Chapter 8

FISCAL POLICY AND BUDGETARY OPERATIONS

8.1 Overview and Policy Strategy

Government continued in 2003 the policy strategy formulated
on the three principles introduced in Budget 2002, viz. reduce
public debt to a sustainable level, stimulate economic growth
and increase employment opportunities and the earning
capacity of people to ensure sustained economic development
over the medium-term. The fiscal policy strategy announced in
Budget 2003 aimed at strengthening the fiscal consolidation
process, which began in 2002. In pursuing its commitment to
fiscal prudence, and greater transparency and accountability in
fiscal affairs, the government brought in the Fiscal
Management (Responsibility) Act (FMRA) at end 2002. This
Actrequires the overall fiscal deficit to be reduced to 5 per cent
of GDP by 2006 and maintained below that level thereafier. Tt
also requires the government to reduce the debt to GDP ratio
to 85 per cent by 2006 and further to 60 per cent by 2013, In
line with these medium-term fiscal targets, Budget 2003
ammounced measures to increase revenue, contain expenditure
and improve debt management in order to cap the overall
deticitat 7.5 per cent of GDP and to reverse the rising trend in
the government debt to GDP ratio in 2003. Further, the three
year fiscal framework announced in Budget 2003 indicated
broad fiscal agpregates and a deficit reduction path consistent
with the fiscal targets envisaged under the FMRA and the
government’s medium-term economic strategy contained in the
Poverty Reduction Strategy Paper (PRSP).

The medium-term fiscal consolidation programme aims at
tmproving fiscal operations in several ways, while supporting
the development of the economy. The deficit is expected to be
reduced gradually with better revenue performance and the
rationalisation of recurrent expenditure. The allocation of funds
for public investment is expected to be increased to improve
physical infrastructure and human capital for accelerated
growth momentum. It expects to transform the government
from the single largest dis-saver to the largest single saver in
the economy and increase funds for public investment with
concessional foreign sources and government revenue. The role
of the government in the economy is expected to shift from
direct participation in economic activity to a regulatory role,
allowing the private sector to play a dominant role.
Government dependence on the domestic market {o finance the
resources gap is expected to be reduced, limiting pressure on
the domestic market and releasing more funds for private
investment,

The declining tvend in the tax to GDP ratio is a matter for
serious concern. It hampers the medium-term fiscal

consolidation process. It has been the main cause for high
budget deficits in the past. Since 1990, the ratio had declined
by 6 percentage points of GDP to [3.2 per cent in 2003. This
reduction is about Rs. 106 billion which is more than the public
sector wage bill or the pubtic investment in 2003. Several
revenue augmenting tax measures introduced over the last
decade to reverse the declining trend have been ineffective.
Cross country data show that the average tax 1o GDP ratio is
38 per cent for developed countries and 18 per cent for
developing countries. Sri Lanka's tax effort has fallen far below
the norm. This problemn is & multi-faceted structural issue which
has to be addressed through a comprehensive approach
correcting tax policy, tax structure and tax administration and
incentive systems, simultaneously.
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An increase in revenue is expecied to be the main
contributor to achieve the expected fiscal consolidation path.
The VAT, introduced by unifying GST and NSL, has become
the main revenue source and is expected to generate revenue
close to one half of tax receipts, A series of measures were
introduced in 2003 10 expand the VAT base and improve the
net collection. Among them were extending VAT to financial
services, correcting current weaknesses in the VAT refund
mechanism and improving VAT administration. However,
opposition to VAT, mainly due to poor public awareness,
resulted in the postponement of some of the proposed policy
measures, including the extension of VAT to wholesale and
retail trade. The income tax structure was further rationalised
by lowering the highest marginal tax rate from 35 per cent to
30 per cent. In addition, a number of policy measures were
introduced to increase indirect tax collection. The main cause
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far the significant reduction in tariff revenue in the recent past
has been the exemption of a number of items from import duty.
In view of the need to increase tax collection and to reduce
distortions in the tax structure, a new tariff rate of 2 per cent
was imposed on most exempted imports in Budget 2003. This
rate was increased to 2.5 per cent after the Mid-Year Fiscal
Review to further strengthen tax collection in 2003. The excise
tax on liquor was streamlined by unifying total excise liabilities
under the Excise Ordinance. A Revenue Authority was to be
established to improve tax administration. The delay in its
establishment was a setback and this process needs to be
expedited with the cooperation of the existing revenue
collecting agencies.

Tax evasion has been recognised as a serious problem and
successive governments offered tax amnesties on 9 occasions
before 2002 to bring tax evaders into the tax net. These tax
amnesties were generally unsuccessful. Because of the severe
decline in the tax to GDP ratio and to avoid the weaknesses in
previous tax amnesties, the government granted a new tax
amnesty in 2002, permitting tax evaders to enter the tax system
during the period April 2002 to August 2003, The amnesty
covered taxes, duties, levies and penalties under 26 Acts.
Declarants were entitled to immunity from liability to pay other
penalties and from any other investigation or prosecution for
any offence under any of these 26 Acts. However, they would
thereafter come within the tax net. Over 50,000 declarations
were received by the Inland Revenue Department (IRD) and in
terms of numbers registering, this tax amnesty was a success.
However, the ultimate success depends on the efficiency of the
tax authorities in collecting the proper tax liability from these
declarants in the future. As such, it is of utmost importance that
the IRD design a new programme without any delay for
effective tax collection.

The government recognises that reforms in tax policy
should be accompanied by reforms in tax administration as
these two are inextricably linked. Although tax policy has
undergone a significant transformation in the past, reforms in
tax administration have been much slower and have not kept
pace with the changes in the tax system and the economy.
These tax collecting agencies launched a number of key
measures in 2003. The Customs Department implemented
several programmes to improve the overall administration of
the Department. The Electronic Data Interchange (EDI) was
pattly implemented in 2003 and the full system will be in
operation in 2004. The Gold Card Programme was introduced
as a pilot project, selecting large importers who would be given
custom clearance within 2 minimum {ime. In addition, the
existing valuation system was replaced by the WTO valuation
system with the objective of estimating the value of imported
goods at transactions value, which is the amount actually paid
or payable for goods when sold for export to the country for
destination. Major reforms introduced by IRD include the
amalgamation of the Large Taxpayers Unit {LTU) for income
tax with large VAT payers and the establishment of separate

audit units to carry out comprehensive audits on VAT and
corporate income taxes. The Department set up a special unit
to monitor and enforce tax compliance. These administrative
reforms are expected to improve efficiency in the collection of
tax revenue.

On the expenditure side, considerabie efforts have been
made to contain recurrent expenditure and rupee funded non-
priority capital expenses, while encouraging the externally
funded public investment programme. Expenditure
rationalising measures introduced in 2002 were continued in
2003. To reduce the overall deficit in line with the medium-
term targets set out under the FMRA, expenditure policies were
formulated to address short-term expenditure issues as well as
to correct structural weaknesses in expenditure. Measures to
reduce the overall expenditure in the short-run inciuded
suspending recruitment to the public sector (except for
professional and technical cadres), avoiding ad hoc general
wage and pension increases, streamlining the allocation of
funds for defence services, better targetting welfare
programmies, limiting allocation of funds for unforeseen and
unclassified expenses and controlling funds for rupee funded
non-priority public investment programmes. New policies
introduced to correct structural weaknesses in government
cxpenditure in the medium to long-term included the
establishment of an independent public debt management
office, reforming departmental enterprises and imposing limits
on government guarantees under the FMRA. [n addition,
among the key measures continued in 2003 included the
continuation of the contributory pension scheme for new
recruits to the public service, designing an overall welfare
programme under the Welfare Benefit Law and reforming
public enterprises.

To strengthen fiscal consoelidation, a high level committee,
the Poverty Reduction and Growth Facility Monitoring
Committee, comprising senior officials from the public sector
was appointed to ensure the implementation of structural
policies and maintenance of fiscal targets in the Poverty
Reduction and Growth Facility (PRGF) programme in 2003.
The Committee has taken steps necessary (o minimise
deviation from the oniginal targets in Budget 2003. In addition,
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several new measures were introduced during the second half
of the year to improve the fiscal operations as the Mid- Year
Fiscal Position Report released under the FMRA indicated that
there may be deviations from the fiscal target, mainly due to
slippages in revenue. However, the full benefit of some of these
new measures were not realised because of the political
instability during the latter part of the year.

The Public Enterprise Reform Commission (PERC)
directed its activities towards identifying new public
enterprises for restructuring, while completing the reform
activities initiated before 2003. The completion of he
privatisation of Sri Lanka Insurance Corporation (SLIC) and
the sale of 100 petrol stations and one third of the common user
facility of the CPC, together with the leasing of the oil tank
farm in Trincomalee were two major programmes completed
in 2003. With the privatisation of SLIC, the government moved
out almost entirely from the insurance business leaving it in the
hands of the private sector to be developed on market
principles. The process to select a third player for the petroleum
industry continued. With the completion of this programme, the
government owned CPC will compete with two private players
in the retail petroleum market. initial measures were taken to
unbundle the main activitics of the CEB, i.e, generation,
transmission and distribution, under the Electricity Reform Act,
In addition, PERC has identified several public enterprises to
be divested in the future. The two major restructuring
programmes launched outside PERC were the reform of the Sri
Lanka Railways, converting its functions from a departmental
enterprise to an Authority and the restructuring of the CWE to
mmprove its commercial viability. A comprehensive
restructuring programme was introduced in 2003 to improve
the service delivery of the CWE and to solve its outstanding
debt burden, to avoid burdening the government budget with
the need to subsidise the CWE. The government took over a
part of the CWE’s liabilities to the banking system by issuing
Treasury bonds amounting to Rs.4.4 billion. In turn, real estate
owned by CWE was transferred to the government, which will
be divested te settle the liabilities transferred to the
government. In addition, a 40 per cent stake of the retail
network and the management was sold to the private sector, to
infuse private sector skills through private-public sector
participation. PERC and the Department of Public Enterprises
jointly warked together to reform several selected enterprises
in 2003. Under this programme, a separate programme was
introduced to merge 4 enterprises, to testructure and reform 51
corporations and enterprises. Finally, 15 public enterprises
were earmarked for liquidation after thorough review, which
demonstrated that these institutions did not contribute much to
the general public.

The government continued its debt management strategy
to make the government debt programme more market oriented
and to develop a medium to long-term debt market. In addition,
several measures were introduced to improve the Primary
Dealer (PD) syst«m. In 2003, the borrowing requirement from

domestic sources was met almost entirely through medium-
term market criented Treasury bonds. As in 2002, government
continued the policy of replacing high cost debt and retiring
non-marketable debt. Funds required for this purpose were
raised through Treasury bonds. The most notable development
in 2003 was the extension of the maturity structure of Treasury
bonds. The sharp decline in the resource requirement from the
domestic market, improved liquidity and the significant
reduction in interest rates created an environment conducive for
the governument to increase the maturity structure of Treasury
bonds gradually from 6 year to 20 years. This helped o
establish a benchmark yield curve upto 20 years, a long felt
need to develop the long-term secondary market in domestic
debt. The completion of the preparatory work for the Seripless
Securities Settlement System ($55S) for government securities
was another major development that would improve secondary
market activity in government debt. The $5SS commenced
operations in early 2004

The policy of developing the PD system was continued in
2003. Accordingly, the number of PDs operating in the
government securities market was increased from 10to 11. In
addition, the government has decided to set up a Special Risk
Reserve Fund by transterring a part of the after tax profits of
PDs. This Fund would promote the safety, soundness and the
stability of the PD system and build up the PD capital base. The
minimum capital requirement of PDs was raised to Rs.400
million from Rs.200 million. That minimum is expected to be
raise to Rs.450 million before mid-2003. in order to improve
the resilience of the PD system. The minimum subscription
level of PDs at Treasury bill/bond avctions was reduced to 10
per cent from 15 per cent. The firm two way quote (bid and
offer prices) requirement for selected benchmark maturities
was expanded to promote the liquidity of the medium and fong-
term market. Methods of valuation of securities and accounting
methods were revised to reflect real purchasing prices and the
commercial effect of the transactions (Repo/Reverse Repo),
respectively.

The operations of Provincial Councits {PCs), under the
existing power sharing system with the central government
established under the 13th Amendment to the Constitution in
1987, continued in 2003. As the revenue generating powers
devolved to meet their expenditure commitments of the PC
system was not sufficient, PCs had to depend on the central
government under the ongoing gap filling approach 1o finance
the deficit. The weaknesses in the central government funding
arrangements through the grant structure would depend on the
revenue performance of the central government’s and PCs.
Slippage in revenue collection at the centre curtailed the rupee
funded investment activities planned by PCs in their annual
investment programmes. Further, the jack of a proper
mstitutional set-up with sufficient lega! backing at the centre
1o regulate and monitor the operations of PCs was one of the
main causes for the weak relationship with the central
government. The Finance Commission, which was established
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Box 14

The New Gover_nmelit Finance Statistics (GFS) System

The cutrent system of organising/compiling data on
government operations used in Sri Lanka and in most of the
other countries is based on the (986 Government Finance
Statistics Manual (GFSM 1986) introduced by the
International Monetary Fund. Since then, many changes
have taken place in government financial operatiens, fiscal
analysis and macroeconomic siatistics. In addition,
increasing emphasis has been placed on replacing the
present cash based accounting data with accrual data on all
transactions and summary data on a cash basis, as cash
transactions alone do not capture the timing of fiscal actions
and their irpact on the economy. Since the current system
does not require governments to prepare a balance sheet, a
new system has made i1 a part and parcel of the government
accounting systems. Considering these developments, the
IMF has introduced (o its member countries a new
Government Finance Statistics Manual 2001 (GESM 2001).
The highlights of the new system are briefly discussed
below.

Objectives of the New System

The provisien of a comprehensive conceptual und
accounting framework suitable for analysing and evaluating
fiscal policy, especially the performance of the general
government sector, is the main purpose of the new GFS
-system1. Accordingly, this framework includes 2 new set of
interrelated stalements that integrate flows and slocks
relating to government operalions. The harmonisation of
government finance with other macroeconomic analytic
systems, namely, Balance of Payments, National Accounts
and Money and Banking, 1o facilitate consistency of
statistical analysis is another objective of the GFSM 2001.
- The new system will address the treatment of items related
. to transactions under accrual aceounting, which are not cash
transactions {such as consimption of fixed capital). It will
_ remedy ¢lassification shortcomings in the GFSM 1936
~ methodology (e.g. goverament sake of non financial public
enterprise), other economic flows (e.g. valuation changes of
buildings and non financial public enterprise} and other
issues not covered in the GFSM 1986 methodology (e.g.
incurrence of explicit contingent liabilities). It is expected
that the new system will also be useful in macroeconomic
analysis, as i1 has more government finance summary
balances than in the previous system. The inclusion of a
balance sheet and other economic flows will also provide
a more comprehensive and integrated system fo assess
policy and measure the sustainability of the fiscal position
of governinent activities. e :

Main Features

(GFSM 2001 covers the activities of general povernment
{which includes central government, state/provincial
governments and local governments) as defined in the
System of National Accounts (SNA 1993) introduced for an
adoption of a uniform national accounting system by
world's nations. The compilation and reporting system calls
for a ser of interrelated statements on stocks [assets and
fiabilities) and flows (transactions and other econgmic
flows) of governmeni operations, The double entry
accounting system is used to record the stocks and fllows.
Flows are recorded on an accrual basts when an economic
value is created, exchanged, transformed or extinguished.
Transactions and stocks are to be valued at market prices.
Stacks are defined a5 a unit's holding of assets and liabilities
at & speoific time'. A unit’s net worth is derived by
deducting total Lizbilities from total assets.

Analytical Framework?

The framework has three main financial staiements:

(1) Statement of government operations

{2y Statement of other economic flows

{(3) The balance sheet.

In addition, a ‘Statement of Sowres and Uses of Cash’
is also included to provide information on liquidity.

1. Statement of Govermuent Operations
Transactions of general government related to revenue,
expense’ , non-financial assets, financial assets and liahilities
are included inthis statement. This statement summarises the
transactions of the general government in an accounting
period, irrespective of whether the cash flow had taken place
or not. The effect of fiscal policy on the net worth of general
government sector, as well as its holdings of assets and
liabilities, are reflected in this statement, The transactions are
classified according to whether they increase net werth
(revenue), decrease net worth (expenses), change the stock
of non-financial assets (capital assets) and/or change the
stock of a financial asset or a liabtlity (financing).

1 In the present systemn, liabitities are only recorded in terms
of the outstanding debt of the governmeni, while changes
that occur 10 the govemment’s financial position other than
the transactions are nat captured.

2 Details of the framework are given in Chart 1 while balances
that can be generated in the framework are summarised in
Table 1.

3 Expenditure in the 1986 system has been re named as
‘expensa’ in the 2001 system. The main feature of this
definition change is that the latter does notinclude ‘transac-
tions on non financial assets’ (i.e. the acquisition of fixad
assets and changes in inventories etc.).

164

Cenlral Bank of Sn Lanka Annual Report - 2003




Part |

Chapter 8 - FISCAL POLICY AND BUDGETARY OPERATIONS

2. Statement of Other Econiomic Flows .
- This statement records items {other than government
.operanons) that influence the government's financial
position. It summarises other economic flows that affect the
va!ue of assets and liabilities, Price changes, exchange rate
' Lhanges deht write-offs and Lﬁ[ﬂ.SfI‘Oph!C losses (wars and
earthquakes) wre exdmples of such items. Among changes
 that affect the value of assets, liabilities :nd net worth due
to price effects are known as ‘holding eams/losses The rest
1s cansidered as other volume changes.

3. The Balance Sheet : .
The balance sheet includes both financial and non-financial
assets owned by general government units, their liabilities
and the net worth of the entire general governmment sector.
All asqe(s and liabilities are to be valued over time at market
prices,

Box 14 (contd.)

4. Statement of Sources and Uses of Cash
Although the GFSM 2001 system is based on accrual

accounling, the stalement of sources and uses of cash has

to be prepared 1o identify the generation and use of cash of
the general government sector. Transactions are captured
when cash is received or when cash payments are made.
Cash generated through government current operations,
transactions in non-financial assets and transactions in
financial assets and liabilities other than cash itself are
included in this statement.

Balances in the New System

The new GFSM ﬁystcm'cun‘;isls of several core balances
and other balances as given in Table 1. These balances can
be used for macroeconomic anal ysis.

: _TABLE 1
GFS 2001 Analytical Balances

SCOnamis flows

resulting from other
ECONQMIC flows

financlal assets and liabilities

Source Doctiment Narne of the Balance/tem Method of Derfvatian Ramarks
Statermerd of Government Netfgress operating NOB = Revenue minus expense Reflects the change in net
Operations balance) (NOB/GOB) : : worth of the government due

i ] Ll e ; GOB = Revenue minus expense other than to transachiong during the
consumplion of fixed capital period. Itis also a summary
measure of the angoing
sustainability of government
operations,
Met lending {+).r bomowing:  Net operating balance minus the net Indicaies the finaricial impact
{-) (NLB}' - - atquisition of non-financial assets. of government activity on the
rest of ihe economy.
Statemnent of olher Change in het warth Total value of ihe charigas in non financial/ Relletts the extent ol change

in net worth other than
transactions

Balance Sheet

Net worth position

Total value of af assets minus lotal value of

2l liabilities

The main measure that could
be used to assess the
solvency of & unit o a sectar

Net financial worth

. Total value of all nnanclal as.aets minus total
- value of all liabilities

Halps to identity tinancial
waorth of the government

Change in net worth
position !

Change gver & period

Reflects the sustainability of
government aperations. This
has a wider Jocus than the net
aperating batance, as it also
includes non-transaction
{othar) flows

Change in-nat nnancnal
worth

Change over a period

Usafulin analysing govern-
ment's finandiat activities

Statement ot Sources and
Uses of Cash @

Cash surplus/ deficit

Net cash inflows from operating activities plus
net cash oul fows from investments in non-
financial assets

Cash flows of the governmeni
aperations can be measured.

 Net change in the stock of

cash

Cash surplus/ deficll plus cash flows Trom
financing aclivities

1 NOB/GOB, NLB and cash surplus/deficit are considared as core GES balances:
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Migration Path to the New System
The implementation of the fully integrated GFS system will
~ take a long time and requires a significant amount of
- resources, major changes in fiscal data classification and
~ underlying accounting systems to be compatible with the
~ accrual based system proposed in the new system. The
 length of time required and progress in adapting the new
system depend on the needs and circumstances speeific to
individual countries, However, the IMF has introduced the
concept of a ‘migration path’ to provide guidelines to ihe
implementation stages. The major steps include the
planning, approval, and the implementation of various
aspects of GFSM 2001, such as classification, compilation
of balance sheets, and various stages of implementing
acerial accounting. Depending on the speed of progress and

Box 14 (contd.}

will take at least 5 yeurs, commencing from 2003. The
process will include the reclassification of fiscal data,
changing the accounting system (t6 move towards an
acerual accounting system). changing legal practices,
identification of assets to be inctuded in the balance sheet,
valuation and compilation of assets and training of staff, Sri
Lanka has already classified the existing cash basis fiscat
data for 2002 according to the new classification. This
information will be published in the IMF’s Government
Finance Statistics Yearbook.

References:
1. Government Finance Statistics Manual, International
Monetary Fund, 2001.

i - s | e 2. Tobias M. Wickens, Classtfication of GFSM 1986 Data
the situations in each individual country., one or several IO GESM 200 T iiame ok Goveniiont Firince
steps can take place at one and the same time. Statistics Manual 2001 Companion Material,
Sri Lanka’s Migration Path International Monetary Fund, October 2002.

Like many other countries, Sri Lanka is in the process of
- migraling to the new compiling and reporting system, which
CHART 1

Structure of the GFS 2001 Analytic Framework
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under the 13th Amendment to perform these functions, was not
provided with adequate legal power. As the country plans a
high degree of fiscal devolution in the future, the establishment
of a strong monitoring system is essential.

8.2 Budget Outturn

The hiscal consolidation process progressed further in 2003, as
envisaged under the FMRA. The overall budget deficit declined
1o 3.0 per cent of GDP from 8.9 per cent in 2002 and (0.8 per
cent in 2001. Despite slippages in revenue, significant
reductions in expenditure enabled the government to lower the
overall deficit. This improvement was entirely a result of the
containment of recurrent expenditure including interest
payments. However, the realised deficit was still 0.5 per cent
of GDP higher than the original target of 7.5 per cent of GDP
in Budget 2003, Inabiliry to arrest the decline in the tax/GDP
ratio was responsible for this deviation, indicating the urgent
need to reverse the declining trend to achieve the fiscal
consolidation targets within the stipulated time frame
envisaged under the FMRA.

Following improved fiscal operations, the primary deficit,
which reflects the impact of the current year’s fiscal operations
on the macroeconomy, and the current account deficit, which
measures the level of government dis-savings, both improved
considerably in 2003. Consequent to measures introduced to
contain non-interest recurrent expenditure and non-priority
capital expenditure, the primary deficit declined to 0.9 per cent
of GDP, the second consecutive year of decline. Following the
same trend, the current account deficit decreased for the second
year, to 3.3 per cent of GDP. This improvement in government
dis-savings was the outcome of a reduction in both interest cost
and non-interest recurrent expenses. The primary deficit
decreased more than the current account deficit due to a faster
decline in non-interest recurrent expenditure. However, the
improvement in these fiscal aggregates was below target due
to a significant shortfall in tax revenue.

The public sector deficit, which is the combined deficit of
the general government and public non-financial corporations,
declined to 7.9 per cent of GDP, An improved performance on
the part of public non-financial corporations (a deficit reduction
of 0.1 per cent of GDP) also contributed to the overall
improvement. CPC, CEB and CWE reduced their liabilities to

TABLE 8.1
Key Fiscal Balances
As a parcentage of GDP
ftem 2001 2002 2003 2003 2004
Budgel : Prov;

Cumrent account deficit 4.9 4.4 23 83 3
Primary deficit -4.1 16 02 0% 08
Overall deficit -108 89 75 . 8G. -68
Public secior overall ! o
deficit 1.0 80 71 79 85

Source:  Ministry of Finance
Central Bank of Sri Lanka

Chart 8.3
Fiscal indicators
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1889 2000 2001

2002 2002

——t—eCurrent &ccoumt batance (ceniral govemment)
Primary balance (central gonvemmant}

g varall balance {before grants-coniral government}
Publi¢ sector overall balance

the banking system in 2003. CPC was able to lower its
liabilities to the banking system in 2002 with the adoption of
an automatic pricing formwla and improved financial
management. The continvation of this strategy and the part
receipt of privatisation proceeds helped CPC to reduce its
liabilities further in 2003. CPC has reduced its liabilities to the
banking system by Rs.3.8 billion in the last two years. Tn 2003,
CWE commenced its restructuring programme to improve its
commetcial viability. Under the programme, 2 part of its sales
network was privatised and the government settled a part of its
liabilities to the banking system by issuing Treasury bonds
(Rs.4.4 billion). In 2003, the total reduction of CWE liabilities
to the banking system amounted to Rs.5.1 billion. CER was
able to reduce its liabilities to the banking system by about Rs. |
billion in 2003, reflecting the favourable weather conditions
that prevailed during the year. However, liabilities of other
public non-financial corporations to the banking system
increased by abour Rs.0.4 billion in 2003. There is a clear need
to accelerate the reform programme in key public enterprises
to improve their operational efficiency and commercial
viability.

Following the trend since the early 19907s, total revenue
as a percentage of GDP continued to decline and reached 15.7
per cent in 2003. The revenue target for 2003 was 17.1 per cent
of GDP, indicating a revenue slippage equivalent to 1.4 per cent
of GDP (Rs.27 billion). The decline in the revenue/GDP ratio
has been due entirely to the reduction of the tax/GDP ratio to
13.2 per cent in 2003. The total slippage in tax revenue was
equivalent to about Rs.33 billion (1.9 per cent of GDP).
Although Budget 2003 had envisaged a series of revenue
augmenting measures to reverse the declining trend in the tax/
GDP ratio, the government was not able to achieve the
expected target. The shortfall in tax collection was largely in
the VAT and income tax. Other taxes were on target, The vast
array of exemptions, tax leakages through the refund system,
low efficiency in tax administration and weaknesses in
designing the VAT structure could be cited as the main causes
for the slippage in VAT collections in 2003. The reduction of
tax rates, investment adjustment, the tax amnesty and
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TABLE 8.2
Summary of Government Fiscal Operations i
Rs. millicn
1999 2000 2001 2002 2003 2004
Itarn Approved Approved
Eslimates Estimates
Total revenue 195,905 211,282 234,298 261,887 303,933 276,516 331,572
Tax revenye 166,029 182,392 205,840 221,837 264,771 231,648 301,000
Non 1ax revenue 29,877 25,890 28,456 40,060 353,162 44,868 40,292
Revenue adjustments - - - - - - 4,720
Expendititra and lending minus repayments 279,153 335,823 386,518 402,985 438,370 417,671 469,470
Current 207,271 254,279 303,362 330,847 344,611 334,693 357 674
Capitzl and net lending 71,888 81,544 83,157 72,142 83,758 83,979 111,805
Public invesimant 71,436 80,955 82,491 72177 94,978 87,409 7,528
Other net lending 452 589 668 -35 -1,218 -4,430 4,277
Current account surplus/deticil{-) «11,368 -42,007 64,065 -G8, 961 -40),678 58176 26,102
Frimary account suiplusfdeficit(-) -21,131 -53,341 -57,815 -24,687 -4,259 -16,029 -16,950
Overall deficit (before granis ) -83,254 124,541 -1592,222 141,102 -134,437 -141,155 -137.907
Finaneing 83,254 124,541 152,222 141,102 134,437 141,155 137,907
Foreign financing 8,245 5.640 20,038 9,057 33,678 B1022 59,898

Ned borrowings 1,484 495 14,538 1,978 24,676 43,066 49,898

Grants 6,761 5,145 5,500 7.079 9,000 7,956 10,000
Domestic financing 74,875 118,500 123,595 126,352 Bv,259 79,860 65,009

Market bomrowings 75,718 115,326 122 848 127 167 av.259 79,830 65,009

Non bank 485,426 58,787 74,294 132,003 11,259 100,735 92,009
Bark 27,292 56,528 48,554 -4,836 14,000 -20,905 -27,000
Monetary authority 20,807 44,840 -5,424 -13,268 - -28,559
Commercial banks 6,484 11,689 54,988 8,430 -14,000 7,854 -

Other barrowings 842 3,175 747 818 - -174 ¢ -
Domestic grants - . - - - A r
Frivatisation proceeds 134 A1 B.589 5,693 13,500 110,223 13,000

As a percenlage ol GOP

Total revenue 17.7 18.8 18.7 16.5 17.1 15.7 16.4
Tax revenwe 16.0 14.5 148 14.0 14.9 122 14.8
Non tax revenue 27 23 20 25 2.2 25 20
Revenue adjustments - - - - - - 05
Expenditure and lending miruis repayments 252 26.7 275 25.4 24.6 237 232
Current 18.7 20.2 21.6 209 19.3 3.0 176
Capilal and net lending 6.5 6.5 59 4.6 5.3 47 55
Public investrment 65 6.4 59 46 53 5.0 53
Other net lending e 0.1 -0.3 G2
Current account surplus/deficit(-) 1.0 34 -4.9 4.4 2.3 -3.3 13
Primary account surplus/deficit{-) -1.9 4.2 -4.1 1.6 0.2 9 -08
Overall deficlt (before granis ) 7.5 99 108 8.9 7.5 -B80 -68
Financing 7.5 2.8 0.8 g9 7.5 a0 68
Foreigr finarcing 07 0.4 1.4 0.6 1.9 29 3.0

Net borrowings 0.1 . 10 (8] 1.4 24 25

Granis 08 0.4 04 0.4 0.5 0.5 0%
Domestic financing 6.8 9.4 8.8 8.0 4.9 4.5 32

Market borrowings 6.8 9.2 B.7 80 49 4.5 32

Mon bank 4.4 4.7 53 8.3 5.7 5.7 4.5
Bank 25 4.5 a5 0.3 .8 1.2 -1.3
Monatary authority 19 36 0.5 08 . -1.8
Commercial banks 06 0.9 3.9 05 0.8 0.4

Qther borrowings 01 0.3 0.1 01 -

Bomestic grants - - - - . -
Privatisaltion proceeds 08 04 0.8 {1253 06

1 lssue of government bonds 1o settle CWE's labilities to commercial barks (Rs. 4,397 mn.) hasbeen
treated as a contingent liability of 1he government.

weaknesses in tax administration, largely contributed 10 lower
income tax collection in 2003. Further, the corporate income
tax/GDP ratie in Sri Lanka (0.9 per cent of GDP) is reported
to be the Jowest rate in the Asian region, underscoring the
urgency of addressing the weaknesses in the corporate tax

Saurce: Ministry of Finance

system. Meanwhile, upward revisions in excise tax rates and
the imposition of duty on a large number of duty exempted
imports helped to raise revenue from these taxes. Non-tax
revenue exceeded the annual target in 2003 due to higher
receipts from the Strikes, Riots and Civil Commeation Fund.
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Profit transfers from the Central Bank remained the main non-
tax revenue source,

Policies adopted in 2002 to contain non-interest recurrent
expenditure were continued and helped lower such expenses as
a ratio of GDP in 2003. However, expenditure overruns in
some departmental enterprises, e.g., Railway and Postal
departments, and flood related expenses nullified some of the
benefits. Accordingly, nen-interest recurrent expenditure
dropped by 1.6 per cent of GDP to 1.9 per cent of GDP in
2003. This improvement was further strengthened by the
reduction in interest expenditure, Interest rates in the domestic
market fell further than expected. Government replaced hi gh
cost debt with low cost debt, Both these developments helped
lower the interest cost in 2003. Total recurrent expenditure
declined by 1.9 per cent of GDP to 19.0 per cent of GDP in
2003. During the last two years, the reduction in non-interest
recurrent expenditure, as a ratio of GDP, has been about 3 per
cent. This improvement shows the possibility of further
containment of non-interest recurrent expenditure in areas such
as defence, transfer payments to departmental enterprises, civil
service expenses and welfare programmes. In addition, prudent
debt management with the development of the debt market
would help to continue the downward trend in the interest cost/
GDF ratio, which commenced in 2003. Further improvements
In recurrent expenditure are essential to achieve the medium-
term fiscal consolidation targets envisaged under the FMRA.

The government’s investment policy adopted in 2002 was
continued in 2003. In view of the availability of donor funds
and the limited availability of domestic resources, the public
investment programme in 2003 was designed to absorb the
maximum available project related concessional donor funds,
while imiting locally funded projects to priority sectors with
high returns. As a result, total public investment expenditure
in Budget 2003 was kept at 5.3 per cent of GDP as in Budget
2002. The realised public investment programme shows that
the government was unable to complete the annual investment
plans for 2003. Although foreign resource utilisation rate
improved significantly to over 20 per cent in 2003 from 14 per
cent in 2002, resource constraints on the domestic front
compelled the authorities to curtail the release of funds for
locally funded projects. The slippages in revenue collection and
the commitment to minimise the deviation from the overall
deficit under the medium-term fiscal strategy were the main
factors, which restricted the issue of funds for public
investment. Consequently, public investment in 2003 amounted
to 5 per cent of GDP, 0.3 percentage points lower than the
original target. However, the realised programme was a
marginal improvement over the public investment of 4.6 per
cent of GDP in 2002.

The current [eve! of public investment is far below what
is required to accelerate growth to over 6-8 per cent in the
medium term or to encourage private investment. However,
the government faces difficulties in increasing public
investment through local funding, as high domestic borrowing

would destabitise macroeconomic fundamentals, Therefore,
every effort needs to be made to raise the maximum possible
amount of concessional donor funding for public investment.
The balance funding requirement must be met from revenue
sources, to avoid the negative impact of high government
domestic borrowing on the overall economy. This reiterates
the need to strengthen the revenue performance of the
government.

In financing the budget deficit, government’s reliance on
the domestic market was significantly reduced to 4.5 per cent
of GDP in 2003. Exteral resources available for the financing
of budgetary operations increased sharply in 2003. Total
external funds for budgetary financing {loans and grants)
reached a historical high of US dollars 1 billion (gross receipts)
compared to US dollars 630 million in 2002. The privatisation
programme performed relatively better in 2003. With these
improvements, the government’s borrowing requirement from
domestic sources dropped to the lowest level since 1997.

The sharp increase in foreign aid utilisatton in 2003 was
one of the major developments that contributed to improved
performance in the fiscal sector as well as other sectors in the
econotmy. Gross resources available from external sources for
financing budgetary operations amounted to Rs,96 billion,
including Rs 88 billion of loans and Rs.8 billion of grants. Total
disbursements included foreign programme loans of US dollars
244 million {Rs.23.5 billion} received from multilateral and
bilateral donors and US doliar 100 million (Rs.9.5 billion) from
NEXI of Japan. On a net basis, external resources available for
financing the budget amounted to Rs.51 billion (Rs.43 billion
loans and Rs.8 biflion grants). As most of these funds are
concessional, the burden of servicing these debts would be low.
Priority needs to be given to maintaining this higher utilisation
of concessional external funding for budgetary operations, as
it will serve multiple objectives such as increasing public
investment, lowering the borrowing pressure in the domestic
market and increasing the country’s reserves.

The privatisation progtamme in 2003 was ¢lose to the
target. Proceeds from privatisation brought in Rs.10.2 billion
compared to Rs,13.5 billion envisaged in Budget 2003, The
privatisation of SLIC realised Rs.6 billion. A part payrment of
Rs. 2.7 billion received for budgetery operations from the sale
of one hundred petrol stations and one third of the common user
facility of CPC in 2003, The sale of 40 per cent of the retajl
outlets of CWE, and the sale of the gavernment's balance share
holding in plantation companies, hotels, banks and other
privatised enterprises generated the balance of Rs.1.5 billion.

Higher receipts from external sources and the privatisation
programme, as well as the reduction in the total resource gap
helped to lower borrowing in the domestic market in 2003.
Accordingly, resources mobilised from domestic sources
declined to 4.5 per cent of GDP (Rs.80 billion) in comparison
to 8 per cent of GDP (Rs.126 billion) in 2002.

In 2003, the government was able to reduce its liabilities
10 the banking system for the second consecutive year. Total
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government liabilities to the banking system declined by Rs.21
billion, in comparison to Rs.5 billion in 2002. This was a net
outcome of a reduction in government liabilities to the Central
Bank by Rs.29 billion and an increase of liabilities to
commercial banks by Rs.8 billion.

With these developments, the government was also able
to retire high cost debt (such as outstanding import bills with
staie banks) by raising funds from the domestic market at a
lower rate. Further, the first three franches of the US dollar
denominated Sri Lanka Development Bonds (SLDEs),
amounting to US dollars 158.5 million (Rs.15.2 billion}, which
matured in November and December 2003, were retired. In
addition, the government was able to retire early a significant
amount of callable non-market oriented debt, i.e., Rupee loans
(Rs.33 billion), by raising funds in the domestic market through
marketable instruments at a lower cost. A continuation of the
fiscal consclidation efforts as envisaged in the FMRA would
strengthen the government's ability to manage its debt
operations and improve overall fiscal management.

8.3 Revenue

The revenue/GDP rano continued to decline further in 2003,
entirely due to the continuous reduction in the ta/GDP ratio,
Sri Lanka’s tax effort (13.2 per cent of GDP) is significantly
below the average for developing countries (18 per cent).
During 2003 several factors contributed to the weak
performance in the tax collection. A number of tax incentives
given in the Budget and the postponement and delays in
implementing a number of tax measures proposed to expand
the tax base significantly eroded the tax base. Further, the tax
amnesty had a negative impact on the potential collection of tax
revenue in 2003. In addition, weakrnesses in the tax
administration, especially in the refund mechanism of VAT and
income taxes, also contributed to the poor performance. Non-
tax revenue collection was 2.5 per cent of GDP, as in 2002.
Non-tax revenue came mainly from Central Bank profit
transfers and profits and dividends from public enterprises.

Tax Revenue

Tax revenue amounted 1o Rs.231.6 bitlion in 2003, a slow
growth of 4 per cent in comparison to an 8 per cent growth in
2002. The share of tak revenue to total revenue declined
marginally from 85 per cent in 2002 to 84 per cent in 2003. The
composition of tax revenue was the same as in 2002, taxes on
consumption accounting for 83 per cent of tax revenue and
income taxes accounting for the balance. The share of taxes on
domestic goods and services (37 per cent), taxes on imports (46
per cent) and income taxes (17 per cent) in tax revenue
remained at previous year's levels, indicating a proportionate
reduction in the tax revenue/GDP ratio in all three sectors in
2003.

Revenue from income taxes declined from 2.4 per cent of
GDP in 2002 to 2.2 per cent of GDP in 2003, However, in
absolute terms, revenue collected increased by 5 per cent to

TABLE 83
Economic Classification of Revenue
Rs. million
2002 2008 2003 - 2004

Item Approved  Provi- - Approved
Estimates -siona) Estimales
Tax revenue 221,837 2847TH 231,648 301,000
Income laxes 37437 48483 39,297 61,160
Parsanal 12,156 14646 10073 18,840
Corporate 12780 19937 15086 28812
Tax on interest 11,512 13,800 14,229 13,708
Stamp duties 2,30 - 54 -
Bebit tax 1.31% 4100 3618 4.%7
Taxea on goods and services 148,814 172676 148,922 186633
Turngver lax 678 B i e =
GSTVAT 68,692 120,435 (97,230 124771
Manutaciuring 15,677 24,845 21,628 26,749
Non-manufacturing 18,644 23,967 29424 26,731
Imponts 237 §1623 46281 6128
Excise Tax 52,114 49,406 50972 59,311
Wiquer 10,235 10940 10,735 13752
Cigarettes 20,579 20713 X065 21832
Petroleun 16,708 13633 13251 18,655
Other 4,583 4120 6931 7072
Nafional Security Levy 28,859 - 79 S
Licence feesMotar vehilee tax 571 2,835 841 2,50
Tanes on intesnational rade 1842 39,514 E67 43840
Imports 28345 33448 34,184 42,325

Ports and Aimorts
Developmant Levy 3,497 5,068 £.432 5,515
Non tax revenue 40080 3%182 44888 40,292
Property income ZFTEG 24258 0 MTE0 15845
of which; Central Bank profits 10,000 10,000 10,000 5,000
interest income 13.232 2,548 7963 TA72
Faas and charges 4,477 4,580 4,500 5,558
Crthar non-1ax ravenue 7814 10314 - 15818 15788
Revenue adjustments - - 5iH 9720
Tolal revenue 261,807 303,933 276,516 331,572

Ag a percentage of GDP

Tax revanue 14.0 144 13.2 14.8
Incoma taxes 24 2.7 2.2 3.0
Personal 08 08 0.6 04
Corporate 0y 1.1 0.9 1.4
Tax on interesi 07 0.8 0.8 o7
Stamp duties a1 - -
Dehit tax 0.1 0.2 0.2 0.2
Taxes on goods and saricaa 8.4 87 8.5 9.2
Turnguer tax - - -
GETAVAT 4.2 6.8 5.5 6.2
Mamndacturing 10 14 12 1.3
Non manulacturing 1.2 1.9 17 18
Impeats 240 35 28 30
Excise lax 33 24 29 29
Liquor 06 08 3} ov
Cigarettes 1.3 1.2 1.1 1.1
Fatroleym 1.1 08 0.2 a8
Other 043 02 0.4 03
Walicnal Security Levy 18 . .
Licence feesMotor vehicle 1ax 0.2 0.1
Taxes on international trade 20 22 23 24
Imparts 1.4 13 1.9 24
Ports and Alrports Development Levy .2 03 0.3 0.3
Hon tex ravenue 2.5 i 25 20
Propedy income 18 14 1.4 12
of which: Central Bank profits 0.6 08 X 0.2
Imerast incoms 0.8 0.5 0.5 04
Fae#s and charges 03 03 03 0.3
Othar non Lax revenus 0.5 0.6 0.9 a8
Revenua adjustments - - - -0.5
Total revemse 165 171 157 164

Source : Ministry of Finance
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Rs.39.4 billion in 2003 from Rs.37.4 billion in 2002. Revenue
collection from corporate income taxes and personal income
tax decreased as a percentage of GDP. However, higher
revenue collection from the withholding tax helped offser part
of the shortfall in corporate and personal income taxes.

The corporate income tax/GDP ratio in 2003 was 0.9 per
cent as in 2002, Although the Advanced Company Tax (ACT)
was abolished from 2002, companies could set off any previous
ACT paid against their current year's tax liability. Similarly,
even though the investment allowance was abolished,
unciaimed balances that could be set off when calculating
taxable income are still available to companies that have made
large capital investments in the past, reducing the corporate tax
collection from these institutions. Tax collection from large
taxpayers increased during 2003, while corporate tax collection
from small and medium taxpayers decreased significantly. The
corporate tax collection from the banking, insurance and
telecommunication sectors also decreased during 2003. This
may be due to higher provisioning in the banking sector and
that investment in the telecommunication sector were eligible
for investment allowances. Meanwhile, the corporate income
tax rate for companies with taxable income of over Rs.5 million
per annum was reduced to 30 per cent from 35 per cent, but 50
per cent of this tax cut, i.e., 2.5 per cent, was to be placed in a
Human Resources Endowment Fund (HREF). Public quoted
companies, with 300 or more members and taxable income
over Rs.5 million per annum, was to be taxed at 30 per cent of
which 2.5 per cent would be credited to the HREF. However,
as this Fund has not yet been established the collection for the
HREF was transferred to the consolidated fund for budgetary
purposes. The tax concessions and exemptions granted in
Budget 2002 and Budget 2003 have also reduced the tax base,
resulting in lower tax collection. The tax amnesty also may
have contributed to lower collections from corporate taxes.

Personal income tax too declined significantly in 2003,
The increase of the threshold from Rs. 144,000 to Rs.240,000

o Chart 8.4
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and the upward revision of tax slabs in 2002 were the main
causes. Further, the highest tax rate of 35 per cent was reduced
to 30 per cent. The income tax exemption of public seclor
employees was limited to employment income, and their
employment income was taken into account in determining the
statutory income threshold for tax purpose of other income with
effect from | April 2003.

Revenue collection from withholding tax increased by 23
per cent in 2003 to Rs.14.2 billion. The increase came mainly
from witholding tax on interest earnings from government
securities, which accounted for 77 per cent of the totai
collection. The increase of marketable securities with longer
maturities could be cited as the main reason for this.
Meanwhile, the tax free limit on interest income under the [0
per cent withhalding tax was raised from Rs,72,000 per annum
to Rs. 108,000 per annum from 1 January 2003.

Revenue from consumption taxes declined to 10.9 per cent
of GDP in 2003 from 11.6 per cent of GDP in 2002. The
decline was in both taxes on domestic goods and services and
on imports. The combined collection from GST, VAT and NSL
of 6 per cent of GDP in 2002 fell to 5.5 per cent in 2003 under
a unified VAT collection. The decline in the VAT collection
is partly attributed to the postponement of several measures to
broaden the VAT base, the operation of multiple VAT rates,
administrative weaknesses in the collection mechanism and in
the refund mechanism. It was planned to extend the coverage
of VAT to persons providing financial services and to restrict
the input tax credit entitlement on assets acquired to be made
available on lease agreements 10 10 per cent to broaden the
VAT base and improve the net collection of taxes. However,
implementation of these measures were delayed due to delays
inlegislature. The practice of making refunds within one month
of the claims being submitted resulted in refunds being made
without comprehensive audits being conducted, resulting in
possible overpayment. The proportion of refunds to total tax
collection increased significantly from 12 per cent under GST
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to 20 per cent under VAT. The VAT collection from some of
the major taxable sectors could become negative as they could
claim input credit for their large investments at 2 higher rate of
20 per cent, while paying a VAT rate of 10 per cent on their
sales. Despite the growth in imports, revenue collection from
VAT on imports declined marginally to 2.6 per cent of GDP,
from a combined collection of VAT/GST and NSL of 3 per cent
of GDP in 2002. The main reasons for that fall was that some
ttems, which were liable for NSL earlier, were exempted from
VAT and the effective rate under GST/NSL was higher than
under VAT, In the manufacturing sector, the main source of
VAT revenue in 2003 was construction followed by petroleum,
cigarettes and liquor. In the non manufacturing sector, the main
VAT revenue collection came from the telecommunications
and finance and insurance sectors.

Revenue collection from excise duty declined by 2 per
cent in 2003 to Rs.51 billion due to lower collections from
cigareites and petroleum products. Excise duty collection from
cigarettes declined marginally to Rs.20 billion. Although the
rates were revised upward on some brands of cigarettes, a
decline in domestic sales of popular products contributed to the
lower collection of excise duty from cigarettes, A large infiux
of cigarettes smuggled into the country and the local supply of
illegal white cigareties are said to have resulted in reduced
domestic sales.

Growth in both hard and soft liquor production, and an
upward revision of excise taxes in 2003 contributed to the
higher excise duty collection from liquer. Hard liquor
production increased by 13 per cent and soft liquor production
increased by 12 per cent. Further, the excise duty rates were
revised upwards on molasses, palmyrah arrack, coconut arrack
and processed arrack from Rs.299 per proof litre to Rs.330 per
proof litre and on country made foreign spirits from Rs.399
per proof litre to Rs.440 per proof litre, with effect from
September 2003. Towards the end of the year, the excise duty
on malt liquor below 5 per cent strength was increased to
Rs.20 per litre and for malt liquor above 5 per cent strength to
Rs.35 per litre from Rs.15 per litre and Rs.25 per litre,
respectively.

The excise duty collection from petroleum products
declined from 1.1 per cent of GDP in 2002 to 0.8 per cent in
2003. The main reason for the decline was the comparatively
high excise rate structure in operation in 2002 and payment of
arrears of Rs.2 billion by the CPC in 2002. The excise duty on
petrol was reduced from Rs.24 per litre to Rs.21 per litre from
August 2002 and subsequently increased to Rs.22 per litre in
August 2003, with the imposition of the Road Tax. In a similar
manner, the excise duty on diesel was brought down from Rs.4
per litre to Rs.3 per litre and then increased to Rs.3.50 per litre
from August 2003, Thus, lower excise rates were applicable for
diese] and petrol during most of the year,

The excise duty collection from motor vehicles increased
by 51 per cent to Rs.6.9 billion in 2003, There was a significant
increase in imports of high valued motor vehicles, which
contribited to this higher excise collection.

Revenue from import duties (including the 20 per cent
surcharge) increased sharply by 21 per cent from Rs.28.3
billion in 2002 to Rs.34.2 billion in 2003. The import duty/GDP
ratio increased marginally from 1.8 per cent in 2002 to 1.9 per
cent in 2003. This increase was the combined outcome of the
imposition of duty on most exempted imports, upward revision
of rates and growth in imports during 2003, The main sources
of import duty were motor vehicles, sugar, edible oils, potatoes,
big onions and milk products. The 2 per cent tariff band, which
was introduced from end 2002, was increased to 2.5 per cent
with effect from September 2003, In addition, specific duties
on several essential items were revised upward 1o protect local
producers. The average duty rate {the ratio of import duty
collection, excluding the import duty surcharge, to total value
of imports) rose 1o 4.6 per cent in 2003 from 4.1 per cent in
2002 as the number of zero rated items were reduced from
November 2002. However, the effective duty rate (the ratio of
total import duty collection, excluding the import surcharge, to
dutiable imports) decreased to 12,4 per cent in 2003 from 14.7
per eent in 2002, This was mainly due to the introduction of a
lower tariff rate (2 per cent) on a large number of items, which
had been exempted before.

The revenue collection from the Ports and Airports
Development Levy (PAL) increased sharply by 57 per cent
from Rs.3.5 billion to Rs.5.5 billion in 2003 largely due to the
full year impact. The PAL was introduced from | May 2002.
From 1 January 2003, the PAL applicable for imports solely
uset! for exports was reduced from 0.75 per cent to 0.5 per cent.
The coverage of the debits tax was extended to savings deposits
with commerctal banks and licensed specialised banks, with
effect tfrom 1 January 2003. The exemption from debits tax on
withdrawals was increased from Rs.10,000 per menth to
Rs.20,000 per month from 1 January 2003. Although these two
taxes were introduced to recoup the revenue loss from the
abolition of stamp duty, the combined revenue collection for
PAL and the debits tax in 2003 as a percentage of GDP was
only 0.5 per cent in comparison to an average stamp duty
collection of 0.7 per cent of GDP during 1997-2001.

Non Tax Revenue

Non tax revenue increased by 14 per cent to Rs.44.9 billion,
from Rs.40.1 billion in 2002, and exceeded the target of
Rs.39.2 billion. As a percentage of GDP, non tax revenue
collection was 2.3 per cent, the same proportion as in 2003. The
higher revenue collection came mainly from Central Bank
profits transfers (Rs. 10 billion), revenue collection from sales
and charges (Rs.9 billion) and profits and dividends from
public enterprises (Rs.5.4 billion). A higher profits transfer of
Rs.1.7 billion and dividends from the Sri Lanka Insurance
Corporation amounting to Rs, 750 million, which were not
budgeted, contributed to the increased revenue from profits and
dividends from public enterprises. In addition, Rs.2 billion was
collected from the Strike, Riot, Civil Commotion and
Terrorism Fund. However, collection from interest dues on on-
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lending to public enterprises by government, and rent
collection, were below budget targets.

8.4 Expenditure

In 2003, the government continued its expenditure
rationalisation measures with a view to strengthening the fiscal
consolidation process. Accordingly, Budget 2003 envisaged
maintaining total expenditure at 24.6 per cent of GDP, with
current expenditure at 19.3 per cent of GDP and capital
expenditure at 5.3 per cent of GDP. The realised rotal
expenditure, decreased to 23.7 per cent of GDP in 2003
compared to 25.4 per cent in 2002. This decrease came mainly
from a decline in recurrent expenditure, which amounted to 19
per cent of GDP in 2003, as against 20.9 per cent in 2002, As
in previous years, the realised capital expenditure and net
lending was below the annual target due to the curtailment of
non priority rupee funded public investment and a shortfall in
project related foreign resources. However, in COmparison to
2002, expenditure on capital and net lending increased
marginally to 4.7 per cent of GDP in 2003 from 4.6 per cent in
2002.

Current expenditure

In nominal terms, current expenditure increased marginally to
Rs.334.7 billion in 2603, However, lower interest payments
and the containment of non-interest recurrent expenditure
helped reduce recurrent expenditure as a percentage of GDP,
The reduction in interest payments was mainly due to a decline
in market rates and reduced botrowing requirements. The
decline in non-interest current expenditure was the outcome of
several factors. Expenditure on personal emoluments and
pension payments was contained by avoiding ad hoc salary and
pension revisions in 2002 and 2003, The continuation of the
ceasefire agreement contributed to containing defence related
expenditure, In addition, welfare payments and transfers to
public institetions were contained close to the budgeted level,
However, there were expenditure overruns in departmental
enterprises and new expenditure on flood relief that oftset part
of the benefits achieved through other measures.

In 2003, expenditure on salaries and wages, in nominal
terms, increased marginally by 3 per cent, slightly higher than
the budgeted level of Rs.91 billion. In 2002, the increase was
17 per cent due to the full year impact of the salary increase
implemented towards end 2001. Salaries and wages declined
to 3.2 per cent of GDP from 5.6 per cent in 2002. This was
possible as a result of the continuation of the suspension of
recruitment to the public sector, and the avoidance of ad hoc
salary increases during 2003. Salaries and wages remained
unchanged at 27 per cent of recurrent expenditure,

The signing of the peace agreement in 2002 and the
continuation of the peaceful environment throughout 2003
enabled the government to contain defence related expenditure.
Accordingly, defence expenditure (excluding expenditure on
public order and safety) declined in 2003. In nominal terms,

TABLE 8.4
Economic Classification of Expenditure and
Lending minus Repayment As. mitlion

2002 2003 2003 2004

lem Approved  Provi-  Approved
Estimales  -sional - Estimates
Current expenditure 230847 344611 334693 35764
Expendifute on goods and services 139,891 137,800 | 138661 158,678
Salaries and wages B8,804 90709 v §1.780° 106,015
Other goods and services 51,687 6.0 53,663
Interest payments 116,515 : 120,918
Forgign 10818 15,547
Domestic 105,897 105,31
Currenl lransters and sutrscies 74,441 78078
To public corporations 7,998 507
To public inslitwtlans 12,063 12,543
To sub national governmants 9z 477
To households and olher sectors 53,958 61,550
Food stamps, food subsidy etz a0 800
Samurdhi 9.910 5,000
Pensiong 23 36,810
Fartilizer subsidy 2,444 3,000
Othar 9,737 8L E08 11,840
Capital expenditure 58505  gie12 75088 93,13
Acquisition of real assels 26,50 51,403 MEL5B0 53,012
Capital transfors 2034 30,209 3BESW, 40,120
To public corparations 11,459 71479 114, 9,346
Ta public inslintans 15118 17,558 2572
To sub national govenments. 5,421 5,000 4,830
Other 98 472 223
Lending minus repayment 13,547 12,047 : 18,573
Advance accounts 1,336 1,500 s 2000
On lending 13682 13385 . . 12320 14,308
Reslnugtuting cost 4,689 5497 o0 4801 10,370
Loan repaymenls -6.060 B216 ' 0T -8,093
Mamaorandum fam: AL T
Teansfers to Provincial Gounclls {a} 36,499 38,700 - 41,483
Curren 30,574 31,700 © 42253
Capital 5926 5,000 4230
Total expenditure and net lending 402,989 438,370 417,671 469,479
As a parcentage of GDP :
Current expenditure 20.9 o1 176
Expendhlture an gaods and services 88 78
Salaries and wagas 5.6 52
Other goods and services 32 26
Interest payinenls 74 60
Forsign 07 .8
Domestic 67 52
Currenl translers and subsicies 4.7 [tk ]
To public carporations 08 Q2
T public institutions 08 06
To sub nalional goverments ’ - i
To hougehelds and other sectors a4 33 00 aan 340
Food stamps, food subsidy ste ; bR} i :
Sarnurdhi 0.6 05 - Q5 04
Pensiong 20 19 1.8 18
Fenlliser subsidy 02 0150 o o1
Other 0.6 a7 - 06 08
Capital expenditure 37 46 4.3 46
Acyuksition of real assets 1.7 2.0 ey 26
Capital transiers 20 1.7 ikl 29
To public corporations 0.7 ad: 0B 05
Ta publfic instibutions 1.0 14 11 1.3
To sub naticnal govemments 0.3 0.3 5 02
Clher A ree HEERES R 2
Lending minus repayment 0.9 PEgEE S ['E]
Advence accounts 01 01 1 01
On lending 08 07 Gl 0.7
Restruciuring cost 0.3 03 0 03 05
Loan repaymenis 04 05 04
Memorandum itam: i
Transtars to Proviacial Councils (8) 24 21 jit . 2.0
Current 14 [ X . t5
Capital 0.4 03 04 05
Total expenditure and net lending 254 46 L0237 23.2

Source : Ministry of Financg

(8)Currenttransfers lo provincial councils arg classiting undier expendiure on goods and

services and capital transfers to provinclal ¢ouncils are classitied undercapitad rane-
fers to sub nationat gowa mments,
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defence expenditure declined by 4 per cent to Rs.47 billion and
was close to the budgeted target. Defence expenditure in 2003,
as a percentage of GDP, also declined to 2.7 per cent, from 3.1
per cent in 2002, Although new recruitments to the defence
services increased expenditure on salaries and wages, a
reduction in the import of military equipment and hardware
helped reduce total expenditure. Further, expenditure incurred
to maintain public order and safety decreased by 2.3 per cent
to Rs.14.6 billion (0.8 per cent of GDP) from Rs. 15 billion (0.9
per cent of GDP) in 2002. Total expenditure on defence and
smaintenance of law and order declined to 3.5 per cent of GDP
from 4.0 per cent in 2002.

Despite the increase in the debt stock, the continuing
decline in domestic market interest rates and the replacement
of high cost government borrowing with marketable debt
instruments helped reverse the increasing trend in interest
payments. Interest payments, which amounted to Rs.125.1
hillion in 2003, continved to be the single largest component
of recurrent expenditure (37 per cent), an increase of 7 per cent
over 2002, This was, however, much lower than the 24 per
cent increase in 2002. Interest payments declined to 7.1 per
cent of GDP from 7.4 per cent in 2002, Of the total, interest
payments on domestic debt amounted to Rs.113.5 billion,
while nayments on foreign debt were Rs.11.6 billion. Interest
payments on Treasury bonds became the major component of
interest {Rs.50.9 billion) with atmost twofold increase over
2002. This was clearly the result of moving to marketable debt
securities. In contrast, interest payments on Rupee loans
declined to Rs.35.6 billion as they were gradually phased out.
Interest payments on Treasury bills decreased to Rs.24.1
billion from Rs.25.7 billion in 2002 because of lower interest
rates. The balance amount of interest payments was in respect
of SLDBs and non-instrument borrowings from the hanking
system.

In 2003, actual interest payments were significantly lower
by (Rs.5.1 billion) than the budgetary allocation. Higher
external borrowing through concessional sources reduced the
borrowing requirement from the domestic markei. This
supported the declining trend in domestic interest rates, which,
in turn, reduced interest costs, Close monitoring of the
gavernment cash flow operations, and improved debt
management activities, also helped.

There was a reversal in the continuously increasing trend
observed in current transfers and subsidies. These amounted to
Rs.70.9 billion, a dectine of 5 per cent over 2002. As a
percentage of GDP too, it decreased, from 4.7 per cent in 2002
1o 4 per cent.

In 2003, expenditure on pension payments remained
almost unchanged at Rs.31 billion as in 2002. However, this
was Re.2.4 billion less than the budgetary allocation. This
under expenditure was mainly due fo delays in the
implementation of recommendations of several committees on
pension anomalies. However, late implementation of such
recommendations may increase the pension payments in the

TABLE 85
Funclional Classification of Expenditure
Rs. million
2002 2003 . 2003. 2004
tem Approved - Approved
Estinates +siohal Estimates
Current expendilure i
General public services 80,970 87,534 BE3ET 89,538
Civil administation 17473 2319 24765 22,738
Dabence 49,183 49721 : 47005 51978
Public order and safely 14,934 14794 14601 14,820
Sccial services 106,096 110247 104,812 107,771
Education ;M.162 312309 3673 2
Health 20234 20,132 ;22073 2187
Welfare 47503 52575 - 45849 48505
Community senvicas 7198 5291 ‘:B217 5054
Economic services 17190 15601 1547 19,900
Agriculiure and irrigalion 7.635 7006 L 7002 8,265
Fisheriag 435 623 - 571 03
Manufaclwing and mining 7% 414 - 480 433
Energy and water supply 3685 ] =8 3
Transpon and communucation 8,749 3472 - 4614 4,601
Trads and commerce 349 368 297 443
ther L] 3,792 1482 4,940
Other 126,591 131,150 129,104 140,467
o which; interest 116,515 130,178 125,126 120918
Total current expenditure 330,847 4,611 334,693 357,674
Capital expanditure and lending
General public sarvicas 4714 4,311 5,203 7138
Chell adminigtraltion 4,075 4,087 4 826 5,808
Public order and safety 53g 225 w7 1,230
Social services 15,690 24,500 19,180 28,101
Education 6,048 9,736 7443 9,610
Heahh 4,713 7,008 5,403 7,755
Waifare 212 496 . 8 538
Housing 3,506 3,560 3,249 4,175
Communily services 1212 3200 2254 6,023
Economic sarvices 51,678 80804 58742 72,065
Agriculture and irrigation 6,038 9,584 8420 10,232
ofe Mahaweli Project 2663 2874 3005 2048
Fisheties 743 1304 659 2,125
Manufaclurng and minag 853 w2 168 598
Energy and waler supply 17,732 12113 2380 16,458
Transport and communucation 18,916 19,537 20,238 25158
Trade and commarce 18 255 196 842
Olther 833 17,508 5246 17,753
Other 9% 5472 4276 23
Total caphal expenditure and lending 72,177 94,978 87409 107,528
A3 a percentage of GDP 5
Total expenditure
General public sarvices 5.4 g2 82 418
Civil administraion 1.4 115 17 1.4
Defence 31 28 FEaERd 2.8
Pubtic arder and safety o8 0.8 (08 07
Social sarvices 77 76 0 T.0 6.7
Education 23 2.4 22 2.1
Healih 16 1.5 1.6 15
Woelfare 3z 31 2.8 26
Houwsing 02 p.2 w02 0.2
Community services 4.5 05 0.4 05
Economic services 4.4 43 42 4,5
Agriculture and irgation 08 0.9 08 0.9
Fighetigs i 01 [ER ] o1
Manufaci wing and mining 01 [+A]
Energy and water supply 1.1 07 1.4 08
Transpon and communucation 16 13 14 5
Trada and commerce 01
Oher 0.5 2 04 1.1
Oither 1.9 1.7 7.6 69
o which: intarest 74 73 ET) 60
Total expendilure and tending 25.4 27 240 2.9

Source : Ministry of Finance
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future. The new contributory pension system is expecied to
lower the unfunded pension liability of the government in the
long term,

Expenditure incurred on the Samurdhi programme was
Rs.8.7 billion in 2003, 12 per cent less than in 2002. This was
mainly due to the strong commitment of the government to
continue the screening mechanism to select only the most
needy, and the continuation of the empowerment programme.
The enactment of the Welfare Benefit Act in 2002 provides an
opportunity to implement entry and exit criteria for Samurdhi
beneficiaries in the future.

Expenditure on the fertiliser subsidy in 2003 amounted to
Rs.2.2 billion, compared to Rs. 2.4 billion in 2002. However,
this was a 10 per cent increase over original estimates. Despite
the reduction in the usage of urea in 2003 the payment of
arrears of Rs.1.1 billion cartried forward from 2002 was the
matn reason for this increase. A quantity based fixed
fertiliser subsidy scheme (Rs.300 per 50 kg bag or Rs.6,000

per metric ton), which was introduced in October 20032,
continued in 2003,

Amaong the other welfare transfers to households,
expenditure on school uniforms declined by 25 per cent to
Rs.0.6 billion, mainly due to the programme introduced by
the government to improve the targeting of the distribution
of school uniforms to needy people. Expenditure on the
provision of flood relief in May 2003 amounted to Rs.0.8
billion, for which there were no budgetary provisions in
2003. Meanwhile, expenditure on school textbooks and bus
season tickets for children was maintained at the budgeted
level,

Expenditure on transfers to public institutions amounted
to Rs.11.9 billion, a marginal decrease over 2002, The
University Grants Commission (Rs.4.6 billion), the Samurdhi
Authority of Sri Lanka (Rs.2.9 billion) and the Mahaweli
Authority of Sri Lanka (Rs.0.8 billion) were the major
recipients of these transfers,
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Transiers to public corporations declined by 29 per cent
to Rs.5.7 billion in 2003, This was mainly due to the
containment of transfers to public corporations despite the
higher losses incurred by Sri Lanka Railways (SLR) (Rs.2.2
billion), Regional Transport Companies (RTCs) (Rs.0.7
billion), Department of Posts (Rs.0.8 billion) and CWE
(Rs. 1.8 billion). Higher fuel prices, failure to adjust railway
fares to reflect operational costs, and management
inefficiencies were identified as reasons for the higher losses
of SLR. In 2003, the government transformed the SLR w0 a
Railway Authority, to provide better services to rail
commuters, and to minimise losses by restructuring the
railway service, while making the industry viable. The
increased losses of RTCs were due to management
inefficiencies, the relatively large number of employees and
the failure to adjust passenger fares on a cost recovery basis.
Of these, the deferment of the implementation of the fare
increase agreed on by the National Transport Commission in
2003 was the most important reasen. The losses in the
Department of Posts were mainly due to inadequate revisions
in postal rates. These continving losses in public corporations
reiterates the necessity for continuing restructuring plans with
regard to these public entities.

Public Investment

The public investment programme expanded in 2003. Total
expenditure on public investment increased to 5.0 per cent of
GDP (Rs.87.4 billion) from 4.6 per cent of GDP (Rs.72.2
billion) in 2002. However, the realised investment programme
was below the annual planned programme of 5.3 per cent of
GDP (Rs.95 billion) envisaged in Budget 2003. This reduction
was a result of the curtailment of non-priority rupee funded
capital expenditure and a shortfall of donor funded project
loans linked to the investment programme. The policy adopted
by successive governments to curtail planned public investment
to contain the overall deficit has the negative effect of
hampering the long-tetm growth prospects in the economy. The
allocation of funds for public investment in the recent past has
been below the required level, underscoring the urgency of
increasing resource allocation for public investment with high
return to accelerate the growth momentum, while financing this
investment as far as possible through concessional foreign
sources and government revenue.

Expenditure incurred by the central government
(ministries and departments} for purchase of capital assets, and
construction and development of fixed assets increased 1o 2.1
per cent of GDP (Rs.36.6 billion} compared to 1.7 per cent
{Rs.26.5 billion} in 2002. These investments were mainly
concentrated on education, health, agriculture, irngation and
rural development programmes. Total central government
transfers for investment programmes in public non-financial
corporations and institutions rose to 1.9 per cent of GDP
(Rs.34.2 billion) from 1.7 per cent {Rs.26.6 billion) in 2002,
Major investment programmes were reported in the Road

Development Authority (RDA) (Rs.13.2 billion), Ceylon
Electricity Board (CEB) (Rs.5.2 billion), National Water
Supply and Drainage Board (NWSDB) (Rs.7.8 billion) and
Mahaweli Developmeni Authority (Rs.3.0 billion).

Investment activities of PCs through rupee funded
programmes (Rs. 4.2 billion} reported a decling in 2003. This
was a result of reduced allocation of funds from the original
budget as well as further controls on releasing rupee funds from
the central government due to significant shortfalls in revenue.

The central government continued its on-lending
programmes to channel government guaranteed foreign funds
to commerciatly eriented public enterprises. In 2003, the on-
lending programme was limited to 0.7 per cent of GDP (Rs.
12.3 billion) compared 10 0.9 per cent (Rs. 13. 6 billion} in
2002. As in the past, CEB (Rs.6.5 billion), SLPA (Rs.1.3
billion), CPC (Rs.3.7 billion) and Sri Lanka Telecom (Rs.0.2
billion) continued to be the main recipients that benefited from
the programme. In companison to the original budgetary target,
the resource utilisation ratio of the on-lending programme,
decreased to 92 per cent compared to 95 per cent in the
previous year.

On a functional basts, public investment in economic
services amounted to 3.3 per cent of GDP (Rs.58.7 billion) and
accounted for 67 per cent of the total public investment
programme in 2003. In comparison to the total budgetary
provisions (Rs.60.6 billion), the realised programme reached 37
per cent. The shortfall was mainly due to the curtailment of
funds allocated for rupee funded projects and the shortfall in
the foreign funded programme.

Under the public investment on economic services,
expenditure incurred in the transport and telecommunication
sectors increased to 1.1 per cent of GDP (Rs.20.2 billion) and
accounted for 34 per cent of investment in economic services
in 2003. RDA (Rs. 13.2 biltion) and Sri Lanka Railways (Rs.1.7
billion) were the major investors, accounting for 74 per cent of
this sectoral investment in 2003, Public investment in the
energy and water supply sector reported an increase to 1.4 per
cent of GDP (Rs.23.8 billion) and accounted for 41 per cent of
total invesiment in econamic services. CEB (Rs 11.7 billion}
and NWSDB (Rs.7.8 billion) accounted for 82 per cent of the
investment in this sector in 2003. Public investment in the
agriculture and irrigation sectors (Rs.8.4 billion) and the
fisheries sector (Rs.0.7 billion) accounted for 16 per cent of
total investment in economic services. As in the past, the
Mahaweli Authority {Rs. 3.0 billion} continued to be the main
recipient. In addition, direct investment in the agriculture,
irrigation and fisheries sectors by relevant ministries and
departments (Rs.5.5 billion) accounted for 65 per cent of the
investment in these sectors in 2003.

Public investment in social services, at L1 per cent of
GDP (Rs. 19. 2 billion), showed a marginal increase compared
with the 1 per cent in the previous year. This increase was seen
in two major sectors, i.e. the education and health sectors.
Investment in the education and health sectors was mainly for
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construction of schools and hospitals and improvement of their
services. Investment in the housing sector (Rs.3.2 billion) was
mainly focussed on the development of housing facilities for
public sector employees, plantation housing and urban housing
programmes. Of the total investment in community services
(Rs 2.2 biflion), 9 per cent was provided for the Samurdhi
Authority (Rs.0.2 billion) to finance various community
development and empowerment programmes.

8.5 Provincial Councils

The overall budgetary operations of PCs showed an
improvement in 2003. Revenue collection increased by 24 per
cent in rupee terms to 0.7 per cent of GDP. This increase
reflected the revival of economic activities in the country.
Expenditure was maintained at 2.8 per cent of GDP as in the
previous year. Current expenditure was reduced by 0.2
percentage points to 2.3 per cent of GDP, while expenditure on
provincial investment activities increased to 0.5 per cent of
GDP. With these improvements, the dependence of PCs on
central government grants declined to 2.1 per cent of GDP from
2.3 per centin 2002. This improvement in budgetary operations
of PCs has contributed to the consolidation of fiscal operations
of the central government.

The major issues with regard to the operations of the PC
System remained in 2003. Some of the major issues were the
limited scope for resource allocation, inadequate power to
mobilise resources, high dependence on the central govemnment
to finance the resource gap and a weak relationship with the
central government due to the lack of a strong institutional
framework for regulation and monitoring. The strengthening of
the Finance Commission to regulate and monitor the functions

TABLE 8.6
Budget Qutturn for Provincial Councils
Rs. million
2000 2001 2002 2008
Provigional
Total revenue 7,534 8674 9366 | 11625
Tax Revenue 5,478 7,539 7.052 . 9068 i
Nan-Tax Revenue 1,056 1,135 1,414 1,656
Tolal expenditure 37328 40,094 44,314 - 49924
Cument expenditure 28856 33425 38268 39,800
ohw Wages 22,190 26,169 29993 | - 30,682
Capital expenditure 8472 6,669 6046 :
Central government
transiers 31,543 30,948 36,499
Block grants 23220 24699 30,574 30462
Criteria based grants 1,323 596 1,000 507
Matching grants €65 282 307 246
Frovince Specific Sonton
Development Grants 5,523 4,208 3,405 3332
Grants for Special S
Projects 812 1,163 1213 3184

Sources: Ministry of Home Affalrs, Provincial
Councils and Local Government
Central Bank of Sri Lanka
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of PCs could be recognised as one of the priority actions to be
implemented by enacting the Finance Commission Act.
However, the resoution of other requires more comprehensive
reforms in the overall devolution system, which could only be
implemented through constitutional amendments.

Revenue

The total revenue collection of PCs rose by 24 per cent in 2003
in comparison to an 8 per cent increase in 2002, a 25 per cent
Increase in tax revenue being the major cause. Increased
revenue from turnover taxes and stamp duties mainly
contributed to this increase and accounted for 71 per cent of
total revenue. Turnover taxes grew by 14 per cent and
continued to be the main revenue source of PCs. The collection
from stamp duties grew by 63 per cent, reflecting the increase
in property transactions with the revival of economic activity.
Other revenue sources such as licence fees and sales and
charges also showed moderate increases in 2003,

As in the past, the Western Provincial Council (WPC) had
the largest revenue collection, accounting for 67 per cent
(Rs.7,820 million}) of total revenue collection in PCs in 2003.
The concentration of commercial and industrial activities and
the high population in the WPC helped to mobilise higher
revenues there. The Central Province, the Southern Province
and the North Western Province were the other major revenue
collectors. The collection of provincial taxes in the Northern
and the Eastern provinces has been a function of the central
government due to the war situation.

Current Expenditure

The policies adopted by the government to contain non-interest
recurrent expenditure helped to restrict the increase in recurrent
expenditure in PCs. Accordingly, although the current
expenditure increased marginally in 2003 in rupee terms, as a
percentage of GDP, it declined by 0.2 percentage points of
GDP to 2.3 per cent in 2003, The WPC accounted for 23 pet
cent of the total current expenditure of the PCs. About 70 per
cent of the balance had been incurred by the Central, Southern,
North East, and North West provineial councils.
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Based on the economic classification, expenditure on
personal emoluments in the provincial councils increased
marginally in rupee terms, but decreased by 0.2 percentage
points in GDP terms to 1.7 per cent in 2003. The continuation
of the government policy of the suspension of recruitment to
the provincial service and avoidance of ad hoc salary increases
for employees in PCs helped to contain the expenses on
personal emoluments within the targeted level. The education
(69 per cent} and health {22 per cent) sectors continued to be
the main absorbers of personal emoluments, accounting for 91
per cent of the total personal emoluments. The balance
emolument expenditure has been distributed among the other
sectors such as provincial administration, community service
and economic infrastructure. Qther current expenditure was
used for other non-wage expenses on goods and services,

Based on the functional classification, recurrent
expenditure incurred by the provincial administration,
economic services and social services amounted to Rs.3,264
million, Rs.1,715 million, and Rs.34,821 million, respectively.
Education and health sectors continued as two main sub-
sectors, representing social services and spending Rs.21,947
million and Rs.8,125 million, respectively. In view of the
consolidated expenditure on education and health services by
the central government and provincial councils, PCs play a
major role in these two functions sharing 65 per cent and 45 per
cent of total consolidated expenses, respectively.

Capital Expenditure

Total expenditure incurred by PCs for investment activities in
2003 amounted to Rs.9,423 million (0.5 per cent of GDP). This
was a 56 per cent increase over the 2002. The provincial
investment programme included foreign funded special
projects, Provincial Specific Development Projects (PSDF),
acquisition of capital goods and capital transfers. Expenditure
incurred under foreign funded special projects increased. These
projects include the North East Emergency Reconstruction
Projects, North-East Community Restoration Project, North-
East Trrigated Agricultural Project and the Southetn Provincial
Roads Improvement Project.

Expenditure on PSDP declined by 3 per cent, mainly due
to restriction in funds released by the central government under
PSDG. PSDP projects primarily focused on regional
investment programmes relating to education, health and roads.

Central Government Transfers

Central government transfers to PCs include block graats,
ctiteria based grants, matching grants, provincial specific
development grants (PSDG) and foreign grants for special
projects. Block grants amounting to Rs.30,462 million were
provided to finance the recurrent expenditure of the PCs in
2003 compared to Rs.30,574 million in 2002. Meanwhile,
criteria based grants decreased by Rs.393 million to Rs.607
million, As indicated above, funds released under the PSDG
declined to Rs.3,332 million in 2003. With the inauguration of

rehabilitation and reconstruction activities in the North and the
East, funds transferred for foreign funded project recorded a
significant increase to Rs.3,184 million in 2003. As in the past,
shortfalls in revenue collections and resource constraints at the
central government have restricted the transfer of funds for
investment through the grant system.

8.6 Pubtlic Enterprise Reforms

As stated in the medium term policy strategy, the
government's goal is to move out from all commercial
activities that can be more efficiently underiaken by the private
sector. Some commercial services provided by the government
can be more efficiently provided through the private sector or
a public-private partnership. The privatisation programme in
2003 addressed these broader objectives. The government
expected to raise Rs.13.5 billion from the privatisation
programme. The actual proceeds at end December 2003
amounted to Rs.10.5 billion {if the final payment for the
divestiture of 100 petrol stations and one third of the common
user facility of the CPC by Indian Oil Corparation (I0C)
received in January 2004, is included, total privatisation
proceeds amounts to Rs,14.9 billion).

The government took several further steps in its policy of
liberalising the petroleum sector, announced in Budget 2002,
An automatic pricing formula was introduced, the bunkering
service was privatised and the Petroleum Products (Special
Provisions} Act No. 33 of 2002 was enacted enabling the entry
of muitiple private players to the sector. In 2003, the second
player to the petroleum sector, IOC, entered the market. One
hundred petro! stations and a one third stake in the common
user facility of the CPC was sold to 10C’s local venture, Lanka
Indian Qil Corporation (LIOC) at a price of US dollars 75
million. The final agreement was signed in December 2003 and
part payment for the transaction, amounting to US dollars 30
million was received in December 2003 (inclusive of the US
dollats 2 million advance payment in February 2003), The
balance US dollars 45 million was received in January 2004,
The China Bay petraleum tank farm was leased for 35 years for
US doltars 100,000 per annum to the LIOC as part of the long-
term plan to develop petroleum product storage facilities. The
third player in the petroleum sector is expected to enter the
market in 2004. The prospective investors have been short-
listed and they have submitted binding bids and technical
proposals for evaluation to the Technical Evaluation
Committee and the Cabinet Appointed Negotiation Committee.

The other major privatisation completed in 2003 was the
sale of the SLIC. Government started major reforms in the
government owned insurance enterprises in 2001. Accordingly,
National Insurance Corporation (NIC) was first sold in two
transactions in 2001 and 2002, The process of privatisation of
SLIC began in 2001 and was finalised in April 2003, The SLIC,
a fully government owned company, was privatised with the
sale of 90 per cent of the shares to a private sector consortium.
The balance 10 per cent of the shares were distributed among
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TABLE 8.7
Privatisation Proceeds Received in 2003

Name of the Enlerprise % Divested Method of Privatisation Privatisation Praceeds (Rs. million} (a)
Local Fareign Total

Sri Lanka Insurance Corporation 100 Tender €,050.0 - 8,050.0
Ceylon Petroleum Corporation {D) 33 Invitation from GOSL - 2,.89%6.7 2,896.7
NDB 25 Colombo Stock Exchange 5047 . 504.7
NDE Bank 72 Colombo Stock Exchange 327 - azz
Sathosa Retail Limited 40 Megotiation 6800 - 6800
Taj Lanka Holels 27 Colombeg Stock Exchange 597 - 597
Hotel Galadari 0.2 Colomba Stock Exchange 4.4 - 4.4
Colomba tnternational School 39 Negotiatian 69.0 - 69.0
Kiichen and Bakery of Dapartment of Food Tender 20 - 2.0
Plantation Companies

Hapugastenna Plantatlons Limiled 8.2 55.5 - 555

Udapusseltawa Plantations Limitad 9.2 17.9 - 17.9

Watawala Plandations Limited 0.2 Colombo Stack Exchange 01 - 01

Namunukla Plantations Limited 0.04 01 - 01

Kahawatta Plantations Limited 76 24.4 - 24.4
Tolal 7,.290.6 2,896.7 10,487.3

{a) Th# government accounts show net receipts lrom divesture proceeds after paying commissionto  Source: Public Enterprise Ralorm Commission

Colombo Stock Exchange, other service charges atc.

{b) With the full payment in January 2004 the sales proceeds from the hundred petrot stations and
one third of the common user facility of CPC amounted to Rs. 7,340.8 million (USD 75 million).

the employees. The transaction yielded Rs.6 billion. With the
privatisation of the SLIC, government has almost completely
moved out of the insurance sector.

Government continued its programme of selling minority
shares in plantarion companies in 2003. Shares in
Hapugastenna Plantations Ltd. (8.2 per cent of shares for
Rs.32.7 million), Udapussellawa Plantations Lid. (9.2 per cent
of shares for Rs.17.9 million), Kahawatta Plantations Ltd. (7.6
per cent of shares for Rs. 24.4 million), Namunukuia
Plantations Ltd. and Watawala Plantations Ltd. were sold
during 2003, on the Colombo Stock Exchange.

A comprehensive restructuring programme was
introduced to overcome the debt burden of the CWE and
improve its service, Under the restructuring programme,
government issued special government securities amounting to
Rs.4.4 billion on behalf of the CWE ro settle liabilities to the
banking system. The CWE agreed to hand over the rights it has
in property plus a 40 per cent share of Sathosa Retail Lid.,
which is a subsidiary of CWE to the government. A 40 per cent
stake in Sathosa Retail Ltd., and full management ri ghts were
sold to a private consortium in 2003. The transaction resulted
in a net inflow of Rs.680 million.

The government gradually sold out its holdings in
National Development Bank (NDRB), Colombo International
School, Taj Lanka Hotels, Hotel Galadari and the kitchen and
bakery of the Food Department. The entite government holding
in NDB (2.5 per cent of the share capital) was sold on the
Colombo Stock Exchange in 2003 and yielded Rs.595 million.
A part of the government holdings in NDB Bank was sold
during 2003 for Rs.32.7 million. The 39 per cent of the
shareholding of the government in the Colombo International
School was sold to Ceyko Projects Ltd. through negotiations,

for Rs.86.7 million. An amount equivalent to 10 per cent of the
share of the company (Rs.17.7 million) was distributed among
the employees, who were in employment on the date of transfer
of the majority shareholding in November 1993. The balance
Rs.69 million were the actual privatisation proceeds received
for budgetary financing. The remaining shares of Taj Hotels
(2.7 per cent of share capital) and 2 minority stake in Galadari
Hotel (0.2 per cent of the share capital) were sold on the
Colombo Stock Exchange in 2003 for Rs.59.7 million and
Rs.4.4 million, respectively. The assets of the kitchen and
bakery owned by the Food Department were sold in 2003 for
Rs.1.9 million.

The liquidation process of several enterprises, which
started prior to 2003 were concluded during 2003. A number
of public enterprises were identified for closure, namely,
Janatha Fertiliser Enterprises Ltd., Sri Lanka Rubber
Manufacturing and Export Corporation, Sri Lanka National
Freedom from Hunger Campaign Board, Sri Lanka Institute of
Co-operative Management, Agriculture Development
Authority, Svi Lanka Press Council, Sri Lanka Television
Training Institute, Colombo Sack Makers and Sri Lanka Sugar
Company Ltd.

The government identified several public enterprises to be
restructured of which the Sugar Cane Research Institute and the
Sri Lanka Cement Corporation listed for restructuring in 2004
Cabinet approval was obtained for the privatisation of State
Timber Corporation, National Paper Co. Ltd, State
Pharmaceutical Manufacturing Corporation, State Engineering
Corporation, 4-farms of National Livestock Board and
Kahatagaha Graphite. Ali 13 cluster bus companies, and the
remaining shareholding in $1i Lanka Telecom and Shell Gas
Lanka Ltd. are also listed for privatisation.

Central Bank of Sri Lanka Annual Report - 2003

179



Part |

Chapter 8 - FISCAL POLICY AND BUDGETARY OPERATIONS

8.7 Financing the Deficit

The total resource gap in budgetary operations during 2003
declined to 8 per cent of GDP (Rs. 141 billion). Although the
realised resource gap exceeded the original target of 7.5 per
cent of GDP (Rs.134 billion), it was 0.9 per cent of GDP less
than in 2002 (3.9 per cent of GDP). In financing the resource
gap, net resources available from external sources (loans and
granis) amounted to 2.9 per cent of GDP (Rs.51 billion). Total
privatisation proceeds realised for the financing of budgetary
operations amounied to 0.6 per cent of GDP (Rs.10.2 billion).
These relatively higher receipts from external sources and the
privatisation programme, as well as the reduction in the total
resource gap during the year contributed to lower borrowing in
the domestic market. Total amount of resources raised in the
domestic sector in 2003 decreased substantially to 4.5 per cent
of GDP (Rs.79.7 billion) in comparison to 8.0 per cent of GDP
(Rs.126.4 billion) in the previous year. This helped to reduce
pressure on the domestic financial market, facilitating
reductions in domestic interest rates and increasing resources
available for private sector investment,

In the government borrowing strategy there was an
increased dependence on market oviented debt instruments.
Accordingly, the entire borrowing requirement from the
domestic murket was raised through marketable instruments,
With the improvement in overall fiscal operations, the debt
dependency, which is measured as the ratio of total borrowings
relative to the total expenditure of the government, declined to
29 per cent in 2003 from 32 per cent in 2002. The combined
impact of the reduction in the resource gap, improved liquidity
conditions in the market and the reduction in the Central Bank
policy rates (Repo and Reverse Repo) helped reduce interest
rates on government securities significantly in 2003.
Repayments to the banking system reduced the crowding out
of private sector investment, and prevented expansionary
pressure on money growth,

Domestic Borrowing

The government policy of financing its borrowing through
market based instruments and reducing non-marketable debt

Chart 88
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stock continued in 2003. Accordingly there was a net
repayment of Rupee loans amounting to Rs.39.3 billion in 2003
in comparison to the net repayment of Rs.5 bitlion in 2002. The
policy of issuing Rupee loans with an optional retirement
facility was also continued, allowing the government to retire
them early, in a dectining interest rate environment. Rupee
loans amounting to Rs.48.1 billion were issued to the market
in 2003, with maturity periods ranging trom 2-6 years, at
different interest rates. In line with the significant reduction in
market interest rates, interest on Rupee toans was also reduced
gradually. Ingtitutional investors such as EPF, NSB, ETF and
PSPF continued to be the main investors in the Rupee loan
programme, accounting for 93 per cent of the total investment
in 2003.

In 2003, the borrowing strategy of the government was
formulated 1o raise funds mainly through medium and long-
term marketable debt instruments. As a result, net borrowings
through Treasury bonds increased considerably to Rs 137
billion from Rs.109 billion in 2002. As in the previous year, the
policy of retiring high cost borrowings and replacing them with
low cost borrowings continued in 2003. Optional Rupee loans
amounting 10 Rs.33 billion were retired and outstanding import
bills of Rs.12 billion were settled during the year and replaced
with domestic rupee borrowings, mainly through Treasury
bonds, at a lower interest rate. The maturity period of Treasury
bonds issued in 2003 varied from 2-20 years with weighted
average yield rates between 6.05 per cent and 10.89 per cent.
The gap between the weighted average yield rates and coupon
rates narrowed markedly due to improved liquidity in the
market, Consequently, the cash shortfall in the Treasury bond
programme declined signiticantly to 2.4 per cent of total gross
receipts in comparison to the relatively high cash shorttall of
7.5 per cent and 8.5 per cent in 2002 and 2001, respectively.
The domestic non-bank sector, including institutional investors,
continued to dominate investments in Treasury bonds in 2003,
Net borrowing through Treasury bill issues, on cash value basis
amounted to Rs.14.9 billion.

Government liabilities to the banking system in 2003
declined by Rs.21 billion compared to the previous year's

TABLE 8.8
Domestic Financing Rupees billions
2000 2001 2002 2003
By Instrument 118.5 123.6 126.4 797
Treasury bonds 30.6 21.0 109.0 13714
Treasury bills 6.1 30.0 39.8 14.4
Rupee loans 1.8 289 5.1 -29.3
Sri Lanka Development
Bonds 14.6 838 -15.2
Central Bank provisional
advances 4.2 30 09 0.2
Other 15.8 261 271 -18.1
By Source 1185 123.6 126.4 797
Bank 865 48.6 -4.8 -20.9
Non Bank 620 75.0 132 1007

Source | Central Bank of Sri Lanka
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reduction of Rs.4.8 billion. The availability of funds from
domestic non-bank sources, decreased borrowing requirement
and the overall improvement in the economy were the main
reasons for this improvement. The reduction in net credit to
govermment by the banking sector was the net outcome of a
reduction in liabilities to the Central Bank by Rs.29 billion and
an increase in liabitities of Rs.8 billion to the commercial
banks. The reduction of government liabifities to the Central
Bunk appeared in a decline in Central Bank holdings of
Treasury bills (Rs.28.4 billion), a marginal increase in
provisional advances (Rs.0.2 billion) and a build up of
government deposits with the Central Bank (Rs.0.4 billion).
The increase in net borrowing from commercial banks (Rs.?.7
billion) was a net ontcome of increased investments in
government securities and reduced other liabilities to the
commercial banks. Commercial banks’ investments in
Treasury bills and Treasury bonds in 2003 amounted to Rs. 15.7
billion and Rs.25.1 billion, respectively. Government's
overdraft with commercial banks decreased by Rs.1.7 billion
in 2003, while the outstanding government import bills payable
to the domestic units of the commercial banks decreased by
Rs.12.6 billion in 2003. There was a repayment of
administrative borrowings in 2003 amounting to Rs.0.2 billion
in comparison to Rs.0.8 billion in 2002,

Foreign Borrowing

Utilisation of concessional funds from foreign sources to
finance the budgetary operations increased significantly in
2003. A Committee was appointed in 2002 to monitor progress
on foreign funded projects. A target of US dollars I billion
was given to the Committee by the government to be raised in
2003. The government was able to raise US dollars 995
miltion (Rs.96 billion) for budgetary purpose. Of the total,
foreign loan disbursements, on a gross basis, amounted to
Rs.88 billion (US dollars 912 million). Total disbursements
included US dollars 100 million (Rs.9.5 billion) from the
NEXI of lapan and US dollars 344 million of concessional
programme loans (Rs.33 billion), received from multilateral
and bilateral donors. Total repayment of foreign borrowing
amounted to Rs.34.4 billion, including deferred payments of
Rs.9 billion for defence related imports in the past.
Accordingly, net borrowings from foreign sources used for
central government operations amounted to Rs.43.1 billion, a
significant increase when compared with the Rs.2 billion in the
previous year. The higher level of foreign loan disbursements
was a result of the increased utilisation of available forei gn
resources. The rate of foreign loan utilisation, as measured by
the ratio of total gross disbursements in a year to the total
committed undisbursed balance, increased to 20 per cent in
2003 when compared with 14 per cent in the previous year.

Foreign Grants

The amount of foreign grants received for budgetary purposes
in 2003 was Rs.7.9 billion. In absolute terms, this was an
Increase in contrast to the decreasing trend in the recent past,

As a percentage of GDP, the amount of grants increased to 0.5
per cent when compared with 0.4 per cent in the previous year,
The governments of Japan, the Netherlands and Germany
continued to be the leading donors in 2003.

8.8 Government Debt

Unlike in the recent past, there has been a containment of the
increasing trend in the government's outstanding debt stock as
a percentage of GDP in 2003. The debt to GDP ratio increased
marginally 1o 105.9 per cent from 105.4 per cent of GDP in
2002. The total outstanding government debt stock in nominal
terms increased by 12 per cent to Rs.1,864 billion at end 2003
tn comparison to Rs.1,670 billion at end 2002. The reduction
of government debt was recognised as a prigsity in the
government's policy statement and in the FMRA. Fiscal
consolidation is being implemented to arrest the increasing debt
and public debt management is being strengthened to support
the consolidation process. The depreciation of the rupee,
especially in the latter part of the year against major foreign
cumencies, and the increase in the net borrowing requirement
had an expansionary impact en the outstanding debt stock in
2003.

In 2003, the main determinants of the debt/GDP ratio, i.e.,
the primary deficit of the budget and nominal interest rates,
were significantly lower than in 2002, Declining interes! rates
helped contain the domestic debt accumulation process and
decreased the domestic debt to GDP ratio to a certain extent.
As in the recent past, exchange rate variation continued to be
the most important factor, determining the rupee value of
external debt.

Domestic Deht

The deceleration in domestic borrowing helped lower the
government liabitity to the domestic sector in 2003 to 58 per
cent of GDP, in comparison to 60 per cent at end 2002, In rupee
terms however, the government domestic debt stock increased
by 7.5 per cent to Rs.1,020 billion, compared to 4 16 per cent
increase in 2002. Following the market based borrowing policy
with longer-term maturity, the share of medium and long-term
debt to total domestic debt increased to 76 per cent from 73 per
cent in 2002. These developments will help reduce the
volatility of the debt stock and the bunching of repayment
obligations as well as rollover problems in debt management
in the future.

With the continuation of the market oriented borrowing
policy in 2003, the share of the Treasury bond stock to the
outstanding medium and long-term debt stock increased to 63
per cent from 5G per cent in the previous vear. In addition, its
share to total outstanding domestic debt increased to 47 per cent
from 37 per cent in 2002. In contrast, there was a net reduction
of the Rupee loans stock by Rs.39 billion to Rs.248 billion,
which accounted for 32 per cent of medium and long-term debt
and 24 per cent of the total domestic debt in 2003, The EPF and
NSB continued as leading institutional investors and accounted
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TABLE 8.9
Outstanding Central Government Debt (at and year)
Rs. million
2000 2001 2002 2003
Frovisional
Total Domestic Debi(a) 676,660 815,965 943,386 : 1,018 969
Short term 208,017 278824 250205 - 248,821
Medium and long term 468,649 537341 689,181 770348
By debt instrument 876,660 815965 948,386 1,018,969
Rupee sscurities 263,888 292,813 287,701 - 248,414
Treasury bills 134,996 170,995 210,995 - 218,285
Treasury bonds 204,124 2204174
$ri Lanka Devalopment |
Bonds - 14,749 24,177 8.816
Other 73,682 108,234 ¥8,385 60,337
By nslitution 676,660 815865 948386 1,019,969
Banks 199,030 256808 247743 228411
Central Bank 97,778 92,871 76,342 44 587
Commercial bankstb) 101,252 163,837 171901 183,624
Sinking fund 100 100 100 100
Mon bank sector 477530 589,057 700043 791459
Nalional Savings Bank 87,263 95976 116632 138,939
Employees’
Pravideni Fung 211,742 245028 283655 @ 523,182
Oiher 178625 218,053 299,756 329,338
Total foreign debt 542,040  BISPH 721,956 843,882
Project loans 477 B45 542942 640,354 763,559
Non project foans 54,1895 93,799 81,602 74,323
By type 542040  B3S741 721,956 843,882
Goncessional loans 535,129 603,571 702,369 822,839
Hon concassional loans 6911 33,470 19,588 21,043
By currency 542 0d0 BIB74t 721058 #43 882
sCR 214,471 249862 297848 359844
US dollars 98,130 137401 128952 134,538
Japanese yen 172,932 185079 218921 260,706
Deutsche markic} 28,484 33,101 53606 63500
Qther 28,023 31,308 2,630 25,294
Exlarnal supplier's credit 217 269 na. na.
Total outstanding govl. debt 1,218,700 1,452,706 1,670,342 1,043,851

Total ouistanding govt.

debi net of sinking fund 1,218,600 1,452 806 1,870,242 | 1,863 7481
Memorandum ilem: i
Exchange rate variation 24,104 48 844 74,044 57,691

Source: Central Bank of Sri Lanka
ta) Includes iong term bonds of As. 24,088 million and Rs.23,873 million
isguad in 1983 and 1998, respectively.

{b} Includes outstanding balance to FCBUS: Rs.12,820 million at end
2000, Rs. 29,462 million at end 2001, As. 29,570 milion at end 2002
and Rs. 29,408 million at end 2003.

() Since January 2002, outstanding debi in Deutsche mark, French
frang and ltalian lira bave been convered intc euro

for 50 per cent of the rotal outstanding amount of Treasury
bonds, and 72 per cent of the total Rupee loan stock. SLDBs
amounting to US dollars 158.5 millien (Rs.15.2 billion) were
retired in 2003. As a result, the outstanding stock of SLDBs
denominated in US dollars, amounted to US dollars 91.5
million af end 2003. Treasury bills continued to be the major
instrument Lo raise short-term funds from the domestic debt
market and accounted for 22 per cent of the total domestic debt
stock in 2003 (Rs.219 billion). Although the borrowing policy
was expected to rely more on medium to long-term marketable
debt, the share of Treasury bills as a percentage of the
outstanding domestic debt stock remained almost unchanged
due to new issues of Treasury bills. The outstanding amount of
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provisional advances to the government by the Central Bank at
end 2003 amounted to Rs.31.2. billion, in comparison to the
available ceiling of Rs.33 billion. This was an increase of
Rs.0.2 billion from end 2002, These advances are provided free
of interest 1o the government by the Central Bank.

Govemnment outstanding liabilities to the banking system
declined by 8 per cent to Rs.228 billion and accounted for 22
per cent of the total domestic debt stock in comparison to 26
per cent in the previous year. The decline was mainly driven
by a 42 per cent decrease in government liabilities to the
Central Bank after the release of its holding of government
securities to the market in open market operations. In contrasi,
the government's liability to commercial banks increased by 7
per cent to Rs. 184 billion in 2003, as commercial banks
increased their investments in government securities.
Government liabilities to commercial banks by way of
overdraft facilities (Rs.2 billion} and import bills (Rs.0.2
billion) declined. The share of government liability to
commercial banks as a percentage of the domestic debt stock
was 18 per cent. Total outstanding non-instroment debt to
commercial banks decreased to Rs.38 billion in 2003 from
Rs.54 biltion in 2002, Of this, FCBU borrowing amounted to
Rs.29 billion.

Foreign Debt

In 2003, the outstanding stock of foreign debt increased by 17
per cent to Rs.844 billion, mainly due to exchange rate
variations. The sharp depreciation of the rupee against the
Japanese yen and the IMF's Special Drawing Rights (SDR),
increased the rupee valug of the foreign debt stock by Rs.68
billion (3.9 per cent of GDP). As u percentage of GDP, the
outstanding stock of government foreign debt increased to 47.9
per cent in 2003, from 45.6 per cent in 2002,

Of the total foreign debt stock, the share of concessional
loans increased to 98 per cent from 97 per cent in the previous
year. The outstanding stock of non-concessional loans
decreased mainly due to lower outstanding defence related
loans, as there were no new loans contracted due to the
ceasefire. Japan continued to be the major bilateral donor and
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Box 15

| _ Publlc Debt Management;—_" Events of I‘Ilthl'lCal Slgmtlcance

The management ofpubhc debt IS an important agemy Iumnon performed by the Cemmi Bank on behalf of the Government
of Sri Ldnka smce 1950 Highlighted below are the major events in the history of public debt management in Sti Lanka.

1923 - Issuc ot loans Lommeneed under the Colom.ﬂ Treasury Bills Ordmam,e by Crown Agents in UK.
1937 - Issue of Rupee Loans mmmenu:d under RSSO No.7 of 193?
1941 - Issue of TI‘L 1surv bIJIs mmmcnced under LTBO (Chapter 287).
1950 Publlc debt muna‘gemﬁnl was vew{ed mlh the Central Bank under the Munr:tar; Law Act.
1981 - A sewndary market window was opemd I'ur Treasury bills, by the CBSL.
1986 Weekly Tredsury bill auctions commenced
_ 1992 - anary Dmlera were appomu,d .

' 1993 Repu wmdo»\ lu: Tzedsury bxlls wm 1ntmdu<.ed by (hL. CBSL

S _1994 '—'Z:Pf i ary De'ller aystem was rewnmsed
1995 Non competttwe blddmg at pnmm} aucuons was phd:,ed out,
1995 Rcverse cho window was mtmduued by CBSL.

1995 RSSO L'l BO and MLA were amended to enablc scripless issue of Treasury bIEIs and Treasury bonds.

: i _.199? v Issue m‘ reasury bonds wmmemed -

: 2001 - US do]lar denam:nalcd Sn Lanka Develupmem Bonds were 1ssued
2002 chal Mdnagemenr Reeponmblhry Act wa.s endctecl

' _.::_2003 - Issuc of_IO IS and 20 year Treasury bonds cemmenced

. : RSS Heglstered Stocks and Secuntres Ordsnance i
LTBO Local Treasury Bills Ordmance mean
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ptovider of concessional loans, accounting for 32 per cent of
the total foreign debt. Japan was followed by IDA and ADB,
the major multilateral donors, accounting for 24 per cent and
23 per cent of the total foreign debt stock, respectively. Project
loans, from bilateral and multilateral sources, constituted the
major part of the total foreign debt portfolio, accounting for 91
per cent of the total foreign debt siock,

Exchange rate variations have been the most crifical issue
in increasing the foreign debt stock in the past. Although the
value of rupee depreciated only marginally against the US
dollar in 2003, the amount of government foteign debt
denominated in US dollars was only 15 per cent, limiting its
favourable impact en debt. As the amount of foreign debt
denominated in Japanese yen and SDR was 75 per cent (34 per
cent and 41 per cent, respectively), the higher rate of
depreciation of the rupee against these two currencies {12.7 per
cent and 10.1 per cent, respectively) increased the rupee value
of foreign debt significantly in 2003,

Debt Service Payments

Total debt service payments in 2003 amounted to Rs,345
billion (Rs.125 billion of interest payments and Rs.220 billion
of amortisation payments), an increase of 21 per cent over
2002. As a percentage of GDP, the increase was from 17.9 per
cent in 2002 to 19-6 per cent in 2003. Total debt service
payments exceeded total government revenue for the second
consecutive year, reflecting the declining trend in revenue and
increased debt service payments. This large increase in debt
service payments was mainly due to the weak fiscal
performance and high cost borrowing with relatively short
maturity periods seen in the recent past. [n addition, the early
retirement of high cost debt alse contributed to increase current
debt service payments although this would have fong-run
benefits. After debt service payments, atl other expenses of the
government were paid by borrowing. The high level of debt
service payments restricted fund allocation for the public
investment programme of the government, reducing the future
growth prospects of the economy.

The increase in debt service payments was mainly on
account of higher amortisation payments on domestic debt,
which increased by Rs.52 billion when compared with the
previous vear. The significantly higher amount of amortisation
payments, in 2002 as well as in 2003, was mainly a result of
the bunching of maturities of high cost borrowing in 2000 and
early 2001, when domestic market interest rates were at very
high levels and the early retirement of high cost debt. However,
this problem will ease from 2004, with measures to smoothen
the maturity structure of the outstanding debt.

In 2003, interest paymenis amounted to Rs.125 biltion
(7.1 per cent of GDP), a 7.3 per cent increase when compared
with the previous year. Interest payments are the single
largest expenditure item, accounting for about 45 per cent of
government revenue in 2003. As a result, only half the
govemment revenue was available for other expenditure items
of the government. However, interest payments on short-term
debt decreased by 17 per cent, from the previous year,
reflecting the reduction in shott-term debt and the declining
interest rates during the year. Interest payments on medium to
long-term debt increased by 16 per cent in 2003, Treasury
bonds issued during the period of high interest rates in 2000
and 2001, and scheduled to mature in 2003, were the main
reasons for the increase in interest payments on medium and
long-term debt.

Foreign debt service payments, as a ratio of export of
goods and services decreased to 7.3 per cent in 2003 from 8.3
per cent in 2002 due to lower amortisation payments in 2003.
The reduction in foreign amortisation payments was mainly
due to a reduction in deferred payments on defence imports in
2003. Government policy of higher dependence on
concessional borrowing will help to lower foreign debt service
payments in the future.

Public Sector Debt

The outstanding debt sicck of the public sector, which includes
the central government and non-financial public corporations,
amounted to Rs.1,905 billion at end 2003, Of this, Rs.40.6

TABLE 8.10
Government Debt Service Payments Rs. million
1999 2000 2001 2002 2003 2004
Provisional Eslimates
Debt service payments 103,885 175,726 179,072 284,358 344,634 316,731
Amortisation payments 41,762 104,528 84,765 167,043 219,508 195813
Damestic 20,322 81,244 56,644 130,786 185,083 164,048
Foreign 21,440 23,282 27,921 37,057 34,425 31,785
Interest paymenis 62,123 71,200 94,307 116,515 125,126 120,918
Domestic 53,371 62,185 84,560 105,897 113,540 105,371
Short term 13,085 12,767 26,109 29,422 25,147 17,304
Medium and long term 46,837 43,418 58,451 76,475 88,393 88.067
Foreign 8,762 9,015 9,747 10,617 11,586 15,547
Sourcs: Central Bank of Sri Lanka
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TABLE 8.1
Government Debt Indicators Par cent
1999 2000 2001 2002 2003 0 2004
© Provisional . Estimates

Government debtiGDP 951 96.9 103.2 1064 10589 98.9

- Domesit; debl/GOP 491 53.9 530 50.8 Siaiiaagen 53.5

- Forgipn debi/GDP 45.9 43,1 45.3 456 | o479 454
Total fpraign dabt/Exports” 129.1 1101 1155 128.4 1337 1208
Total debt service/GDP 2.4 14.0 127 179 : 196 156
Total debt service/Government ravenue® §3.0 83.2 76.4 108.6 = 12406 955

o/w Domestic debt service/Governmenl revenue® 3786 67.9 60.4 50.4 - 108.0 81.3
Tolal debt service/Government expendityre¥ 1.3 387 380 498 54.1 476

ofw Domestic debt service/Government axpenditure® 222 3.6 30.0 a5 - 489 408
Foreign debt service/Exports™ 7.7 68 68 B3 73 6.7
Domestic interest/GOP 48 49 80 67 @ g 52
Domestic interestiGovernmant current expenditure 257 245 2709 e o 339 295
Foreign interestExparts? 2.2 18 1.8 19 oo rBe 22
1/ Export of goods and services Source: Central Bank of 51 Larka
2/ Government revenus is in econemic format
3/ Government expenditure inclusive of amartisation payments

Chart 8.10
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billion (2.3 per cent of GDP) was held by public corporations.
The total outstanding debt stock of the public sector amounted
to 108.2 per cent of GDP at end 2003, in comparison to 108.1
per cent at end 2002, This was a combined outcome of an
increase of central government debt by 0.5 per cent of GDP and
areduction of non-financial public corporation debt by 0.4 per
cent of GDP. CEB, CPC and CWE, continued to be major
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public corporation debtors, accounting for 67.4 per cent of the
total public corporations” debt. The debt stock of CWE has
significantly decreased due to the issue of government bonds,
worth Rs.4.4 billion to the commercial banks towards the end
of the year. During the year, the liability of CEB, CWE and
CPC to the banking system decreased by 6 per cent, 68 per cent
and 8 per cent, respectively.
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