Chapter 9

TRADE, BALANCE OF PAYMENTS AND TOURISM

9.1 Overall Developments

The external secior in 2003 gathered momentum from the
recovery seen in 2002. International trade expanded. Receipts
from services and worker remittances grew, reducing the
current account deficit. Increased inflows through the financial
and capital account more than offset the current account deficit
bringing about a substantial surplus in the balance of payments
(BOP) for the third consecutive year. Consequently, the foreign
reserves of the country rose further to a comfortable level. The
external competitiveness measured by the real effective
exchange rate (REER), improved, as did the terms of trade. The
external debt service ratio declined. As a whole, the foreign
exchange market further expanded and deepened, although
some volaility was experienced in this market towards the end
of the year owing to uncertain political developments. All these
developments would serve to strengthen the country's
resilience to external shocks,

The external sector responded positively to favourable
developments in both the global economy and the domestic
economy. The global economy grew at a rate of 3.9 per cent,
higher than the earlier expected growth rate of 3.2 per cent,
while Sri Lanka's major export market, the US performed
better, growing at 3.1 per cent. The impact of the war in Iraq
was less severe than feared as it ended relatively quickly.
However, oil prices increased in 2003, in contrast to the earlier
expectations of a decline, following the Iraq war. The adverse
impact of high oil prices was partly offset by favourable
domestic weather conditions, which reduced the use of thermal
power.

On the domestic front, the continuation of the ceasefire,
improved macroeconomic management and accelerating
economic reforms contributed to laying a strong foundation for
future economic growth, This led to the approval of the Paverty
Reduction and Growth Facility and the Extended Fund Facility
(PRGF-EFF) by the IMF and enhanced assistance from the
World Bank, ADE, Japan and other donors. These
developments toe had positive effects on the external sector.
The PRGF-EFF facility made available IMF credit on more
concessional terms and conditions than the assistance under the
Stand-By Arrangement (SBA} that was completed in 2002, It
was also considered an endorsement of the government’s
medium-term economic policies. This endorsement helped to
obtain a larger amount of assistance from other donors as well.
Donors pledged assistance of US dollars 4.5 billien during the
period 2003-2006 at the donor conference held in Tokyo in
June 2003

The overall BOP recorded a surplus of US dollars 502
million in 2003, the highest such surplus since 1993. The major
contributory Factors for this very high surplus were a faster
recovery in the tourismn sector, continuous increase in port
activities, higher worker remittances and increased utilisation
of foreign mid by the government. In the sphere of trade, exports
responded positively to favourable developments in the global
economy and recorded a growth rate of 9 per cent in US dollar
terms. The recovery in exports was broad based, with
agricultural exports growing at 3 per cent and industrial exports
at 10 per cent. Within industrial exports, garment exports
recorded a 6.3 per cent growth, while other industrial exports
recorded an impressive growth of 16.2 per cent, reflecting a
move towards a beneficial diversification of Sri Lanka’s
industrial exports towards non-garment exports. Imports also
grew at 9 per cent in US dollar terms during the year. Consumer
goods imports grew by 12 per cent and investment goods by 13
per cent. The recovery in import of capital goods, particularly
during the second half, is an indication of expanding
investment activity in the economy creating a conducive
environment for future economic growth.

The services account recorded a significant improvement
during 2003 owing to a boost in tourist earnings and increased
earnings from transportation services. The tourism industry
benefited directly from the continuation of the cease-fire.
A drop in outflows relating to rental payments for hired power
due to a greater use of hydropower also contributed to this
improvement. Meanwhile, the deficit in the income account
contracted notably during the year owing to higher income
generated from official reserves. Current transfers continued to
record a steady growth of 9 per cent. due to increased worker
remittances. The improvements in the services, income and
transfer accounts offset the impact of u slightly targer trade
deficit, resulting in the current account deficit contracting to US
dollars 101 million (0.6 per cent of GDP) from US dollars 237
million (1.4 per cent of GDP) in 2002,

Meanwhile, capital inflows to the government through
loans, grants and privatisation proceeds and the continuation of
foreign direct investments (FDI[} contributed to the
improvement in the capital and financial account. The resuliant
overall surplus led to the building of official foreign reserves
equivalent to 4.2 months of imports at end 2003, from 3.3
menths of import cover at end 2002, The total gross external
assets of the country, i.e., official reserves plus foreign assets
owned by commercial banks, were sufficient to finance 5.8
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TABLE 9.1

Balance of Payments Analytic Presentation
{Incorporating FCBUs of Commerclal Banks as Part of the Domestic Banking System) (a)

US dollars enillion Rupees million

Item — :
1999 2000 2001 2002 2003(b) = 1999 2000 2001 2002 2003(h)
Trade Balanca -1,369  -1,788 -1,157 1,406 S o-B8,702 134,176 102,592 134,708 -148,324
Exports 4,610 5522 4817 4,699 325170 420,114 430,372 449,855 495,4267
Imports 5979  7.320 5974 6,106 421873 554,200 532,664 584,561  B43,750°
Services, net (c) 147 38 204 10,342 2907 14692 28224 ' 38152
Receipis 968 953 1,355 68,132 F2187 120937 121,340 @ 135831
Paymenls 820 915 1,15t 57791 69,280 106,246 93,115 97,680
Income-net -254 -305 267 i-17.8M -23.009  -23,B42 -24,174 - <18,540
Receipts 167 152 108 - M.ee 11,568 9,584 7,201 13,855
Paymentis a2 456 375 20540 34,577 33425 31375 32396
Goods, Services and Income (nel) 1,476 2,084 1,220 S -104,1 154,278 -111,742 120,658 s
Private Transfers, nat B87 974 984 s 62,472 73,620 B7,837 104,980 'f
Receipts (d) 1,086 9,180 1,155 74356  B7,697 103,180 123,183
Paymenis 169 186 172 11,884 14078 15343 18202 ¢
Ofiicial Transters {net) 28 24 22 1,816 1,801 1,925 2,982
Current Actount 583 1,086 215 -33,903 78,857 -21,4980 -22,893
Capital and Financial Account 373 443 s62 30473 31,827 49077 40,634 67,851
Capital Account &0 50 198 5. 650 3795 17,766 8,219 i B
Capital Transfers {ne) {e) BO 50 138 5,650 3,735 17,766 6,219
Receipts B& 56 209 8,018 4,230 18,241 6,782
Payments 3 8 5 368 435 475 563 '
Financial Account 233 393 364 24,823 28,032 31,31 34,414
Leng-termn: 435 304 163 30,985 22,594 14,337 28,905
Direct Investmenit 177 178 172 12,449 13,319 15,271 17,718
Foreign Direct Investment 177 173 B2 12,449 13,119 7,310 17,281
Privatisation Proceeds - 3 80 - 200 7,961 435
Private Long-tenm {net) 196 82 257 14,086 5622 .22918 -2,044
Inflows. {f) 361 268 a4 25727 Z2134 4,016 11,007
QOutows (e) 185 216 301 11,641 16,512 26,934 13,052
Government, Long-term (net) 82 a7 249 4,451 3.653 21,984 13,233
Inflows: 381 355 575 26,896 26965 51,193 51,843
QOutflows 39 308 326 22445 23312 29209 38610
Short-term: -142 B& M £,162 5,438 16,974 5,509
Portiolic Investment 13 -45 <11 886 -3,355 -1,025 2,443
Private Short-term {net) 10 100 -42 667 7569 3798 6548 | 1,
Commercial Bank Assets (nel] 19 -141 183 1766 -18,736 2,867 6,803 - .
Commercial Bank Liabilitisy {net}-101 174 71 -6375 19,960 18,929 10,375 -
Government Shart-tenm (net} . . - = - : #
SDR Alocations . - - - . . -
Yaluation Adjustments - - - 2,103 5,189 22,245 8,900
Errors and Omissions ~73 101 -127 -6,857 10,902 -19,578 9,209
Overall Balance (g) -263 -522 220 -14,184  -30,939 29,765 36,051
Monetary Movements (g} 263 £22 -220 14,184 30939 -29,766  -36,051
Exchange Rate Rs/US § 7039 7578 89.38
Ratio to GDP in percemages
Trade Account -B.7 -10.8 7.4
Currant Account -3.5 -6.4 -1.4
Current Account without Grants  -3.8 £.6 -1.5

(a)
)
)
()

(e}

n
9)

Source: Central Bank of Sri Lanka
This prasemation conforms as far as possibla to 1he Balancs oi Payments Manual, 5th Editon (19933 of the Intemational Monetary Fund. In addition, beginning 1994,
Foreign Curzency Banking Units (FCBUS) have heen tréeated &s a part of the domeslic benking system,

Provisional

Services receip!s in 2001 include US dollars 382.4 mn. received by Sri Lankan Airlines as insurance claims for the aircralt destroyed by ihe attack on the airport in

July 2001, while Services payments in 2001 include US dallars 262.8 mn. paid 1o the lessors oi the aireraft. The net receipt of these insurance claims was US dellarg
89.6 mn_

Includes US dollars 85 mn. and US dellars 45 mn. receivad in 1099 and 2000 as compensation of US dollars 2,500 per parson 16 37,943 and 29,323 S Lankans,
pectively, who lost employ in Kuwail dug (o the Guif War in 1990, In addition, US dellars 27 mn was also received as second round payments of US dollars
1,500 each 1o 18,244 Sri Lankans in 1999,

Includes US dollars 147 .6 mn, in respect of a technical amonisation under phvale capital outflows and a cotresponding 20§ t wnder capital Iransier racsipts
i 2001 for the remaining capital of the aircrall destroyed by 1ha attack on Lthe airport in July 2001

Incdudes adjustmend to capital inflows in 1999 and 2000 o0 account of the import of airgraft lor which advance paymenis had been rade in Previous years.
Al t I0NS in the A ¥ Sector are converled at ihe end of yaar axshangs rates.
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L"" ' It ST - T TABLE 9.2
i Chart 8.1 External Trade Performance
_ Balance of Payments
[ : Growth in Unil Value Index  As d percentage
o% of GOP Year Vale {a} {1997=100) of GDP
4
2 Bxports Imports Exports  tmports Terms of Exporls  Impoits
0 . - Trade {b)
o yE N B
4
" 2001 <128 -184 1386 13889 99.8 X6 ars
3 2002 () 2.4 22 1412 1377 1025 284 6.9
0 A 2003 (d) 92 92 1802 1363 1102 277 360
-1z Sources: Sn Lanka Customs
1989 2000 2001 2002 2002 Caniral Bank of S Lanka
uTiade Balance  » C/ABalance  m Overall Balance {a} Growth rates ane given in US dollar terms
{b} (Expon unit value index / Import unit value ingex) X 100
(¢} Revised
{d) Provisional

months of imports at end 2003, in comparison to 4.9 months of
imports at end 2002. The reserve build-up has reduced the
country’s extemal sector vulnerability and helped to stabilise
the exchange rate.

The rupee depreciated marginally by 0.01 per cent against
the US dollar in comparison to a depreciation of 3.7 per cent
in 2002. However, due to the sharp depreciation of the
US dollar in international foreign exchange markets against
other major cumrencies, the rupee depreciated at a higher rate
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against the euro, the pound sterling, yen and SDR. The larger
depreciation against other currencies and the deceleration of
domestic inflation improved Sri Lanka’s external
competitiveness measured in terms of two REER indices,
namely, a 5-currency REER and a 24-currency REER, by
2.8 per cent and 3.4 per cent, respectively. Debt service ratios
declined reflecting improved capacity of the country to service
external debt due to higher foreign exchange eamings.

9.2 Exports

The export sector recovered in 2003, continuing the growth
momentum that began in late 2002 after one and a half years
of contraction experienced prior to that. Exports in US dollar
terms increased by 9 per cent in 2003 in contrast to a decline
of 2 per cent in 2002. Export earnings amounted to US doilars
5,133 million in 2003, compared with US dollars 4,699 million
in 2002. Industrial exports, dominated by garment exports,
made a significant contribution of 80 per cent to this
improvement. Agricultural exports also contributed to this
growth due to favourable tea and rubber prices. The global
economic recovery strengthened the market for Sri Lankan
products, particularly garments, machinery, mechanical and
electrical equipment, rubber based products, diamonds,
crustaceans and moiluses, fish products and plastics. Of the

three major export categories, the value of agricultural exports
in US dollars grew by 3 per cent and industrial exports
increased by 10 per cent, while mineral exports declined by
7 pet cent.

The unit value index of exports rose by 5.5 per cent, while
the export volume index increased by 3.5 per cent. Export
volume grew by 6.8 per cent and 10.2 per cent during the first
and second quarters of 2003, respectively, but declined by
2.8 per cent during the third quarter and increased by 1.8 per
cent during the fourth quarter of 2003. The slower growth
performance during the second half was due to reduced growth
in gems, petroleum products and a few other industrial
products, which had grown substantially in the second half of
2002. Prices remained favourable throughout the year. The
higher unit vaiue partly reflects changes in product

.composition, which shifted to relatively more expensive and
higher quality products. International prices of many industrial
products exporied by Sri Lanka remained at higher levels than
in the previous year. The volume of industrial and agricultural
exports increased by 3.1 per cent and 5.5 per cent, respectively,
offsetting the impact of the decline in the volume of mineral
exports (-2 per cent). With a decline inimport prices by 1.8 per
cent, the terms of trade improved by 7.4 per cent in 2003
compared with 4.6 per cent in 2002,

TABLE 9.3
Composition of Exports

U3 dollars million Rs. millicn
Category

1699 2000 2001 2002 2003 {a) 1999 2000 20m 2002 2003 (a)

Agricultural exporls o47 1,005 932 838 985 66,751 76,271 53,252 #9,882 93,062
Tea £21 OO 890 G560 . B3 43,728 53,133 61,602 63,105 65,237
Rubber 33 29 24 27 3¢ 2305 2179 2,129 2,552 3,718
Coconut 129 121 gz 84 k! 9,118 9,174 7,348 8,009 : 8,928
Kernel products 84 77 41 4 |48 5,873 5,786 2,630 3,858 4,601
SHher 45 45 42 42 Lyiinigh 3,148 3,386 3,708 4,051 4,325
Minor agricuitural products 168 155 138 165 150 11,608 11,784 12,174 18,0168 © 14,489
Industrial exports (b} 3,551 4,283 3,710 3,631 3,977 250,518 325931 331,687 347,657 383,833
Food, beverages and tobacco 86 152 128 123 145 6,083 11,873 11,389 11,799 13,893
Texliles and garments 2,425 2,582 2,543 2424 2575 171,068 226,930 227,380 232,027 248,572
Petroleum products 74 a8 58 73 65 5210 7.414 6,053 7,003 6,299
Rubber produsts 181 198 172 182 231 11,350 14,924 15,47 15,441 22,299
Ceramic products 43 47 42 42 42 3,442 3,658 3.7 4,045 4,084
Leather, travel goods and footwear 201 176 150 B4 58 14,140 13,31 13,400 8,045 5583
Machinery and gquipment 20 244 245 266 290 14,155 18,524 21,895 25,509 27 351
Diamonds and jewellery ) 171 192 185 205 233 12,064 14,548 15,495 13,634 22 506
Other industrial exporls 184 157 177 23 338 12,995 15,002 15,887 24,163 32,566
Mineral exports 64 97 86 90 A4 4,520 7.352 7,666 8,628 8,069
Gems 61 93 82 86 79 4,326 7.0 7,278 8,173 7,601
Other mineral exports 3 3 4 5 5 214 262 390 455 468
Unclassified (d) 48 137 88 41 108 3,363 10,560 7767 3.883 10,455
Total exports (b) 4,610 5,522 4,817 4,663 < 5,133.° 325171 420,114 430,372 449,850 495,426

(a) Provisional
b} Adjusted

{c) Diamond exports reported by the Sri Lanka Customs from 1990 onwards were
adjusled for data obtained from the National Gem and Jewsllery Authority.

{d} Includes re-exporls

Sources: S8ri Lanka Custorns
Cevylon Petroleum Corporation and
Other exporters of petroleum
Central Bank of S Lanka
National Gem and Jewellery Authority
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Export Structure

Since liberalisation in 1977, the share of industrial exports
expanded continuously and had become the major contributor
to exports, overtaking the share of plantation agricultural
commodities in 1986. The share of industrial exports increased
gradually from 14 per cent in 1977 to 77 per cent in 2003. This
ratio has remained above 75 per cent during the last & years.
The share of other exports, including mineral exports, declined
from 7 per cent in 1977 to 4 per cent in 2003. Textiles and
garments, which have provided the largest contribution to
industrial exports since 1986, contributed 65 per cent of
industrial exports in 2003.

Industrial Exports

Earnings from industrial expotts increased by 10 per cent in
2003 compared to a decline of 2 per cent in 2002, Textiles and,
garments contributed 50 per cent to the total export earnings in
2003. The other major categories were machinery, mechanical
and electrical equipment (6 per cent). diamonds and jewellery
and rubber based products (4.5 per cent) each, food, beverages
and tobacco (3 per cent), leather products and footwear and
petroleum products (1 per cent each) and miscellaneous items
totalling 7 per cent.

The major contribution to the increase in industrial exports
came from higher exports of textiles and garments, in response
to increased demand from industrial countries. Earnings from
textile and garment exports increased by 6.3 per cent to
US dollars 2,576 million in 2003, continuing the increasing
trend since October 2002. The velume and unit price of textiles
and garment exports increased by 3 per cent each during 2003

USA and the European Union (EU) continued to be
major export destinations for Sri Lanka’s textiles and garment
exports accounting for 93 per cent of all garment expoerts in
2003. Garment exports to USA and the EU increased by 4 per
cent and 12 per cent, respectively, as demand rose in these
two economies. Although EU had removed quota resirictions
on textiles and garmenis imported from Sri Lanka from 1
January 2001, Sri Lanka was not able to achieve the expected
gains in 2001 and 2002, as markets were depressed in the EU.
However, in 2003, Sri Lanka was able to benefit from quota
free access to EU markets by supplying high quality and high
value garments. As garments were also among products that
received additional benefits under the Special Incentive
Arrangement {SIA) of EU under the Generalised System of
Preference (GSP) effective from 1 February 2004, this
upward trend is expected to continue in 2004, Exports to
Canada, which were under quota restrictions, increased by 2
per ¢ent in 2003. The relative share of garment exports te
other quota free countries increased from 4 per cent in 2002
to 5 per cent in 2003. Including the EU, the shate of garments
exported to non quota countries increased from 35 per cent in
2002 to 37 per cent in 2003, reflecting continued rcducnon in
dependence on quota, albeit at a slower rate.

Of the subcategories in the textiles and garment sector,
garment exports increased by 7 per cent, while textile exports
increased by 4 per cent. Export of yarn and other made up
articles declined by 10 per cent and 8 per cent, respectively. In
2003, more than 94 per cent of textile and garment exports
came from BOI enterprises. Export earnings of BOI enterprises
increased by 8 cent compared to a decrease of 3 per cent in
2002. Exports by non-BOI enterprises, which are mainly by
small scale exporters, declined further by 16 per cent in 2003
compared to an 18 per cent decline in 2002, demonstrating the
difficulties of competing in & market where cost and quality
factors determined sales. Net foreign exchange earnings from
the textile and garment sector increased by 9 per cent in 2003,
As prices of textile imports remained at the previous year’s
level this increase reflects & move towards higher value added
products in the garment industry, which was anticipated.

Industrial exports, excluding textiles and parments, grew
by 16.2 per cent in 2003, compared to 3 per cent in 2002.
Among these, exports of machinery and mechanical and
electrical equipment increased by 9 per cent. Earnings from
rubber based product exporls increased by 27 per cent,
compared 10 6 per cent in 2002. The growth was mainly in
export of tyres and gloves. Tyres, i.e. re-lreaded, new
preumatic, solid and cushion, accounted for 52 per cent of
total rubber based product exports and increased by 42 per
cent in 2003. Industrial and surgical gloves accounted for 31
per cent of rubber based product exporis and grew by 18 per
cent. Other major rubber based product exports that increased
during the year included apparel and clothing accessories,
floor coverings and mats, pharmaceutical products, plates,
sheets and strips and inner tubes.

The export of diamonds and jewellery increased by 14 per
cent in 2003, compared to an increase of 11 per cent in 2002,
Diamond exports increased by 13 per cent in 2003 responding
to high demand from major trading centres such as Belgium,
Israel, Vietnam, USA and Japan. The jewellery market, which
suffered due to the sluggish economic situation in Tapan, USA
and the European markets in 2002, recovered steadily and grew
by 26 per cent in 2003. During the year, jewellery producers
benefited from the exemption from VAT pranted to raw
materials such as gold, silver, diamonds, pearls and gem
imports after August 2002. The demand for diamends and gems
in the local market too remained high due to the growth in the
tourist industry. Germany was the largest buyer of jewellery
from Sri Lanka (20 per cent) followed by UAE, Japan,
Switzerland, Singapore and UK.

Export earnings from food, beverages and tobacco
increased by 18 per cent in 2003 compared o the decline of
4 per cent in 2002. This was attributable to higher earnings
from crustaceans and molluscs, and fresh and frozen fish,
which increased by 20 per cent and 18 per cent, respectively.
However, prices of these products in international markets were
iower than in the previous year. The low returns on shrimp
exports has acted as a disincentive to the expansion of farming.
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The Ministry of Fisheries and Ocean Resources has been
closely monitoring the quality and standards of farms against
a set of required quality and standards determined under the
Fisheries and Aquatic Resources Act as a precautionary
measure to control diseases. Legal action was initiated against
farms that had violated these regulations. Demand for these
products in USA, Japan and France and some Asian countries
including Singapore, Hong Kong, South Korea and Thailand
remained high.

The European Council approved eight fish processing
plants in 2003 to export fish products to EU countries. The
construction of a fish canning and smoking factory at the
Mutuwal Fishery Harbour commenced in December 2003, This
project targets both export and local markets and is expected
to commence production in August 2004. Among other food
exports, fruit and vegetable juices, manufaciured tobacco.
coconut milk powder, coconut cream, malted milk. sweet
biscuits and mineral water exports increased in 2003.

Earnings from the export of petroleum products declined
by 11 per cent as naptha produced by the Ceylon Petroleum
Corporation was fully utilised domestically by the combined
cycle power plant for power generation. However, the export
value of burkering and aviation fuel increased by 9 per cent
with improvements in port and aviation services and higher unit
prices. Export earnings from all other major categories
including, plastics, ceramic products, chemical products,
footwear and other leather products, articles of wood. toys,
articles of copper, quartz, coconut by products etc., increased
during the year,

Agricultural Exports

The three plantation crops contributed 84 per cent to
agricultural exports in 2003 - tea 71 per cent, coconut 9 per
cent and rubber 4 per cent. Other agricultural exports, which
are dominated by cinnamon, cloves and un-manufactured
tebacco, contributed the remaining 16 per cent. Expost
earnings from agricultural products increased by 3 per cent,
largely due to the increase in plantation crop exports.

Plantation Crops

Earnings from tea, amounting to US dollars 683 million,
increased by 4 per cent in 2003. Tea exports suffered due to the
Iraq war, but recovered in May and June due to large volumes
of tea being exported to Middle Eastern countries following the
¢nd of the war. This recovery continued, resulting in an 11 per
cent growth during the latter half of 2003. However, the annual
increase was marginal. Tea export prices, which were tower
than in 2002 until May 2003, recovered gradually thereafter,
resulting in an average price of US dollars 2.29 per kg in 2003
as against US dollars 2.26 per kg in 2002.

Of total tea exports, 59 per cent were in bulk form, and
33 per cent in packed form. The remaining 8 per cent was in
tea bags and higher value added forms such as domestic tea
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blended with foreign teas and instant and green teas. Russia
continued to be the single largest buyer with a share of 19 per
cent in 2003. The Russian government raised the minimum
import duty on value added black/green tea from cure 0.40 to
euro 0.80 per kg with effect from 11 March 2003.
Simultaneousty, they raised the minimum declared value of tea
sharply by 100 200 per cent. Tea exports to Russia in bulk
form, which is not subject to tariff revision, increased by 397
metric tons to 32,762 metric tons in 2003. Teas in value added
forms too increased by 1,947 metric tons to 25,344 metric tons
accounting for 44 per cent of total tea exports to Russia. With
this tarff revision, Sri Lanka will find it difficult to compete
with Russia’s local value added tea producers. However,
Russia's effort to popularise value added tea may create a
demand for bulk tea exports.

Syria overtook the United Arab Emirates (UAE) and
became the second largest buyer of tea with a share of 10 per
cent. This was partly because tea was channelled through Syria
to Irag and other Arab countries during the war period. UAE
accounted for 9 per cent. Other major buyers were Libya (7 per
cent}), Turkey (6 per cent), Tran {5 per cent} Jordan and Saudi
Arabia (4 per cent) each. As a group, Middle East countries
bought 43 per cent of total tea exports, while CIS countries
bought 25 per cent and EU bought 10 per cent in 2003.

Earnings from the three major ¢oconut products, namely,
desiccaled coconut, copra and coconut oil, increased by 16 per
cent in 2003 compared with an increase of | per cent in 2002.
The increase was a result of significant increases in the export
volumes of desiccated coconut and copra, which came from the
increased coconut crop and lower domestic demand from the
coconut oil industry. That demand was lower as edible oil
imports increased after the special surcharge on import duties
was removed in September 2002. The exported volumes of
these products increased by 48 per cent and 32 per cent,
respectively, while their prices declined by 22 per cent and
11 per cent, respectively. Coconut oil exports however,
declined by 4 per cent in 2003. This is evidence of the adverse
impact of ad hoc changes in tariff policy, which create
distortions in the market. With the higher harvest of fresh nuts,
coconut product expotts, other than the three major products,
too increased by 6 per cent in 2003. Export earnings from coir
fibre mattresses and coir yarn grew significantly. A long-term
clear tariff policy is critical to developing the coconut product
export industry on a more sustainable basis.

Export earnings from rubber increased by 44 per cent to
US dollars 39 million in 2003, which accounts for less than
1 per cent of total exports earnings. Rubber prices continued to
increase since July 2002 following international markel trends.
The average rubber export price incteased by 50 per cent in
2003 over 2002. The volume of exports declined by 1.4 million
kg to 35.3 million kg in 2003. Lower export volumes were due
to high Jocal consumption in industry. Rubber production
increased from 90.5 million kg in 2002 to 92 million kg in
2003, while local consumption of rubber increased from 54

mitlion kg to 56 millior kg in 2003, as the rubber based
manufacturing sub-sector expanded during 2003. To meet the
input requirements of the local industrial sector, 9.2 metric tons
of natural rubber were imported in 2003 compared with 4.9
metric tons in 2002.

Other Agricultural Exports

Export earnings from other agricultural expotts, known as
miner agricultural exports, declined by 10 per cent to
US dollars 150 million in 2003 from US dollars 168 million in
2002. Three major crops in this category, viz., cinnamon,
unmanufactured tobacco and pepper, accounted for 63 per cent
of total other agricultural product exports in 2003. Earnings
from cinnamon exports increased marginally. Despite price
increases, exports of unmannfactured tobacco declined due to
increased demand in the local industry. The quantity of pepper
exported declined by 2 per cent, while pepper prices declined
by 15 per cent because of increased global production.
Furthermore, Indian pepper producers lobbied against pepper
imports from Sri Lanka as Sri Lanka has enjoyed a 100 per cent
tariff concession under the Indo-Sri Lanka Free Trade
Agreement (ISLFTA) since March 2003. This protest may have
negative impacts on Sri Lanka's exports, depending on the
outcome of lobbying. Eamnings from cloves, which became a
significant commodity among other agricultural products in
2002, declined by 79 per cent {(US dollars 23 million) in 2003.
Both prices and the volume of clove imports to India from Sri
Lanka declined since the quality fell below expected levels.
Demand tor nutmeg and mace remained steady throughout the
year, Cardamom prices declined, but export volumes increased
substantially to satisfy demand from India. All these spices
received duty free access to the Indian market after March
2003. Increased prices for exports of vegetables resulted in a
higher export value, despite lower quantities. Export earnings
from dry and fresh fruits, betel leaves and coffee increased,
while earnings from essential oils, arecanuts, cashew nuts and
cocoa products declined in 2003,

Mineral Products

Earnings from mineral exponts declined by 7 per cent in 2003
mainly due to a decline in gem exports, which account for
94 per cent of mineral exports. Gem exports were affected by
unresoived issues in the gemstone trade, especially the
controversy over artificial quality improvements to sapphires
in Thailand. Buyers had questioned whether Sri Lanka too used
chemicals in the heat treatment process and this caused an
adverse impact on the gem trade during the early part of the
year. However, this problem was resolved in favour of Sri
Lanka. Sni Lapkan heat treated gemstones regained the market
towards the end of 2003, The high standards maintained by Sri
Eanka will improve Sri Lanka’s competitiveness over Thailand
in heat treated gemstones.

Sri Lanka continued to be the largest supplier of top
quality large blue sapphires of natural celour to the world
market and the prices of these products were stable during the
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year. The demand for calibrated blue, pink and yellow
sapphires in the European and US markets remained stable
throughout the year. USA continued to be the largest buyer of
Sri Lankan gems in 2003. Ttaly, Switzerland, UK, Germany and
France were among the major buyers in the European market.
Hong Kong maintained its position as the centre for fine gems
and jewellery in the Asia-Pacific region. Japan and Thailand
continued to be major markets for Sri Lankan gems in this
region. Gem sales were higher in the local market with the
revival of the tourist industry since the latter part of 2002, On
the supply side, floods and earth slips in May and June 2003
adversely affected gem mining, but supply recovered graduali y
thereafter. The Nationa Gem and Jewellery Authority
completed scientific surveys and auctioned new lands for
mining in Balangoda, Wellawaya and Matara, which jncreased
the suppty of raw gems towards the end of 2003. Earmnings from
other mineral exports grew by 2 per cent, reflecting higher
earnings from ilmenite exports.

9.3 Imporits

Imports grew by 9 per cent to US dollars 6,672 mitlion in 2003
compared to 2 per cent in 2002 reflecting the economic
recovery and the reduction of the import surcharge from 40 per
cent to 20 per cent. Demand for intermediate goods increased

due to the recovery in exports and domestic market oriented
industrial activity, while demand for investment and non-food
consumer goods increased reflecting improved investor and
consumer confidence. Food imports increased only marginally,
as lower imports of rice, wheat and sugar, offset the increases
in milk food und other food items. The import volume index
increased by ¢ 1 per cent, while the unit price index declined by
2 per cent in 2003, high petroleum prices notwithstanding.

Import Structure

There has been a gradual shift from consumer goods to
intermediate and investment goods imports since economic
liberalisation in 1977. Expansion in the industrial sector
required higher imports of intermediate goods, while
infrastructure development and construction activities,
expansion in transport sectors and increased use of advanced
technology increased imports of investment goods, Further, an
increase in the domestic supply of rice and other food items
reduced the need for food imports. When compared with 2002,
the relative importance of intermediate and investment goods
increased marginally from 76 per cent to 77 per cent, while
consumer goods remained at 22 per cent, The share of other
imports (including defence related imports} decreased from
2 percentto 1 per cent in 2003,

TABLE 9.4
End-Use Classifiction of Imports

US dollars millicn Rs. millign
Category >

1999 2000 2001 2002 . 2003(a) 1999 2000 2001 2002 2008 {a)

Consumar goods 1,242 1,388 1.235 1,319 1,481 87,505 105,403 110,059 128,181 142,911
Food and drink 661 693 654 696 | 701 48,562 32,584 58,486 86,540 672,713

Rice 46 4 AR 18 falaie 3,250 298 969 1,732 819
Sugar 106 141 115 132 R 7,448 10,777 10,289 12,634 11,1586
Wheat 111 127 110 130 157 7,792 9,625 9,783 12,427 13,258
Other 398 421 419 415 ik 28,032 31,804 37425 39,746 42,443
Other consurmer goods 581 696 581 623 779 40,943 52819 51,503 59,841 75,198
Inlermediale goods 3,057 3,789 3,321 3492 (3,811 215858 287,196 296,522 334,357 967.676
Fetroleum 500 901 731 789 - 938 35,344 68,381 65,190 76,627 80,807
Fertiliser 66 80 67 76 - ‘88 4,690 6,059 6,047 7.259 8,457
Chamicals 136 147 142 155 170 9,590 11,152 12,647 14,792 16,363
Textiles and clolhing 1,320 1,471 1,320 1321 14372 33,105 111,386 117,993 126,438 132,415
Other intermediate goeds (B} 1,035 1,180 1,061 1.151 1,344 72,929 20,218 94,644 11L241 129,634
Invesiment goods 1,565 1,737 1,081 1,170 1,320 110,599 130,889 96,185 112,046 127,363
Machinery and equipment 678 787 610 640 698 47,736 59,538 54287 61,296 67,330
Transport squipment (c) 523 529 129 151 0 208 0 37191 39489 11,489 14,449 19,869
Building matsarials 260 305 249 272 328 | 18296 23,087 22,145 28,013 31,877
Other investment goods 105 116 93 108 . .gg 7.376 B 776 B285 10,288 8,487
Unclassified imparts 118 406 337 125 &0 8,126 30,802 30,198 11,907 5,799
Total imparts (d) 5,980 7.320 5074 G105 . 6672 421,888 554,290 532,964 584,491 Bd3,749

{a) Provisional

(b} Diamond imports reported by the Sri Lanka Gustoms in 1999 and 2000 were adjusted

for data ebtained Irom major importers.

{c} Includes the value of 3 aircraft each imported by SriLankan Airlines in 1999 and 2000,

{d}) Adjusted

Sources :  Sri Lanka Customs
Co-operative Wholesale Establishment
Ceylon Petroleum Corporation
Major importers of diamonds
Cenlral Bank of Sri Lanka
Prima Ceylon Lig.
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Consumer Goods

The import of consurmer goods increased by 12 per cent in 2003
though tood and drink imports increased by 1 per cent over
2002. This marginal growth was largely attributable to high
imports in December 2003 (40 per cent increase over
December 2002), partly reflecting the impact of anticipated
upward revisions of tariffs and Value Added Tax (VAT) in
Budget 2004. Slower growth in food imports was attributed to
declines in rice, wheat and sugar imports, which offset the
impact of higher imports of milk products and other food items.

The largest food item, wheat grain imports, declined to
918,700 metric tons in 2003 compared to 993,200 metric tons
in 2002. Wheat imports in 2002 were unusually high as this
included delayed wheat shipments from 2001 and wheat
imported for building up domestic stocks. Sri Lanka imported
mote than 80 per cent of its total wheat requirement from India
in 2003. This share was 57 per cent in 2002. The Indian export
credit line of US dollar 31 million made available to Sri Lanka
for wheat imports was the major reasen for this change. Sri
Lanka had already used US dollars 7.4 million in 2003. Wheat
flour imports declined from 11,325 metric tons in 2002 to 9,705
million in 2003,

Rice imports declined trom 93,100 metric tons in 2002
to 34,580 metric tons in 2003, due to the record domestic
paddy production in 2003, Despite lower import prices, sugar
impoits declined by 44,600 metric tons to 509,300 metric tons
in 2003, Despite higher prices, imports of milk products
increased by 3 per cent in voleme terms. Fish imports
increased marginally, utiiising the duty free facility granted in
September 2002. Despite higher import duties, imports of big
onions, potatoes, chillies, garlic and fruit increased to satisfy
higher demand as well as to compensate for lower domestic
production than in 2002,

Imports of all major categories of consumer durables
increased significantly, reflecting the impact of increased
consumer confidence and income. Imports of motor cars and
motor cycles increased by 67 per cent in 2003, while the import
of rubber tyres and tubes rose by 10 per cent. Imports of radio
receivers and television sets increased by 18 per cent, while
medical and pharmaceutical imports increased marginally.
Other consumer durable imports, which increased in 2003,
were ceramic and glass tableware, electrical kitchenware,
clothing, footwear, toys and skin care products.

Intermediate Goods

Intermediate goods imports increased by 9 per cent in value
terms in 2003. Textile imports, the largest item, accounted for
36 per cent of intermediate goods imparts in 2003. The volume
of textile imports increased by 4 per cent reflecting higher
derived demand from garment exports. The expenditure on
textile imports increased by 4 per cent, entirely due to higher
volume.

The second largest item, crude oil and refined petroleum
products, accounted for 22 per cent of total intermediate goods

and rose by 6 per cent in 2003. The volume of crude oil imports
declined from 16.8 million barrels in 2002 to 14.7 million
barrels in 2003. The average price of crude oil increased by
L7 per cent from US dollars 25.13 per barrel in 2002 to
US dollars 29.46 per barrel. The value of refined petroleum
product imports increased by 11 per cent due to increased
prices (18 per cent) altheugh the quantity imparted was less
than in 2002. The lower volume of petroleumn imports was due
to reduced demand for thermal power generation with
increased hydropower generatian,

The value of diamond imports, the third largest
intermediate import item, increased by 22 per cent, reflecting
the improvement in exports. Expenditure on fertiliser imports
increased by 16 per cent entirely due to high prices as the
quantity declined by 4 per cent. Although the fertiliser subsidy
scheme was continued, increased domestic prices may have
reduced the demand for fertiliser in 2003. Other intermediate
goods imports increased by 15 per cent, mainly due to higher
imports of inputs for paper, chemicals, garments, jewellery,
bakery and rubber based manufacturing industries.

Investment Goods

Imports of investment goods increased by 13 per cent in 2003
The import of transport equipment rose by 37 per cent, with
high volumes of imports of parts and accessories for lotries,

TABLE 9.5
Vol
olume of Major Imports (a) -
Item 1889 2000 2001 2002  2003(b)
Rice 244 15 52 95 35
1st Quarter 24 v 3 a1 2z
2nd Quarter 12 7 7 9 9
3rd Quarter H = 2 10 2
4th Cuarter 146 1 40 25 z
Wheat 859 kg 760 993 819
15t Quarter 207 266 231 309 262
2nd Quarter 263 210 229 215 asz
3rd Quarter 189 247 177 221 216
4th Quarter 200 199 123 248 208
Sugar 479 562 420 554 509
151 Quarter 152 128 100 148 151
2nd Cuarisr &4 185 127 141 135
Brd Cuarier 138 85 108 110 104
4ath Quarter 125 164 84 157 120
Patroleurn {Crude oil) 1,832 2347 1954 2,300 1,905
1st Quarter 244 608 237 539 382
2nd Quarer 503 581 539 513 466
3rd Quarter 548 613 524 593 SO0
dth Quartsr 537 543 554 655 847
Fertiliser 530 550 460 537 514
1st Quarer 97 149 66 103 124
2nd Quarter 158 102 183 163 166
3rd Quarter 129 174 83 136 43
dth Quarier 155 134 128 133 178
{a} Adjusted Sources

SH Lanka Customs

Co-operative Wholesale Establishment
Ceylgn Petroleum Corporation

Prima Ceylon Ltd.

{b} Provisional
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railway or train, trucks and buses. Machinery and equipment
imports increased by 9 per cent with higher imports of sewing
machines and parts and accessories and portable digital
automatic data processing machines, parts for concrete block
making machines, electricity generators and television sets,
The import of building materials increased by 21 per cent with
the recovery in the construction sector.

Direction of Trade

Industrialised countries are the main destination for Sri Lankan
exports following the economic liberalisation in 1977.
However, the share of these countries has been declining
gradually from 76 per cent in 1995 to 70 per cent in 2003.
Similarly, as origin of imports, the share of industrial countries
declined from 37 to 31 per cent during the same period. Trade
with Asian countries expanded. The share of developing
countries as export destinations increased from 22 per cent in
1995 o 25 per cent in 2003, The share of Eastern European
countries increased from 2 per cent to 4 per cent. The share of
developing countries as the origin of Sri Lanka’s imports,
increased from 64 per cent in 1995 to 68 per cent in 2003.

USA has been the single largest buyer of Sri Lanka's
exports since 1979. However, its market share declined from
a peak of 41 per cent in 2001 to 38 per cent in 2002 and 35 per
cent tn 2003. Textile and garment exports accounted for §3 per
cent of total exports to USA in 2003. The market share of UK,
the second largest buyer, remained unchanged at 13 per cent.
Shares of garments and tea in exports to UK accounted for
77 per cent and 2 per cent, respectively. The Indo-Sri Lanka
Free Trade Agreement (ISLFTA) helped increase trade with
India. In 2003, the third year after the commencement of the
Agreement, Indiabought § per cent of Sri Lanka’s total exports.
Exports to Germany, Belgium and Luxembourg accounted for
5 per cent each and to Japan for 3 per cent. Major exports to
Germany wete garments and tea, while diamonds and garments
were the main exports to Belgium and Luxembourg. Other
major items exported to Western countries were precious
stones, gloves, tyres, coconut by-products, prawns and fish
products and statuettes and ornamental articles. Japan remained
one of Sri Lanka’s major markets for frozen shrimp, machinery
parts and accessories, lea, fish products and precious stones.
Western industrial countries as a group continued to be Sri
Lanka’s largest export trading partner in 2003.

Once again, India was the largest source of imports (16 per
cent), followed by China and Hong Kong (13 per cent),
Singapore (8 per cent) and Japan (7 per cent). Imports from
India increased by 26 per cent in 2003. Petroleum products,
wheat, cotton yarn and fabrics, food products including sugar,
onions, chillies, lentils, edible products efe., iron and steel,
vehicles, pharmaceutical products and machinery were the
major items imported from India. Imports from China and
Hong Kong increased by 18 per cent, while those from
Singapore increased by 21 per cent, Fabric and accessories for
the garment industry were the major items imported from

Chart 9.4
Diraction of Trade

Chart 94.1
Exports by Destination

Other

Germany

5% Belgium-
Luxemburg

Chart 9.4.2
Imiports by Origin

Cither

" : Taiwan
Migdie 'MOUSHAl oyner  eping & 4%
Eas! o 3% rong Kong |
10% 13% Karea '

’7 SII’II’JE{LUIL’

EU India Oiher 8%
16% ysa L_Asia oy, Asm
3% 56% L

China and Hong Kong. Petroleum products, sewing machines,
telephone equipment and data processing machines and parts
were among the major items imporied from Singapore. Imporis
from Japan increased by 26 per cent due to an increase in motor
vehicle imports. Other significant sources of imports were the
Republic of Korea, Taiwan, Malaysia and UX (4 per cent each)
and USA and UAE (3 per cent each). Accordingly, Asian
countries, as a group, continued to be the major origin of
imports. Their market share increased from 53 per cent in 2002
to 56 per cent in 2003, Imports from Asian countries increased
by 15 per cent, mainly as a result of higher imports from India.
Countries in the South Asian Association for Regional
Co-operation (SAARC) accounted for 7 per cent of the total
exports and 18 per cent of total imports in 2003, an increase
over the respective shares of 6 per cent and 16 per cent in
2002. In the SAARC region, India was Sri Lanka’s largest
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export destination (5 per cent of total exports} and the largest
source of imports and its share has been increasing at a faster
rate since the implementation of the free trade agreement
between the two countries. Sri Lanka's trade with Pakistan
increased significantly over the previous year, though still
small in absoiute terms (1 per cent of total exports and
imports each). EU accounted for 30 per cent of total exports
and 16 per cent of total imporis in 2003. Exports 1o CIS
countries accounted for 4 per cent of Sri Lanka's exports with
higher tea exports to Russia,

9.4 Services and Income

The services account registered a higher surplus for the third
consecutive year, registering a net intlow of US dollars 396
million, a 34 per cent increase over the previous year. The
improvement in the services account was mainly brought
about by higher receipts from travel and transportation
services.

Earnings from travel have two components; namely,
earnings from tourism and receipts from non-resident Sri
Lankans visiting Sri Lanka. The boom in tourist arrivals
resulted in tourist earnings rising by 30 per cent to US dollars
324 million in 2003. Receipts from non-resident Sri Lankans
visiting Sti Lanka have been estimated at US dollars 100
mmillion during the year. Even though this inflow is expected to
level off over the years, permanent peace could make this a
regular inflow of foreign exchange as non-resident Sri Lankans
are likely to visit the country more frequently.

Net transportation services, which include passenger fares,
freight services and port related earnings, increased by 10 per
cent to US dotlarg 201 millien owing mainly to higher tourist
arrivals. Although activities relating to transshipment cargo
handling increased during the year, foreign receipts increased
onty marginally due to more competitive prices offered for
services at the Colombo port.

The IT sector recovered in 2003 from the setback in
2002. The slowdown in the world economy in 2001 and 2002
caused a major decline in overall IT spending the world over
as large global enferprises reduced purchases of IT products
and services, causing many IT solution suppliers worldwide
‘1o suffer Josses and decreases in overal] growth. 3ri Lanka’s
computer and information services sector, which was also
affected by these global trends, had a significant recovery in
2003. 1T exports increased by 60 per cent to US dollars 80
million in 2003 from US dollars 50 million in 2002. With the
earnings per employee being significantly bigher than those
of other major foreign exchange earners, this is an area in
which Sri Lanka has a considerable potential not only in
terms of earning foreign exchange, but also in attracting
foreign direct investments as well as generating employment
opportunities. The government could support this sector by
adopting the required regulatory envirenment, upgrading and
modernising infrastructure and assisting human resource
development, in terms of quantity as well as quality.

Net receipts from the telecommunications services
declined by 26 per cent 10 US doliars 45 million during the
year. With the liberalisation of the international gateway under
the new National Communications Policy, about 30 companies
applied for new licences for using and providing services to
customers. The high competition has led to a significant fall in
the domestic price of international calling charges raising the
number of Sri Lankans calling the rest of the world.
Meanwhile, the deficit from other business services declined
by 13 per cent to US dollars 117 million. owing to lower
outflows on account of hired power-rental payments, as the use
of thermal power was replaced with hydropower to some extent
during 2003 due to favourable domestic weather conditions.

TABLE 9.6
Net Services, Income and Transfers (a)

o US dollars million Az, million
2002 2Q03b) 2002 . 20081H)
Transporation 183 a0 17,535 19,392
Travel 100 145 9,629 13,940
Telecommni¢ation services 61 45 5795 . 4,380
Comgputer and information services 50 80 4,783 7.700
Construction services 27 34 2534 3,229
Insurance services 18 19 1,710 1,827
Cther business services <134 A7 12,773 -11,292
Government expenditure n.i.e. 10 -11 -969 -1,126
Total services 295 398 28224 28,152
Compensation of employees -4 -5 -425 | -530.
Direct investment 96 . -B9Y 9,154 . -B.812
Interest and other charges -152 . -98 14,595 -9,398
Total income -253 -192 -24,174 18,540
Private 1,097 1,205 104,380 116,32
General gavernment 31 0 29 2982 2,785
Total current transfers 1,128 - 1,234 107,92 119,108

Source: Gentral Barik of Sri Lanka.

{a) This presentation conforms as lar as possible to the Balance of
Payments Manal, 5th Edition (1993) of the International Monetary
Fund.

(b} Frovisional

The deficit in the income account contracted significantly
during the year, mainly due to a significant increase in income
from the country’s international reserves, and helped to reduce
the current account deficit. Both gross official reserves and
international reserves of commercial banks increased for the
third consecutive year, while global interest rates remained at
almost the same level as in 2002. As a result, interest income
on international reserves increased during the year. In addition,
efficient management of official reserves by the Centrat Bank
and movements in cross currency exchange rates and prices of
foreign securities held by the Central Bank had a favourable
effect on foreign exchange trading profits and foreign securities
trading profits. Income generated from official reserves
increased to US dollars 1 1) million from US dollars 41 million
in 2002, This was sufficient to meet over 75 per cent of the
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interest payments on govemnment external debt. Outflows fo the
tncome account, which comprised interest payments on
external debt of the country and profits and dividends to
non-residents on foreign investments, increased by 2 per cent
to US dollars 336 million in 2003.

9.5 Current Transfers

Net inflows to the transfers account continued to contribute in
increasing volumes io offset the trade deficit. In 2003, the
surplus in the transfers account amounted to 91 per cent of the
trade deficit. This ratio was below 50 per cent prior to 1996 and
below 70 per cent prior to 2000, except for 1998 when the trade
deficit was exceptionally low.

Total net current transfers, comprising net private transfers
and net official transfers, increased by 9 per cent to US dollars
1,234 million. Net private transfers, which account for aver
98 per cent of total net transfers, were the main source of the
improvement. Sri Lankan migrant workers remitted US dollars
1,414 million in 2003, an increase of 10 per cent over the
previous year.

The improvement in 2003 is partly due to an increase in
the number of Sri Lankans migrating for foreign employment.
Annual migrants increased by 3 per cent, to 208,801 in 2003.
The Iraq war appears to have had little adverse impact on
foreign employment in the Middle East, as it ended earlier than
expected. Due to the uncertainties that prevailed in the Middle
East region prior to the war, workers are believed to have
remitied more of their savings in advance as a precavtionary
measure, This is reflected in higher remittances during the first
few months of 2003. The ongoing peace process would also
have led to more funds being channelled through the formal
banking sector, particularly in the North and East, where
commercial banks were more active than in the past. It has been
reported that branches of commercial banks in the North and
East have been receiving increasing amounts of remittances
during the year.

Worker remittances from the West Asian region
accounted for 57 per cent of total private transfer receipts. The
share of earnings from the West Asian region has been
decreasing from 2002, with the increase in employment in
Europe, even though the number of migrant workers to the
West Asian region increased. Bighteen per cent of total transfer
receipts came from countries in the Eurapean Union. This share
has graduaily increased over the tast four years, perhaps also
reflecting the increasing number of migrants. North America,
other European countries and the Far East continued to account
for about 6 per cent, 8 per cent and 5 per cent of worker
remittances, respectively,

9.6 Capital Movements

Net inflows to the capita! and financial account improved
during the year, mainly due to larger capital inflows to the
government. The signing of the PRGF-EFF Agreement with
the IMF helped the govemment to receive larger capital inflows

during the year. Although the IMF credit is not available to the
government budget, but is meant for supporting the BOP, the
Agreement served as a catalyst for other receipts. Other donor
assistance, particularly new commitments from the World
Bank, ADB and Japan, are linked to the progress in the
implementation of economic reforms in the PRGF-EFF, as
each donor country’s assistance strategy was based on the
Poverty Reduction Strategy Paper (PRSP) associated with the
PRGF-EFF. The doncr conference held in Tokyo, in June 2003,
endorsed the policies in the PRSP, and pledged assistance
amounting to US dollars 4.5 billion for the period 2003-2006.
A portion of this new commitment was disbursed during 2003.
A large part of the Tokyo commitment is available for the
implementation of economic reforms and for the development
of infrastructure facilities for the whole country. A significant
part of assistance is committed to rehabilitation and
teconstruction of the North and East. Therefore, reaping the full
benefit of the donors’ pledges would critically depend on the
progress in the implementation of economic reforms, as well
as progress in the peace process.

Chart 9.5
Capital Flows
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Total long-term loan capital received by the government
increased by 68 per cent to US dollars 908 million during the
year. This was a significant improvement in the utilisation of
available foreign assistance compared to US dollar 542 million
disbursed in 2002. The utilisation rate has increased to 21 per
cent in 2003 from 15 per cent in 2002 and around 13 per cent
in both 2000 and 2001 . The improvement was mainly due to
a larger amount of programme financing being available for
budgetary purposes. Total disbursements under programme
financing amounted to US dollars 244 million during the year,
The raising of a commercial loan of US dollars 100 million
from the international capital market also helped to increase
disbursements in 2003, Total project financing amounted to

1. The utilisation ratio is defined as tctal disbursements during the
year as a peycentage of the total of comwmitted undisbursed
balance at end of the pravious year and new commitments
during the year.
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US dollars 556 million, a 17 per cent increase over 2002, The
World Bank released a new programme loan of US dollars
127.5 million under the Poverty Reduction Support Credit
(PRSC) to support the government budget in implementing
econcmic reforms. In addition, the World Bank continued to
provide assistance to develop sectors such as health and
education under previous commitmenlts. The Asian
Development Bank also provided programme financing of
around US dollars 65 million to the budget and project
financing of around US doliars 150 million relating to
infrastructure development and rural financing during the year.
Japan's assistance exceeded US dollars 230 million. The 36
Loan Package signed between the Japanese government and the
Sri Lankan government in March 2003 committed another
US dellars 280 million to implement five projects. A part of
this commitment was utilised during 2003,

However, the uncertainty that prevailed towards the end
of the year slowed down foreign assistance. For example, the
disbursement of the second tranche of the PRGF-EFF, expected
within the year was postponed. Other donors also adopted a
‘wait and see’ approach in finalising their donor assistance
programme tor 2004 as a larger part of assistance would depend
on the success of the PRGF-EFF arrangement with the IMF.

The committee appointed by the government to speed up
foreign aid utilisation took several measures that helped
improve disbursements for project financing and shortened the
time taken to finalise loan agreements. However, more needs
to be done to speed up the process of project implementation.
The government announced at the Donors’ Conference in
Tokyo that it would establish an institutional framework to
increase the capacity to utilise foreign aid at a faster rate. Major
donors have also pledged to provide assistance to develop the
necessary institutional framework,

Higher utilisation of foreign assistance received on
concessional terms and conditions would also reduce the need
to obtain less concessional loans such as export credits and
commercial borrowings. In particular, although some available
export credit appears to be more concessional than commercial
borrowings in terms of interest rates and maturity, the actual
cost of these credits could sometimes even be higher than
commercial credits, as such credit can be used only to import
specific items produced in the donor country.

Principal repayments on the government’s medium-term
loans declined to US dollars 359 million, trom US dollars 380
million in 2002. The decrease in repayments was mainly due
to the lower repayment of defence related credit, which
amounted to US dollars 92 million in 2003 compared 1o
US dollars 144 million in 2002, As a result of higher
disbursements and lower repayments of foreign loans, the net
disbursements to the government increased to US dollars 548
million from US dollars 162 million in 2002, making a
significant contribution to the overall surplus in 2003,

In contrast, inflows of loan capital to the private sector
decreased to US dollars 102 million in 2003 from US dollars

115 million in 2002. Only a few private sector companies
engaged in new foreign borrowing during the year. The larger
part of disbursements refated to existing commitments and
medium-term external credit obtained by BOI companies for
trade and investment related purposes. The lower external
private borrowings partly reflected the lower domestic interest
rates, which reduced the advantage of foreign borrowing.
It may also have reflected a continuation of the private sector’s
‘wait and see’ approach in making medium and long-term
investments. It also reflected some difficulties faced by the Sri
Lankan private sector in raising foreign capital. In the past, a
larger amount of private sector foreign borrowings came under
government guaraniees to entities partly or fully owned by the
government, such as Air Lanka and Sri Lanka Telecom. With
the privatisation of these companies, the government has
moved gradually away from providing guarantees for foreign
loans by the private sector.

The government has initiated measures to facilitate the
private sector to obtain foreign loans. First, the government is
negotiating with international rating agencies to obtain a
sovereign rating for the country. A sovereign rating, together
with the already available domestic ratings, would help
international investors to assess the creditworthiness and
establish risk premia for local firms mare easily. Secondly, the
government has tabled a new Foreign Exchange Management
Act in Parliament, which would simplify the existing procedure
for foreign botrowings by the private sector and further

TABLE 9.7
Major Projects Financed by Foreign Lending
during 2003
Donor Project Amount Dishursed
U8 dollars mn
Asian Development Bank 211.0

Of which Private Sector Development Subprogramme | 53.4
SME SPD Credit Assistant Project 183

Southem Transpert Development Project 14.7

Wrban Dev. & Low-Income Housing Programme  14.4

3rd Water Supply & Sanitation Project 13.2

Road Network Improvement Project .7

SME-Sector Development Frogramrne 11.1

Secondary Educalion Modernisation Project 1.0

International Development Assoclation 202.0
Of which Poverty Reduction Support Credit 1279
Private Sector Infrastruciure Dev. Project 158

Mahaweli Restructuring & Aehab. Project 145

Second General Education Project 8.4

&1 Lanka Centrat Bank Modernisalion Project 740

Japan 2340
Of whieh Power Sector Aestructuring Programme 313
Kukule Ganga Hydroelectric Power Project 293

Small Scale Infr. Rehaly. & Upgrading Project 28.4
Electrcity Transmission & Substation Dev. Project 14.7
Kelanilissa Combined Cycle Power Flant Project 127
Towns North of Colombo Waler Supply Projest 10.6

Port of Colombg North Pier Dev. Project Il 10.4
Bandaranaike International Airport Dev. Project 0.1
Baseline Road Project 8.4
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liberalise the restrictions on medium and long-term borrowings
by the private sector. The implementation of these two
measures would enhance the private sector’s ability to raise
capital from international markets on the merits of their own
balance sheets. However, progress in the peace process and
removal of pelitical uncertainty are two crucial factors, which
would encourage the private sector to make medium and
long-term investments. In addition, the Internationat Finance
Corporation (IFS), the commercial lending arm of the World
Bark, has increased its activities with the private sector.

Foreign Direct Investment

Inflows of foreign direct investment including privatisation
proceeds tncreased to US dollars 229 million in 2003 from
US dollars 197 million in 2002 mainly due to larger
privatisation proceeds of US dollars 30 million in 2003 . The
realised inward investment flowed mainly to sectors such as
power and energy, port related developments, telecommuni-
cations and manufacturing. However, net FDI inflows were
marginally lower in 2003 owing to a larger outflow of
US dollars 27 million compared to the outflow of US dollars
1 million in 2002, The larger outflow was mainly due to the
acquisition of a commercial bank in Bangladesh by a Sqi
Lankan commercial bank which invested US dollars 20 million
for the acquisition.

FDI inflows in the medium term depend largely on the
number of agreements signed between the BOI and foreign
investors, With the progress in the peace process, the number
of new agreements signed increased, as did the number of
inquiries and projects under negotiation. The estimated foreign
direct investment from new agreements signed during 2003 is
about US dollars 430 million in comparison to the
comesponding figure of US dollars 160 million in 2002. This
development indicates that the implementation of these new
projects should bring significantly larger FDI inflows in the
next few years. However, with the political uncertainty in the
latter part of the year, activity slowed down and a few large
projects under negotiation have been postponed,

Privatisation proceeds from foreign sources were [ower
than expected during 2003 mainly due to the purchase of the
5ri Lanka Insurance Corporation (SLIC) by a local entity, and
delays in the receipt of the proceeds from the sale of 100 petral
stations and a common user facilities of Ceylon Petroleum
Corporation. The receipt of US dollars 30 million on account
of privatisation proceeds in 2003 related to the liberalisation of
the domestic petroleum sector under which the Indian Oil
Corporation entered the domestic market as second player in
the petroleum sector.

1. FDlinflows exclude foreigr loans obtainsd by BOI companies
from sources other than their parent companies. According to
the latest Balance of Payments Manual published by the IMF,
these loan capital inflows are reparted under private long-term
Ioan inflows.

Short-Term Capital

Portfolio investment recorded a marginal net inflow of
US dollars 2 million in 2003 compared 1o the inflow of US
dollars 25 million in 2002. The lower net intlow recorded was
mainly due to a large outflow of around US dollars 40 million,
resulting from the strategic purchase of the controiling interest
of a large hotel company by a local blue chip company from
its foreign investors. Other than for this transaction, net inflows
to the Colombo Stock Exchange were positive throughout the
year, reflecting an improvement in foreign invesior confidence.
Total purchases by foreigners amounted to US dollars 145
mullion, while total sales were US dollars 143 million. The
increase in the total volume of transactions by foreigners to
US dollars 288 million in 2003 from US dolfars 140 million in
2002 reflects improved foreign investor interest in the share
market. Private short-term credit, comprising shori-term export
and import related credit, recorded a lower net inflow of
US defiars 18 million.

Net foreign assets of commercial banks improved by
US dollars 96 million in 2003, from US dollars 40 million in
2002, despite the Central Bank’s purchase of US dotlars 375
million from commercial banks during the year. This
tmprovement was mainly due to the repayment of US dollars
158.5 million of Sri Lanka Development Bonds (SLDBs), held
by commercial banks, SLDBs are treated as domestic assets,
and their repayment by the government, and consequent
investment in foreign assets by commercial banks, improved
the NFA of commercial banks in the last two months of the
year. The expectation of a higher depreciation of the rupee
during the latter part of the year also encouraged commercial
banks to continue to hold onto assets in foreign currency.
Meanwhile, gross external liabilities of commercial banks
remained almost unchanged during the year.

9.7 External Assets

Reflecting the net results of above mentioned developments,
the BOP recorded an overall surplus of US dollars 502 million
in 2003. This was the third consecutive year that the BOP
recorded a surplus, and was the second highest surplus ever
recorded. The highest surplus (US dollars 661 mitlion) was
registered in 1993,

3 Chart 9.6
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TABLE 9.8
External Assets of Sri Lanka (a)}

US dallars mitlion{b) Rupeas million{n)

Owmnership
1893 2000 20m 2002 2003 1599 2000 20 2002 2003

1. Government 20 a2 78 46 55 1,441 1,767 7,302 4,424 5,320
2. Government agencles . - . - G - - - - ey
3. Central bank 1,819 1,026 1,260 1,654 2274! 116,57% 81818 117,365 180,018 219984
4. Tolal official assels 1,638 1,049 1,338 1,700 2328 11803 83585 124868 184,442 225304
5.Commercial banks 942 1,083 200 795 B89 67 946 56,682 83.815 76,921 ; BS.O11
6 Total external assets 2582 213 2,238 2495 . 3218 185958 170,268 208482 241,364 311,315
7. Gross official assets in months of

7.1 Merchandige imports 3.3 17 27 33 4.2

7.2 Import of goods and services 29 15 23 29 3.6
8. Total assets in months of

8.1 Merchandise imperts 8.2 3.5 45 4.9 5.8

8.2 Import of googds and services 46 3.4 3.3 4.2 i 5.0

Source: Central Bank of Sri Lanka
Reserves from 2002 are calculated al markai value.

Converted at the 1ollowing end year rales except far certain ilems in the International Reserve of the Cenfral Bank which were conwerled at the
representalive rate agreed with the IMF.
Year 1999
As. per US doliar 7212

{a
]

2000
8265

2001
93.16

2002
36.73

2003
96.74

The surplus in the BOP led to a build up of the country’s
net official reserves. The Central Bank's purchases of foreign
exchange from commercial banks, which amounted to

9.8 Foreign Exchange Market
Developments

US dollars 375 million on a net basis during the year, helped
boost the reserves. The absorption of excess foreign exchange
liquidity by the Bank also helped to stabilise the exchange rate,
particularly during the third quarter. Cash disbursements of
concessional loans and commercial borrowing by the
government amounted to US dollars 332 million. These
receipts served to help the servicing of a large part of foreign
public debt and SLDBs. In addition, the management of the
international reserves portfolio by the Central Bank also added
around another US dollars 11¢ million in terms of interest
income, trading profits and valuation gains.

Tn international foreign exchange markets, the US dollar
continued 1o weaken against other major currencies for the
second consecutive year. Despite the recent recovery in the
US economy, concerns about the escalating twin dficits in the
US, namely, the current account and fiscal deficits, weakened
the US dollar against other major curvencies. The United States
appeared to have been moving away from a strong dollar
policy, while the Bank of Japan reduced intervention to weaken
the yen. All these developments contributed to the depreciation
of the US dollar against the Japanese yen (10.8 per cent), the
sterling pound (11.0 per cent) and the eure (19.9 per cent} in

TABLE 9.9
Exchange Rate Movements

In Rupees per unit of Foreign Currency

Percentage Change Over Previous Year (a)

CUfI’EI’ICY End of Year Rates Annual Average Foint to Paint Annual AVOFQQQ
2001(b) 2002 2003 2001{0) 2002 2003 2002 2003 2002 - 2003

Euro 82.27 10138 121.60 79.99 9043 109.18 -18.8 66 1.5 B
Indian rupee 1.93 2.01 212 1.89 1.97 2.07 4.3 54 41 48
Japanese yen .71 0.82 0.90 0.74 0.76 0.83 -131 97 26 B4
Pound slerling  135.08 15612 172.20 128.66 14274 157.71 129 99 105 89
US doltar 93.16 96.73 08.74 8936 95 66 96.52 37 00 6.6 490
SDR 11697 13099 | 14375 113,75 12393 12523 107 -89 8.2 84
Effective Percentage Change Over Previous Year
Exchar, Monthly Ind A
Sedlall o Sl A naualAverags Peint to Painl Annual Average
) Dec. 2001 Dec. 2002  Ds¢. 2003 2001 2002 2003 2002 2003 2002 2003
NEER(1999=100) 82.65 76.07 71.58 85.10 78 87 73.85 20 59 73 64
REER (1099=100) 99.80 100.08 96569 $3.19 99 33 97.24 05 34 01 21

Source: Ceniral Bank of Sri Lanka.

{a} Changes compuied on the basis of foreign curency equivale of $ri Lanka rupeas. A minus sign indicates depraciation.

{&) with effect from 23 January 2001, the Central Bank refrained from announcing these rates and allowed market forces to delermine the exchange rate.

{€) The NEER is a weighted average of norminal exchange rates of 24 rading pariner and competitor countries. Weights are based on the the trade shares
rellecting the refative importance of gach currency in the currency basket. The REER is computed by adjusbing the NEER lor inflation differentials with
the countries whose currencies are included in the basket, A minus sign indicales depreciation.
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Chart 9.7
Exchange Rate Movement - 2003

Chart 9.7.1
Exchange Rate 2003- Rs./US$
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2003. This followed the depreciation of the US dollar by 10.9
per cent, 10.6 per cent and 18.7 per cent, respectively, against
these currencies during the pervious year,

Most currencies in emerging markel economies in Asia
also appreciated against the US dollar, although at a relatively
lower rate than major currencies. This was a result of heavy
intervention by central banks in Asia to build up official
reserves at a rapid rate, and perhaps to avoid significant
appreciation of their currencies. This reserve build-up also
partly helped the gradual correction of the US dollar as a large
part of these official reserves were invested in US securities.
The Indian rupee, the Singapore dollar, the Indonesian rupiah,
the Taiwan dollar, and the Thailand baht appreciated against
the US dollar by 5.1 per cent, 1.9 per cent, 6.1 per cent, 2.0 per
cent and 9.2 per cent, respectively, during the year, while the
Korean won and the Philippine peso depreciated by 0.7 and
4.3 per cent, respectively. Meanwhile China, Malaysia and
Hong Kong continued to peg their currencies to the US dollar
despite pressure for greater flexibility in their exchange rate
regimes.

The US dollar/Sri Lankan rupee exchange rate was also
stable during most of the year. The rupee depreciated at a
decelerating rate during the first half of the year and started to
appreciate until November with some sharp appreciation during
the month of September. At one stage, the US dollar/rupee rate
had appreciated by 2.8 per cent to Rs.94.02 per US dollar. The
Central Bank’s purchases of foreign exchange in the market to
build reserves helped to smoothen fluctuations and {o contain
the appreciation. The political uncertainty in November
reversed the appreciating trend and led to higher volatility in
the exchange rate during the last two months of the year. As a
result of these developments, the rupee US dollar rate at end
2003 was almost at the same level as at the beginning of the
year. For the year as a whole, the rupee depreciated only by
0.01 per cent against the US dollar, to Rs.96.74 per US dollar,
in comparison to depreciations of 3.7 per centand 11.3 per cent

in 2002 and 2001, respectively. In addition to the weakening
of the US dollar, the stability of the rupee in 2003 reflected
improved economic fundamentas, larger capital inflows to the
government from donors, growing portfolio investments by
foreigners and higher tourist earnings and worker remittances.

However, the cross exchange rate effects between the
US dollar and other major currencies resulted in a larger
depreciation of the rupee against other currencies during the
year. The rupee depreciated against the Japanese ven (9.7 per
cent), the sterling pound (9.9 per cent), the euro (16.6 per cent)
and the Indian rupee (5.1 per cent) in 2003. The rupee
depreciated by 8.5 per cent against the SDR.
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Nominal and Real Effective Exchange Rates

Despite only a marginal depreciation in the nominal Tupee
dollar exchange rate, the nominal effective exchange rate
(NEER) of the Sri Lanka rupee based on a 5-currency basket
of the US dollar, Japanese yen, sterling pound. euro and the
Indian rupee, depreciated by 5.0 per cent from end 2002 to
end 2003 reflecting the sharp depreciation of the rupee
against other major currencies. The 24-currency NEER
computed against a basket of 24 currencies including both
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: ; Real Effective Exchange Rate (REER)

Exchange Rates

An exchange rate can be expressed either in terms of the
national currency value of a unit of Foreign currency (price
quotation system) or foreign currency value of a urit of the
nationai currency (volume quotation system). While it is
customary o express the exchange rate in the former, the
latter is 1 more appropriate indicator to assess Lhe extent of
appreciation and depreciation of the national currency L, For
example, the annual average exchange rate of the rupee
against the US dollat moved from Rs. 95.66 in 2002 10
Rs.96.52 in 2003, and hence the US dollar value of the
rupee dropped from £.05 US cents to 1.04 US cents per
rupee during this period. Accordingly, the average nominal
exchange rate (NER) of the rupee against the US dallar
depreciated by 1 per cent in 2003, in nominal terms,

Two other widely used indicators to measure exchange
rate changes are the Nominal Effective Exchange Rate
{NEER) and Real Effective Exchunge Rate (REER). The
NEER is a weighted average of major bilateral nominal
exchange rates, with weights based on the trade shares
réflecting the refative importance of each currency in the
effective exchange rate basket.Z The REER is obtained by
adjusting the NEER for inflation differentials with the
couniries whose currencies are included in the basket. As
the inflation rate in each country is assumed to broadly
indicate the trends in domestic costs of production, the
REER is expected to reflect foreign competitiveness of
domestic products.

Hewever, one cannot solety rely on the REER
indicator to gauge the variations in competitiveness, as it
does not adequately capture the impact of a host of other
factors such as the changes in macro-economic palicies,
changes in the trade and exchange system inciuding the
changes in the regulatory and institutionat environment and
productivity changes. In addition, there could be data
deficiencies, particoiarly in the price indicators.

Nevertheless effective exchange rate indicators. are
widely used o assess competitiveness. The main focus of
the NEER and the REER is on the irade bulance,
particularly the exchange rate induced changes in trade
flows, A trend apprectation of the real effective exchange

1. The British use the ‘volume quotation system’ where the
exchange rate for the sierling pound is generally expressed
in terms of foreign currency per sterling pound.

2. Thé notion of Nominal Effective Exchénge Rale was
developed by Hirsch and Higgins {1970) and later extended
by others.

Box 18

rate is considered unfavourable for the growth of export and
import competing industries.

Publication of Indices

The Central Bank has, for many years, computed several
NEER and REER indices for its own internal pelicy
purposes, the details of which were not made available to
the public, in the past. As Sri Lanka has moved 1o an
independently floating exchange rate regime, and

- consequently, bilateral exchange rates being determined by

the market, it is felt the publishing these indices would
provide usefu! information to the market.

Rather than concentrating on the movements of the
exchange rate against one foreign currency only, this would
enable market participants to track the movement of the St
Lanka rupee against an average basket of currencies. In
particular, the movements in the REER, which takes into
account both the eflect of cross currency movements and
the difference in inflation rates, would provide some
information on the Sri Lanka’s international competi-
tiveness.

In addition to pmmdmg the NEER and REER indices.
the computational methods, the currencies in the basket and
the trade weights used in the computations are also
published. This wowld enzble interested parties to carry out
their own analyses. The indices will be updated on a
monthly basis in the future.

Calculation, Sources and Methodology

The NEER and REER based on trade composition with 24
trading partner countries are computed on a regular basis by
the Central Bank.

NEER

NEER is the weighted geometric average of the
biluteral normiral exchange rates of the domesllc currency
in terms of foreign currencies.

NEER= |1 (efe,.)‘
1=1
Exchange rate of the Sri Lankan rupee
against the US dollar
(US dollars per rupee in index form)
e.: Exchange rates of currency i against the
* US dollar '
(US dollars per cusrency i in index form}
w;: Weights attached to the country/
currency i in the index

where e :
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Box 16 (contd )

--Welghtmg Scheme e : _ [‘he selection of the countries in the basket i is based on
i Ve _-"construct' Lat thc basw of Sri L. anka Sf-‘-'-i'_ bIIthIal trade shares and the importance in terms of
bLlatm al trade with edch'of'the 24 coﬁntrles The G compemlveness of those countries exports with Sri Lankan
. proportion of each country’s bilateral trade to Sri Lanka’s ~ XPOrts in international markets. For example, even though
-~ total trade is then mlrmahsed to arrive at the fo]inwmg ~ Kenya's bilateral irade share with Sri Lanka is not within
f}'..welghts . o -  the largest 24 trade shares, Kenya has been included in the

basket as it is 4 major co:npell or of Sri Lankan tea in the
~ international markets. :

~ REER - _
—  REERis the inflation adjusted NEER.

Trading C mposition
 (1999=100)
- (percent)

ooty B

] Un'lted'Statéén fae 4 - w;
:U""ed Kingdom REER =[] [(ereymm) )

i=L

' where Comumer Pru:c Index (CPI} of Sri

o = anky

- PI-: CPI ofcounuw
l CPI ;u'e updated on a mothy basis. However, the
o time lag with which the CPI data is available varies from
- country to country. Therefore, the REER index based on
Aactual data is published with a six week time lag.

' The exchange rates have been defined in terms ot
indices so that the apprec;anon / depreciation of the rupee
_ relative to other currencies is directly reflected by a nsef

fall in the REER index value. -
. In order to ensure up to date mformatlon the base year
- 1999 has been set and the index begins from January 2000,
" Dataonthe 24 currency REER index is available in Table
- 9 9 and Append:x Table 111.

~ South Africa
. Denmark i
i Bangladesh :
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trading partners and competitor countries depreciated by 5.9
per cent during the same period. Meanwhile, the REER
against the S-currency basket depreciated by 2.8 per cent,
while against the 24-cumrency basket, it depreciated by 3.4 pet
cent during the same pericd. This indicates that the Sri
Lanka’s external competitiveness, in terms of the REER
indices, has improved further,

Domestic Foreign Exchange Market

The domestic foreign exchange market continued to expand
and deepen in 2003, both in terms of volume of transactions
and in terms of the duration of forward transactions. The total
volume of forward market transactions rose by 48 per cent to
US doilars 1,401 milkion during the year, and was about 38 per
cent of the total transactions in the interbank market during the
year. The average monthly volume of forward transactions
increased to US dollars 117 million in 2003, compared to
US dollars 79 million in 2002, An increase in forward
transactions with Jonger maturity periods was also evident,
indicating improved market confidence. Forward premia were
below interest rate differentials throughout the year except for
a few days when the rate was highly volatile.

Activities in the forward market indicate the growth in
the foreign exchange market. In 2003, activities grew
considerably, particularly during the first 10 months of the
year, when the exchange rate was relatively stable and even
appreciating against the U$ dollar. Forward transactions have
become a popular instrument among Sri Lankan exporters to
hedge against foreign exchange risk. When there was an
appreciating trend in the rupee, exporters started selling their
export proceeds in the forward market, as evidenced by the
increase in volume during the period of appreciation. This
also led to a drop in the forward premia to around 4 per cent,
well below the interest rate differential of around 7 per cent
between the rupee and the US dollar. However, when there
was an expectation of depreciation at a higher rate during the
last two months of the year, volumes of forward transactions
dropped significantly. This was partly due to the fact that Sri
Lankan imporiers are less used to hedging foreign exchange
risk, and entering into forward transactions than exporters.
With the expectation of a higher depreciation, imparters tend
to increase the demand for foreign exchange in the spot
market rather than entering into forward agreements. This not
only exerts further pressure on the exchange rate to
depreciate, but also increases the cost of imports as importers
need rupee funds in advance to purchase foreign exchange
from the spot market, Hence, there appears to be a need to
encourage imporiers to use forward instruments, which would
both reduce the volaility in the foreign exchange market and
reduce import costs. The higher volatility in the exchange rate
during the latter part of the year in response to political
uncertainty hightights the fact that the domestic foreign
exchange matket needs 1o be further deepened to minimise
excess volatility.

9.9 External Debt

As a percentage of GDP, the total external debt of the country
increased to 58.4 per cent in 2003 from 56.3 per cent in 2002.
However, in US dollar terms, the total external debt of the
country increased by 14 per cent to US dollars 10,644 million
at end 2003. The increase in government deb, including IMF
liabilities, by US dollars 1,293 million (15 per cent) to
US dollars 10,025 million centributed to the increase in total
external debt. It has been estimated that more than 50 per cent
of the increase in total external debt in US dollars is due to the
sharp depreciation of the US dollar against major currencies,
as approximately 43 per cent and 31 per cent of the debt are
denominated in SDR and yen, respectively. Medium and
long-term debt, accounting for 94 per cent of the total external
debt, mainly consisted of concessional debt of the government
(85 per cent}. The balance non-concessional stock largely
represented medium and long-term private sector debt as the
government’s non-concessional stock is relatively small. In
US dollar terms, the government’s non-concessional debt stock
remained almost unchanged at US dollars 219 million due to
the repayment of outstanding defence credit of US dollars 90
millicn and the receipt of US dollars 100 million through a
commercial loan raised from international financial markets.
There is a continuing need to limit non-concessional external
debt to maintain the external debt sustainability of the country.
Higher utilisation of loans received on concessional terms
could meet the financing needs of the government at a lower
cost in 2 more sustainable manner.

Meanwhile, the total private sector debt, including short-
term debt, declined by 2 per cent to US dollars 1,553 million
during the year. Government guaranteed external debt to public
corporations and private sector declined by 13 per cent to
US dollars 599 million, as government refrained from
providing guarantees to the private sector. Private sector
external debt without government guarantees increased (o
US dollars 335 million in 2003, consisting largely of
medium-term trade credit,

Short-term external debt increased to US dollars 619
million (5 per cent of GDP) from US dollars 601 million in

Chart 9.9
External Debt
Uy Mn
14,000 [T}
12,000 . 63
10,000 &2
8,000
&1
8,000
80
4,000
2,000 59
- 1]
1999 2000 20a1 2002 2003

Total el Short Tern s Tola Dabt as % of GDP

204

Central Bank of Sri Lanka Annual Report - 2003



Part | Chapter 9 - TRADE, BALANCE OF PAYMENTS AND TOURISM

TABLE 9.10
Outstanding External Debt and Banking Sector External Liabilities

S dotlars million Rupees millian
Item
1998 2000 2001 2002 -2003(a): 1999 2000 2001 2002 2003fa)
1. Medium snd long-term debt 8613  gass 7,839 8732 10,025 | 620,274 475,045 730,245 844703 issti',an_:_
1.1 Govemment 7125 6989 6808 7464  B723 513785 550544 634256 721956 843,882
1.2 Public carporations and private sector il
with government guarantse M4 1,008 972 689 599 68,105 82,302 53324 66,863 57,952
1.3 Public corporations and private sector ' fo LEan s
without government guarantee 286 278 249 202 335 206818 22,257 23,203 28297 32428
1.4 IMF drawings 258 181 209 287 f'asa”--_' 17766 11943 19463 27787 35552
2. Short-term debt ars 575 533 801 .51'9,-;;,:, 34,240 46,034 49648  sB118 5_-9.84!1:
2.1 Government . e : - - . =
2.2 Other (CPC and other trade cradit) {b) 475 575 533 &M 46,084 49648 58,116 | 59840
3. Banking sector extornal liabilities (¢} 895 1076 1,119 1001 86,132 104201 95807 101,149
3.1 Centra) Bank 2 15 33 172 123 i o
3.2 Corvmercigt Bank 765 53 100 865 THIC1 94030 83655 | BIBI4
3.3 ACU Fabilitiey 121 137 107 135 10,998 9,999 13,029
4. Tots) external debt (142) 9008 9031 8372 9,333 722079 775,693 902,818

5. Total external debt and labilities (1+2+3) 9973 10,106 9,430 10,334 808,211  B84,093 999,629

MEMORANDUM ITEMS

Mediom and long-term debt i :
Project lvans 5517 5348 5374 4358 6,901 | 397,882 427,965 480,237 421537 . 673,432
Non-project Ioans 1812 1,428 1,154 ' 118,247 114,174 103,163 294 880 167,007
Suppliers’ credits 182 338 316 13,146 27,074 29411 9,718 20,921 -
IMF drawings 258 151 209 17,768 11,843 19483 27,787 35562
Other loang {d) 1,043 1,185 786 75233 94,880 #7871 50680 . 72,809 _'

Short-term debt and banking e

Seclor liabilities 1,360 1,650 1,651 98,078 132,168 153850 154923 160;9@?- :

Az & percentage of GDP
Total extemnal debt 578 54.5 532 56.3 592 57.5 55.4 sro 585 ;
Total banking secior external liabilitles 5.6 6.5 71 5.0 7= 55 6.9 74 &1 57
Tolal external dabt and liabilities B35 61.0 603 624 841 650 64.4 62.8 63.1 542
Short-term dsbt 30 48 2.4 21 37 35 a7 34
Short-lerm debt and banking ;

Sector exiernal llabiklies a7 10.0 105 89 105 10.9 98 e

As a percantage of total debt and liabilities e
Short-erm debi a8 5.7 56 48 5.7 56 56 ¢ 53
Shori-term liabilifies B9 106 118 8.9 107 1.8 97 {88
Short-tarm debt as a percentage of i it
officlal reserves 29.0 54.8 3948 200 551 39.8 353 : 26.6 :

{a) Provisional Sources: Central Bank of Sei Lanka
(b} Includes acceptance credits of Ceylon Petroleum Corporation and ofher trade cradit. Extemal Resources Department

() ACU debits and foreign ligbilities of commercial banks including those of FCBUS.
{d} Includes long term loans of public cofporations and private sector tnstitutions.
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2002. Short-term debt consists only of trade related credit.
Liabilities o the IMF increased by US dollars 80 million during
the year on account of disbursements refated to PRGF-EFF
programme. Meanwhile, banking sector external liabilities
increased by US dollars 45 million to US dollars 1,046 million,
mainly due to a larger stock of ACU liabilities at the end 2003.
As aresult of the above developments, total external debt
and other liabilities, which includes banking sector external
liabilities too increased to 64.1 per cent of GDP in 2003 from
62.4 per cent in 2002. However, in US dollar terms, the stock
increased by 13 per cent to US dollars 11,689 million.

9.10 Debt Service Payments

Debt service ratios, which compare total debt service payments
against foreign exchange earnings of the country, reflect that
the country’s capacity to service external debt has improved
further in 2003. These ratios indicate that the couniry has
continued to improve the affordability of servicing external
debt due to higher foreign exchange earnings and lower debt
service payments in US doilar terms. Debt service payments as
1 percentage of receipt from merchandise exports and services,
declined to 11.6 per cent in 2003 from 13.2 per cent in 2002.
As a percentage of receipt from goods, services, income and

private transfers, debt service payments decreased to 10.8 per
cent in 2003 from 9.3 per cent in 2002. The declining trend in
debt service ratios is an indication of both an improvement in
the country’s external sector vulnerability and the sustainability
of external debt.

Total debt service payments, which include both
amortisation and interest payments on all external debt,
decreased by 4 per cent to US dollars 757 million during 2003.
However, amortisation payments, which account for 70 per
cent of total debt service payments, decreased by 8 per cent to
US dollars 527 million, mainly due to lower repayments of
government's defence related credit. The increase in interest
payments by 6 per cent to US dollars 229 million is mainly
due to two reasons. First, although global interest rates
remained almost at the same levels, large disbursements of
government medium and long-terim loans increased the debt
stock and thereby interest payments thereon. A higher debt
stock does not necessarily increase amortisation payments in
the short-term as most of the government's external loans
carry a grace period for repayments of principat, but increases
interest payments. Secondly, the sharp depreciation of the US
dollar during the year increased debt service payments
measured in US dollars terms.

TABLE 9.11
External Debt Service Payments

ltemn US doltars million RAs. milkion
1093 2000 2001 2002 2003(a) 1999 2000 2001 2002 2D03(a)
1. Debt servica payments 845 953 B13 788 | TET 59,321 74,554 72584 TATIT  72¥32
1.1 Amorlisation 550 g2t 558 572 527 48,472 49,410 43 B83 54,011 50,633
To IMF 100 a7 78 o6 32 6813 9,700 6,966 4,647 2.569
To others 451 524 480 516 495 31,658 39,711 42918 49,364 47,764
1.2 Interest payments 206 332 254 216 229 20,850 25144 23,701 20,705 22,059
To iMF 5 5 5 4 4 376 410 348 g8 414
To qthers 2N 326 250 212 225 20,474 24,734 22,353 20,307 21 635
2. Earnings from merchandise i ol
exports and services 5578 6,476 8,172 5,967 6,541 393,303 492,301 551,309 571,185 831.257
3. Receipia from merchandise exports,
services, income and private
translers 6,801 7,787 7,436 7,330 - 8,000 479,469 591,567 GH4,073 701,579
4, Debt sarvice ratio (b}
4.1 As a perceniage of 2 above
Cwerall ratio 152 147 13.2 132 1146 151 151 13.2 131
Excluding IMF transactions 133 131 18 12.2 11.0 133 131 18 122
4.2 As a percentage of 3 above :
COverall ratio 124 122 10.9 10.8 030 124 126 10.9 106 83
Excluding IMF Transactions 0a 109 9.8 4.9 a9 109 109 4.8 9.9 8.9
5. Government debt service payments
5.1 Government debt service i i !
payments {c} 4490 437.0 4498 §21.9 . 5020 31,6129 330996 401900 499276 484821
5.2 As a percentage of 1 above §31 459  S53 662 . . 683 533 44.4 55.4 668 |

{a) Provisional

(¢} Excludes iMF transactions.

Sourge: Central Bank of Sei Lanka
(b) Debt service ratios calculated in rupee values and US dallar values differ due to variations in exchanga rates during the year,
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9.11 External Trade Environment and
Policy

The external irade and tariff policy under the market oriented
policy framework has been aimed at achieving a liberal,
competitive less protective tariff regime characterised by a
low and simplified tariff structure. However, the policy
direction was interrupted with the introduction of a number of
tariff bands in November 2002 replacing the two-band tarift
system of 10 and 25 per cent, which had been in effect since
February 2000. A large number of duty free items (1,663
items) were brought under a new band of 2 per cent, while
another 59 items were brought under a 20 per cent band.
Some selected machinery and ¢quipment (820 items) were
maintained under the § per cent rate of tariff while 1,260
items were maintained at 25 per cent. A few items such as
beer and tobacco are at a higher rate of 75, while some
cigarettes are under a rate of 100 per cent. Meanwhile, 31
tterns including some varieties of tobacco and footwear are
subject to either ad valorem or specific duties, whichever is
higher. Another 46 items including major agricultural
products, are still subject to specific duties. The permanent
Tariff Advisory Council, which was set-up in 2002 to
examine and comect anomalies and distortions in the tariff
structure, and to address representations, made by importers
and industrialists, continued its work in 2003,

Tariffs and Taxes on External Trade

Except for revisions made to import duty on a few selected
iterns, no major change was made to the tariff structure in 2003,
Minor changes were made to the tariff structure four times
during the year. The import surcharge of 20 per cent was
extended until 31 December 2003. Imports of onions and
chillies were added to the list of exemptions applicable 1o
import duty surcharge. Distortions by way of duty waivers,
exemptions and introduction of surcharges were maintained at
a minimum level in line with the present policy direction.

The specific duty on rice was raised from Rs.S per kg to
Rs.7 per kg on 05 March 2003 and then increased to Rs.9 per
kg on 21 August 2003. Specific duty on bicycles and tricycles
was increased from Rs.500 per unit (o Rs.750 per unit on
05 March 2003. Duty rates on a few selected items such as
fruits, perfumes, beauty or makeup preparations, selected
plastic items, hides and leather products, plywood and other
panels, carpets, parts and accessories for vehicles and some
machinery and equipment were revised from 21 August 2003,

With effect from 4 September 2003, the 2 per cent tariff
band was revised upwards to 2.5 per cent, while the specific
duty of Rs.6 per kg on big onions, preserved and dried onions
and Rs.3.50 per kg on sugar were raised o Rs.8 per kg and
Rs.3.75 per kg, respectively. The import duty on liquor was
revised upward from 9 September 2003.

The revenue forgone due to duty waivers on import was
limited to Rs.163 million in 2003 as against Rs.9,034 million
in 2002. The removal of duty waivers granted on petroleum and

some food products in 2003 was the major cause of the lower
revenue Joss. Duty waivers were granted only on donations to
charitable institutions, religious institutions, diplomatic
missions and goods imported for development projects in terms
of the agreement signed by the government with donor
agencies.

With the full year effect of the upward revisions made to
the tariff structure in March and November 2002, the average
import duty, i.c., the ratie of impon duty collection to total
adjusted imports, increased from 4.8 per cent in 2002 to 5.3 per
cent in 2003. The average import duty rate, without the impact
of the 20 per eent surcharge was 4.6 per cent as against 4.1 per
cent in 2002. The increase in the average duty rate was mainly

TABLE 8.12
Average Import Duty Collection Rate (a}

Item 1988 2000 2001{b) 2002(b)2003(cid}
Consumer goods 1z2.8 1.5 13.3 133% 135
Food and dink 16 117 153 144 4.2,
Rice 164 300 212 329.. 203
Flour - 6.2 13.3 123 . 115
Sugar 21.3 159 16.2 16.0 .  i648
Wheat and meslin 0.3 0.0 0.0 0.0 al0n
Miik and milk products 116 108 153 1193 qz2p
Dried Fish 1.2 1.3 20 79 108
Other fish products 4.8 51 63 6.8 7.9
Ottier food ilams 189 18y 254 229 @23
Non-food consumer goods 120 112 10.9 121 7130
Motor cars & cycles 20.1 166 211 233 221
Radio receivers/ ! o
tlevision sets 119 6.8 a3 88 it
Rubber tyres & tubes 28.4 235 236 27.9 260
Medicinal &
pharmaceutical products 086 0.5 0.8 0.8 4.6
Other non-lood ftems 9.1 11.1 9.7 84 9.2
Intérmediate goods 4.1 29 17 16 1.5
Fertiliser - - - 04 28
Crude il 15.8 7.4 [ Xs] 0.0

Other petroleurn products 16 1 5.3 0.9 0B 0.8
Chemical slaments and

compounds 38 3.2 33 110,22
Dyeing, anning ana
¢olouring 5.3 52 8.3 40 46
Paper and paper boards 57 5.0 6.7 52 5.4
Teatiles & clathing 18] 01 0.1 a1 Q.
Other intermediate goods 41 35 4.2 413 % x|
Investment goods 4.4 4.0 53 55 ra
Building materials 7.8 75 93 7.4 7.7
Transport aquipment 7.4 74 103 1190 12.9
Machinery and equipment 22 1.8 27 37 586
Other investment goods 3.4 3.z 4.2 3.8 4.6
Tctal 70 45 49 4.3 5.3

(a) Actual impon duty collection ag ~ -0WCes: Sti Lanka Customs

4 percentage of total adjusted Coégf;;ﬁﬁ';::]ewn?o'esale
impart value (¢id)

Ceylon Petroleum
ib} This includes the impact of 40 Corporation
per cent surcharge imposed on Prima Ceyion Ltd,
selectedimports on 21 February
2001 and the 20 per cent surchage from 01 April 2002
{£) Thisincludes the impact of 20 per cent surcharge imposed on selected
imports on 01 January 2003.

{d} Provisional
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due to the impact of replacing items under the zero band by a
2 per cent tariff in November 2002 and revisiens made
thereafter, Consequently, the share of dutiable imports in total
imports increased from 28 per cent in 2002 to 37 per cent in
2003, expanding the tariff base.

Dutiable imports within the consumer goods calegory
increased from 61 per cent in 2002 to 67 per cent due to the
imposition of duty on previously some duty free items. The
average import duty rate on food and drink increased
marginally as high specific duties were effective on major food
items to protect local producers. The average import duty rate
on non-feod consumer goods categories increased to 13 per
cent in 2003 from 12 per cent in 2002.

In the intermediate goods category, the share of dutiable
imports increased from 10 per cent to 18 per cent, while in the
investment goods category, the share increased from 43 per
cent to 62 per cent in 2003. However, the average duty rate on
intermediate goods remained at the 2002 level as a large part
of the intermediate imports are still duty free. The average duty
rate on investment goods increased from 5.5 per cent to 7.2 per
cent as a large share of investment poods are now under the tax
net and liable for both impott duty and surcharge. This also
reflects the impact of expensive transport equipment imported
during the year.

Import and Export Controls

In 2003 several amendments were made to the Imports and
Exports (Control} Act, No.1 of 1969 {as amended by Act,
No.48 of 1985 and Act, No.28 of 1987} with rumerous
objectives. In order to minimise administrative delays and
simplify procedures, the invelvement of the Controller of
Exchange was removed from the impott of goods with a value
exceeding US dollars 1,000 as a gift or without any foreign
exchange payment requirement, in February 2003, Similarly,
the Ministry of Defence was exempted from the requirement of
obtaining import conirol licences for importations done in
respect of state security services in March 2003. Giving more
flexibility to importers to finalise their transactions, the time
period given to importers between the date of advance payment
and goods receipt was increased from 30 days to 90 days in
December 2003.

To avoid illegal transactions in the diamond trade, all
imports of rough diamonds are required to be certified as
having been handled in accordance with the provisions of the
Kimberley Process Certificate Scheme, which certifies the
authenticity of such trading activity since June 2003, All
exports of rough diamonds should also be accompanied by a
certificate issued by the National Gems and Jewellery
Autharity to ensure that the consignment was processed using
diamonds imported in accordance with the provisions of this
scheme.

To protect the environment, a licence fee was imposed on
the c.i.f. value of imports when import licences are issued for
used vehicle seats (20 per cent), used fumiture and cut portions

of motor vehicles (50 per cent each), used refrigerators, deep
freezers and air conditioners for persenal use (5 per cent each)
and in commercial quantity (10 per cent each) in August 2003
Furthermore, special purpose vehicles and agricultural and
construction machinery older than 10 years were brought under
a licensing requirement from October 2003. Some machinery
parts were removed from the licensing requirement in June
2003 to further liberalise such imports. With these
amendments, the total number of iteras under import controts
at 6 digit level of Harmonised System of Codes (HS Code)
increased by 63 items to 376 items by end 2003.

About 30 categories of exports, f.e., wood and articles of
wood (ebony), ivory and ivory products and passenger mator
vehicles (first registered in Sri Lanka prior to 1945) and several
mineral products such as waste and scrap of copper, nickel,
aluminium, lead, zinc, tin, tungstern, molybdenum, tantalum
and magnesium, continued to remain under licence with the
objectives of environmental protection and preservation of
antiques. Except quartz, iron and non-alloy and stee! products,
the entire export sector has continued to be free from all export
and ad valorem sales taxes since end 1992. However, export
cesses are applied on tea, coconut and coconut products,
cashew nuts in shells, raw hides and non-ferrous scrap metal.
A nominal fee or royalty is levied on conch shells, coral chanks,
elephants and tuskers.

The number of items on the list of exemptions has
remained unchanged at 22 since 6 November 2002. The
Director General of Customs has to be satisfied that those
goods are imported for the purpose approved under the
respective categories and that approvat has been obtained from
the Secretary to the Treasury. The list of concessions consisting
of 13 items with a concessionary duty rate of 2 per cent and
2 items with 50 per cent of normal duty remained unchanged
since 6 November 2002. However, the concessionary rate of
2 per cent was increased to 2.5 per cent on 4 September 2003.

A Ports and Airports Development Levy (PAL) of 1 per
cent of the ¢.i.f. value of imports was introduced with effect
from | May 2002, lmports for processing and re-export subject
to PAL a1 0.75 per cent of the c.i.f. value of imports, was
reduced to 0.5 per cent from 1 January 2003.

The Agreement on Customs Valuation was implemented
in Sri Lanka in January 2003' . The Agreement aims at a fair,
uniform and neutral system for the valuation of goods, which
conforms to commercial realities and it will replace any
arbitrary or fictitious customs valuation procedures.

Textile and Garment Quota Allocation

During 2003, the Textile Quota Board (TQB) changed its quota
allocation, surrendering and transterring procedures to make
the system more flexible, cost effective and less tedious in
documentation, The TQB has introduced a new quota transfer

1. Officially cailed as the Agreement on Implementation of
Article Vil of GATT 1994,
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procedure to make this transaction more effective and useful for
exporters. Under the new procedure the transferred quota will
be combined with the main quota of the transferee and could
be utilised throughout the quota year along with any other quota
available to the transferee. This will increase the flexibility of
utilising transferred quota, which had to be exported in bulk
under the previous system. The surrender scheme of quota too
was revised by providing an opportunity to quota holders who
surrendered excess quotas before October in the particular year
to obtain 100 per cent credit for surrendered quota. Under the
earlier system, credit (in terms of quota) for surrendered quota
varied according to the time of surrendering unutilised quota
and quota holders who surrendered quota after August were not
eligible for any such credit. Furthermore., TQB reserved quota
for distribution among any previously sick factories, which are
Tevived. Since January 2003, the requirement to register the sub
contracts with TQB has been removed.

Approximately 30 quota categories were open to export to
USA and 10 categories to Canada in 2003, Basic quota
availability to USA and Canada increased by 9 per cent and
13 per cent, respectively. Accordingly, overall quota
availability to those countries increased by 9 per cent in 2003.

The overall quota utilisation rate in 2003 declined to
65 per cent, compared 1o 70 per cent in 2002. However, the
volume of exports under quota increased by 2 per cent during
the year. Fhe utilisation of quota varied widely across different
product categories and countries. The utilisation of the
US quota dropped from 71 per cent in 2002 to 67 per cent in
2003, despite the higher demand from USA for Sri Lankan
garments, The under-utilisation was partly due o insufficient
demand for particular items, preference of local producers to
use their capacity to produce high value added garments under
other quota categories or to produce non-guota garments. This
was evident in the increased exports of non-quota garment
categories and full utilisation of some popular categories.
Utilisation ratios for certain popular categories like dresses,
trousers, underwear, knit shirts and blouses remained above 90
per cent.

As in previous years, the utilisation rate of quota
submitted by Canada was lower than that by USA. The overall
utilisation rate of Canadian quota declined marginally from 33
per cent in 2002 to 32 per cent in 2003. The only category that
was utilised over 90 per cent was trousers, overalls and shorts,

Incentives to Exporters

In 2003, government initiated several incentive schemes for
exporters, which were proposed in the Budget 2003, while
continuing with the existing incentives in the form of tax
exemptions, duty free imports of raw materials and duty and tax
concessions. These existing schemes include bonded
warehouse facilities for imported capital and intermediate
goods, and the refund of duties and other fiscal levies on
tmported inputs used in the manufacture of exports. Tax
holidays are also available to export trading houses exceeding

an annual turnover of US dollar 25 million for 5 years while
trading houses with tumover exceeding a minimum Jevel of
US dollars 5 million are eligible for concessionary rates of
5-10 per cent. Other, sector-specific tax incentives, are also
available, including 2 tax hotiday of 5-10 years for large scale
infrastructure and agricultural undertakings, 3 year
concessionary tax holidays for IT and 1T enabling services etc,
subject to minimum investment requirements, As proposed by
Budget 2003, industries with investment of Rs. 15 miliion and
engaged in manufacturing and exporting more than 80 per cent
of their products, including nen traditional exports, were
granted tax holidays of 3 years for those in the Western
Province (Region I) and § years for ather provinces (Region IN).

Direct financial assistance is limited to small scale and
selected industries. The Sri Lanka Export Development Board
(SLEDB) provided financial assistance to expariers on a cost
sharing basis for their own initiatives to promote Sri Lankan
products in overseas markels. A scheme was introduced to help
handloom experters to modernise, improve productivity and
become competitive in the international market. A rebate
scheme for exporters of frozen chicken, meat and eggs was also
iniroduced in 2003, The estimated cost of these programmes
was around Rs.30 million for 2003,

Institutional Support to Exporters

Several institutions continued to support exporters in a variety
of ways, e.g., product development, market access, marketing,
insurance facilitation and credit. They extended their suppott
with arange of products to cater to different steps in the export
process. The SLEDB continues to improve production
activities in Export Processing Companies (EPCs). which bring
together the private sector {export trading houses), the state
sector and village producers of exportable products. Under this
programme, 9 projects involving nearly 5,700 producers are in
progress.

As proposed in Budget 2003, the Tea Association of Sri
Lanka was formed with private sector participation 1o take over
regulatory activities of the tea industry thus far carried out by
the government. A main objective of the Assoctation was the
development of ‘Ceylon Standards” for tea so as to differentiate
Sti Lankan tea from other teas. With the objective of
developing the image of Sri Lanka as the foremost production
centre for sapphires, Ceylon Sapphire Council Ltd. (CSCL)
was formed in 2003. CSCL entered into an alliance with a
world renowned jewellery designer to promote ‘Ceylon
Sapphire Brand Strategy” targetting the high end of the marketr.
The SLEDB made arrangements for 333 exporiers to
participate in 54 trade fairs worldwide and seven inward and
outward missions were organised during the year.

To promote murketing, SLEDB inaugurated the Sri
Lanka centre in Chennat, India in 2003, with the objective of
acquiring benefits arising from enhanced concessions
available under the Indo Sri Lanka Free Trade Agreement.
The centre is expected 10 promote a selected range of
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products targeting the middle and upper segments of the
Indian market to further promote marketing and investment,
In 2003, BOI has successfully undertaken several incentive
programmes. They led high level outward investment
promotion missions to China, Malaysia, Germany, France,
India, Japan, Thailand and Bahrain. A number of high level
inward business delegations from India, Thailand, China,
Singapore and the UK also visited Sri Lanka.

Several measures were taken by SLEDB to combat the
threat posed by the ending of the MFA in 2004 and in
projecting Sri Lanka’s image in the apparel sector. Training and
production balancing programmes were organised. Two market
promotion programmes in USA and EU were carried out
targetting reputed buyers of branded products.

Insurance facilities to exporters were promoted by
SLECIC. SLECIC also provided a wide range of other facilities
to exporters covering guarantees to banks and other financial
institutions, guaraniees to overseas buyers, refinance to lending
institutions for loans granted for expanding exports. SLECIC
has taken steps te minimise its risk exposure by way of
reinsurance from a reputed firm to cover its liabilities. This has
enhanced its risk taking capacity. It will also enable expanding
its scope and coverage to wider areas of business activities.
Despite the expansion of activities in its traditional areas of
businesses, SLECIC offered new schemes 1o provide services
to financing insticutions. 1ts scope of business too has widened
10 cover new areas such as issuing status reports of foreign
buyers, direct finance facilities at the post shipment stage and
provision of guaranties to financial institutions that offer pre-
departure loans to repatriate workers.

In view of the long-term sustainability of the timber
industry and environment protection, a Forest Stewardship
Council Certification Scheme (FSC) was initiated by the
SLEDB in 2003. FSC certification ensures that raw materials
used for timber products are obtained from well managed
forests.

Maintaining quality and standards is essential to be
competitive in the international market. Sri Lanka Standards
Institution (SLSI) issues quality certificates for agricultural
products against the relevant Sri Lanka standards. Pre-export
inspections for products like cashew, spices efc. were carried
out on a voluntary basis. Nineteen fishery product processing
establishments for export purposes were regularly inspected
and monitored by SLSL SLSI also provides advisoty services
for exporters on international standards and technical
regulations.

In order to facilitate and advice on the expansion of
existing enterprises and to resolve operational issues, an
‘Investor Relation Unit’ was set up at the BOI. SLEDB too
continued to provide information and advisory services on
international developments, benefits ander various tax and
tariff reductions and trade agreement efc. while they have
successfully lannched E-commerce services with a wide range
of services to the business community.

The Exporters’ Forum was expanded to include trade and
investment tssues. The Forum brings ¢xporters, importers and
investors together with relevant Ministers and relevant officials
from government and other institotions to resolve their
difficulties and problems through direct interaction.

Freight Rates

During 2003, the average freight rates for many destinations in
respect of different commodities showed mixed changes. The
basic freight rates to major destinations. {.e., USA and
European countries, showed increases despite the removal of
the war risk surcharge. The general freight rates to UK, North
Continent (Germany, France, Austria, Denmark and the
Netherlands), Scandinavian, Baltic, Mediterranean Poris, USA,
Canadian and Mexican ports increased during the year. The
observed rates to UK, Notth Continent, Scandinavian, Baltic
and Mediterranean ports fluctuated within a range of US dollars
525-750 per TEU (twenty foot equivalent unit). The general
rates to the US East Coast region varied within US dollars
3,000 per TEU and US dollars 4,000 per FEU (forty foot
equivalent unit) while to the US Pacific Coast (West Coast) the
rates were around US dollars 2,000 per TEU and US dollars
2,775 per FEU. However rates varied within 4 wide range with
respect to major exports. The average freight rates to USA for
garments, (ea, rubber, rubber gloves, terry towels and travel
bags increased, whereas rates on solid rubber tyres and a few
other items declined. The {reight rates for tea to the Red Sea,
Arabian Gulf and Japan decreased as the high war risk
surcharge was removed by end of 2002, Freight rates to the
North Continent increased for cotton yarn, rubber, rubber
gloves, tea, brooms and brushes, while rates for garments, soft
toys and solid rubber tyres decreased.

Freight rates were inclusive of one or more of surcharges,
such as terminal handling charge, bunker adjustment factor,
Suez Canal transit fee, export bill of lading fee and peak season
surcharge. The Cargro Declaration Data Charge (CDDC) came
in to effect subsequent to the security initiatives taken by the
US government as a result of September 11. The
US government introduced the US Customs 24 hour Advance
Manifest Rule. In the event of non conformity with the rule, a
penalty of US dollar 25 per bill is charged.

9.12 Trade Relations, Trading and
Clearing Arrangements

Sri Lanka took several steps in 2003 to strengthen regional,
bilateral and multilateral relations ensuring consistency with
the World Trade Organisation (WTO).

In 2003, Sri Lanka made a series of naw commitments to
the WTO under the General Agreement on Trade in Services
(GATS) on banking and insurance services, communications,
tourism and travel related services. Those commitments
porirayed the existing liberalisation stance of the couniry,
A few amendments based on TRIPs were also introduced to St
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Box 17

Develo;:ment.s in the World Trade Organisation

Smce 1948, the General Agreement on Tantts and dee
' (GATT) had provided the rules for the international trading
system. GATT reforined itself into the World Trade
_Oigambatlon (WTQ), a Culty f]cdged international
organisation, on 1 Januar; 1995. A notable feature of the
WTO is that there shonld be consensus among the
membership of the WTD before any agreemem is made
_ Operational. - '
“The fundamental puncuples of the WTQ are
non- dlscnmmanon, reduced trade barriers, policy
predictability, tansparency, competitiveness and special
treatment for less developed countries. Many believe that
free trade as advocated by the WTO will benefit ail
: countries, especially small countries which do not have a
substantial domestic market. Hence, failure (o agree on
trade promoting liberalisation measures hurt all countries,
and in particufar smail developing countries like Sri Lank.
The Ministerial Conference is the WTO's highest
decision-making bady. The Ministerial Conference has to
be beld at least ance every two years., Since the creation of
WTO in 1995,
Conferences, Singapore {December 1996), Geneva (May
1998}, Seattle (November-December 1999), Doha

" (November 2001} and Cancun (Seplember 2003),

At the first Ministerial Conference in Singapore, a few
issues were brought into discussion other than trade
liber allsduon Those issues, known as ‘Smgapone Issues’ ;

are frade re]ated investment issues;’ trade relaled

competltmn pohcy trade tac:]ltallon and transparency in
government procurement.! At the second Conference held
in Geneva, ministers underlined the crucial importance of
- the multtlateral rule-based trading system, and reaffirmed
: the cothmitments and assessments made at Smgapme

- The third Ministerial Conference held in Seattle ended
without success, mainly as a result of the faiture to agree on
_new issues and due to differences between the United States
‘of America (UJSA) and the European Union (EU) on
agricultural subsidies. The fourth Conference, in Doha,
took place in the aftermath of the September 11 attack on
the USA, The .outcome, popularly known as the Dohy
Deve]opmentAgcnda (DDA}, was to uphold the principles
of the WTO and to commence negotiations on all issues
rcducmg trade- -distorting farm subsidies, slashing tariffs on
farm goods, cllrmnanng agricultural export subsidies,
*'-1educmg lanffs oft textiles and freeing it trade in services.

1 Ministerial declarations can be downloaded from Ihe WTO
- website, vivww.wio.org - :
2 G-21 countries are Argenuna Bolivia, Brazil, Chile, Ching,

- Colombia, Costa Rica, Cuba; Ecuacior Egypt, Guatermala,

‘India, lndonema Mexico, Nigeria, Pakistan, Paraguay,
“Peru, Phlllppmes South Africa, Thailand, and Venezuela.

there have been five Ministerial

- The draft declaration of the Cancin Ministerial
Meeting covered key issues in areas such as agriculture,
non-agricultural market access and Singapore Issues. On
agricufture, there were clear differences between developed
and developing countries and even among the developed
countries. However, in order to move the negotiation
forward, EU and USA agreed to narrow their differences.
However, a group of 21 developing countries led by Brazil,
[ndna, Chile and South Africa (G-21), argued that neither the
Joini text of EC and USA nor the draft ministerial text had
taken into account G-217s concernis on agriculture.?
Therefore, the Ministers failed to reach consensus on the text
on agriculiure. Japan, Korea, EU and several other
developed countries insisled on commencing negotiations
on all Singapore Issues. The USA and EU supported
commeneing negotiations on the last two Singapore Issues,
1.e., trade facilitation and transparency in government
procurement. However, many developing countries rejected
negotiations on any of the singapore Issaes, Finally, with
failure to reach any agreement, the meeling came to an
abrupt end.

Sri Lanka did not join the G-21 group of countries.
However, 8ri Lanka’'s negotiations were based on the
pi':()tttllion of national interests especially in agriculture,
non-agriculture mdrket aceess, services and Singapore
Issues.

- The failure at Cancdn is a serious blow to promoting
global free trade, of which beneficiaries are mostly the
developing countries. According to the World Bank, a
successtul completion of trade negotiations as per DDA
could raise global income by more than US dollars 500

biliton a year by 2015. Over 60 per cent of that gain would

£0 [0 poor countries, helping to pull 144 million people out
of poverty. Most of the gain would come through freer trade
among themselves, while reduction in tariffs and other
subsidies in developed countfies also could help
substantially.

Soon after the collapse of the meeling in Cancin many
developing countries have begun negotiating for bilateral

. agreements with several developed countries. Such

agreements, although having a serategic importance,
undermine benefits of multilateral free trade, and divert
trade away from other poor countries, causing an

~ unfavourable imbalance in global resource allocation.
“Hence, it is the combined responsibility of the WTO and all
~of its 146 members ta vevert fo the original principles of the

WTO and bring back the negotiations to major issues
without diluting their importance by bringing in other issies
with unnecessary complications.
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Box 18

Second Trade P_olicy Review of Sri Lanka by the World Trade Organisation

Trade policy reviews at regular intervals are mandated in

the agreements of the World Trade Organisation (WTO).

In those reviews, trade and related policies of member

countries are examined and evaluated at regular intervals

pis-a-vis their commitments made to the WTO on the
degree of trade liberalisation. For each review, (wo
documents are prepared: a policy statement by the

government of the member country under review and a

detailed report written independently by the WTO

Secretariat, These two documents are discussed by the

Trade Policy Review Body of the WTO at a Plenary

Session,

The frequency of each country’s review varies
according to its share of world trade. The four members
with the largest share of world trade (currently, the
Eurcpean Community, the United States, Japan and
Cunada} are reviewed every two years, the next 16 largest
countries every four years, and the rest every six years.
Longer periods are fixed for least-developed country
members, Srt Lanka, being a deveioping country, is
reviewed once every six years. The first such review took
place in 1995, The second was scheduled for 2001, but was
completed in March 2004.

The following is a summary of the second trade policy
review of Sri Lanka as comptleted in 2004.

L. The government has made considerable efforts to press
ahead with the recenstruction and rehabilitation
programme outlined in the policy document ‘Repaining
Sri Lanka'. 8ri Lanka has made considerable progress
in privatisation and deregulation.

2. Sri Lanka is committed to the primacy of the
multilateral erading system, although it pursues regicnal
and bifateral trade agreements in developing market
access for its products.

3. Sri Lanka has introduced new intellectual property
legislation, and will follow this up with effective
implementation and enforcement.

4. Sri Lanka has simplified customs procedures, and in
patticular, has introduced computerised systems for
customs clearance.

5. Sn Lanka has taken steps to reduce state invofvement
and eliminate foreign equity restrictions in financiat

services, and has made efforts to fiberalise the
telecommunications market.

6. Sri Lanka’s heavy dependence on a few export markets
and products, such as textiles and clothing, rerains a
Serious concern.

7. There ate indications that Sri Lanka's tariff regime has
less predictability and transparency. Some such
indications are the high fevel of applied Most Favoured
Nation (MEN) tariffs, patticularly for agricultural
products; the low percentage of bound rates; the large
gap between bound and applied rates: high tariff
escalation and consequently high effective protection
granted 10 some products; existence of other import
charges (notably the surcharge and the Ports and
Ajrports Development Levy), import restrictions on
meat products, import prohibitions on genetically
modified products, standards and contingency
measures, licensing requirements for economic reasons
and duty exeniptions.

8. Government precurement procedures in Sri Lanka have
demonstrated price preferences for locally
manufactured products and local work contracts, while
it suffers from opacity of tendering procedures.
However, Sri Lanka is committed 1o reforming the
procurement system.

The review mechanism provides an opportunity for a
country 1o examine its own policies against WTO consistent
policies. It also provides an excellent opportunity for a
member country Lo scrutinise another member’s trade
tegime and to bring to the notice of all WTO members any
trade discouraging and discriminatory measures. This
serutiny can be done and favourable changes to the member
country’s trade regimes could be suggested by bringing
together all forces of a country such as Permanent
Representalives in Geneva, relevant government agencies,
the private sector and their affiliated bodies. The existence
of a calendar of reviews of WTO members helps a country
in preparing for such scrutiny to help widen its access t6¢
markets in WTO member countries and to veap the full
benefits of being a member of the multilateral trading
arrangement.
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Lanka’s Draft Bill on Intellectual Property Rights, which was
presented to Parliament in May 2003.

The second Trade Policy Review (TPR) by the WTO
began in 2003 and was concluded in March 2004. TPR focused
on Sri Lanka’s major macroeconomic and trade policies, and
commended Sri Lanka’s liberalisation efforts, while being
critical on few areas such as predictability and transparency, the
high level of applied MFN tariffs, particularly for agricultucal
products, the low pereentage of bound taritf rates, the large gap
between bound and applied rates, high tarit escalation, high
effective protection and other import charges.

Sri Lanka honoured the commitments under the Indo-Sri
Lanka Free Trade Agreement (ISLFTA), which reached the
third year of implementation, by granting further concessions
on selected items from 05 March 2003. Under the ISLFTA, the
Indian government made 2,799 tariff lines duty free for Sri
Lanka from 18 March 2003, With this reviston, 4,150 tariff
tines (81 per cent of tocal tariff lines) in the Indian tariff
schedule are free from duty for exports otiginating from Sri
Lanka. India agreed to include three additional entry ports for
garments shipped from Sri Lanka, while agreeing to provide
both sea and airport access for entry points granted for tea and
readymade garments in previous negotiations. Furthermore,
India agreed to deepen the present tariff concessions on textiles,
Arrangement will be made by India to issue visas for Sri
Lankan businessmen without the requirement of a personal
interview and based on letters issued by business chambers or
the Government of Sri Lanka. Total imports from India
increased by 26 per cent to US dollars 1,073 million in 2603,
from US dollars 853 million in 2002.

The Joint Study Group (JSG) on the Comprehensive
Economic Partnership Agreement between Sri Lanka and Tndia
(CEPA) was setup in Apri] 2003 to make recommendation on
how to take the two economies beyond trade towards greater
integration. JSG has finalised the study in 2003 and
recommended the entry inte CEPA. JSG has further
tecommended that ISLFTA should be widened and deepened
to improve market access through trade facilitation and
removal of non-tariff barriers, include all service sectors and
all modes of supply under the GATS framework, especially, the
movement of business people and professionals, Mutual
Recognition of Agreements {MRAs) on professional
qualifications, special provisions for transport and logistics
services, liberalisation of bilateral air services agreement {o
increase the number of flights and destinations, promote
investment in each other’s countries, and promote economic
cooperatton in infrastructure, education, tourism and
information and communications technology.

The second meeting of the Joint Council of Trade and
Investment Framework Agreement (TIFA) with the USA,
which was signed in July 2002, was held in March 2003 in
Washington D.C. USA. Both USA and Sri Lanka agreed to
explore the possibility of organising outward and inward trade
missions to promote trade relations. Other major issues

discussed were participation in the US Container Security
Initiative, the possibility of obtaining technical assistance and
training for effective enforcement of the Intellectual Property
Rights Legislation, capacity building and moving forward with
the Doha Development Agenda (DDA) of the WTO. The DDA
comprises issues relating to reducing trade-distorting farm
subsidies, slashing tariffs on farm goods, eliminating
agricultural-export subsidies, reducing tariffs on textiles and
freeing up trade in services.

Discussions were in progress for economic and/or trade
agreemenis with some other countries such as Bangladesh,
China, Egypt, Malaysia, Pakistan, Thailand, Saudi Arabia and
Singapore,

Regional economic co-operation was fostered further in
2003 with continuing discussions with the South Asian
Association for Regional Co-operation (SAARC), Bangkok
Agreement, Bangladesh, India, Myanmar, Sri Lanka, Thailand
Economic Co-operation (BIMST-EC) and Indian Ocean Rim
Association for Regional Co-operation (IOR-ARC).

The Heads of SAARC signed the SAFTA Agreement at
the 12th SAARC Summit held in January 2004 in [slamabad.
It is envisaged that the SAFTA Agreement will be operational
by January 2006. No further round of SAPTA negotiations will
be held in view of the finalisation of the SAFTA Agreement.
In order to ensure timely implementation of the Agreement by
2006, the Committee of Experts appointed by the Council of
Ministers has already commenced negotiations to finzlise the
tmportant companents of the agreement such as the sensitive
list, technical assistance 1o Jess developed countries (LDCs)
(Nepal, Bhutan, Maldives and Bangladesh), the mechanism for
compensation of revenue loss for LDCs and finalisation of
rules of origin.

The fourth BIMST-EC Trade/Economic Ministerial
Meeting was held in March 2003 in Colombo. Economic
cooperation under BIMST-EC was carried out in the fields of
trade and investment, technology, transport and
communications, energy, tourism and fisheries. Due to the
wide scope of the trade and investment sector, it has been
further divided into eight subsectors, mamely, textiles and
ciothing, drugs and pharmaceutical, gems and jewellery,
horticulture and floriculture, processed food, automobile
industry and parts, rubbet, tea and coffee, coconut and spices.
Until end 2004, Sri Lanka would be the lead country of the
technology sector and the chair country for the subsectors of
processed foods and gems and jewellery. The first BIMST-EC
Business Forum was held in Colombo on 1 December 2003.
The delegates agreed to identify detailed activities under each
subsector to the expedite the free trade agreement for the
BIMST-EC region and to conduct another convention to
facilitate implementation of initiatives. The Expert Group is
working on drafiing a framework agreement for 2 BIMST-EC
free trade area and it is scheduled to be submitted to the
BIMST-EC Summit in 2004,
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The third round of negotiations under the Bangkok
Agreement, which was aimed at offering a maximum 50 per
cent margin of preference on existing tariffs in respect of
agreed items, was concluded at the twenty first session of the
Standing Committee of the Bangkok Agreement held in
February 2004 in Thailand. Sri Lanka also exchanged offer lists
with Bangladesh, China and South Korea. Both India and Sri
Lanka have decided not to exchange concessions in view of the
existing SLFTA between the two countries. Work on the
amended version of the Bangkok Agreement, called the
Asia-Pacific Trade Agreement, has progressed satisfactorily
except for one outstanding issue with regard to domestic value
addition criterion in respect of products not wholly produced
or obtained.

Sri Lanka assumed the chairmanship of the Indian Ocean
Rim Association for Regional Cooperation (I0R-ARC) for the
period of 2003-2005 at the fourth IOR-ARC Council of
Ministers held in Colombo in October 2003. At the council
meeting, consensus was reached on the future direction of
[OR-ARC with the adoption of the report by a high-level task
force. The next TOR-ARC ministerial meeting is scheduled to
be held in Sri Lanka in 2004. The major focus of IOR-ARC is
on regional cooperation with special emphasis on economic,
trade and investment. Ongoing regional cooperation projects of
special interest to Sri Lanka include tourism premotion,
fisheries and shipping.

Sti Lanka became a member of the Asia Co-operation
Dialogue (ACD) at the second ministerial meeting held in
Thailand in June 2003, As agreed at the first meeting of ACD
members, the Asian Bond Fund was created on 2 June 2003.
The aim of the Asian Bond Fund was to encourage the creation
of an Asian Bond market, through concurrent development of
both the demand and supply sides, so that Asian countries will
both be issuing Asian bonds and investing in Asian bonds, The
Asian Bond Fund is US dollar denominated and open for both
US and European investments through the Bank for
International Settlements, The first lot of Asian Bonds {ABF 1)
was launched in June 2003 with the participation of 11 member
couniries that have agreed to join the fund, with a starting
capital of one billion US doliars.

Sri Lanka continued to receive tariff concessions from
developing countries under the Global System of Trade
Preferences (GSTP) and from the Europgan Commission by
participating in the Generalised System of Preferences (GSP).
The European Commission has decided to grant additional
benefits to Sri Lanka under GSP because of its remarkable
progress lowards compliance with the care labour standards as
defined by the ILO. Sri Lanka would benefit from this
arrangement with effect from 1 January 2004, which will
remain effective till 31 December 2003.

The Asian Clearing Union (ACU) has performed well in
2003. The total value of transactions of St Lanka effected
through the ACU mechanism increased by 29 per cent to
US dollars 1,039 million in 2003, compared with 2002 due
mainly to the increase of petroleum and wheat imports from

India and petroleum from the Islamic Republic of Iran. The
total receipts of funds in respect of exports from Sri Lanka to
other ACU countries recorded an increase of 11.6 per cent in
2003. The rupee value of net settlements made under the ACU
mechanism during the year 2003 amounted Rs.89.7 billion,
recording an increase of 33 per cent over 2002. Legislation on
anti-dumping, countervailing and safeguard measures that
aimed at protecting the domestic industry from unfair trade
practices, subsidised imports and import surges, was submitted
for Cabinet approval in 2003. The proposed enactment on anti-
dumping, countervailing and safeguard legislation in Sri Lanka
constitutes legitimate WTO sanctioned multilateral trade
remedies designed to promote and safeguard the domestic
industry of the WTO member countries from unfair trading,
causing or threatening to cause ‘serious injury” (o the domestic
industry.

9.13 Internal Trade and Institutional
Arrangements

Government presence in trading activities has diminished
gradually over the last several years. Consequently, major
controls and intervention were limited to trade regulations,
while state intervention on price determination was limited to
a few essential items. Benefitting from the economic recovery
and the opening up of trade opportunities in the North and the
East, internal trade further improved in 2003. The internal trade
sector, which accounts for 10 per cent of GDP, grew by 4.2 pet
cent in 2003 ¢compared with a 3.2 per cent growth in 2002.
Meanwhile, government intervention in commercial activities
was further curtailed in 2003 and was limited to the supply of
essential items through a few state sector institutions.

Activities of the Co-operative Wholesale Establishment
(CWE) were further rationalised in 2003, under its restructuring
programme. CWE continued to engage in importing a few
essential items, purchasing some domestic agricaltural
products and functioning as wholesate and retail trader. CWE
purchased paddy (1,784 metric tons) and green gram (263
metric tons) locally in 2003. Steps were taken to sell 40 per cent
shares of Sathosa Retail Lid., to the private sector and improve
the quality of services by upgrading its outlets to supermarkets.

Eliminating the monopoly enjoyed by the Ceylon
Petroleurn Corporation (CPC), the Indian Oil Company (10C)
entered the domestic market in March 2003. The importation
of refined products and distribution activities were shared by
CPC and 10C but importation of crude oi! was solely handled
by CPC. In 2003, CPC functioned as the majot petroleum
product supplier to the domestic market, accounting for about
the 85 per cent of the market. CPC operates 948 filling stations
throughout the island, of which 621 were owned by dealers and
257 owned by CPC. The formula based pricing system
introduced by CPC in January 2002, continued in 2003,

The State Pharmaceuticals Corporation (SPC) is the sole
supplier of pharmaceutical products to government health care
institutions and a major supplier to the local market with 42 per
cent of market share. SPC operates with an islandwide sales
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network of 48 distributors, 17 Rajya Osu Sala outlets,
37 franchise Osu Sala outlets, and 17 authorised retailers. STC
General Trading Co. Ltd., mainly engaged in selling chemicals,
tyres and motorcycles, underwent a structural change in 2002
Lanka Salu Sala Lid., imports and distributes mainly textiles
and garments through 24 sales outlets and mobile sales outlets.
Distribution of free school uniform materials too operated
through Salu Sala in 2003. Ceylon Fertiliser Co. Ltd. (CFC) is
a major distributor of fertiliser islandwide with 26 per cent of
market share. The company maintains 30 district fertiliser
stores around the country to distribute quality fertiliser 1o the
paddy, plantation and other agricultural sectors. With the
benefits of the peace process, CFC was able to enter the
fertiliser market in the Baiticaloa District in the Eastern
Province, and Kilinochchi in the Northern Province in 2003,

The co-operative societies engaged in both retail and
wholesale trading activities during 2003. Despite the strong
participation by the private sector, total turnover of the
co-operalive societies increased by 26 per cent to Rs.45.5
million as against Rs.36.2 million in 2002. The services were
provided through 311 co-operative societies which operate
8,132 retails outlets of which 121 are new outlets. The societies
were responsible for distributing dry rations te Samurdhi
beneficiaries and displaced people, in addition to other business
activities. In 2003, these distributed dry rations to flood
affected people. These societies also purchased paddy,
vegetables and milk from producers in rural areas.

While reducing the government’s direct intervention in
price control, steps were taken to facilitate market based price
mechanisms to ensure fair prices to both producers and
consumers. A pilot project under the Forward Sales Contract
(F5C) System initiated by the Central Bank in 1999 was
implemented during April 2002 to June 2003. Under the
project, a number of awareness programmes have been held in
all major agricultural areas of the country with a large
participation. Under FSC, the farmers and the buyers are
encouraged to enter into contracts on an agreed price and a
quantity for a particular crop at the time of cultivation, thereby
ensuring a fair price for the farmers’ produce. In 2003, 38,007
FSCs were signed on a variety of crops such as maize, paddy,
finger millet, soya bean, green gram, and other crops benefiting
42,374 farmers. The FSC systern will minimise the fluctuations
in prices realised by farmers.

The Consumer Affairs Authority (CAA) of Sti Lanka, the
new regulatory arm of the Ministry of Commerce and
Consumer Affairs, was established in March 2003, under the
Consumer Affairs Authority Act, No. 9 of 2003, It was formed
by merging the Fair Trading Commission and Department of
Internal Trade. Protection of the consumer, promotion of
effective competition and regulation of internal trade to ensure
that consumers have adequate access to goods and services at
competitive prices are the main objectives of the Authority. In
2003, five commodities were brought under the CAA Act.
Accordingly, its approval is required for increases in the price

of cement, LP gas, milk powder, mosquito coils and boxes of
matches. In addition, a number of awareness programmes were
conducted for students, the business community and teachers
in several districts.

To promote marketing infrastructure 5 Dedicated
Economic Centers (DEC) were established by end 2003.
Another 7 DECs are under construction and 13 DECs are
expected to commence in 2004. These centres will facililate
both farmers and consumers to realise a fair price for the
commodilies.

9.14 Tourism

With bright prospects for peace, Sri Lanka aims to establish a
sustainzble leisure industry and to extend benefits theretrom to
people at large. The plan is to increase eamings by promoting
arrival of high spending tourists. To do so, it is essential to
develop infrastructure such as air travel, accommodation,
marketing and human resources. Sri Lanka has entered into
bilateral agreements with several countries to increase seating
capacity in air travel. Accommodation capacity has been
increased by promoting the construction of hotels and other
types of accommedation. Training institutions have to be set up
to develop human resources. However, bottlenecks persist in
tnfrastructure facilities including roads, electricity and
communications.

Cenlral Bank of Sri Lanka Annual Report - 2003

Chart 9.10
Monthily Tourlst Arrivals
70,000
60,000
g ==
£ so,000 w
£ ]
L 40,000 | e e o™ ™
g L. ) -r
§ 80600 o
20,000
10,000 2002 = e == 2003 |
|
Jan Mar May Jul Sep Nov
Chart 9.11
Tourist Arrivals and Earnings
(1997=100)
180
150 P
140 ’
& 130 - - ’
£ y20 i ~ _”
E 10| e e
-
E 100
()
i 80 Arrivals
an = = o Earnings in US$
70
1988 1899 2000 2001 2002 2003
215



Part|

Chapter 8 - TRADE, BALANCE OF PAYMENTS AND TOURISM

TABLE 8.13
Tourism Statistics

G Percentage Change
item 2001 2002 . 2003Ma) o ;
e 2002 : 2003
Tourist arrivals 336,794 392,171 500,642 187 273
Tourist guest nights {000} 3342 3989 4700 19.4 1. 78
Room occupancy rate (%) 42.1 431 e 2.4 234
Gross tourist receipts (As.mn) 19,034 23,724 31208 24.6 g 315
Par capila tourist receipts (Rs.) 56,515 60,340 B2328 ¢ 6.8 : 3
Total employment (No.) 80,904 87,800 115000 8.3 313
Direct 33,710 36,500 50,000 83 37.0
Inclirect 47,194 51,100 £5,000 4.3 272
{a) Provisional Sources: 5+ Lanka Tourist Board

I 2003, Sri Lanka was able to exceed its target of 500,000
tourists, reaching 500,642. This is the highest number of tourist
amivals in Sri Lanka so far. Tourist arrivals increased by 27.3
per cent in 2003. Benefits of the ceasefire and peace
negotiations were felt strongly in the tourism sector. Recovery
of the global economy, especially Western Europe, also
contributed to higher arrivals. Gross eamings from the tourist
industry increased by 39 per cent in 2003, from US dollars 248
million in 2002 to US dollars 324 million in 2003. The Sri
Lanka Tourist Board (SLTB) expects to achieve a target of
650,000 tourists arrivals in 2004. This will exhaust existing
room capacity and other infrastructure facilities, particularly
during peak seasons, In December 2003, room occupancy rates
mereased to 77 per cent in the Colombo City, 64 per cent in the
ancient cities and the southern coast. Insufficient flight
frequency and seating capacity too became major constraints
for the expansion in the tourist industry.

To increase accommodation, SLTB identified several
locations to develop tourist resorts. Under the *South West
Coast Tourism and Community Infrastructure Development
Project’ funded by the Japan Bank for International
Cooperation {JBIC} eight zones in the south west coast were
selected to develop infrastructure facilities. Two thousand acres
of marshy land with inland water bodies in the Dedduwa and
Marawila area were identified to be developed as a major eco
- tourism site. A BOI project aiming at converting otd mansions
and state bungalows for tourist accommodation is in place.

As there are seasonal variations in tourist arrivals,
promotional campaigns have been carried out by the SLTB and
private tour organisers to promote Asian tourists to utilise
existing capacity during off-peak seasons. The main target
markets are [ndia, Pakistan, Bangladesh, Thailand, Malaysia
and China. Sri Lanka was identified as an official destination
by China in 2002 and the private sector responded positively
by initiating promotional campaigns in 2003. This gives access
to a farge and fast growing market, Tourist arrivals from China
increased from 4,338 in 2002 to 7,251 in 2003, a 67 per cent
Increase.

To ease the constraint of flying frequency, Sril.ankan
Airlines increased the number of flight destinations and

Central Bank of Sri Lanka

frequency. The Ministries of Tourism and Civil Aviation
signed a bilateral agreement with the Maldives in May to
promote tourism between the two countries. A similar joint
agreement was signed with Pakistan in August 2003. Further,
S$ri Lanka negotiated arrangements with eight more countries,
Oman, Singapore, Qatar, Egypt, Switzerland, UAE, France and
Indonesia to provide bilateral air services. Several other airlines
also increased flight frequencies.

SriLankan Airlines operates flights to 33 destinations in
21 countries. With the significant rise in tourist armivals from
India and Pakistan, SiLankan Airlines introduced additional
flights to Cochin in May 2003 and Karachi in June 2003.
Malaysian Airlines, and designated airlines from Qatar, Oman
and UAE increased their weekly flight frequency, while Cyprus
Airways, Aeroflot and Martin Air commenced flights to and
from Sri Lanka in 2003. As a result, the number of scheduled
passenger airdlings increased from 20'in 2002 to 23 in 2003. The
number of charter flights operated in 2003 was 7 against 4 in
2002. Air Monarch and Wim Airlines operated only during the
peak period during the England cricket tour and Kandy
Perahera, respectively. Furthermore, to meet the growing

TABLE 9.14
Tourist Arrivals - By Region

By Region 2002 2003(a) Change
200372
Western Europe 200,295 255,169 274
of whigh:
UK. 67,533 93,278 381
Germany 55,170 £8,908 B8
France 19,989 26,585 43.0
Iraly 12,177 15,654 28E
Asia 143,084 177,351 240
ol which ;
Hong Kong 3,759 3075 -18.2
Indiz 59,950 20,603 285
Japan 13,602 17,118 258
Naorth America 19,866 25110 264
Austraiasia 13,209 22,965 730
Eastern Europe 8,079 10,833 318
Other B G5B 9,414 B7
Tota| 93471 500642 273
(&) Provisional Sources:  Srf Lanka Towris! Board
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demand from India, negotiations were initiated to increase the
number of flights between the two countries and to start a ferry
service from Colombo to Tuticorin.

The majority of tourists (81 per cent) visited the country
on vacation, while about 19 per cent came for other purposes,
such as business, visiting friends and relatives, religious and
cultural purposes etc. Out of the total arrivals, 78 per cent
travelled in regular interregional flights, 19 per cent arrived in
regular intraregional flights and 3 per cent by charter flights.
SriLankan Airlines brought in 51 per cent of the tourists in
2003, compared with 52 per cent in 2002.

The Sri Lanka Tourist Board is expecting to establish a
regional training centre to provide training and skills
development programmes to satisty both domestic and regional
requirements. SLTB is to be restructured under the new
Tourism Act by dividing it into three entities, a Tourism
Development Council for planning and regulation of services,
a Marketing Bureau 1o carry out overseas marketing and
promotions and 2 Training Institute to train personnel.

New levies were introduced to generate funds for
financing the three institutions proposed. The Airport
Embarkation Levy was increased by US dollars per person
on I September 2003. With this revision, revenue from the
embarkation Jevy increased by 53 per cent from Rs.393 million
in 2002 to Rs.600 million in 2003. A levy of 1 per cent was
imposed on the turnover of Sri Lanka Tourist Board approved
establishments in September 2003.

In 2003, Western Europe continued to be the major source
of tourists to the country, accounting for 51 per cent of the total
arrivals, an increase of 27 per cent from 2002, Armivals from
Asia, led by India (30 per cent), increased by 24 per cent,
accounting for 35 per cent of the total artivals against 36 per
cent in 2002. Amivals from UK, the largest source of tourists
to Sri Lanka, increased significantly in 2003, partly due to the
visit of the England cricket team to Sri Lanka in December and
the incentive packages provided by tour organisers, while
tourist arrivals from India continued to increase in 2003. India
became the second highest source of tourists, largely
attributable to the promotional campaign launched by Sri
Lankan Airlines in 2002, Tourist arrivals from North America,
Eastern Europe, Australasia and the Middle East increased by
26 per cent, 32 percent, 74 per cent and 5 per cent, respectively,
in 2003,

Foreign guest nights at tourist hotels increased by 15 per
cent in 2003 compared to 10 per cent in 2002. The annual room
occupancy rate increased to 53 per cent in 2003, against 43 per
cent in 2002. The highest room occupancy rate was in the
Colombo City (69 per cent) followed by ancient cities (54 per
cent) and the east coast (51 per cent). Room occupancy rates
were significantly higher during peak seasons, i.e., July to
August and October to December. The number of hotels in the
graded accommodation sector increased from 222 in 2002 to
233 in 2003, The increase was distibuted in six regions i.e.
Greater Colombo (5), south coast (3), ancient cities (-1}, east
coast (2} and hilt country (2),

Employment, both direct and indirect, in the sector
increased in 2003, Direct employment is defined as
employment in hotels and restaurants, travel agencies, tour
operators, atrlines, agencies providing recreational facilities
and tourist shops. Domestic producers and suppliers of inputs
and manufacturers and suppliers of handicrafts generate
indirect employment.

Proving Sti Lanka’s potential for developing new tourism
products such as eco tourism and culture tourism, revenue from
tourists visiting wildlife parks, botanical gardens, zoological
gardens and the Cultural Triangle increased in 2003. To
provide more opportunitizs for tourists to visit attractive places
in the country, the Civil Aviation Authority (CAA) launched
a programme 1o develop the domestic aviation sector with
foreign direct investment. CAA is working with a consultancy
team sponsored by the Danish government under the Danida
Mixed Credit Scheme. There were three airlines, Le., Expo
Aviation, Lion Air, Serendib and Express Lid. engaged in
domestic passenger transportation. They transported more than
100,000 passengers between Colombo and Jaffna in 2003,

The Sri Lanka Convention Bureau continued to promote
MICE (meetings, incentive travels, conventions and
exhibitions) tourism in 2003, Sri Lanka has become a popular
destination for conferences and meetings, particularly, in the
South Asta region. The majority of MICE traffic in 2003 was
from India, Pakistan, Singapore and Malaysia. As India became
the most important origin for MICE tourism, SrilLankan
Airlines increased the number of flights to India. Many
international companies held their corporate meetings in Sti
Lanka for groups ranging from 50 -350 people.

The Sri Lanka Tourist Board decided to implement the
Tourism Satellite Account (TSA) system! in 2004 with
technical assistance from the World Tourism Organisation
(WTQO). WTO introduced the Tourism Satellite Account in
[995 to develop a comprehensive and accurate database
worldwide for the tourist industry. The Tourist Board will be
responsible for implementing the TSA system and it will
provide useful information for policy makers and industrialists.

Tourism was identified as one of the key areas for bilateral
and regional co-operation in many fora in 2003. The
International Tour Operators Meeting of BIMST-EC
(Bangladesh, India, Myanmar, Sri Lanka, Thailand Economic
Co-operation)} was held in Sri Lanka in 2003. Major issues such
as the promotion of tourist traffic to the BIMST-EC countries,
and intra-regional Buddhist pilgrimage travel were discussed
at this meeting. Tourism promotion and development is one of
the special issues to be discussed at the next IQR-ARC
Ministerial Meeting to be held in Sri Lanka in 2004. The -
Cabinet of Ministers approved a memorandum of
understanding (MOU) for cooperation in tourism with Jordan.

1. The World Tourism Organisation {(WTQ) tirst introduced the
Satellite Account System (TSA) in 1995 to develop a com-
prahensive and accurate database worldwide for the tour-
ism indusiry. Courtries who wish to enter inio this system
are expected to devalop their tourism database according to
the guldslines introduced by WTO.
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