
vocational training institutions owned and operated by. the
governtment and fee levying private sector institutions.
Training institutions under the purview of the government
provide specialised training in sector specific skills, while
private sector institutions cater to market needs by fulfilling

- training requirements iz demand driven. fields. A
considerable number of early school leavers and students,
who do not gain admission to universities, seek training in
the TEVT sector. -

mmmmwwmmlnmmn

' has ot been able to provide the country with z work force .
* ready lo face the challengés of a dynantic, market oriented

economy. The insbility t match moders industry skills and .

~ tends in economic and industrial development bave shut

off job and income opporfutities for,a.substantial number
of persons. Courses and programmes directed at
government cmploynient, whick is beifig” dowasized at
present, have exacerbated the problem. A high.
unemployment and under employment rate smong
uttiversity graduates points to a mismalch between supply.

. #nd demand conditions for graduate employment, reflecting -
- & supply driven education system with Gitde mievancc g)

1sbour market mdxtions

A tumber-of reasons can be cited for the deficiencies
in the present tertiary education $yitens. With regard to
univetsity education, full-time degree courses still remain
a highly restficted and centraltsed public sector monopoly.
The transmission of knowledge is mainly. by traditional
teaching methods and-courses. The uniform curricula,.
syllabi and teaching materials used do mot cater to preseht
day industrial requirements while Jagging behind
international developments in science and technology.
Standards demanded by industry are gradually increasing
both here and abroad. Moreover, 43 prites have played a
very minor role i the provision of fertiary public education
services, the resort to budgetary financisig as 4 means of

funding university education has resulted in restricting
‘opportunities and-reducing the quality of the service

provided. The intensé Competition for scace govetnment
resources has led to the under-financing of this sector, The

‘quality of the TEVT educatioe sector is also being

questioned with regard to the relevance of the curricula for
demand driven courses.’ - :

The government has initiated far—maschmg reforms in
university education with a view to restructuring and
developing the existing public seaormuary education
system. On going reforms aimed at improving the quality
of teaching and research include curricla reform and staff
development. Curriculum reforms “inciode the introduction -
of course units and modular systems with a view 1o giving
more flexibility in the choice of cotrses for students, and
the introduction of new degree courses which are demand
oriented. Mareover, the mode of assessment is also being
changed from end year examinations to confinuous
assessment. Improvements fo staff development are being

_mel with the provision of orientation courses in teaching

and learning methodologies to probationary lecturers and
refresher conrses for other teachers. Meanwhile, facifities
for career guidance and counseling ate belg encouraged
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with 3 view th developing university - industry linkages.

- Reforms with tespect to university financing centre amund
fund raising activities and ‘revenuc “generation. from non-

government sources. Reforms in the area of expansion of
upiversity education focus on increasing ‘the ‘numbér ‘of

-Meanwhile, universities are -also’ expectcd o come up with”

in the reform agenda.

The most recent 1n1uat1ves announced by the
government in its proposed “Tertiary Educatioh Stfategy’
give a further impetes to reforming the tertiary education

informed graduvate equipped with problem solving"
capabilities required by the changing environmen: and new
skills demands.? More specifically, the objectives of the-
proposed new Universities Act revolve around 1mprovmg
the quality of education, decentralising admissions pohcy,
increasing access to information techuology, reducing the:
reliance on state funding to incorporate’ other, non-
government sources of financing and further strengthening
industry - university linkages by providing incentives for
private sector participation in post-socondanr education and
encouraging industry participation i almost all aspects of *
tertiaty education. It is also proposed to develop a master -
plan for university reforms incorporating a shared vision -
and mission between stakeholders to tertiary educaticn _
reform ie., students, faculty, adtmmsualors, guvernmem
and industry. - A

Budgetary constraints in the fumre wlll necessnate
extensive changes to the tertiary education system. New ’
avenues of financing university education o a cost
recovery basis should be sought to replace traditional
sources of financing. A key area in this regard would be
to harness and encourage the private sector -to mobilise
resources for development of the tertiary education systém.

univezsity education are still minimat. Although there are

to recognise degree courses conducted by private sector
institutions, the process involved is tedious and procedures -
not clear. So far, only a few private institutions bave been
given degree awarding status for the conduct of some

Competitiveness: The Tertiary Education Strategy, Devel-
opment Forurn - Paris 2000,
2 Presidential Task Force on University Education (1998}

[ T ] A

universities and expanding intakes . to universities.. .

corporate plans indicating the way forward.. ‘Reforms in the |
TEVT sector are also being implemented with a view 1o @
improving the quality of courses and the training provided.

Private sector partl(:lpauon in TEVT m been smph.as‘ls?d; ;, university edacatlou suggesls that competluon among pablic -

system.' As part of its unfinished agenda for policy refonn..j
the government is cxpected to give passage to 4 new.
Universities Act. In its broadest terms, the new Universities
‘Act envisions the ultimate goal, of producing a weil., ,

However, opportunities for private sector participation in -

provisions in the existing Universities Act No. 16 of 1978

1 Advancing Knowledge and Skills for Development and

. " @ e
DT .;a_.s,-.en.»_:"

Box 3 (Contd )

pamcular .courses. In the c;rcumstances, several private

institutions at présent conduct tourses in collaboration with
. Qforelgn universities - “for students to earn degrees. from
foreign universities. Suoh private post-secondary ediication
institutions’ are. growing_at 2 rapid pace without any clear-
pohcws or mcemwes from the government. This situation
“suggests that’thers is ‘an uifulfilled compelling demand for
pnvate sector Leruary educatlonal institutions. -

2% 5 . Gains from allowmg ;mvate sector -institutions in
tcmary fducauon are many. Intérnational experience with

-~ and prwate sector universities leads to the development of
‘the ‘entire education system.. The quality of edncation and
training -wifl- be improved through competition between
 private and public institutions.” Labor market requirements
. will be met through a demand driven education system.
* Opportunitiés” for under privileged groups could. be
., .increased with savings generated from private sector
parm:ipation being used to increase assistance to the most
* ‘néedy students. The government should decide on a-
maximum number of ‘universities that would be in the
. public secior and allocate résources to maintain such
+ institutions at an optimum level.-In addition, performance
based’ financial assistance could be ‘obtained from
l international funding agencies to develop such fostitutions,
+ - making Sri Lanka én important learning centre in South
Asia- 5 a . . N - .

" * "Changing state ownership of the tertiary education
. systcm is not an cosy task. Private sector universities have
" been the cavsé of wide ranging dispuies between the
government and several interest groups. These differences
- could be minimised with awareness grogrammes,
. continuous d:alogue and compromise. Ongoing discussions
- in the media on this 1ssue are an excellent move to
. understand the importance ‘of private sector institutions in
« the provision of tertiary education in the country. New
* policies should be presented for public discussion within
and out of Parliament. Such open debate will help form
pubhc opinion on this issue and provide confidence to the
' gencral public on the proposezi reforms. .

" The way forward therefore would be for the .
~ government to open up tertiary cducation to the private
~ sector by gradually relaxing existing figid regulations and
offering an.appropriate incentive package. At the same
_lime, a regulatory framework should be established to
. . ensure standards, quality and accountablhty in the new
- entities and (o promote a‘competitive environment between
govemmenl and private sector. institutions, The existing
- public tertiary education system should ‘also be improved
_ with ongoing and proposed reforms aimed at quality
" improvements, expanding the availability of opportunities
for higher education and ensuring that labour market
"demands are met by the education system.
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care facilities continued to expand. Completion of 3 private
hospital projects in 2000, out of 17 BOI approved hospital
projects, which are in the construction stage, will further
augment private sector health facilities.

The construction sector recorded a 4.8 per cent growth
rate in 2000, the same rate as in 1999, mainly attributed
to the increase in investment on infrastructure development.
The performance of the state sector housing programme
indicated a slowdown in 2000 when compared with the
previous year, while housing construction undertaken by the
private sector expanded. Supported by the demand
stimulated by construction activities, the quarrying sector
grew by 5 per cent, increasing the growth rate of the
Mining and quarrying sector from 4.1 per cent in 1999 to
4.8 per cent in 2000.

1.3 Investment and Savings

The savings-investment gap as a ratio of GDP, which
increased from 1.8 per cent in 1998 to 3.8 per cent in 1999,
widened further to 6.6 per cent in 2000. This was a net
outcome of increased investment by 0.8 per cent of GDP
by the private sector and a decline in national savings by
2.1 per cent of GDP due to increased dissavings by the
government.

Gross domestic capital formation, which grew by 6.4
per cent in real terms in 1999, increased further by 9.5 per
cent (at 1996 prices) in 2000, raising investment as a ratio
of GDP to 28 per cent. Private sector investment, including
public corporations, which accounted for 89 per cent of
total investment, recorded a high growth rate of 11 per cent
(in real terms) compared with 2.5 per cent growth in
government investment in 2000. Both private sector and

public sector major investment projects focussed mainly on
the expansion of infrastructure facilities such as energy,
telecommunications, ports and transport. Net foreign private
direct investment inflows continued to support expansion of
domestic investment.

Developments in savings were mixed in 2000. Private
savings increased, benefitting from high disposable income
and attractive real interest rates. However, public sector
dissavings increased due to fiscal slippages and delays in
adjustment of administered prices to cover the cost of
products in major public corporations. Consequently,
domestic savings as a percentage of GDP, declined from
19.5 per cent in 1999 to 17.3 per cent in 2000. National
savings amounted to 21.4 per cent of GDP in 2000, mainly
due to high inflows of private remittances. A turning around
of public sector dissavings into savings is necessary (o
increase overall domestic savings to finance the high
investment required to accelerate economic growth.

1.4 Prices

Despite increased domestic production of many varieties of
food items, the inflation rate, which decelerated in 1998 and
1999, increased in 2000, mainly due to high import prices
and increased administered prices. Both CCPI and GDP
deflator registered higher increases in 2000, than in 1999.
The annual average increase of CCPI rose from 4.7 per cent
in 1999 to 6.2 per cent in 2000, while the 12-month -
increase, on a point-to-point basis, rose to 10.8 per cent by
December 2000, reflecting higher price increases during the
second half of the year. Similarly, the change in the GNP
deflator increased from 4.4 per cent in 1999 to 6.7 per cent
in 2000.
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As monetary expansion was contained at a level
compatible with the increase in nominal income in 1999
and 2000, there was no pressure for significant demand
fuelled inflation. Sharp increases in domestic petroleum
product prices as a response to high international prices,
subsequent upward adjustments in electricity and transport
prices and higher prices of imported food items were the
major contributory factors for the high increase in CCPL
All domestic petroleum prices were raised in a number of
steps in 2000 in order to adjust domestic prices for high
international prices; diesel by 86 per cent, kerosene by 77
per cent, furnace oil by 100 per cent and liquified
petroleum (LP) gas by 52 per cent. Consequently, bus fares
and electricity tariffs were raised by 15 and 6 per cent,
respectively, to cover high fuel costs.

1.5 Wages

Wages in both public and private sectors were raised in
2000, partly as a response to the increasing inflation rate.
In the public sector, employees earning less than Rs.12, 000
per month received an interim allowance of Rs.600 per
month with effect from August 2000. A non-pensionable
interim allowance of 10 per cent of the salary for all public
officers, subject to a minimum of Rs.1,000, was granted
with effect from October 2000. The interim allowance of
Rs.600 was incorporated into this 10 per cent increase.
These revisions resulted in nominal wage increases ranging
from about 7.4 per cent to 9.4 per cent and real wage
increases of between 1.0 to 2.8 per cent in the public sector
in 2000.

Nominal wages in the formal private sector were
revised upward in 2000 at different rates for different
employee categories. Consequently, as measured by the
changes in minimum wages for private sector employees
under the Wages Boards, nominal wages rose by 2.3 per
cent, which is lower than the annual average inflation rate
of 6.2 per cent. Real wages under the Wages Boards
deteriorated in 2000 at a rate between 2.7 to 5.7 per cent
for different categories. However, changes in minimum
wages alone may not necessarily represent changes in total
wages accurately, as adjustments are also made in other
allowances. In contrast, in the informal sector, wages
increased in real terms, as nominal wages increased at
higher rates than the inflation rate.

The rising inflation rate, coupled with recent upward
adjustments of prices for certain essential food and non-food
* consumer items, could encourage labour unions to press for
wage hikes. However, restraining full accommodation of
price increases, i.e., avoiding allowing their full pass-
through, is crucial to prevent the country entering into a
potential vicious circle of wage-price increases.

1.6 Population, Labour Force and
Employment

The mid year population in 2000 is estimated to be 19.36
million showing an increase of 1.7 per cent compared with
a 1.4 per cent increase in 1999. This increase was due to
both natural increase and net migration in 2000. However,
according to the World Development Report 2000, the
average annual population growth in Sri Lanka was well
below that of most countries in the South Asian region due
to the demographic transition, and improvements in other
socio-economic conditions that have taken place in recent
years.
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Nevertheless, the net addition of between 200,000 to
300,000 persons annually to the population of the country
continues to impose a burden on its limited resources. The
rising share of aged population would further aggravate the
situation. A higher dependency ratio, land fragmentation,
high cost of social overheads such as education, health and
housing, and problems associated with an ageing population,
are some of socio-economic issues associated with the
current structure and trend in population, which need the
attention of policy makers.

According to the Quarterly Labour Force Survey
conducted by the Department of Census and Statistics, the
labour force at the end of the third quarter of 2000 was
estimated at 6.7 million, showing a labour force
participation rate of 49 per cent. The share of employment
in labour force continued to increase, reaching 92 per cent
in 2000 compared with 84 per cent in 1990. The private
sector remained the major contributor to employment
generation as its economic activity grew faster.
Manufacturing, agriculture, trade and hotels, finance,
insurance and real estate and construction were the major
areas of employment generation. According to the Board of
Investment of Sri Lanka (BOI), about 41,000 new
employment opportunities were generated through BOI
approved projects in 2000.
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Employment in the public sector increased in 2000 by
about 36,000 (3.2 per cent) mainly due to recruitment of
university graduates and increases in Samurdhi workers,
defence personnel and teachers. Meanwhile, employment in
semi-government institutions increased marginally by about
1 per cent to around 300,000 in 2000. However, the share
of public sector employment in total employment further
decreased to 13.6 per cent in 2000 from 14.4 per cent in
1999. This declining trend in public sector employment is
attributed to faster growth in employment opportunities in
the private sector and on-going restructuring programmes in
public sector institutions.

The unemployment rate, which had declined from 15.9
per cent in 1990 to 8.9 per cent in 1999, further declined
to 7.7 per cent in 2000. The female unemployment rate still
remains higher than the male unemployment rate, but it is
declining at a somewhat faster rate. Unemployment was
high among youth with higher education, reflecting the need
for educational reforms. '

Foreign employment placements secured through
registered sources were around 166,000 in 2000 compared
with around 178,000 in 1999, reflecting a temporary slow
down due to two Ramazan festival periods in 2000. The
Sri Lanka Bureau of Foreign Employment (SLBFE) has
continued to provide a number of support facilities for
registered migrant workers and their families. The share of
employment placements through licensed agents increased
to 76 per cent in 2000 compared with 68 per cent in 1999,

1.7 Fiscal Policy, Budgetary Operations and
Public Debt

In line with the recent fiscal policy strategy aimed at
improving macroeconomic stability, increasing investment
and savings in the economy, promoting employment and
alleviating poverty, the Budget 2000 was designed to further
consolidate the fiscal improvements achieved in the recent
past. Accordingly, it was envisaged that the current account

TABLE 1.4
i Summary of Government Fiscal Operations
(As a percentage of GDP)
: lem 1960 1905 1890 1995 1998 1999
I
'r 1 Revenue 196 223 214 204 172 172 }
2 Expenditure and net lending a8 ELR) a1 30.5 263 252
3 Current expenditure 18.5 20.1 223 231 19.6 187 §
| Security 13 45 4.1 6.5 50 4.4
¥ Interast 3.4 46 6.4 57 54 56 |
Wages({b) ' 45 36 3.9 34 30 30
SBubsidies and transfers 8.4 55 65 6.1 4.6 42
Other 09 1.9 14 1.4 16 1.4 }
§
Capital and net lending 233 139 8.7 7.4 67 85 |
Public investment 185 13.8 8.3 79 67 65
Aquisition of real assets 79 4.5 37 4 32 3.0 |
Capital ransfers 9.4 86 23 29 22 25 &
g On lending 1.2 06 22 17 14 1.0
Other 47 0.2 0.4 4.5 - -
Reslructuring cost 0.0 0.0 0.0 05 04 04
Cther 47 0.2 04 1.0 0.3 0.4 3
t 3 Current account balance 11 22 1.2 27 2.4 1.0 3
IL 4 Qverall deficit before grants and excluding privatisation 222 -11.7 99 -10.1 9.2 75
5 Financing 222 11.7 9.9 10.1 9.2 75 §
Foreign financing 92 6.4 57 4.5 1.7 07 3
Loans 53 a4 36 3.2 1.0 o1
Grants 39 20 21 14 07 06 |
: Domestic financing 130 53 42 5.1 71 68 i
| Banks 9.8 29 0.1 1.1 19 24
) Privatisation 0.0 0o 0.0 04 04 -
.’. ' Memorandum items : :
Total wage: bill 50 42 49 52 83 53 §
Gross defence axpenditure (C} 13 45 4.1 8.5 56 49

Source: Ministry of Finance and Planning
{a) Provisional
{b} Excluding those paid to defence staff
() Including seterment of deferred payments
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deficit would be turned around to a surplus and the overall
fiscal deficit would be contained by augmenting revenue
and containing expenditure, with a view to reducing
domestic borrowing.

However, the achievement of fiscal targets expected in
the Budget 2000 was made extremely difficult by an
increase in defence expenditure due to the unexpected
escalation of the war, unfavourable conditions in the
international market for the telecommunications industry and
high oil prices in the international market. Consequently,
despite some additional corrective measures being taken, a
marked deterioration in the fiscal situation was witnessed
in 2000. A revenue shortfall, expenditure overruns, lower
capital expenditure, higher deficit, lower privatisation
proceeds, lower foreign financing, high domestic borrowing
and an increase in public debt were recorded. Increased
government demand for domestic financing, together with

the enhanced borrowing requirement by public corporations
affected by high oil prices, exerted pressure on domestic

interest rates. If the resulting high interest rates remain over

a long period, not only would the government interest bill
be increased but private sector investment and business
activities would also be adversely affected. Therefore, the
Budget 2001 was designed to reduce the fiscal deficit and
domestic borrowing significantly, by raising revenue efforts
and containing recurrent expenditure, demonstrating the
government’s firm commitment to put back the budgetary
outturn on the medium-term fiscal consolidation path.

The significant fiscal slippages recorded in 2000 were
due to revenue shortfalls, increased defence expenditure,
higher interest payments, a public sector wage increase,
shortfalls in expected foreign financing and delays in the
privatisation process. The overall budget deficit rose to 9.9
per cent of GDP in 2000 from 7.5 per cent in 1999, in

Fiscal Sector Indicators
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contrast to a decline of 1.7 percentage points of GDP
achieved in the previous year. This increase was a
combined outcome of declining revenue from 17.7 per cent
of GDP in 1999 to 16.8 per cent in 2000, and an increase
_in current expenditure from 18.7 per cent of GDP to 20.2
per cent. Capital -expenditure marginally declined to 6.4 per
cent of GDP in 2000 from 6.5 per cent of GDP in the
previous year.

On the revenue side, collections from tax as well as
non-tax sources were lower than expected. Tax revenue
shortfalls were registered in corporate income tax due to
reduced profits in major public enterprises, while import
duty revenue collections were low due to reduced tariff

rates, a shift of the import duty on petroleum products to

an excise tax and changes in the composition of imports
towards more low tariff items. Non-tax revenue was poor
due to lower profits and dividends obtained from public
enterprises as their profitability deteriorated mainly due to
high oil prices and delays in necessary adjustments in thelr

product prices.

On the expenditure front, current expenditure overshot
the original budget estimate significantly because of secunty
related expenditure, increased interest payments resulting
from high interest rates and increased debt stock and a
higher wage bill, following the pay rise to government
employees in August. However, the savings achieved in
non-wage recurrent cost through a5 per cent cut of non-
essential supplies offset part of these expenditure increases.
The government also attempted to mitigate the fiscal
pressure by -slowing down the public investment
programune. Consequently, realised public investment, at 6.4

- per cent-of GDP, was lower than the original budgetary
estimate of 8.1 per cent of GDP.

The combined ouicome of lower revenue mobilisation
and higher current expenditure resulted in a current account
deficit of 3.4 per cent of GDP compared with the original
budgetary target of a surplus of 0.6 per cent of GDP.
Higher dis-savings by the government were seen in 2000
than in 1999. The primary deficit (revenue minus
expenditure excluding interest payments) worsened by 2.3
percentage points of GDP to 4.2 per cent of GDP, in 2000
compared to 1.9 per cent of GDP in 1999, :

Financing of the deficit from foreign grants and loans
in 2000 was only 0.4 per cent of GDP, compared with the
original budgetary estimate of 1.7 per cent of GDP, parily
reflecting delays and slowdown in public investment

activities. Privatisation proceeds realised for deficit -

_financing were only Rs.401 million compared with an
expected amount of Rs.30,000 miflion. This shortfall arose
primarily from the non-sale of Sri Larika Telecom shares
due to depressed prices for the telecommunications sector
in international markets.

The increased budget deficit, together with the
shortfalls in privatisation and foreign financing proceeds,
compelled the government to increase its borrowings from
the domestic market significantly. Consequently, domestic
financing of the deficit increased from 6.8 per cent of GDP
in 1999 to 9.4 per cent in 2000, compared with 3.5 per cent
of GDP in the original budgetary estimates. Given the
limited availability of domestic non-bank resources, a large
part of the increased domestic borrowing was reflected in
bank financing. This included the borrowing of US dollars
100 million as a foreign syndicated bank loan through the
foreign currency banking unit of a domestic bank.
Government borrowings for deficit financing from the
banking sector tose to 4.3 per cent of GDP in 2000, from
2.4 per cent in 1999, '

A large part of this domestic market borrowing was
mobilised through Treasury bonds, which is a more market
oriented borrowing instrument. Reflecting the increasing
resort to domestic sources in deficit financing, the share of
domestic debt in total public debt increased to 56 per cent
in 2000 from 52 per cent in 1999. Medium and long-term
debt stock increased at a faster rate in 2000 as Treasury
bonds, the major borrowing instrument, were issued with
maturity periods of over 2 years, lengthening the average
maturity of the public debt. For the first time, the
govemnment issued callable Treasury bonds (i.e., two year
bonds with a call option) as the high interest rates were
considered a temporary phenomenon.

1.8 Exchange Rate and External Sector

International Developments Affecting Sri
Lanka . .

World trade, which started to recover after mid 1999,
strengthened further during 2600. World trade volume is
estimated to haveé grown by 12.4 per cent in 2000, up from
5.3 per cent recorded in the previous year. This is attributed
mainly to a sharp increase in the volume of exports by both
advanced economies and developing countries, with the
voluine of exports in advanced economies increasing from
5.0 per cent to 11.4 per cent and in developing .countries,
from 4.1 per cent to 15.7 per cent. While the export volume
increased by 9.2 per cent in the US against 2.9 per cent
in the previous year, Japan registered a growth of 12.2 per
cent, in comparison with 1.9 per cent in 1999, Meanwhile,
in EU, grewth in exports more than doubled from 4.9 per
cent in 1999 to 11.3 per cent in 2000. The major impetus
for the growth in imports came from the US with a growth
of 13.7 per cent, while Japan and the EU countries also
played a catalytic role with growth rates of 7.7 per cent
and 105 per cent, respectively. The newly industrialised
Astan economies continued to maintain their high growth
motmentum in interntational trade with exports and imports
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growing at 16.4 per cent and 15.2 per cent, respectively.
Terms of trade reflected an improvement of 6.4 per cent
in favour of developing countries, while those in advanced
economies deteriorated by 2.2 per cent. The improvement
in the terms of trade in developing countries reflected
mainly the sharp increase in oil prices. Only a marginal
improvement in export prices of non-fuel primary products
(1.8 per cent) of developing countries was seen in 2000.
Developing countries, as a whole, benefited more from
international trade in 2000 than the advanced economiss,
with current accounts of their balance of payments changing
t0 a surplus for the first time in a decade. However, Sr
Lanka, being an oil importer, experienced a deterioration of
its terms of trade by 6 per cent in 2000.

International exchange markets remained relatively
stable, although some volatility in key currencies was
witnessed during the year. The continued robust economic
performance in the United States strengthened the doltar
against all major currencies during the year. The Japanese
yen, which appreciated by about 9 per cent in 1999 in
response (0 signs of economic recovery, continued to
depreciate owing to growing economic and financial woes
in the economy. The yen depreciated at a faster rate
towards the end of the year, with an overall depreciation
of 11 per cent against the US dollar in 2000. Meanwhile,
despite several attempts by the European Central Bank
(ECB), with the support of USA and Japan, to intervene
in the exchange market to stabilise the exchange rate, the
euro continued to slide throughout the year, though with
some improvement towards the end of the year, resulting
in a depreciation of 8 per cent against the US dollar.
Meanwhile, exchange markets in East Asia, except in
Indonesia and the Philippines, reflected relative stability.
While the Indonesian rupiah depreciated by 26 per cent
against the US dollar, reflecting the continning financial
sector problems and political uncertainties, the Philippine
peso depreciated by 20 per cent due to an unseitled political
environment. The Thai bhat depreciated by 14 per cent,
showing a faster depreciation towards the end of the year
while the Korean won weakened by 10 per cent after an
appreciation during the first half of the year. The Singapore
dollar depreciated by 4 per cent in 2000, though it remained
stable during the second half of the year. Meanwhile,
Malaysia continued with its fixed exchange rate policy
during the year. Since the currencies of these competitor
countries depreciated in the market improving their
competiliveness, a similar depreciation was necessary in the
Sri Lankan rupee to maintain competitiveness in the world
market.

Sri Lanka’s External Sector Developments

Despite continued strong recovery in exports and continued
of inflows of private remittances, the balance of payments
position deteriorated in 2000 mainly due to increased oil

prices, enhanced defence imports, slowdown in tourist
arrivals, lower utilisation of fereign assistance and net
outflows in foreign portfolio investments from the Colombo
Stock Exchange. Consequently, deficits in the external
current account and the overall balance of payments
increased, reducing external reserves and exerting pressure
on the exchange rate. In order to arrest the situation, several
changes were intreduced in the exchange rate regime by
widening the band on several occasions. Similarly, the
monetary policy stance was tightened to reduce pressure on
the exchange rate and external reserves.

In line with the strong recovery in the domestic
economy and the favourable exterpal environment, Sri
Lanka’s external trade registered a notable uptum, with both
exports and imports growing at faster rates in 2000. Exports
registered a high growth of 20 per cent in 2000 against a
drop of 4 per cent in 1999, mainly reflecting a sharp
increase in the volume of exports by 18 per cent; the price
index rose by only 2 per cent. The high growth was
generated mainly by the continved expansion in textiles and
garments, tea, machinery, electrical equipment, rubber based
products, gems, diamonds and jewellery. Diversification of
exports continued, reducing the relative share of plantation
agricultural commodities in total exports to 15 per cent in
2000, while raising the share of industrial expotts to 78 per
cent. Within industrial exports, textiles and garments
accounted for the largest share of about 70 per cent.

The total import bill increased at an even higher rate
of 22 per cent in 2000, reflecting both increased volumes
and higher international prices. As a result, the trade deficit
widened to 10.8 per cent of GDP in 2000 from 8.7 per cent
in 1999. Imports of intermediate goods recorded the highest -

TABLE t.5
External Sector Indicators
fiem 1996 1997 1998 1599 2000(a)
Annual changes (%) ;
Export volumes 41 086 01 5.0 i
Import volumes 04 123 124 027 }
Export unit value 116 93 116 -85
Import unit value 12.0 24 22 .38
Terms of trade 45 68 142 50
As per cenl of GDP
Trade deficit/GOP 497 -8B 69 87
Current account deficit/GDP 49 26 14 38
Overall BOP/GDP -0.5 1.1 02 A7
External reserves USE Mn,
Gross official reserves 1,957 2,029 1,984 1,639
Total reserves 2717 3,132 2907 2582

Exchange rate index
(End of period) {b)
Nominal effective exchange
rate index

111.3 1263 1115 1102
e ied
Source: Central Bank of Sii Lanka

{a) Provisional
{b} 24 currency baskat, 1995 = 100
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increase, growing by 24 per cent, while consumer goods
and investment goods grew by 12 and Il per cent,
respectively. The terms of trade deteriorated for the second
consecutive year as import prices rose by 8 per cent, while
export prices rose only by 2 per cent in 2000. The surplus
in the service account declined due to a slowdown in the
tourism sector and a marginal drop in transshipment cargo
handling. The deficit in the interest income widened further,
mainly due to higher interest payments on external debt.
Total net current transfers registered a notable improvement
due to high private transfers amounting to US dollars 974
million in 2000, reducing the pressure on the balance of
payments.

As a result of these developments, the deficit in the
current account widened significantly to US dollars 1,065
million or 6.4 per cent of GDP in 2000. This is an
unsustainable high deficit in the long-run, indicating the

= = = Overall Excluding IMF

1996 1997 1998 1999 2000

need for strong adjustments to contain it. In the capital
account, government’s long-term disbursements remained
low due to delays in project implementation, which requires
due attention. As the increase in net capital and financial
flows were not adequate to cover the sharp increase in the
current account deficit, the overall deficit in the balance of
payments reflected a further deterioration, increasing to US
dollars 516 million or 3.1 per cent of GDP.

The total external debt stock of the country declined
by 2.5 per cent in 2000 reflecting slow disbursements of
foreign loans, increased debt repayments and the effect of
cross currency movements. The external debt/GDP ratio
declined from 57.8 per cent in 1999 to 53.5 per cent in
2000, while the external debt service ratio declined from
12.4 per cent to 12.2 per cent, reflecting increased export
earnings improving the debt repayment capacity of the
country.
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Total gross external assets of the couniry declined by
18 per cent to US dollars 2,126 million at the end of 2000
~ and were sufficient to finance 3.5 months of imports.
Meanwhile, gross official reserves declined by 36 per cent
to US dollars 1,043 million and were sufficient to finance
1.7 months of imports for 2000.

International foreign exchange markets continued to
remain stable even though the US dollar strengthened
further in 2000. However, despite a relatively low rate of
domestic inflation, the deteriorating balance of payments
continued to exert pressure on the Sti Lanka rupee. The
flexibility in the foreign exchange market was increased by
widening the band in a number of steps. The widening of
the band and regular adjustments for market developments
under the crawling band managed system released the
pressure in the foreign exchange market. As a result, the
rupee depreciated at a faster rate of 12.5 per cent in 2000.

The ‘real effective exchange rate of the rupee against
a 24 currency basket reflected a marginal appreciation of
0.6 per cent in 2000, reflecting maintenance of the
country’s external competitiveness.

1.9 Financial Sector

Monetary Policy

Monetary management became challenging in 2000 as
recovery in economic activities required increasing domestic
liquidity but the enhanced public sector domestic
borrowings, pressure on the rupee in the foreign exchange
market and increasing inflation rate, required a tightening
of monetary policy. Accordingly, monetary policy in 2000
focussed on maintaining stability in the money and foreign
exchange markets, while preventing the build up of demand
fuelled inflationary pressure in the economy.

Increased borrowing requirements of the public sector
to finance a larger budget deficit and operational losses of
oil-hit public enterprises, competed with the private sector
for domestic finaneial resources, pushing up market interest
rates. Meanwhile, the increased deficit in the balance of
payments, which exerted pressure on the official external
reserves and the rupee in the foreign exchange matket, had
a considerable influence on monetary management in the
second hatf of 2000. Consequently, the monetary policy was
tightened, particularly during the second half of the year.

TABLE 1.6
Financial Statistics
End Change
ltem 2000 1899 2000
! Rs.bn. Amount % Amount %
Rs . bn. RAs.bn.
Monetary aggregates;

Natrow money supply (M1} 118.5 12.3 128 9.9 9.1

Broad money supply (M2) 404.7 a9 13.3 46.6 13.0

Consolidatad broad money supply (M2b) 483.4 506 13.4 55.1 129

Undertying lactors (a}

Domestic credit to 5499 634 1714 n740 270
Government {net) 147.3 29.3 453 53.4 58.8
Public corporations g3 30 301 252 1932
Private sector 3644 I | 10.5 B4 118

External assets {net) 69.5 -36 3.4 -326 -31.9

Other items (net) 1360 9.2 05 294 -27.5

Reserve money 105.2 76 82 4.7 4.7

Government (net) ) - 96 208 0.3 448 96.1

Cammerciat banks 0.5 0.4 =333 6.2 =305

External assets (nat) 579 125 -12.2 -31.4 352

GCther items {net) -44.9 0.4 -11 86 237

End End

1999 2000

Interest rates {end year)
3-month Treasury bills (%) 11.79 17.77
Commercial banks weighted avg.prime lending rate {%) 15.90 2146
. Share Market

All Share Price Index (1985=100} 5725 447 6
Market capilalisation {Rs. bn} 112.8 888

(a} In relation to My,

Source: Central Bank of Sri Lanka.
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This was achieved by raising the Bank Rate, repurchase rate
and the reverse repurchase rate on several occasions. The
Central Bank utilised a range of indirect monetary policy
instruments to influence interbank interest rates and broad
money growth.

Monetary management was based on a monetary
targeting framework with reserve money being an
intermediate target. The Central Bank continued to rely on
several measures in assessing the monetary conditions,
including growth in monetary aggregates, monetary
conditions index and changes in market interest rates. Open
market operations through changes in repurchase and
reverse repurchase rates continued to be the major policy
instrument.

The monetary policy stance was relaxed at the
beginning of 2000 by reducing the repurchase rate by 25
basis points to 9 per cent in view of the continued
downward trend in inflation, improvement in market
liquidity and strong recovery in economic activities without
inflationary pressure. However, during the second half of
the year, in the context of increasing inflation, increased
pressure on domestic interest rates by enhanced public
sector borrowings and pressure on the foreign exchange
market by deteriorating external sector conditions, monetary
policy was tightened. This was achieved by raising the
repurchase and reverse repurchase rates on several
occasions, to 17 and 20 per cent, respectively, by end 2000,
while the Bank Rate was raised from 16 to 25 per cent in
three steps. However, the Central Bank continued to make
available liquidity to the market through its reverse
repurchase window, preventing a liquidity shortage arising
due to declining international reserves.

The statutory reserve ratio (SRR) in respect of rupee
deposit liabilities was maintained at 11 per cent. However,
the SRR on foreign currency deposits not placed abroad
was removed in August with a view to improving the
foreign currency liquidity of the commercial banks and
encouraging foreign currency depositors by enabling the
banks to pay attractive interest rates.

Money Supply

Despite the sharp increase in bank credit to the public sector,
monetary growth in 2000 remained stable at around 13 per cent
due to rediction in the net foreign assets of the banking system.
The annual growth of consolidated broad money (M,,), which
includes the operations of domestic banking units and foreign
currency banking units, declined slightly to 12.9 per cent in
December 2000 from 13.4 per cent in December 1999,
containing potential demand fuelled inflationary pressure in the
economy. The growth in narrow money (M,) moved in a wider
range 4.0 — 11.7 per cent, but recorded a relatively low growth
of 9.1 per cent at the end of 2000. Reserve money expanded
by an even lower rate of 4.7 per cent due to a sharp decline in
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the net foreign assets (NFA) of the Central Bank. The money
multiphier rose from 4.26 per cent in 1999 to 4.60 per cent in
2000, reftecting the impact of the removal of the SRR on
foreign currency deposits and the decline in the currency to
deposits ratio. The velocity of money remained at around 2.6
per cent, indicating ro significant changes in inflationary
expectations of the public.

The major contributory factor that contained monetary
expansion was the decline in NFA of the banking system.
In 2000, NFA of the banking system declined by 32 per
cent to Rs.69.5 billion, reflecting the significant deficit in
the balance of payments. A large part, about 96 per cent
of this, was in NFA of the Central Bank due to sale of
foreign exchange to commetcial banks and settlement of
foreign public debt. The decline in NFA of commercial
banks was marginal (about Rs.1.2 billion).

A sharp increase in credit to the public sector together
with a moderate credit expansion to the private sector
resulted in a 27 per cent expansion in overall domestic
credit. Government borrowing from domestic banks
increased significantly due to the wider deficit and shortfall
in foreign financing and privatisation proceeds. Out of the
increase in net credit to the government, a large part (about
84 per cent) was from the Central Bank. This was reftected
matnly in the increased holdings of government securities
by the Central Bank, as commetctal banks used government
securities in their portfelio to obtain liquidity under the
reverse repurchase facility to meet their liquidity needs.

Credit to public corporations rose by Rs.25 billion (193
pet cent) in 2000 in comparison to a much lower increase
of Rs.3 billion in 1999. Three major public enterpirses viz.,
CPC, CEB and CWE, accounted for the bulk (97 per cent)
of this credit increase. A sharp increase in international
prices for oil and wheat, inadequate and delayed
adjustments in the corresponding domestic prices and
increased use of thermal power due to lack of rainfall, led
to public corporations increasing their bank borrowings.

Credit to the private sector increased by Rs.38 billion
or 12 per cent in 2000. The moderate credit demand by ihe
private sector despite increased economic recovery could be
due to increased retained eamings with the corporate sector
and a move towards new borrowing instruments such as
commercial paper. In addition to the commercial banks,
development banks and finance companies atso provided
financial facilities to the private sector. Total credit facilities
provided to the private sector by the financial system as a
whole increased by Rs.47.7 billion or 11.2 per cent in 2000.

Interest Rates

A general rise in the interest structure was observed in
2000, particularly during the second half. This was a result
of increased public sector borrowings, reduction of liquidity

as a consequence of a large balance of payments deficit and
tighter monetary policy. Despite the upward trend in the
inflation rate during the second half, real interest rates
increased due to higher increases in nominal interest rates.
However, larger increases in short-term rates than in
medium and fong-term rates flattened the yield curve,
reflecting a market perception that high interest rates were
a short-term phenomenon.

Interbank catl market rates exhibited considerable
instability, reflecting sharp changes in repurchase and
reverse repurchase rates and developments in the foreign
exchange market. Following rising interest rates, commercial
banks raised their deposit rates as well as lending rates.
However, slower adjustment in their deposit rates compared
with increases in lending rates, further increased the interest
spread.

Despite the economic recovery and improved corporate
sector performance, share prices and turnover in the
Colombo Stock Market remained depressed in 2000, as
foreign investors were net sellers. The All Share Price Index
declined by 22 per cent, while the market capitalisation
declined by 21 per cent. There were only a few new share
issues in 2000 as most companies postponed issues due to
depressed market conditions.

1.10 Economic Outlook for 2001 and
Medium-term Prospects

Global Prospects for 2001

The global ecoromy is expected to slow down somewhat
during 2001, after a high growth of 4.8 per cent in 2000.
This is mainly due to the effect of high oil prices in 2000,
a sharp fall in equity prices in major international markets
and the lagged effects of high interest rates that prevailed
in 2000, as a result of tighter monetary policies pursued to
arrest high inflationary pressures in the major economies.
The estimated world output growth of 3.2 per cent for 2001
assumes a smooth adjustment in imbalances in major
industrtal economies and a drop in international prices of
crude oil. Economic growth in advanced economies is
expected to decline from 4.1 per cent in 2000 to 1.9 per
cent in 2001, while that in developing countries is projected
to decline from 5.8 per cent to 5.0 per cent. Growth in the
United States, Sri Lanka's major export destination, is
expected to drop from 5.0 per cent in 2000 to 1.5 per cent
in 2001. The Euro area and the United Kingdom, the other
two major destinations for Sri Lanka’s exports, are expected
to grow moderately, with estimated growth rates of 2.4 per
cent and 2.6 per cenl, respectively.

World irade, which reflected a sharp recovery in 2000,
is expected to remain buoyant with an expansion of 6.7 per
cent in 2001, With the expected decline in intemational
prices of crude oil, the terms of trade are expected to move
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in favour of advanced economies with an improvement of
0.5 per cent. However, non-fuel exporting developing
countries would benefit from an improvement in terms of
trade by 0.9 per cent during 2001. The current account
balances of developing countries are expected to deteriorate
to a deficit of US dollars 30 billion as a result of a higher
growth in imports.

With the expected drop in crude oil prices, the rate of
inflation is projected to moderate during the year. Consumer
price inflation in advanced economies is estimated to
decline from 2.3 per cent in 2000 to 2.1 per cent in 2001,
while in developing countries it is expected to decelerate
from 6.1 to 5.7 per cent.

TABLE1.7

Overview of the World Economic Outlook Projections
{Annual percentage change)

Actual Profections

1999 2000 2001 2002

World output 3.5 48 32 3.9
Advanced gconomies 34 41 19 27
United States it.2 50 15 25
Germany 1.6 30 1.9 26
United Kingdom 23 o 26 28
Japan 08 17 0.6 1.5
Developing countries 38 58 50 56
Developing Asia 6.1 6.9 59 6.3
World trade volume
(Goods and services) 53 124 6.7 6.5
Imports :
Advanced economies 79 1.4 8.7 65
Deaveloping economies 1.6 169 a8 7.9
Exports
Advanced economies 5.0 11.4 6.2 6.2
Developing economies 41 157 71 740
Consumer prices
Advanced economies 1.4 23 21 18
Developing economies 8.7 6.1 57 48
Six month LIBOR
on US dollar deposits 55 6.7 45 43

Source: World Economic Cutlook, IMF

Major industrial economies are expected to relax their
monetary policy by gradually reducing interest rates.
Developing countries, in particular emerging market
economies, would benefit from increased financial flows in
a low interest rate environment. In the global financial
markets, the US dollar may come under pressure against
other major currencies due to increasing signs of a
slowdown in economic activity, the prospect of lower
interest rates, a weaker US stock market and concemns about
the size of the US current account deficit.

With the restoration of market stability, together with
an orderly correction in equity markets in advanced
economies, private foreign capital flows to developing
countries are expected to improve substantially from US
dotlars 36 billion to US dollars 116 billion in 2001, Asia
coutd expect a turnaround in private capital flows with a
net inflow of US dollars 11 billien against a net outflow
of US dollars 22 billion in 2000. The improvement in the
capital and financial flows to developing countries would
help to offset the deterioration in the current account.

The global outlook for 2001, however, faces significant
further downside risks and uncertainties. The world
economic outlock for 2001 depends heavily on a smooth
and orderly adjustment in imbalances in the output growth
pattern in major industrial economies and also in equity and
exchange markets. The threat of a resurgence in crude oil
prices is a major concern for the stability in money and
exchange markets throughout the plobal economy. Any such
increase would have adverse effects, particularly on
developing countries. The growth projections also depend
heavily ot how the US economy behaves during the year.
A hard landing of the US economy, against the projected
moderate slowdown, would have drastic effects on
developing countries, including Sri Lanka, as demand for
their exports could fall significantly.

Sri Lanka’s Economic Qutlook for 2001

In this background, the present projections made for 2001
indicate a lower growth and somewhat higher inflation, but
greater macroeconomic stability, with improvements in the
balance of payments reducing the current account deficit
and leading to an overall surplus, a reduction in public
sector credit demand and non inflationary monetary
expansion. However, the achievement of the fiscal targets
given in Budget 2001 and implementation of the economic
reforms and adjustments that have been announced would
be crucial in ensuring the realisation of the projected
improvements in macroeconomic stability.

The Sri Lankan economy is projected to grow by
around 4.5 per cent in 2001, as compared to 6 per cent in
2000. A slow growth in agriculture due to adverse weather
conditions, the moderation of the manufacturing sector -
growth rate after achieving a high capacity output in 2000,
and an associated reduction in the growth rates in trade and
other services are expected to be the major causal factors
for the lower growth. Tea production is projected to
continue its growth momentum in 2001, while rubber
production is expected to recover from the decline in 2000.
However, the effect of adverse weather on 20002001 Maha
paddy cultivation and the projected decline in coconut
production from its peak in 2000, will moderate overall
agricultural growth in 2001. The net effect of the projected
slowdown in wotld economic growth and the enhanced
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market access for Sri Lankan garment exports to EU
countries following the recent removal of quota restrictions,
indicate a moderate growth potential in the Sri Lankan
expott manufacturing sector in 2001. Meanwhile, the new
surcharge on imports and depreciated exchange rate will
slow down the demand for imports. The slowdown in
growth rates in agriculture, manufacturing and extemnal trade
will result in a moderate growth in other related services.
However, the growth momentum is expected to continue at
a high level in the telecommunications, power and
construction sectors as a result of the envisaged new
investment, while a recovery is projected in tourism.

Inflation is expected to be higher in 2001 due to cost
push factors such as increased import prices and full pass-
through of increases in administered prices in 2000. It is
likely to rise and remain at a high level during the early
months of the year. However, prices are expected to
stabilise in the latter part of the 2001. Accordingly, the
annual average inflation rate is projected to increase from
6.2 per cent in 2000 to about 9.5 per cent in 2001

Budget 2001, which contains both short-term economic
stabilisation measures and those which are necessary to
comect some of the structural weaknesses in the fiscal area,
has been formulated to return to a medium-term fiscal
adjustment path. The fiscal position is expected 1o be
consolidated by reducing public dis-saving (i.e., current
expenditure in excess of revenue), containing the overall
fiscal deficit and reducing borrowings from the domestic
market. On the revenue side, new revenue measures, raising
direct and indirect tax rates, and steps to improve tax
administration, have been proposed. A reduction in non-
productive expenditure and the rationalisation of public
spending, while focusing on the acceleration of
infrastructure development, will be the main theme on the
expenditure side. Proposals have also been made to
encourage the remittance of foreign currency carnings and
boost eamnings from apparel and software and information
technology related exports. These measures are expected to
reduce the budget deficit by 2.9 percentage points of GDP
from a projected deficit of 11.4 per cent of GDP in a
baseline scenario, without measures as announced in the
budget presentation.

Accordingly, the government’s current account deficit
in 2001 is expected to decline to 1.2 per cent of GDP from
a deficit of 3.4 per cent in 2000. This improvement in the
current account, is planned to be achieved by the twin
strategy of raising the revenue/GDP ratio to 18.3 per cent
and reducitng the current expenditure/GDP ratio to 19.5 per
cent in 2001. With enhanced public investment at 7.4 per
cent of GDP in comparison to 6.4 per cent in 2000, the
overall budget deficit is expected to be contained at 8.5 per
cent of GDP. After adjusting for envisaged foreign
financing and privatisation proceeds, the domestic financing

is projected to be 4.8 per cent of GDP (Rs.69 billion) in
2001, significantly lower than the realised figure of 9.4 per
cent of GDP (Rs.118.5 billion) in 2000.

However, the potential downside risks to achieving
some fiscal targets, particularly containing recurrent
expenditure and realisation of privatisation proceeds, cannot
be underestimated. The achievement of the envisaged fiscal
targets is necessary te improve macroeconomic stability and
release more resources for private sector investment, while
reducing pressure on interest rates. As the leeway in the
budgetary outturn for any unexpected change is very
limited, every effort would need to be made fo take prompt
corrective measures to adjust for any revenue shortfall or
expenditure increase.

In 2001, a significant tumaround is expected in the
balance of payments with a lower current account deficit
of US dollars 463 million and an overall surplus of US
dollars 140 million. A continuation of the growth
momentum in exports, though at a slower pace than the
high rate in 2000, lower international prices for petroleum
products, reduced expenditure on defence imports, continued
increase in private transfer inflows, net foreign inflows
through portfolio investments, an expected increase in
foreign direct investments, improvement in utilisation of
foreign assistance by the government, expected government
medium-term foreign bomowing of US dollars 200 million
and a projected inflow of US dollars 275 miilion on
account of privatisation proceeds underpin the achievement
of this surplus. The current account deficit is expected to
decline from 6.4 per cent of GDP in 2000 to 2.9 per cent
in 2001, reducing external sector imbalances significantly.
Total international reserves, as well as the official
international reserves, are expected to improve in 2001,
raising the country’s import capacity.

Based on the above mentioned macroeconomic
developments, monetary expansion is targeted to be
contained at around 13 per cent in 2001, The expected
fiscal improvements and a reduction in credit demand by
public corporations will permit the accommodation of
higher credit expansion to the private sector proper (by
about 10 per cent) in 2001 without exerting pressures on
interest rates and contributing to inflation. The expected
improvement in the net foreign assets of the Central Bank
will enhance market liquidity, while enabling the Bank to
reduce a part of its holdings of government paper, which
increased significantly in 2000. New credit requirements of
public corporations are expected to be low in 2001. In fact,
some of them may even be able to repay a pant of their
existing bank loans due to improvements in cash flows
following increases in administered prices.

Monetary management will be a challenging task in
2001 under the new exchange rate system introduced in
January 2001. Monetary policy has to remain tight, at least
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during the initial part of 2001, until the fiscal adjustments
take effect, inflationary pressures abate and reserves start
to increase. This is necessary (o prevent cost-push inflation
tesulting from administered price increases and exchange
rate depreciation turning into a demand fuelled inflation.
Subsequently, with improved rupee liquidity in the market,
reduced public sector borrowing requirements, improved
stability in the financial market and reduced inflationary
pressures in the economy, the Central Bank would be able
to reduce its interest rates (repurchase and reverse
repurchase rates) gradually over the year, without creating
the risks of demand fuelled inflationary pressure.

However, the realisation of the fiscal targets envisaged
in the 2001 Budget and expected improvements in the
financial position of public corporations are necessary
conditions to ensure the achievement of these monetary
targets and the expected reduction in interest rates in 2001.
Any significant deviation in achieving the planned public
sector borrowing reductions would not only make it difficult
to 1each these desirable monetary targets and reduction in
interest rates, but could also exert pressure on the exchange
rate. Thus, under the new exchange rate system, fiscal
policy has an important role to play in achieving
macroeconomic stability.

Medium-term Economic Prospects for
Sri Lanka

The medium-term growth projections for Sri Lanka can be
considered under two scenarios: one with strong policy
adjustments and accelerated reform implementation and the
other with moderate policy adjustments and a very slow
implementation of reforms. The scenario with strong
adjustments and faster reforms includes continued fiscal
consolidation, public enterprise reforms, civil service
reforms, labour market reforms and a substantial increase
in public expenditure on infrastructure development. The
new exchange rate regime, supported by prudent fiscal and
monetary policy, would encourage the country’s exports,
strengthening external sector stability. Medinum-term
expectations under the World Economic Qutlook projections
by the IMF indicate a reasonable growth for partner country
imports from Sri Lanka, despite the expected slowdown in
the US economy.

Fiscal consolidation efforts outlined by the govermnment
under the medium-term policy framework would lead to
improved macroeconomic stability, reducing pressure on
interest rates and releasing more resources to the private
sector for investment, A declining budget deficit, with lower
interest rates, would reduce the government debt service
burden, thereby ensuring medium-term fiscal sustainability.

TABLE1.8
Medium Term Macroeconomic Indicators

Actual Provie  Projections with Strong Adjustments  Projections with Moderate Adjustments *
fem sional and Fast Reforms and Stow Reforms
1999 2000 2001 2002 2003 2004 2005 2001 2002 2003 2004 2005
Mid Year Population {million) 190 194 194 196 198 200 202 194 ‘ 196 198 200 20.2
GDP Growth (%) 43 6.0 45 55 6.5 58 7.0 45 50 50 590 50
Investment (% of GDP) 273 280 276 289 N0 NS5 320 260 248 244 244 234
Private 208 214 202 209 225 236 240 199 184 179 178 179
Public 6.5 66 7.4 8.0 85 80 B.0 6.1 6.4 85 6.5 6.5
Domestic Savings (% ot GDP) 1856 173 203 226 240 251 262 182 1867 158 153 153
Private 205 207 214 220 225 226 227 229 198 179 167 184
Public 10 34 11 a6 1.5 25 35 47 -1 2.1 A4 11
CCPI annual average (% change) 47 82 95 60 55 50 40 t0 85 75 70 65
Export volume (% change) 50 183 68 BB 85 88 92 67 66 65 63 62
Import volume, withaut aircraft (% change) 28 4290 S50 71 76 87 91 46 89 76 75 6.3
External current account deficit (% of GDP) 37 68 31 21 23 26 32 37 35 40 45 45
Officlal reserves {months of imports) 30 1.5 25 31 as 36 a7 12 0.9 0.8 a7 05
Governmeant revenue {% of GDP) 176 168 183 185 200 201 202 173 171 171 172 172
Government expenditure (% of GDP) 251 267 268 260 255 251 247 278 266 256 253 251
Budget deficit (% of GDP} 75 99 -85 65 55 -50 -45 105 95 -85 Bt 79
Broad money (% change) 134 129 130 108 113 111 107 1860 139 129 124 11.8

Sou!'ce: Central Bank of Sri Lanka
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Frequent price adjustments and continued public
enterprise reforms would reduce the burden on the budget
and demand for credit by public corporations. Low public
sector demand for domestic financial resources, with an
accelerated implementation of structural reforms, would
create an environment conducive to private sector
investment, improve the country's extemal competitiveness,
expand potential output and enable further reduction of
unemployment and poverty on a sustainable basis.

The moves to expand private sector economic activities
will encourage exports and attract foreign direct investment,
improving the balance of payments position. The planned
fiscal consolidation and achieving a favourable balance of
payments position will facilitate prudent monetary
management and enable the country to achieve a low
inflation regime on a sustainable basis. This will have the
salutary effect of encouraging people to adjust their
inflationary expectations downward.

However, the alternative scenario with moderate
macroeconomic adjustments, consisting of a high fiscal
deficit and delays in economic reforms indicates some
pessimistic medium-term economic prospects. The
continuation of high fiscal deficits with weak economic
reforms would result in a high public debt burden, pressures
on interest rates, lower investment and savings, low growth,
increasing extemnal sector imbalances, high inflation and
unemployment, and an increase in poverty levels. The
continuation of civil conflict with high defence expenditure
under this scenaric would cause a further deterioration in
the medium-term economic prospects and may even lead
eventually to an economic crisis.

The two scenarios shown above illustrate the necessity
for improving macroeconomic adjustments, while
accelerating economic reforms without delay.

1.11 Economic Issues and Policies

A little over two decades ago, Sri Lanka, became the first
country in the South Asian region to adopt an open market
economy policy framework, placing emphasis on an
outward looking and liberal economic policy regime,
moving away from the inward looking and control oriented
economic policies and strategies followed by most
developing countries since the second World War. The
results of this policy change have been encouraging. Since
then, all major political parties in Sri Lanka have come to
accept the virmtes of market oriented policies, even though
they may have differences with regard to the manner,
sequencing and the speed of implementing the necessary
reforms. This has greatly reduced potential risks arising
from changes in direction of the overall economic policy
regime.

However, despite positive economic achievements on
many fronts, Sri Lanka seems to have found itself overtaken

by other developing countries in Asia who staned reforms
much later owing to slower progress in implementing
reforms, due to various internal and external factors.
Consequently, major economic problems such as slow
growth, inadequate savings and invesiment, persistently high
inflation, unemployment and poverty, and serious
macroeconomic imbalances still continue to jeopardise
progress. In fact, some of these problems have been
aggravated in the recent past, posing greater challenges to
policy makers. These may be due to factors beyond the
country’s control, but that should not be an excuse for weak
performance. It should be a challenge to fashion alternative
remedial policies. The time lost in making excuses may
prove costly and the country runs the risk of being
marginalised in a rapidly progressing world outside.

The economic outlook for 2001 and the medium-term
economic prospects discussed earlier, indicate that the situation
could change from bad to worse, unless corrective measures
are taken without further delay and necessary reforms are
implemented consistently and effectively. The need to have a
clear vision, definite objectives, set targets and an ontline of
the necessary policy strategies to address comprehensive and
interrelated economic issues on a sustainable basis, cannot be
underestimated. The government has clearly elaborated its
objectives, targets and policy strategy in “Vision 21’ issued in
November 1999. As stated there and in previous policy
documents, the medium-term economic policy objective of the
government is to promote sustainable non-inflationary high
quality economic growth in 2 market friendly policy
framework, while ensuring long-term external (balance of
payments) viability and providing reasonable protection for
vulnerable groups which would not dampen initiative, As in all
policy statements, Vision 21 and the recent budget speeches
emphasised the need for accelerating the annual economic
growth rate to 7-8 per cent by removing existing bottlenecks
and creating an environment conducive to accelerate domestic
investment and increase savings. There are many areas which
need urgent attention and early action.

Most importantly, the country needs a more peaceful
environment in order to create a helpful business
enviropment for domestic and foreign investors. This can
only be achieved by resolving the ongoing armed conflict
in a part of the country. As the country cannot afford to
continue this conflict, all persons and political parties
should extend their fullest co-operation to find a lasting
solution by addressing its deep-rooted causes. It appears that
ordinary people who have suffered considerably by the
conflict, are quite willing fo live together and work in peace
and amity. The international community has not only
backed the government's peace initiatives, but also
generously offered help to undo the damage. The
governments of countries and the international community
have no sympathy for countries that let intemal differences
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lead to armed conflict and break up of countries. It is
natural that they would rather help and invest in countries
that put their house in order. It is therefore, the overriding
and paramount responsibility of Sri Lankan leaders to forge
a consensus to restore peace, law and order in Sti Lanka.
In fact, many current economic problems would, to a large
degree, be resolved with the restoration of peace.

Despite improvements.seen in some years, Sri Lanka's
fiscal deficit has remained high, which has retarded private
investment, raised inflation and increased the debt burden.
The ratio of government debt to GDP is high at 97 per
cent, while the annual interest payment has reached 34 per
cent of government revenue and 32 per cent of current
expenditure. Further delays in arresting the expanding fiscal
deficit would require more painful and difficult adjustments
in the future. Therefore, it is necessary to take strong
cofrective measures now to contain the fiscal deficit within
a sustainable medium-term framework, outlined in numerous
government pelicy statements, As the required fiscal
adjustment is as high as 4-5 per cent of GDP, both revenue
enhancing and expenditure containing measures are required.

On the revenue side, it would be necessary to include
changes in the Goods and Services Tax (GST), in order to
strengthen revenue mobilisation efforts. This tax was
introduced in 1998, replacing the Tumover Tax (TT) with
a view to removing the cascading tax effect and broad-
basing the tax system. While streamlining the system of
taxation is important, any significant reduction in tax
revenue is counterproductive. If GST is to be more revenue
generating, it is essential that the existing exemptions be
pruned further to cover a bare minimum of goods and
services. The contribution of personal income tax to
government revenue is not only low (less thanl per cent
of GDP), but has also declined gradually as a ratio of GDP.
_ It is necessary to effect further improvements in tax
administration and improve compliance by reducing tax
rates, while expanding the coverage, to increase revenue
generation under the income tax system. Lower tax rates
will encourage tax compliance, while the expansion of the
coverage to public sector employees and the elected
representatives of the people would refnove the existing
inequalities in the treatment of various groups for income
tax purposes. The present salaries of the public sector may
be well below the threshold specified for income tax, but
the extension of the coverage would result in a requirement
to disclose other taxable incomes, if any, thereby improving
the tax compliance culture in the country and removing the
unequal treatment, about which the private sector has been
agitating for a long peried of time. With regard to import
tariffs, the tower average tariff rate (4.5 per cent) compared
with the average effective tariff rate (15 per cent), clearly
indicates further possibility of improving revenue cotlection
by removing duty waivers and reducing duty exemptions.'

Similarly, the unification of the BOI customs regime with
the Customs Department has to be implemented, while
ensuring an efficient service to enterprises. Further
strengthening of the tax administration system would also
be useful to raise revenue collection.

On the expenditure side, every effort must be made to -
contain increasing recument expenditure. Controlling the size
of the public service as well as wage increases is necessary
to contain the rising government wage bill. The
unjustifiably large number of families receiving benefits
under the government’s social safety programmes,
particularly under the Samurdhi programme, indicates
potential savings by improving targeting and introducing an
effective exit mechanism to eliminate ineligible recipients.
This would not only reduce subsidies to the undeserving but
would also permit an improverment in the assistance to the
most vulnerable groups. Frequent and realistic adjustment
of prices of public enterprises and minimisation of their
operational costs, improving procurement systems, reducing
waste and increasing productivity are necessary to reduce
transfer payments to public enterprises. As the interest cost
on public debt has become the largest expenditure item
under recurrent expenditure, improving cash management by
minimising ‘idle cash balances of govemment departments
and institutions and minimising govemment borrowing costs
by prudent public debt management are necessary to contain
the interest bill. The rising cost of borrowing also highlights
the need to bring down the budget deficit to a more
sustainable level of about 3-4 per cent of GDP in the
medium term. ‘

Sri Lanka has moved far ahead of her neighbours in
the area of trade and tariff reforms, by simplifying and
reducing the tariff strecture and removing non-tariff barriers.
However, ad hoc changes in tariffs and intervention to
provide shori-term relief when temporary problems emerge
have made the policy environment highly unpredictable.
This has discouraged market participants from developing
sustainable long-term solutions to such problems. For
example, the reduction of the tariff on rice impoits as a
temporary measure in 1999 to reduce prices not only gave
inconsistent policy signals to farmers, rice millers and stock
holders, but also necessitated further rounds of ineffective
intervention by the government in the paddy market through
the CWE and Co-operative Societies, creating more market
distortions. As the state enterprises are usually compelied
to buy at uneconomic prices, the ultimate result would be
the weakening of their financial position, necessitating
government subsidies to cover losses, the cost of which has
to be borne by the taxpayers. Similarly, changes to tariffs
applicable on edibie oil caused significant distortions in the

1 Average tarifi rate = Total tariff collected/Vatue of total imports
Average effective tariff rate = Total tariff collected/Value of tariff
applicable imports
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coconut oil industry and resulted in creating an uncertain
environment for coconut growers and traders. Similar
distortions have also been seen in the case of potato
imports. Such sudden policy changes have become a
constraint to efficient functioning of markets, weakening
policy credibility and harming producers as well as
consumers in the long run.

As a majority of people in Sri Lanka.still earn their
living from agriculture, there could be a need to protect
their interests, in general. However, this should not be
sought through excessively high import duties or their ad
hoc changes, which would only hide inefficiency and
burden the consumers. The government needs to define
clearly the degree of protection that should be afforded to
the domestic agricultural sector through tariffs. Such a
consistent and predictable policy environment will lead to
efficient resource allocation and encourage producers,
traders, stock holders and manufacturers using domestic
agricultural products as their inputs, to develop long-term
market sirategies and encourage more investment in the
sector. This would benefit all parties in a competitive
market environment.

One of the major factors affecting farmers in domestic
agriculture is low productivity. This reduces their
competitiveness in relation to imports by raising their
average costs of production. Various studies have shown
that timely availability of high yielding seed varieties is a
crucial factor affecting agricultural sector productivity. In
this context, the govenment's recent efforts to move away
from direct involvement in seed producing and distributing
industries and to encourage private sector participation in
producing quality seeds, while supporting research and
development activities to develop new high yielding seed
varieties, is a move in the right direction. It is also essential
to change the price fixing strategies for seed varieties
adopted by public sector institutions, which are based on
non-market criteria, in order to ensure an effective private
sector participation in the agricultural seeds industry. There
is also the long standing problem of sharp seasonal
volatility of farmgate prices, which discourage farmers from
undertaking production and adopting good agricultural
practices. The government should encourage the
development and use of market based instruments such as
private forward sales contracts to resolve such seasonal
price fluctuations, rather than attempting to invelve itself
directly in market activities, where its record has not been
a SpCcess.

The government has gradually moved away from
setting prices for a large number of goods and services,
allowing market forces to determine them. However, it still
continues to set prices for some goods and services which
are considered essential, and in the production and
distribution of which there is government involvement.

These include petroleum products, electricity, bus and rail
transport services, water services, postal services and wheat
flour. Very often, these government managed enterprises
become impervious and insensitive to market realities, as
evident by heavy overstaffing and lack of professionalism
in management, especially when granted monopoly powets,
When prices require timely adjustment due to increases in
input costs, they are reluctant to adjusi prices, in the
expectation of government subsidisation, and run uwp large
overdrafts with state banks, which add further costs.
Ultimately, they have to be bailed out by the taxpayer. The
weakness of finances discourages necessary investmens. It
is important to note that the losses so financed through
subsidies have to be bome by the general public at large,
not by the users of their products or services. The
reluctance of some of these enterprises to adjust prices
appears to be dictated by their failure to provide quality and
adequate services to customers, commensurate with
technological improvements in the rest of the world. The
subsidies to public enterprises have also exerted pressure
on the fiscal deficit, while their heavy bank borrowings
have created pressures on market interest rates. The recent
upward adjustment of prices to better reflect their costs is
salutary, but they need to convince the public of their
efforts to keep their costs to a minimum.

Furthermore, some subsidies have led to inefficient
pricing, resulting in misallocation of resources, with long-
term adverse implications on the country’s external
competitiveness. For example, the continuation of the cross-
subsidy on diesel over a long period has led to a
concentration on more heavy engine capacities. Similarly,
a significant cross-subsidy in the electricity tariff structure
and water charges, which places a higher burden on
producers of goods and services, to subsidise domestic
consumption has an adverse impact on Sri Lanka’s external
competitiveness. Benefits of such subsidised prices are
available only to the households who have access to these
facilities, while their costs have to be bore indirectly by
the entire population, including those who have no access
to such facilities. Only 58 per cent of households have
access to electricity, while only 30 per cent have water
connections, but both electricity and water are provided to
households at prices, a part of which is paid for by non-
users or other users. The present wheat flour price setting
system provides an untargeted subsidy, which has an
unequal distributional impact in that all flour consumers,
irrespective of their income or wealth, receive a subsidy
from non-consumers. It also imposes a heavy fiscal burden
and distorts relative prices of domestic substitutes such as
rice.

It is important to note that major infrastructure
facilities such as power, transport and water are under less
flexible and often distortionary price setting systems. The
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introduction of a flexible pricing system with automatic
adjustment for changes in market conditions for these
sectors is essential if they are to expand their production
capacity and improve product-quality by reinvesting their
surplus funds and attracting new investors. The introduction
of an amtomatic and transparent price adjustment mechanism
for imported goods presently under an administered pricing
system, such as petroleum products and wheat flour, will
allow a faster pass-through of changes in international
prices and minimise price distortions, inefficiencies in
resource allocation and the burden on the budget. Such
automatic price adjustment systems should be simple and
transparent, allowing adjustments both ways in order to
ensure consumer confidence and public acceptance of high
prices when world prices rise and lower prices when they
decline.

It would therefore appear mecessary to adjust prices of
these items to rteflect their real market costs and introduce
transparent automatic price determination mechanisms as
soon as possible, allowing prices to adjust according to
changing market conditions. Simultaneously, corrective
measures have to be taken to reduce their local cost of
production by minimising system losses, upgrading
procurement methods and improving efficiency. As the
country needs to expand infrastructure facilities adequately,
these price setting reforms and production cost minimisation
measures require priority on the policy agenda in order to
prepare the environment necessary for sustainable economic
growth.

As a highly trade-dependent country, the need for
efficient and adequate port services cannot be overlooked
in Sri Lanka's move to strengthen its external
competitiveness, as well as reduce costs of production in
the domestic manufacturing sector based on imported raw
materials. The efficiency in the Colombo Port has improved
recently with the containers handled per hour rising from
12 to 15, and the average delay in berthing time being
reduced, but its overall efficiency appears to be lower than
comparable intemational levels. The involvement of the
private sector in providing port services in Colombo will
help in improving efficiency and promoting competition. It
may be necessary to restructure the publicly owned
component of the Colombo Port as an efficient compelitor
to the private component, which would be fully functional
soon. Furthermore, changing to a piece-based payment
system for port employees could be helpful in improving
their productivity. As private sector involvement in port
development would take time, public sector investment has
to play a greater role. However, given the resource
limitations, prioritising public investment in the port sector
is necessary to ensure maximum benefits.

An efficient and dynamic public service is required to
improve performance of the public sector and enhance

prospects for private business. Many countries have taken
steps to modernise and streamline their public
administration. Sri Lanka has yet to progress beyond the
policy formulation stage, after an abortive attempt in the
early nineties. It is widely accepted that the public sector
could be made more productive and efficient by closing
down redundant institutions, introducing performance based
promotional and remuneration systemns and improving staff
mobility and recruitment procedures. It may be necessary
to make the government pension schemes more sustainable
by moving away from the current pay as you go (PAYG)
defined benefit system to a more affordable defined
contribution system.

The large number of public holidays could be reduced
to levels in other countries by providing a special quota of
short leave to those who wish to engage in religious
observances. It is encouraging to note that the government
has announced the closure of a number of redundant
institutions and its desire to reduce the number of public
holidays. In August 2000, the President appointed a
committee to consider pension reforms. Recommendations
are due in 2001. Similarly, recommendations are expected
from the Salaries Commission to resolve a number of issues
in the public sector salary structure, with a view to
attracting efficient people to the public service. The
government has also established the Public Service
Management Development Authority (PSMDA) to review
the procedures of ministries and departments. The Central
Bank has started 2 modernisation scheme with a view to
further improving its efficiency, while the restructuring of
the Ministry of Finance has been initiated. The government
has also appointed a number of task forces to make
recommendations for reforms in key sectors such as labour,
telecommunications, apparel, taxation and capital market
development. Moving to a high, sustainable growth path
will require an efficient, productive and skilled workforce
and a flexible labor market. Sri Lanka has nearly 50 labour
laws, some of which are not operational. Some elements of
the present labour regulations are completely out of date,
impeding business expansion and investment, inhibiting job
creation and leading to the creation of shott-term jobs, as
evidenced by the large increase in casual and temporary
employment. It appears that the Termination of Employment
Workmen Act (TEWA), which requires government
permission to discontinue labour by the private sector, has
reduced labour market flexibility considerably because the
procedures are lime consuming. The applicatior of labour
law privileges to sub-contractors of firms appears to
discourage the growth of the practise of contracting out
parts of business activities. Similarly, the development of
many small trade unions creates unjustifiable and costly
labour disputes. It is encouraging that measures for
expediting procedures for labour dispute settlement and
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arbitration are under consideration. It is also essential that
all three parties (employees, employers and regulators) work
together to create a culture where the labour force works
in partnership with management and owners of institutions
and jointly promote growth and productivity for their
mutual benefit. It is also extremely important to link wage
increases to productivity improvements because
unreasonable wage increases could affect the
competitiveness and the survival of firms in a highly
competitive world. A comprehensive review of the labour
laws would be helpful with a view to promoting new
employment, because current laws seems to discourage new
employment. It is imeconcilable that a country which has
an unemployment rate of over 7 per cent should have laws
which discourage new employment and labour mobility.

Similarly, a flexible and efficient fand market is crucial
in strengthening efficiency in land utilisation, particulasly
in the agricultural sector. A clear, single legal system, an
efficient land registration service, market based pricing
mechanisms and competitive market structures are more
effective in improving land utilisation efficiency and
productivity than direct non-market and control oriented
rules and regulations such as the recent attempt to acquire
unutilised lands by the state as a punitive measure,

Recent expertence has shown that a sound banking
system is not only crucial to providing efficient
intermediation services in the effort to accelerate economic
growth, but also to prevent vulnerability to financial crises.
Despite recent improvements, the ratio of non-performing
loans to total advances in Sri Lanka still remains high
(15 per cent) while the interest spread (i.e., intermediation
cost) is relatively high (5-6 per cent) compared with that
in most neighboring countries (2-3 per cent). The Central
Bank has been continuously strengthening its regulatory and
supervisory activities but it should be clearly accepted that
no amount of Central Bank supervision would help to make
the banking system better and safer, unless the banks
themselves operate in a prudent manner. It is heartening to
note that some progress has been made in reforming the
two state banks. Steps have been taken to strengthen their
management and boards of directors. Management teams
have already commenced rationalising non-commercial
operations and have halted some loss making activities.
Further strengthening of the two state banks which account
for about 55 per cent of the assets and liabilities of the
banking sector, is necessary to reduce intermediation costs
and strengthen financial sector stability by increasing their
capital base. These banks have twice been assisted by
taxpayers to meet their emerging deficits arising largely by
directed lending and it may not be fair to call upon the
taxpayers to do so again. Hence, altemative methods of
capital enhancement such as issuing new shares to
employees and customers, has the merit of raising the
commitment of the staff to their bank.

In developing necessary financing facilities in the
country, a greater focus and emphasis have to be given to
the development of local debt and equity markets. The
curtent relatively high transactions costs in the Colombo
Stock Exchange (CSE) and declining trend in such costs in
other international markets indicate the necessity for cost
reduction to encourage market activities. Similarly, there is
scope for many more financial instruments to be listed on
the Stock Exchange. For instance, listing commercial paper
and convertible bonds will boost the activities of the CSE.
Moreover, commodity futures (such as for tea and rubber)
could be developed, further expanding activities in the
market. The domestic debt market has shown some
improvements recently, but more remains to be done.
Further development of the primary dealer system,
introduction of a real time gross settlement system and a
scripless trading system for securities, trading facilities for
debt instruments and opening of the domestic debt market
gradually to foreign invesiors are some of major areas that
may need policy attention.

Efficient and effective regulatory systems are crucial
in promoting sound and efficient markets, particularly when
financial services and utilities are liberalised. However, an
introduction of a regulatory system shonld not harm the
development of the market but should contribute to greater
competition and protection of consumers’ interest. They
should not lapse into being mere price controllers. The
general consensus today is that the regulatory body should
not be a government organisation, but an organic part of
the market with complete independence.

The government has successfully completed a number
of privatisation programmes whereby the private sector has
been encouraged to participate in govermment run activities.
Results are encouraging, except in a few cases. This has
strengthened the support of employees and the general
public for such a process. The authorities are already
working on ‘second generation’ reforms, involving large
scale public utilities which have traditionally been the
preserve of the public sector. Deregulation of these seciors
is more complex and needs thorough preparation. The
successful completion of reforms in the power, port,
telecommunications, transport and water sectors is crucial
in developing the efficient infrastructure required for
achieving sustainable economic growth.

Business failures resulting from internal and external
factors are a common phenomenon in a dynamic market
economy. If business failures are beyond the control of a
firm and cannot be corrected within a reasonable time
frame, a legal framework should be in place to transfer
capital locked in these ventures to productive activities.
However if the reasons for failure are temporary in nature
and can be corrected with the assistance of an outside
organisation, such enterprises should be given an
opportunity to restructure themselves by removing the legal
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. Box4
Redeﬁnmg Obgecuves of the Central Bank

" When a new eenlm bank is being &stabhshed Follovﬂng the example of the B:mk of Engiand, :
it is impossible to predict the course of its = during the course of nineteenth century, many countries

" development. John Exter, 1949 - cither endowed an-existing bank with the sole:or. -
L ’ ;umaplengluofnotezssue,orcamedanewbankof

Introduction = issue fo be established: with special powers and

At first there was no clearly defined concept of central
banking. In earlier periods, one bank gradually came to
assume more and more the position of a central bank
due to its involvement in the note issue and acting as &
government’s banker and agenf. The Riksbank of
Sweden is the first central bank o be established (1897),

first bank of issue fo assume the position of 2 central
bank and _to develop fundamentals ofﬁm art of central
banking. -~
.The Bank of England also came to accept ‘the
lender of last resort” position forced on it by the banking
crises in Britain in 1847, 1857 and 1866." Financial

legitimate requirements of finance. Similar crises

oecurred in the United States in 1837, 1857, 1873, 1884,

1893 and 1907 and led to the establishment of the
~ Foderal Reserve System, consisting of iwelve Regional
© Reserve Banks, in 1914,

1 Kook, M. H. de, 1973, Central Banking, Fourth Edition
{Reprint 1997), Universal Book Stall, New Delhi
2 A currency board is a monetary regime where the domestic

domestic money supply could fluctuate only in response to
the inflow and outilow of foreign turrency to the sconomy.
3 Extar, John, 1949, Reporton the Establishment ofa Cenlral
Bank for Geylon, Government of Cayion, Colombo, Ceylon

~ privileges of a central bank. However, many devefoping
- econotmies, which were under colonial rule, did not have

- panic, a leading cause of crises, could be allayed by the

assurance that Bank of England would meet all 4. currency board system and also dhie o the symbolic

production, employment and real income in Sri Lanka;

currency is linked to a chosen foreign currency. Thus, the
- Central Bank would greatly strengthen the banking

central banks in the catly years. Instead, currency boards
with limited mdepcmience camed on¢ monetary
operations® .." 10

'fhe Centrai Bank of Sl‘l Lanita {CBSL) was

then existing monetary. regime of currency board, based
on the Monetary Law Act authored by John Exter.? The -
currency board system as was established at the time had
severa} shortcomings such as the inability to increase or
decrease money supply whenever needed, and the rigid
linkage it had to maintain between domestic curcency
and foreign currency (the Indian mipee). The Central
Bank was esteblished partly due to the shortcommgs of

importance of economic independence that followed the
politicat indepeadence of 1948, The. primary objectives -
of CBSL at the time of the establishment were regarded
as domestic price stability; exchange rate stability; the
promotion and maintensnce of a high value of

and, the encouragement and bromotmn of full
development of productive resources of -Sri Lanka. .’

Exter (1949) assumed that the éstablishment of the

. {Contd.)

impediments to reorganisation. As the existing legal
framework in Sri Lanka does not facilitate such speedy
closing down or restructuring activities, attention has to be
given 1o develop the legal framework necessary for such
activities, rather than attempting to have direct government
involvernent in restructuring or acquiring failing enterprises.

Most of the structural reforms outlined above are
necessary for the rapid development of the economy.
However, in view of their sensitivity, building national
consensus through open debate and education of all parties
involved, is of fundamental importance in implementing
these reforms. Further delays in making these reforms are
extremely costly to the economy and could jeopardise many
of the hard earned gains achieved during the first phase of

reforms. It would also cause the country to lag behind its
competitors, who are forging ahead with reforms and
successfully integrating themselves with the on-going
globalisation process. Recognising Sri Lanka’s achievements
in the past, the intemnational community has often expressed
its willingness to support the next generation of economic
reforms in Sri Lanka on highly concessional terms. It is
vital that the country should not miss this opportunity. Sri
Lanka managed to survive many recent crises thanks to the
tesilience built up by the first phase of reforms initiated 24
years apo. There is no assurance that the future world
economic outlook will always be hospitable. Hence, it is
imperative that Sri Lanka should intensify its reform efforts
to create a stronger and more resilient economy.
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system. It should have the power fo examine and
supervise banking institutions to avoid bank failures and
should stand ready to advance credit as the ‘lender of
last resort” and thus make the banking system ‘almost
invulnerable’ in times of crisis. Strengthening the
banking system would encourage the public to make
greater use of markets as depositories for their savings,
thus enabling banks to lend to many. The Bank could
assist in the development of the broadest possible roarket
for government securities by providing, through judicious
market support, the price stability and liquidity that were
necessary to attract investment funds,

Exter belicved that the Central Bank could also do
a great deal to introduce more effective management of
the public debt and more efficient handling of public
finances by acting as the government’s fiscal agent,
banker and financial adviser. He emphasised the need for
development finance by advocating that the Central Bank
should have the authority to lend to institutions other
than commercial banks, such as morigage lending
institutions and the co-operative credit movement, as they
made more credit facilities available to the smali farmer,
and also by advocating that the Central Bank should
engage in loan insurance and loan guarantees. He
believed that by helping to direct savings, credit and
foreign resources into new agricultural development and
new industries, a diversification of the economy could
be stimulated, which weuld make it more resilient and
adaptable to changing econamic conditions abroad.

CBSI. was regarded as the most trustworthy and
capable agent of the government at the time of
establishment. Thus, many, somewhat non-central
banking functions, were assigned to the Bank, both at
the time of establishment and later on. Among those
were the implementation of exchange control regulations
and the maintenance of the Employees” Provident Fund
(EPF).

Evolution of Central Bank Objectives

The ultimate objective of amy central bank is to foster
economic growth by promoting factors of production,
prometing full utilisation of resources, avoiding harmful
effects of business cycles and economic crises. and
raininising the risk premium in a country. In the early
years the US Federal Resetve made loans for productive

4 Fischer, Stanley, 1996, Why Are Central Banks Putsuing
Long-Run Price Stability?, Paper Presented at Symposium
sponsored by the Federal Reserve Bank of Kansas Cily,
Jackson Hole, Wyoming.

Box 4 (Contd.)

purposes to support the production of goods and services
under the assumption that providing reserves to the
banking sector to make these loans would not be
inflationary. This theory, which is now discredited, is
known as the ‘real bills doctrine’. The inflationary
pressure of the real bills doctrine was augmented during
World War I as interest rates had to be kept low to help
the government finance the War. The Federal Reserve
thea decided that the real bills doctrine was inconsistent
with the goal of price stability.

Price stability assumes priority among goals of
central banks. As historical evidence suggests, high
inflation rates are detrimental to economic growth, are
socially disruptive and are associated with political and
social disorder. Therefore, inflation should be
elimirated to an extent at which, as Alan Greenspan
states, economic agents do not take account of inflation
in making their decisions. Although there is no
agreement on the extent of inflation targeted by central
banks, research indicates that growth maximising
inflation rates are usually fow single digit inflation rates.

Associated with price stability is the stability in the
external value of curremcy, or stable exchange rates.
There is little evidence that unstable exchange rates
could cause greater damage to economies than high
inflation. Therefore, countries are increasingly
concentrating more on domestic price stability than
exchange rate stability. The choice is further facilitated
by the world experience on the failure of managed
exchange rate regimes. The Bretton Woods system of
fixed exchange rates lasted only from 1944 10 1971. The
system collapsed as efforts of countries to maintain fixed
exchange rates led to instability in domestic economies.
Recently, central banks commitied to maintaining both
domestic price stability and exchange rate stability faced
severe financial crises. Examples are the Swedish crisis
in 1992, Mexican crisis in 1994 and East Asian crisis
in 19%7. Countries have realised that a central bank
cannot maintain both domestic price stability and
exchange rate stability simultaneously on a sustainable
basis. Furthermore, they have realised that the design of
the centrzl bank or the monetary authority affects the
ability 10 maintain exchange rate stability. A central
bank commitied to maintaining domestic price stability
has to allow considerable volatility in the exchange rate,
and should also avoid direct intervention in the exchange
matket to manage the exchange rate.

Monetary regimes that maintain rigid exchange rates
are essentially currency boards. In the process of
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maintaining rigid exchange rates, they loose control over
the money supply. At the other extreme, central banks
that have chosen to target inflation explicitly, have
allowed free flotation of their currency, but are in
control of their money supply. In both cases, whenever
internal {or external) balance is achieved, in the
economy, external {or intemmal) balance is also usually
achieved, leading to the acceptance of both regimes as
sound regimes,

Both domestic price szablhty and exchange rate
stability rely on a sound financial system, making it a
pre-requisite for achieving primary objectives. Stability

is maintained through financial sector superviston and .

regulation, and through the implied guarantee of the
*fender of iast resort’. However, financial sector
supervision and regulation are not always conducted by
central banks. In many countries, supervision and
regulation are conducted by a separate institution. Those
with an English influence generally combine monetary
policy and supervision. Countries with more German
influence prefer separation. In part, these different
traditions reflect different historical eircurnstances. Early
in the century, the German banking system used few
cheques {peopie preferred cash) and encouraged high
fevels of capital. Consequently, bak s were rare, and
the Bundesbank played little role in bank regulation.
English-style banking systems were more prone to bank
runs. In respopse, the clearinghouse emerged, an
organisation that cleared cheques,. supervised banks, and
at titmes issued its own currency. Central banks in these
countries were modeled quite expiicitly on
clearinghouses and naturally took on the responsibility
of bank rescues, whether as a lender of last resort or

" as a coordinator of bank consortia. Although many

English style banks have combined functions, the
supervisory function was separated from the Bank of
England in 1998 believing that separation would lead
to increased independence and flexibility in using

- monetary policy tools to hit its explicit inflation target,

Restructuring Objectives of CBSL

Achieving domestic price stability has always remained
the primary objective of CBSL. However, while
focusing on the primary objective, CBSL has been
attempting to achieve the other three obfectives of

Box 4 (Contd.)

exchange rate stabifity; the promotion and maintenance
of high value of production, employment and real
income; and, the encouragement and promotion of full
development of productive resowrces. Fimancial sector
stability has not been explicitly stated as an objective,
but has been assigned fo CBSL as a function. Similarly,
managing public debt, exchange control, EPF, issuing
currency and other agency ﬁanctaons have also been
assigned as fonctions,

The new evidence, and the need to continug CBSL
as a central bank, have bolstered the primary position
of the objective of maintaining domestic price stability.
Achieving exchange rate stability, therefore, is limited
10 the extent that it is required for price stability, and
is warranted by price stability. Thus, the exchange rate
may float freely responding to market sentiments.

Similarly, with the refutation of the real bills
doctrine, and its own experience in the cighties, direct
involvement in promoting econcmic growth and
development has been subdued. A low inflation regime
may promote economic growth and development, as in
many countries.

Financial sector stability emerges as a strong
secondary objective, as stability facilitates the
transmission of monetary policy. Monetary policy ools
are increasingly market oriented. Thus, a sound financial
system is necessary for the propagation of policy. Thus,
until the need for separating the bank supervision
function from CBSL is greatly felt, financial sector
stability will remain an iraportant objective of CBSL.

There is & need for phasing out some functions of
CBSL if the activities involved contradict the operations
needed for achieving the primary objective. For example,
managing the piblic debt involves interfering in the
interest rate structure and the money supply. Monetary
policy is also conducted using interest rafe as a policy
tool. Thus, the two activities often conflict. Similarly,
managing the EPF could yield conflicting activities to
monetary policy eperations. Thus, there is a need for
gradual phasing out of the management of these two
activities from CBSL. In the new central bank, other
functions could also be carried out as long as the
activities involved are not in conflict with the primary
objective of price stability, -




