Chapter 1

ECONOMIC AND FINANCIAL STABILITY, OUTLOOK AND
POLICIES

1.1 Macroeconomic Developments, Stability
and Policy Responses in 2005

external reserves and contributing to exchange rae stability.
The fiscal position was further consolidated, especially on the

e SriLanka's economy demonstrated iis resilience once again revenue front. The stability and resilience of the financial sector

in 2005 by growing at a rate of 6 per cent, exceeding the
expectations in the immediate aftermath of the tsunami
disaster of 2004. Inflation was subdued through prudent
monetary policy measures and by the favourable
developments in aggregate supply. The stability of the
financial system was strengthened through improved
superviston and regulation in line with international best
practices. The year started with several challenges posed by
domestic and external shocks and their related uncertainties,
The impact of the tsunami necessitated a massive volume of
resources for a quick recovery, oil prices were escalating
rapidly, the Mulii-Fibre Arrangement (MFA) came to an end on
I January 2005 and elections related uncertainty Joomed large.
Additionally, the peace process was at a standstill. As the year
progressed, the uncertainties began to dissipate and the
economy marched forward with a renewed vigour providing
sufficient room for policy manoeuvrability to maintain both
price and financial stability. High economic growth and
relatively lower population growth pushed per capita income to
a higher level of US dollars 1,197. Responding well to monetary
policy measures and supported by favourable developments in
aggregate supply, inflation declined from a peak 15.9 per cent
in February 2005, to reach & per cent by December 2005. The
annual average inflation in 2005 was 11.6 per cent. The
unemployment rate declined to 7.7 per cent by August 2005
from 8.3 per cent in 2004, The balance of payments (BOP)
recorded a surplus of US dollars 501 million, strengthening

improved with higher profits, enhanced risk management and
narrowed interest spreads, and the sector provided better access
to finance.

Economic growth needs to be accelerated further to at least
8 per cent to alleviate poverty, reduce unemployment and
raise the standard of living on a sustainable basis. The
government’s plans to achieve the desired growth have been
articulated in several policy documents, most notably in the
“Mahinda Chintana’ policy docuntent. The strategy of the
governmenl stresses the need for combining an efficient private
sector with a facilitative public sector, while strengthening the
pre-requisites for growth as well as growth promoting factors.
The gavernment's plans embrace infrastructure development
thereby enhancing access to markets, investing in human capital
and encouraging tcchnology improvements by entrepreneurs,
promoting investments throughout the country by ensuring
policy stability and consistency, increasing institutional support
and providing incentives fur research and development. These
efforts have to be complemented with required reform measures
to further enhance the overall cfficiency of the economy.
A comprehensive public awareness program on the role and
linitations of the public sector, the benefits of liberalisation and
reforms and the role of the private sector in improving
campetitiveness and increasing access to both damestic and
international markets through their own efforts, is needed to
ensure public support for much needed economic reforms.
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Tahle 1.1

Gross National Product at Constant (1996) Prices

Value A5 a Share Rate of Contribution
ltemn {Rs. m million) ol GOP {3} Change (%) 1o Change (%)
2004 fa) 2005 (b} 2004 (a) 2005 (b} 2004 {a) 2005 (B) 2004 (a) 2005 (h)
Agriculture Sector 175,852 118,475 179 17.2 -0.3 1.5 -1.2 .4
Agriculture 135,367 147,809 159 142 -0.49 848 28 20.2
Forestry 17.107 17,400 13 170 13 1.7 04 05
Fishing 73,773 13,166 23 Tia 16 az2 07 163
Industrial Sector 259,286 280,696 264 at.0 52 B3 25.4 33
Mining and quarrying 16.946 19,335 17 185 7.9 14.1 25 4.0
Manufacturing 159,721 169,337 1632 16.3 3.1 .0 153 16.3
Electricity, gas and water 14,287 17610 1.5 ] T 25 2343 07 56
Construction 68,332 4414 7.0 Eild 6.6 9 83 101
Services Sector 545,582 580 564 55.7 5.8 7.6 .4 758 59.2
Wholesale and retail rade, and e e
hotels and restavrants 218,041 224 652 223 216 6.1 28 247 85
Transporl, storage and communication 142727 160,682 14.6 155 127 127 : 339 d0.8
Finarcial services, real estate and = :
business services 114 661 122127 17 1.7 5.6 £.5 120 127
Fublic adminisiration, sther govemment
services and defence and other community, .
social and personal services 63,153 72.903 7l 0 34 5.4 5.1 a4
Gross Domestic Product (GDP) 480,720 1,038,735 100.0 100.0 54 5.0 100.0 100.0
Net fagler income from abroad -11.300 -16,526 193 452
Gross National Product {GNP) 969,421 1,423,209 3.3 5.5

{a} Revised
(b} Provisional

® The reform efforts are timely, since Sri Lanka is gradually

facing serious limitations to economic growth arising from
insufficient capacity expansion. The most notable limitation
is seen in the power sector, which could stifle growth in all
areas. Limitations in the capacity of roads, railways, post
services, telecommunications and irrigation lead to serious
drawbacks to investment, growth, regional development and
international competitiveness. The rapid increase in housing
development is adding pressure on the already strained public
utilities. Inadequate capacity building in human resource
development is reflected in the large number of persons

Source: Gentral Bank of Sri Lanka

iravelling abroad 1o receive educational and health services,
insuffictent managerial skills and the low level of research and
innovation activities in both the private and public sectors.

All major sectors of the economy grew at a healthy pace in
2005, The Agriculture sector grew by 1.5 per cent, the Industnal
sector by 8.3 per cent and the Services sectar by 6.4 per cent.
The three sectors contributed 4.4 per cent, 36.3 per cent and
59.3 per cent, respectively, to the GDP growth in 2005,

The Agriculture sector rebounded From the setback in 2004.
In 2005, both paddy and tea production reached new record
levels. Paddy harvests in both Maha and Yala seasons reached
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Box1

Policies and Strategies to Accelerate Economic Growth
and Regional Development

The government has articulated its policies and strategies to
accelerate economic growth and development and to reduce
regional imbalances and poverty on a sustainable basis in a
number of policy documents. These are the Sri Lanka New
Development Strategy - Framework for Economic Growth and
Poverty Reduction 2005, Report by National Council for
Economic Devel opmen_t, Millennium Development Goals - Sri
Lanka Country Report 2005, Medium Term Expenditure

Framework 2006-2008, Budget Speeches for 2005 and 2006

and Mahinda Chintana. In developing the policies and

strategies, the government has recognised the pre- l‘e(]lllSl[ES'
for economic growth and development, and factors of

economic growth and regional development. Key policies and
strategies outlined in the above documents are as follows.

A. Promoting Pre-Requisites for Economic
- Growth and Developmeni

o Peace: Pursumc a negotiated settlement for lﬂsung peace by
5lrcnglhemn2 the ceasefire agreement and building
consensus among the pames involved.

e Legal and Regulatnry System, Modcrmsmg the country’s.
legal and regulatory fr*tmework o prnmme the business
environment and to reduce the tr:msaci]on CcOsts of busu:less ;

will be placed un commercial law

operations. Emphas_
reforms and capacity buﬂdmg in the Judzual and legal

profession through specialised training, modernisation of j
- physical infrastructure :md techrmlogy, and strengthening
law reforms with capacity building and repealing or

amending outlived legislations.

¢ Improving Law and Order, Safety, Property Rights and
Effective Enforcement: Reducing the crime rate,
enhancing pub]tc access to the judiciary and awareness of

remedies available urider the judicial system to proote the

legal and regulatory environment to facilitate business
development and protect property rights and enhance
effective enforcement of law and order.

¢ Policy Stability and Consistency, Transparency,
Accountability and Governance: Improving policy

. stability, mair_ttaining policy consistency, transparency and
accountability in procurement practices, capacity building
and resolving policy related matters to strengthen and
streamline the government procurement system 1o prevent
delays and inefficiencies. Improving public access to
information, timely publication of annual accousits of state

enterprises and strengthening auditing and reporting
standards and procedures.

o Safety Nets and Social Protection: Protecting, upgrading
and empowering vulnerable groups and disadvantaged
personis it society Ihrough appropriate policies and
mechani_sm’s; including f_aci]italing'mos_l' vulnerable groups '

o engage in productive economic activities, enhancing
'tcccsmblhly to care for the disabled and semnr cmzem. md i
lmpmvmg the quality of such services:

L Em:ronment Protection: Promoting sustamahle"-
: developmcm b\, gwmg due emphas1s it} enwmnmem :
_prolecuon : : :

B Factors of Growlh and Heglonal
Development. :
® Capacuy Expanswn Enhanung production (.dp.ll.ll\" mall
sectors of the cconomy by promoting public, private and
foreign investment through appropriate reforms, such as

msntunona] reforms, market reforms and pubhc ‘;ervu,e'-
5 reforms

. Human Resourcas De\ elcpmem Strengfhe“mﬂ nd |

~ upgrading prlmary. secondary and tertiary education

' _insututmns‘ ‘maximising the ava:lable opportumnesf' |
-cn’nancmg access 10 educatlon and improving the quality
_and reievance of education at all levels. Providing high -
quality, equitable, cost effective, modern and susrmnable"_
heath care services.

e Infrastructure Development: Building modern, high -
quality and efficient infrastructure facilities to expand access
to input and output markets. Maintaining and rehabilitating
existing road network, construction of highways, increasing
the availability of safe drinking water, upgrading the railway
sector, expanding Lhe supply of electricity, accelerating
ongoing power sector reforms in transmission and :
distribution, and developing altemative energy to reduce the
cost of power while taking into consideration the social
problems and environmental implications and tfansforming
port and airport sectors as an air-sea hub and logistic centre.

¢ Improving Technolegy and Research and Development:
Promoting application of madern technology and
undertaking research and development activities in the

_ country to ¢nhance competitiveness.
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C. Policlies and Strategies

& The National Economic Policy Framework: The overall
economic policy is formulated by infcgraiing the pasitive
attributes of a free market economy, to ensure a modern

and balanced approach, with the complementary

participation of a socially responsible private scctor and a
strong public sector.

¢ Demand Management Policies: Maintaining a stable
MacIceconomic environment.

Fiscal: Turning round revenue deficit to a surplus,
increasing public investments larpcly through financing
from concessionary foreign sources and long-term
domestic market borrowings, eliminating domestic bank
financing of the deficit and phasing out budgetary transfers
to siafe enterprises. Strengthening public finances by
improving public expenditure managemen! systems,
strengthening fiscal discipline, improving the effectiveness
of tax administration and impraving 1iscal co-ordination.
Monetary and Financial: Avording demand-fuelled
inflation, ensuring the requived credit growth for sustained
economic activity and strengthening financial sector
stability. Further strengthening the regoiatory framework
for banking, insurance and other financial services.
Promoting a single regulatory arrangement for the
non-bank financial sector. Intraducing measures to reduce
the high interest spread, strengthening state banks as
strategic state enterprises by improving their financial
viahility and competitiveness.

e Structural Reform Policies

Box 1 {Centd.)

Market Reforms: Reforming both product and factor
markets to ensure efficiency and competitiveness of the
economy. Major markets requiring reforms are the land,
labour and financial markets. The contimation of an open
and liberal economic policy regime in the product market
has benefiled the country.

Infrastructure Reforms: The country requires an efficicnt
and fast growing infrastructure system spread throughout
the economy Lo help achieve regionally balanced growth.
Public sector institutions, which supply vital services such
as power, water, transport, and other services, are important
service providing institutions of the government. Most of
those institutions are monopaolics, yet the quality and
adequacy of the services they provide and their financial
position are very poor. Hence, those institutions are
earmarked for stratcgic reforms. sl
Public Service Reforms: The public sector will cngage in
its critical role as facilitator, nurture, pace-setier and
standard bearer. The entirc perspective of the public
service will have o focus on learning to anticipate change
and meet the demands of the future in innovative ways.

Institntional Reforms: The institutional reforms will be
implemented to make the government's administrative
machinery efficient, friendly and modern through reforms
1o rationalise functions of government agencies to ensure
that they are focused on functions relevant to current
needs, with special emphasis on transparency.

their historically highest levels of 2,013 thousand metric tons
and 1,233 thousand metric tons, respectively. Tea production
reached a record 317.2 miltion kg. Output of rubber, vegetables
and other agnicultural crops also increased in 2005, Coconut
output declined and fish production did not recover fully, but
showed signs of rceovery by end 2005,

Sustainable agricultural development requires measures to
enhance productivity, as well as ways of improving access
to finance, availability of land, infrastructure facilities, and
market-based methods to deal with excessive price
fluctuations. Productivity and profitability could be improved
through further development of technology, research, extension
services and reducing post harvest losses. The government has
already taken measures tv improve access to finance and land,
and o develop infrastructure facilities. Market based methods
1o encounter adverse price fluctuations are still being
developed. The persistent drop in farm gate prices of paddy und
many varieties of vepetables at the time of harvesting indicates

the absence of competitive market farces. This could be due to
anti-competitive practices prevailing in the regions of paddy
and vegetable cultivation as well as weak infrastructure. Hence,
the govemment needs to ntensely examine the market practices
to bring about a lasting market based solution 1o the low farm
gate prices.

Industrial sector growth, particularly the growth in the
textile and garments sub sector, continued despite the
uncertainty that prevailed in early 2005 and the surge in oil
prices to historically high levels. With the termination of the
MFA in 2003, the government aggressively pursued a strategy
of enhancing access to major markets and these efforts were
complemented by entrepreneurs’ initiatives to capture new
markets and consoliduie existing markets through efforts at firm
level. Sri Lanka's high labour and environmenl prolection
standards, a conducive trade and investment promeoting policy
atmosphere and high literacy of the labour force aided this
process.
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Table 1.2
Aggregate Demand and Savings investment Gap - 2004 and 2005

i Rs. bilien Growth % As a per cenl ol GDP

= 2004 2005 2004 2004 - 2005

1. Domestic demand 22139 - 256848 184 109.1 109.3
1.1 Consumption 1,707.0 19589 15.2 84.1 Coipag
Private 1,542 1 1'.'(63.3 14.9 TEQ ; 746

Pubhc 1649 1951 184 a1 : B2

1.2 Invesimant (Gross Domestic Capilal Formation) 5063 £26.0 30.4 25.0 oRhS
Privaie 4023 4638 36.3 19.8 198

Public Corporations 593 629 12.1 29 il
Government 451 993 1.0 22 g

2 Nel external demand -1845 2182 69.6 -9.1 83
Export of goods and non-factor services 7370 7924 16.7 363 Fu 33-55_"
Import of goods and non-factor services 9215 110116 245 454 e

3. Total demand (GDP) {1}+{2} 2,029.4 . 2A65.7 16.2 100.0 1000
4. Domestic Savings (3)-1.1) 3224 4068 15.1 15.9 Sa7e
Piivate 4005 4704 185 19.7 188

Public 782 [ 836 344 -89 it

5. Net fagtor income from abroad 207 L2300 25.3 -1.0 _:j_-?; 13
6. Nel Privale Current Transters from abroad 1368 L TTAd 175 6.7 e e
7. National Savings (4)+{5)+(6) 4383 85120 154 216 Ly
B. Savings Investment Gap il -~
Domestic Savings - Invesiment {4)-{1.2) -184.5 “agie2 -9 .93
National Savings - Investment (7}-(1.2) -60.6 MAE s -3.4 [ .-3-2_5i:

9. External Current Account Deficit without official grants (2)+{5)+(6) -68.6 -74.8 Gl 3.4 2

o The Industrial sector should strive for global

competitiveness and should depend less on protectionist
measures. Several Sri Lankan industries have already
penetrated into foreign markets with a sizeable market share,
Protection increases prices of domestic goods and services,
which are inputs for many industries. Hence, higher prices due
to protection seriously distert tnput prices of already
competilive industries. Furthermore, competitive industries in
the domestic market could pay higher wages and rents on labour
and capital. Protection adversely affects competitive firms,
initiating a vicious cycle of protection and inefficiency and
eventually impacting negatively on efficient industries. An
alternative for protection is improving productivity, which
would lead to lower gutput prices, benefit all related industries
and help achicve global competitiveness.

The Services sector maintained its growth momentum in
2005 especially in port, telecommunication, and financial
services. Its contribution to growth could have been far
greater had the planned infrasiruciure development taken
place, especially road development, port and airport
development, as well as further development of social
infrastructure, especially, education and health services.
Cupacity enhancement in the Services sector is vital for
sustainable higher economic grawth given its signiftcant links
with the other productive sectors.

Sri Lanka faced greater competition and further pressure
on the liberalisation of trade in services in 2005, The Services

Source. Cenlral Bank of 3ri Lanka

sector has been the main drivet of economic growth in Sri
Lanka as well as in the rest of the developing and developed
world. The sector has been benefiting from globalisation and
liberalisation especially in the areas of port services,
telecommunication, construction and financial services. With
regard to recent efforts to liberalise multilateral and bilateral
trade, the Services sector has been earmarked for further
liberalisation. Therefore, it is impostant for this sector to be
prepared for increased competition while rules and standards of
operation should be established to facilitate and benefit from
liberalisation.

Both investment and savings improved in 2003, Investment
increased to 26.5 per cent of GDP from 25 per cent in 2004,
while domestic savings increased to 17.2 per cent of GDP from
15.9 per cent in 2004. Private investment, as a percentage of
GDP, declined marginally from 19.8 per cent in 2004 to 19.6
per cent in 2005. Public investment including investments by
public corporations improved from 5.1 per cent of GDP in 2004
to 6.9 per cent of GDP in 2005. Domestic savings improved
with private domestic savings increasing from 19.7 percent o
19.9 per cent of GDP in 2003, with public dis-savings
declining from 3.9 per cent of GDP to 2.7 per cent of GDP. The
savings-investment gap and the comresponding current account
deficit were financed through increased inflows from foreign
direct investment, portfolie investment, and loans and grants to
the government. Dependence on external loan inflows to meet
the savings-investment gap could be reduced by encouraging
foreign direct investment inflows.

Central Bank of Sri Lanka Annual Report - 2005
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Liberalisation of Trade in Services and Limitatibn’s

An economy consists of three major sectors: agriculture,
industry and services. Many developed and fast growing
countries have experienced rapid expansion in the Services
sector when compared to Agriculture and Industrial sectors.
The Services sector is the fastest growing sector of the global
economy and account fot two thirds of global output, one third
of global employment and nearly 20 per cent of global trade.
In developed countries, the share of services in the economy
typicatly Lies between 60 and 70 per cent, while i1is on average
smaller in developing and least developed countries. In South
Asian countries, the services sector accounts for a significant
share of the Gross Domestic Product (GDP). In Sri Lanka, the
contribution from the services sector increased to 57 per cent
of the GDP in 2005 from 41 per cent in 1977.

The expansion in the services sector reflects the evolution
of consumer tastes, increased economic interactions and tools
of production. Back in 1857, German econemist Ernst Engel
observed that as families grew richer, lhev allocated a smaller
portion of the household budget to food ' A natien with
growing income would spend an increasingly smaller share of
its income on food, shelter and other goods with physical
manifestation. The demand is increasingly for services 1o
make life more secure and enjoyable. The economy supplies
more and more of such services to fulfii the demand raising
the services sector output.

Many services are major inputs of the national oulpur
Education and health services enhance the quality of human
capital needed for ecanomic growth. Services such as
information technology, telecommunication and financial
services are essential for growing enterprises. Thus, if a
couniry cannot produce those services adequately, it has (o
import them to support economic growth and developmenl.

Unlike a product, which is traded mostly cross-border, a
service can be traded internationally in four different modes.

Mode 1 - Cross-Border Supply - Services supplicd from
an imstitution based in one country to another country. This
mode of supplying services is similar to the supply of goods
across borders.

Mode 2 - Consumption Abroad - Consumers of firms in
the home country making use of a service in a foreign country
by visiting the foreign country. For exarnple, Sri Lanka allows
iis residents to purchase services such as health care and
education by travelling to a foreign country to receive such
services. thereby enhancing access to services of foreign
service suppliers.

Mode 3 - Commercial Presence - A foreign company
sefting up commercial enterprises to provide services in the
home country. Foreign direct investment 1s atiracted through
this mode.

1. Federal Resarve Bank of Dallas, 1994, The Service Sector; Give It Some
Respacl, Annual Reporl, Dallas.

Box 2

Mode 4 - Presence of Natural Persons - Individuals
travelling {rom a foreign country to supply services in another
country. In this mode, foreigners delwer vanous services to
residents of Sri $.anka.

Sri Lanka's major exports of services are telecommuni-
cation, port, tourism and labour. In 2005 earnings from
services accounted for 20 per cent of total export earnings
(which include export earnings from both goods and services).
This was an improvement from the share of 15 per cent in
2000. . L : e = .
The revolutionary growth in telecommunication,
information technology and transportation has enabled
international trade in services among countries. As
international trade in services began to grow, the World Trade
Organisation (WTO) established rules of trade under the .
Generalised Agreement on Trade in Services (GATS). Trade
in services is gradually being incorporated 1o trade
agreements, which used to be only limited to trade tn goods.
Following this trend, the Indo Sri Lanka Free Trade
Agreement (ISLFTA) signed in 1998 is being upgraded to a
Comprehensive Economic Partnership Agreement (CEPA}
incorporating trade in services as a main component. Sri Lanka
has already made a series of commitments to the WTO under
GATS in relation to tourism, telecommunication and financi at
services, Liberalisation of those services has generated
tangible benefits to the country asseen in the deveinpmems in
those sectors. e

Domestic regulations are more prominem in trade in
services than in trade in goods. Regulations on trade in
services have been formulared to maintain required standards,
streamling payments, safeguard domestic employment and on
the basis of related national issues. Examp]ss are accreditation
processes adopted in professional services, capital account
restrictions preventing some financial services and regulations
preventing the free entry of services and service providers into
countries. :

Sri Lanka possesses Lhe potential for rapid growth in the
export of services, if domestic restrictions are jiberalised
cautiously and the services sector institutions are strengthened.
Insufficient understanding of the mechanisms of trade in
services has led Sri Lanka to unduly restrict domestic
production and exports of services such as education and
health care in which Sri Lanka possesses a competitive
advantage. At the same time the country is in effect promoting
imports of those services through Mode 2. Some professional
services do not have the means of establishing quality
standards vet. Therefore, the relaxation of existing restrictions
and further improvements in the institutional set-up need to be
undertaken fast, if Sri Lanka is to benefit from the rapidly
expanding trade in services,

Central Bank of Sri Lanka Annual Repert - 2005
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Table 1.3

Extemnal Sector Developments

By Growth (%)
2004
Exports 5,757 10.2
Agficultural producls 1,065 8.3
Industrial products 4,508 98
Mineral expors 120 195
Gther exports 56 533
Impaorts 8,000 10.8
Consumer goods 1,623 13
Intermediate poods 4,645 145
Invesimenl goods 1.670 120
Olher 61 -45.0
Trade balance -2,243 123
Services, nat 419 -19.3
Receipis 1,527 0o
Payments 1108 85
Income, nel =203 47.3
Recepts 157 717
Payments 360 6.9
Private current transfers, net 1,380 325
Privale remittances, net 1.350 266
Heceipis 1,564 258
Paymenis 214 %3
Currenl account palance -647 05
Capital acecount 64 289.0
Financiat account 587 71.8
Direct investment, net 227 29
Inflows 233 167
Outllows & 5844
Privale lonp-term,net 14 210
Inflows 169 166
CQutflows 155 200
G overnment, long-term,net 440 2538
Inflows ELa| =31
Tsunami retaled inflows
Outlliows 3 -415
Shart-lerm: 112 -256.8
Portfolio investment, net " 4514
Errors and Omissions -189
Qverall balance -205
Gross official reserves 21958 273511
Months of imports 33 Foo A7
Total gross reserves 34385 42006
Months of imports 5.2 B
Detit moratodium 264.G
Export price 957 489 ¢
Import price 91.7 B39
Terms of rade 104.4 1000
Exchange rates {(Avetage) Rate of
- Approciation
{%)
RAs.fUSS 101.18 100.50 o7
Rs. /Yen 0.94 Q. 33
As. /Euro 12578 125.10 06
Rs. /STG 18535 18287 1.4

Source: Central Bank of Sri Lanka

@ Sri Lanka succeeded in facing competition in international

trade as a result of the combined efforts of entreprencurs
and the government to enhance market access. Exports grew
by 10.2 per cent ¢ US dollars 6,347 million and imports grew
by 10.8 per cent l¢ US dollars 8,863 million in 2005. Industrial
exports continued to drive export growth in 2005 with a
dominant share of 78 per cent and contributing 75 per cenl 10
overall export growth. Agricultural exports accounted for 18 per
cent of iotal exports and contributed !5 per cent to export
growth, followed by mineral and other exports, which
accounted for 4 per cent of total exports and contributed 1§ per
cent to export growth in 2005. The expansion of economic
activities in the country, facilitated by the appreciation of the
exchange rate and the low interest rate regime, and post tsunami
reconstruction activities, raised import demand, over the high
base of the previous year, especially for intermediate and
investment goods.

Historically high oil prices caused a severc strain on the
financing of the country’s import expenditure in 2005.
The expenditure on petroleum imports increased by 37 per cent
to US dollars 1,655 million in 2003. This increase was due to
an increase in prices of a similar magnitude. The domestic
prices of petrol, diesel and kerosenc rose only partiaily by 18
per cent, 19 per cent and 20 per cent, respectively, in 2005. The
required adjustments in domestic consumption did not take
place in 2005 due to only a partial adjustment of domestic
prices. The largest petroleum user in Sti Lanka is the transport
scetor (50 per cent), followed by power generation (25 per
cent). [ndustries, households and other sectors account for the
other 25 per cent of consumption. Passenger transport prices
and electricity prices were not fully adjusted in 2005 to reflect
the actual cost of petroleum, thereby causing a heavy burden on
the government’s budget and the viability of related public
seclor enterprises.

Large inflows to the government and increased private
remittances bolstered the external finance position, leading
to a surplus in the balance of payments and an appreciation
of the ropee. The trade deficit widened to US dollars 2,516
million, but the current account deficit widened only marginally
to US dollars 650 million largely due to a sharp growth of
22.6 per cent in worker remittances which, reached US dollars
1,918 million in 20035. As a ratio of GDP, the current account
deficit dectined from 3.2 per cent in 2004 to 2.8 per cent in
2005. Net inflows to the government increased by 51 per cent
in 2005 with large tsunami related inflows, and lower debt
service payments resulting from the debt moratoria following
the tsunami, contributing 1o an averall BOP surplus of US
dollars 501 million. These capital inflows raised gross official
external reserves to US dollars 2,735 million (3.7 months of
impoits). This, in tumn, improved debt servicing capacity and led
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Charl 1.5
Government Revenue, Expenditure and Budget Deficit
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to a moderate appreciation of the rupee against major
currencies.

Sri Lanka obtained debut sovereign ratings from two
international rating agencies in 2005. The Fitch Ratings
assigned the country rating of BB- (BB minus) while Standard
& Poor’s Ratings (S&P) Services rated Sri Lanka at B+
{B plus). These will facilitaze the mobilisation of financial
resources in international markets by both the government and
the private sector.

Fiscal policy in 2005 was aimed at achieving pro-poor and
pro-growth development objectives of the government,
supporting a speedy recovery of the economy from the
unexpected tsunami disaster and moving towards fiscal
sustainability in the long run. Overall fiscal management was
challenging in 2005 as the government had to be involved in the
tsunami rebuilding process, while facing the implications of the
international oil price hike. This had to be achieved in an
environment of rising interest rates while servicing the already
high debt burden. The policy stance cortinued to be
expansionary io address the immediate needs of the tsunami
recovery as well as the adverse impact of high oil prices. The
tsunami rebuilding process received the assistance of donors
and the private sector in addition to the government’s efforts.

Some positive developments were seen in the fiscal
consolidation process in 2005. The revenue collection rose to
16.1 per cent of GDP in 2005 from 15.4 per cent in 2004, as
expected in the revised Budget 2005. Tax revenue increased to
14.2 per cent of GDP from 139 per cent in the previous year,
Total expenditure and net lending, including tsunami
expenditure amounted to 24.7 per cent of GDP in 2005, which
is similar to the anticipated expenditure in the revised Budget
2005. This was due (o the higher current expenditure of 18.7 per
cent compared to the revised target of 18.4 per cent in 20085,
Public investment including government on lending to public
corporatrons in 2005 increased to 6.3 per cent from 4.8 per cent
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of GDP in 2004. The overal! budget deficit of the govemment
in 2005 amounted 8.7 per cent of GDP. an increase from the
expected deficit of 8.2 per cent in 2005. The deficit, excluding
tsunami expenditure in 2005, reached 7.3 per cent of GDP
compared to the expected deficit of 6.8 per cent of GDP.
The budger deficit was financed with domestic resources
(5.2 per cent of GDP) and foreign resources (3.5 per cent of
GDP).

The outstanding government debt declined to 93.9 per cent
of GDP from 105.5 per cent in 2004, This was mainly due to
the appreciation of the rupee against major foreign currencies
and the higher growth in nominal GDP. The total government
debt increased by Rs. 82.8 billion to Rs. 2, 222.3 billion in
2005. Though the debt to GDP ratio declined in 2005, the
government debt still remains high. This situation poses several
threats including rising interest payment commitments, adverse
implications for monetary and fiscal policies and reducing the
country’s ability to withstand external shocks. Thus, it
underscores the need for strong measures to further improve the
fiscal consolidation process to reduce the debt burden and
achieve fiscal sustainability in the mediun to long run.

The gradual tightening of monetary policy, begun in 2004,
was continued in 2005 with the objectives of containing
inflationary pressures, containing the rapid growth of
monetary aggregates and facilitating the recovery of the
economy. The tsunami devastation prompied a temporary
change in the focus of monetary policy in 2005. The daily open
market aperations (OMOs) were temporarily suspended from
early in January 2003, to ensure the smooth functioning of
financial markets during the early post-tsunami period. OMOs
were subsequently recommenced late in February 2005 as the
threat of the tsunami on the financial sector and economic
activities began to dissipate gradually. Subsequently, OMOs
had te be conducted aggressively to contain the inflationary
pressures. The tightening of the monetary policy stance through
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aggressive OMOs was further buttressed by taking measures to
contain the Teserve money expansion. Accordingly, the Central
Bank refrained from purchasing Treasury bills in the primary
market as far as possible, conducted secondary market outright
sales to mop up excess liquidity from the markel permanently
and raised the Central Bank’s policy interest rates, viz.
Repurchase and Reverse repurchase rates, in four steps: 25 basis
paints in May, 50 basis points in June, 25 basis poinis in
September, and a further 25 basis peints in December 2005.

The economy responded well to the tightening of monetary
policy as made evident from the slowing down of monetary
expansion, the moderation in inflation and the decline in
inflation expectations. Reserve money expansion decelerated
to the targeted growth path by end December 2005 and broad
money growth also slowed down, although the growih rate
remained high. Greater stability in the external sector oo
supported monetary operations in achieving monetary policy
objectives. Inflation decelerated from the high level in early
2005 by the end of the year, supported by monetary tightening,
greater stability in exchange rates and favourable developments
in the aggregate supply. A decline in inflation expectations was
reflected in the lower secondary market yield rates pertaining
10 government securities and the lower premia in the foreign
exchange forward markets.

The financial sector expanded with improved stability and
resilience in 2003, The performance of financial institutions
improved in terms of profits, soundness and a widening of the
array of financial products and services during 2005. Access to
finance was further enhanced with financial institutions offering
new facilities and with the setting up of a new institution

Financial sector infrastructure was further improved with
measures being taken to increase the efficiency of the payment
and settlement systems, the introduction of new legislation to
facilitate the smooth functioning of the financial system, and
improvements made to the regulatory and supervisory
framework in line with intcrnational best practices.
The Payment and Settlement Systems Act, No. 28, enacted in
September 2005, enables the Central Bank to oversee the
national payment and settlement systems. Further an
amendment was made to the Banking Act in 2005 to prohibit
fraudulent network marketing practices, The efficiency of the
Real Time Gross Settlement (RTGS) system and the Scripless
Securities Settlement (SSS) system was improved and access
to those systems was widened. To improve the retail payment
and settlement system, a Cheque Imaging and Truncation {CIT})
system will be implemented in 2006. Financial institutions wete
requested to enhance their capital and new regulations have
been issued in relation to the single borrower limit, related party
transactions and disclosure of information. Banks have been
advised to adopt the Basel II capital accord by 2008. The fit and
proper criteria for selecting the board of directors of financial
institutions have been further strengthened. The Central Bank
continued its public awareness campaign aimed at educating the
public on the risks of investing in unregulated and fravdulent
financial institutions and investing in fraudulent net work
marketing schemes. To enhance public confidence and to
generate public awareness of the stability of the financial
system, the Central Bank published the second Financial
Stability Review 2005 updating the status of financial system
stability.

; ; ” _ ¢ The resolution of several important issues relating to the
catering especially to Small and Medium scale Enterprises cost of intermediation, the supervision of conglomerates and
(SMEs). Activities in financial markets surged to record high improvements in corporate governance may further
levels, particula:ly in the foreign exchange and share markets, enhance the resilience and stability of the financial system
with rising confidence in economic prospects. while improving confidence in the financial system.

o During 2005, the Central Bank took several measures to The intermediation cost of banks, represented by the interest
further improve the stability of the financial system. spread, has declined in the recent past, but still remains high
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relative to regional standards. Efforts need to be made by banks
to improve efficiency and productivity to lower the high
intermediation cost. Recent issues relating (o the concentration
of share ownership of financial institutions, which undermines
public and investor confidence, underscore the necessity for
strengthening corporate governance in financial institutions.
This has been evident in the cross shareholdings in financial
canglomerates and the resulting conflicts of interest. The
Centrai Bank has already taken initiatives 1o enhance corporate
governance through strict enforcement of the Banking Act and
imposing market discipline through greater diselosure of
information by financial institutions.

1.2 External Economic Environment

With continuing growth and subdued inflation in the global
economy, the external economic environment remains
favourable to Sri Lanka's economic growth prospects.
Despite the continuous surge in international oil prices and the
frequent occutrence of natural disasters, global GDP growth in
2005 reached 4.8 per cent. This foliowed the economic growth
of 5.3 per cent in 2004, the highest in the past few decades.
However, the growth in the volume of world trade slowed down
to 7.3 per cent in 2005 from 10.4 per cent in 2004, reflecting
the slow down in global cconomic growth. Global headline
inflation picked up marginally in 2003 in respanse to higher oil
prices, but cere inflation remained stable and tnflation
expectations have remained well grounded given ihe gradiral
withdrawal of the monetary policy stimulus in many countries.
Future prospects for global economic growth remain robust and
the global GDP is projected to grow in 2005 at a shightly higher
raie of 4.9 per cent in 2006. However, there are a number of
downside risks to the projected global outlook. High and
volatile oil prices and their impact on price levels could threaten
the current stability in core inflation. The avian flu could
become pandemic lcading 1o extremely high human and
economic costs. The rising global imbalances, especially the
large current account deficit in the USA and its growing
external indebtedness, pose the risk of disorderly adjustment if
financing those deficits becomes difficult.

The economic growth of Sri Lanka’s major export
destination countries remains robust. The projected growth
in the USA is expected to moderate bui will still remain
relatively higher than the growth in other industrial countrics.
In Japan, economic activity is expected to pick up strongly.
easing deflationary pressures. Despite the weak performance of
the Euro area in 2003, its expansion gained momentum from the
fourth quarter of 2005 onwards. The economic growth of
emerging market economies and developing countries also
remained robust, despile slowing down marginally to 7.2 per
cent in 2005 from the 7.6 per cent growth in 2004. The rising
ail prices, the slowing down of the glabal econamy and country

Table 1.4

Global Economic Developments and Outlook
{Annual parcentage changa unless stherwise indicated)

Actual Projections
2004 2005 2005 2007
World output 53 Coo48 49 47
Advanced economies 3.3 27 20 2.8
United States 4.2 35 34 33
Eurg area 21 e 20 19
United Kingdom 31 1B 25 27
Japan 23 27 2.8 2.1
Developing countries 78 72 6.9 ]
Developing Asia 08 - 886 82 8.0
China 10.1 CE T 85 8.0
India a1 = R 73 0
World trade volume i
{Goods and services) 10.4 73 8.0 7.5
Imports S
Advanced economies 8.9 e 62 56
Developing economies 158 124 . 12.9 11.9
Exports : '
Advarced economics 8.5 83 6.6 iR
Develcping economies 148 il 10.9 10.3
Price Movemsnts :
Consumer prices
Advanced economies 210 ':_ S g 2.3 2.1
Developing economies 57 ey 5.4 48
Commodily prices il
ol 30.7 413 14.8 28
Mon-fuel 18.5 10,3 10.2 -5.5
Six month London interbank
offerad tate (per cent)
On US dollar deposits 18 38 5.0 51

Source: World Economic Outlock {Aprit 2008), IMF

specific factors contributed to the marginal slow down. In
emerging Asia, India and China continued to exceed expected
growth ratcs, supported by strong domestic and external
demand. Middte Eastern countries and the Commonwealth of
Independent States benefited from rising oil prices. There are
no signs of a slowing down of activity in emerging markets and
developing countries.

Efforts to strengthen the rule based trading system
continued and Sri Lanka made further progress in securing
market access through multilateral, regional and hilateral
trading arrangements in 2005. Sri Lanka remained firmly
commilted to the multilateral trading system, being a founder
member of the World Trade Organisation (WTO). At the Sixth
WTO Ministersal Meeting in Hong Kong SAR held in 2005,
some progress was achieved in implementing the Daha
Development Agenda. Substantial progress was made in
phasing out agriculture subsidies and granting extra
concessions to Least Developed Countries. On the regional
front, 8ri Lanka agreed to convert the South Asian Preferential
Trading Arrangement (SAPTA) inte the South Asian Free
Trade Area (SAFTA). A further stride in regional agreements

10
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was made with Sri Lanka achieving substantial progress in
finalising the draft Free Tracde Area (FTA) of the Bay of Bengal
Initiative for Multi-Sectoral Technical and Economic
Cooperation (BIMST-EC). Sri Lanka continued to receive tariff
concessions from member countries under the Global System
of Trade Preferences (GSTP), which was established as a
framewaork for the cxchange of tariff preferences among
developing countries. Bilateral negotiations between Sri Lanka

movements. Energy producing state-owned enterprises need to
be reformed to ensure their financial viability and thereby
the provision of uninterrupted supply of energy at a
competitive price,

1.3 Medium Term Macroeconomic Outlook,
Challenges and Policies

o The Medium Ferm Macroeconomic Framework (MTME)

and the European Union {EU) on the GSP+ scheme yielded a
breakthrough in 2005, but further negotiations are required to
reap i1s full benefits. Negotiations on the Comprehensive
Economic Partnership Agreement (CEPA) between Sri Lanka
and India continued 1n 2005. The bilateral framework
agreement signed by Sri Lanka and Pakistan on trade became
operational from June 2005, after resolving issues relating to
concessions sought by both countries. Several other bilateral
trade discussions took place in 2005 with Thailand, USA and
Iran. It is important for Sri Lanka to rationalise the existing
economic relations by taking into account the collective impact
on the medium to long-term path of hiberalisation and ensuing
economic developments.

Global financial market conditions remained orderly in 2005.
Although short-term inlerest rates contimued to rise due o the
monetary policy tightening in the USA and the Euro area, long-
term global interest rates remained low. Higher net savings by
both emerging markets and the corporate sector ia developed
countries and increased o1l revenues provided ample liquidity ta
global financial markets, which also helped maintain stable long-
run interest rates. The short-run interest rate differential
favourable to the US dollar Jed to greater financial flows to the
USA and the appreciation of the US dollar which helped finance
the growing current account deficit in the USA without causing
any disorderly adjusiments. A notable development in emerging
Asia during 2005 was the introduction of more flexible exchange
rate regimes in China and Malaysia, which relaxed their
currencies’ longstanding peg to the US dollar. This move is
expecied to partly address global current account imbalances.
However, an orderiy adjustment of global imbalances requires
further appreciation of currencies in surplus Asian and oil
producing couniries against the US dollar. Many emerging
markets and developing countries issued intemnational bonds with
favourable interest spreads to meet their borrowing needs.

High oil prices may prevail, but any further escalation
remains uncertain. A fundamental uncertainty about
both demand for and supply of il arises from the pace of
global economic growth, usage of oil, continuing
poittical uncertainty and limited spare capacity. The uncertain
global energy situation requires Sti Lanka to be cautious in its
energy policy. The undue fiscal burden due to fuel subsidies and
high fuel consumption could be reduced through a consistent
energy pricing policy that refleets international price

presenied with the Budget 2006 expects the country to move
onto a higher growth path with improved macroeconomic
stability in the medium term. In the next four years, GDP
growth is expected to accelerate substantially bolstering
regional development as well as the nation rebuilding
programme of the government in the aftermath of the tsunarmi
devastation. The growth is intended to be achieved through
enhanced savings and investment supported by productivity and
capacity improvements. The external sector is expected to
further improve in the medium-run benefiting from the
improving political and macroeconomic environment, domestic
supply improvements, global demand, higher inflows through
remittances and foreign direct investment, and greater
utilisation of forcign assistance. The fiscal consolidation
process will also be continued through further measures to
increase revenue, and to rationalise expenditure, leading to a
surplus i the current account. Benefiting from the strengthened
fiscal consolidation and the higher economic growth rate public
investment may rise and the debt burden may decline. Monctary
pelicy and monetary management over the mediom term will
continue to aim at maintaining price stability while facilitating
economic growth.

Achieving the targets of the MTMFE depends on several
crucial factors. Restoring permanent peace would boost
investor confidence and accelerate expansion in economic
activities. Prudent macroeconomic policies have to be put in
place to ensure macroeconomic stability. The capacity of the
economy to grow can be significantly enhanced through a
comprehensive reform programme that would encompass the
develepment of pre-requisites for economic growth and
fostering of growth supportive factors. These inclede
countering asymmetric information problems such as the
principal agent problem and rent seeking and enhancing public
sector accountabitity as well as the detivery mechanism. These
efforts have 1o be complemenied by conducting a
comprehensive public awareness program an the role and
limitations of the public sector, benefits of liberalisation and
reforms, and the role of the private sector in improving
competitiveness and increasing access to both domestic and
international markets through their own efforts. A successful
aulcome in oil exploration could tum Sri Lankz into a trade
surplus country, providing resources to further accelerate the
growth process.
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Box 3

Welfare Cost of Subsidies

Substdies are of different types: transfers ot budgetary
resources, tax holidays, tax concessions, supplying geods or
services below cost and policies that create transfers through
the market mechanism. Subsidies are popular means of
providing relief by governments to categories of persons
(e.g. farmers), private agents and public enterprises, enabling
them to either purchase or sell a good or a service at a cost
below the market price.

The welfare cost of subsidies is multi faceted. They lead
to govemments incutring a budgetary burden, which has to be
met through either increased 1axing of the populaticon or
increasing the gevernment’s indebtedness or covering the cost
by cutting fisca! expenditure, frequently by reducing
expenditure on public investment. Thus, subsidies often
involve a serious opportunity cost of growth and development
with the reallocation of resources from productive public
investment to current expenditure, Furthermore, lower prices,
mostly belaw thé cost of production paid by economic agents
on goods and services could lead 1o over exploitation and
misallocation of resources. Ulilities such as water, electricity
and petroleum in many countries are subject to subsidies and
those resources are being over exploited. Such aver
exploitation could fead to a worldwide shortage of resources,

In 811 Lanka, subsidies are widespread. Annual subsidies
for fuel and fertiliser amouat to Rs.26 billion and Rs.6.8

billion, respectively. These subsidies amounted to 1.4 per cent
of GDP in 2005, which couid be compaired with the total
public spending on health 1n 2005 (Rs.44.8 billion) and the
cost of the Norochcholai power project (Rs5.47.9 billion). It is
almost equal to the total estimated cost of the Southern
Highway (Rs.33.9 billion). This is sevetal times higher than
the allocation (Rs.0.35 billion) made for the new Uva Wellassa
University in 2005. The annual cost of subsidies could be
utilised 1o construct about 1,300 schools or about 160 base
hospitals per year. In addition to these, a wide range of
corporate tax holidays and tax concessions exists ]eadm gloa
loss of fiscal revenue.

_ The key issues in managmg subsuiles are :he size,
incidence and distortions in allocation. The adverse
imptications of subsidies could be minimised by their
reduction through provision of subsidies only to the needy
through proper targeting. Though the need for reducing
subsidies has been recognised, intervention by various
pressure groups and insufficient consensus on reforming
subsidies, often does nol allow the 1mple:memanon of such
policies.

Rationalisation of subsndms Can remove econoftic
distortions, thereby impraving efficiency and growth, reduce
the budgcetary burden and significantly enhance much needed
pubiic investment.

The government has shown its commitment to achieving a
durable and lasting peace. Peace talks recommenced in
February 2006 balstering market confidence and prospects for
economic development.

Further consolidation of macroeconiomic stability that has
been achieved so far is essential to developing a conducive
environment for markets to operate effectively and the
economy to remain stable. Though the debt to GDP ratio
declined in 2008, the relatively higher level of debt poses a
threat to long-term debt sustainability. Further improvements
are needed to contain the primary and current account deficits
therehy generating surpluses needed for debt sustainability and
building up of external reserves. A strong and sustainable fiscal
adjustment process is implied in the medium-term targets of the
Fiscal Management (Responsibility) Act (FMRA). Fiscal
consolidation wauld pave the way for monetary policy to
operate effectively in containing monetary expansion and
maintaining price stabifity. To centain further monetary
expansion, the growth of its major components, namely, private
sector credit and net credit to the government, needs (o be

restrained. The expansion of credit to the private sector from
banks has to be curtailed in a manner that is nol harmful to
private investment while government borrowing from the
banking sector has to be reduced. The continuation of the
flexible exchange rate regime will prevent the build up of any
destabilising forces.

The current high international oil prices may cause a
destabilising effect unless long-term solutions are found.
With the increase in thermal power generation in the absence
of ather alternate energy sources, the country’s dependence on
tmnports of oil has increased over the years. High oil prices,
while exerting significant pressures on the government
budgetary resources, BOP, the exchange rate and inflation,
could further weaken the financial position of the Ceylon
Electricity Board (CEB) and the Ceylon Petraleum Corporation
(CPC) unless appropriate price adjustments are made to
ecanomise consumption. The country’s ability to withstand
pressure from high oil prices should be strengthened by
adopting appropriate policies within the macroeconomic
framework, developing alternative energy sources, minimizing

12
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Box 4

Prevalence and Macrocconomic Impact of the Principal Agent Problem and Rent Seeking

Many developed and developing countries suffer from
problems associated with asymmetric information and,
- especially, rent seeking, due to two reasons. First, the non-
recognition of the prevalence of those problems and second,
although the problems are recognized, measures to counter
them are inadequate. - 5
Asymmetric information problems refer to pmblems
arising from one party in a transaction or a contract having
- more or better information about the transaction or the
contract to make accurate decisions. The presence of
—asymmetric information leads to adverse selection, moral

hazard and associated principal agent problems, and rent.

scckmg impacting on [he econnmy and sometlmes causmg
market failure.!
- The principal agent problem isa moral hazard probiem

that arises when managers in control (the agents) of afirmor.

of the economy act in their own interest rather than in the
interest of the stakeholders or owners (the prlnmpais}
because the managers have less incentive to maximise profits
_than the stockholder-owners do. This is espe_u all_y relevant to

managing state owned enterprises when the government

(o the public), as the principal has to depend on appointed
agents to run those enterprises. Agents may not manage the.

enterprises in a way that principals would like them to if an

: appmpnale incentive/penalty system were not put in placc
‘Rent secking also arises from moral hazard, where
individuals or firms lobby governments or the camtakers of
the country’s resources to grant them fa\«aurs unduly or
allocate some of the resources for their pnvate use, causing:
a substantial social cost. Rent seeking is found commonly in
lobbying for lowering taxes, imposing tariff to avoid
competition, obtaining subsidies, obstructing the provision of

1. Akerlof, George A., “The Market for ‘Lemons’; Quality Uncertainty and the :

- Market Mechanism.” Quarlerly Joumal of Economics, 84(3), pp. 488-500,
1970; and Tullock, G. (1967). The Welfare Costs. ofTarlrrs Monopolies and
Theft" Westem Economic Joumal, 5, pp. 224-232.

public goods such as roads, and in bureauerats and politicians
unduly rewarding special interest groups. The Budget 2005
highlights that ‘T fact, tax concessions, customs duiy

reductions, exemptions, VAT rebates, and such other

concessions thai the business community canstantly seeks and

s secures from the Treasury, are much more than the entire

budyeted subsidy bill. These are hidden sulsidies, which the
more affluent and influential sections of our community enjoy
LR OHF COURtTY pt’acmg atr emendous by m‘f’u on the counny 1451
annua! budgetr.’ : . : :

- Rent seeking imposes a algmflcam cosi on lhe economy il
and retards economic growth through altering Ehc incentive

system, misallocation of resources, and breeding lnefﬁuency :

Firms may begin to spend resources on rent seeklng rather

. than improving competitiveness through produclwny

- enhancement and innovation. Further, the receipt of undue

. bencfits by special interest groups may cause dlsappomlmcm

~ and frustration among others leadmg to Iackluqtr-:__ :
- performance in the economy. ' -

- Rent seeking restlts in a sub—opuma a]locatlon of_

~_resources and may reduce efforts to enhance productivity.
- Those with aulhomy could favour their special interest
- groups who may campaign to elect them again. Under such =
_circumstances, bureaucrats and polmmns may not act in. the

best interest of socu:ly These actions would d1stort Ihe-:

‘structure of economic’ and. snmal incentives and lead to a

misallocation of Tesources, rcsultmg in we[fare losses &nd g

fhmdenng economic growth. -

The incidence of dsymmelrlc mformatmn reiated-;-

problems could be reduced through improved governance, .
ensuring accountability, proper auditing, public disclosure of

fransactions, and conducting public awareness programs,
Efforts of the civil society as warchdogs ef governance, the
environment, human rtghts efc., also help mmgalc these
problems.

inefficient use of fuel, resiructuring energy related public
institutions and phasing out wastefu! subsidies associated with
high cil prices. In this regard, the CEB should develop the
capability to meet the [uture electricily demand of the country,
for otherwise, the high growth expectations in the medium to
long run would be impeded. Sri Lanka may be fortunate to find
petroleum resources as indicated by a recent seismic survey,
which shows the existence of oil deposits in off-shore arcas of
the Western and North-Western regions. However, while those
efforts are intensified. Sri Lanka has to develop alternative

energy sources and enhance the efficiency of transportation and
other CNETEY USETS.

It is necessary to undertake critical structural reforms
urgently since the current state of infrastructure has posed
a serious capacity limitation on continuing growth. A series
of reforms would be necessary 10 develop economic and
social infrastructure essential for the continuation of economic
growth, the generation of a senes of tradable services and
supporting poverty alleviation, The present serious supply
shortages and regional disparities in roads, electrioimy,
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Takle 1.5
Medivm Term Macroeccnomic Framework 2005 - 2009

. Frojactions
Indigalor i
Unit 2005(a) 2006 2007 2008 2009
Real Sector
GOP at Market Prices Rs bn 2368 2,732 3139 3.563 4,018
Real GDP Growth % 6.0 69 74 a1 a4
Inflation-GOP Defalor i 94 8.0 7.0 5.0 4.0
Total Investment % of GOP 26.5 3040 20 33.9 3.8
Private Investment % of GOP 155 2186 24.3 26.2 27.0
Public Invesiment % of GOP 69 B4 77 77 78
Domeslic Saving % of GDP 172 20.5 2240 24.8 264
Privals Saving % of GDP 1.9 214 215 227 2358
Public Saving % of GOP 2.1 0.9 05 21 29
Nalional Saving % of GBP 235 26.5 278 305 e
Exlernal Sector
Trade Gap US $ mn 2516 2918 3372 -3.440 -3.560
Exports Us§mn 5,347 6,995 7748 8585 9.460
Imports US % mn 8863 9,911 11,1290 12028 13.021
Services USSmn jorck: 409 411 474 504
Receipls US3mn 1.54C 1,737 1.888 2062 2.245
Payments USSmn 1.202 1,328 1477 1589 1,741
Current Account Balance Us$mn -B5C -886 -1,124 1,009 -973
Currenl Account Balance % of GDP 28 3.3 38 - 2.7
Overall Balance USE mn 501 400 320 210 353
External Official Resarves !
{Monihs of Imports) Months 33 33 33 3.2 32
Debl Service Ratio (b} % 79 109 99 08 10.0
Fiscal Sector ()
Revenue % ol GOP 151 17.8 181 1685 186
Expenditure % ol GDP 24.7 269 253 2356 2356
Currenl Account Balance % of GDP 27 0.9 05 21 29
Owverall Budger Deficit % of GDP 8.7 : -1 72 =N 5.0
Domestic Financing % of GOP 52 4.5 32 22 24
Financial Sactor (d} e
Reserve Money Growth % bR 15.0 14,9 14.5 1390
Broad Money Growth {Map) % 19.1 i5.0 140 14 5 130
Natrow Money Growth (My) S 24 130 1249 125 110
Growth in Credil 10 Privale Seclor * 215 16.0 193 17.0 136
Growth in Cradil ta Public Sector % 07 4.2 5.7 -5.0 51

{a)
{b)
(c)
{d}

Prawisional.

Tolal debt service paymenis as a percentage of eamings from merchandise exports and services.

Includes tsunami expendliture.
Paint-to-point growth in end year values.

telccommunication, transportation, water supply, health and
education facilities constrain growth. Anticipated regional
development cannot be achieved without an efficient system
of infrastructure linking economic cenires to the peripheral
rural secter. The continuing regional disparity could generate
public agitation, if opportunities are not equitably provided,
by addressing the infrastructure limitations. Institutions
supplying those services need to be strengthened and « higher
level of efficicncy and accountability has to be ensured. Pricing
of services without covering at least the cost of production
[orces institutions providing infrastructure facilities to depend
on budgetary support from the povernment. Independent
regulatory mechanisms are lacking in some sectors and some
of the existing mechanisms are weak. Health care is saddled
with labour disputes, insufficient investment and improper
targeting, Education displays serious mismarches with market

Sources: Budget 2008
Cenilral Bank of Sri Lanka

needs, and has not been able to generate the required human
capital needed for rapid economic development.

The over-dependence of the private sector on the
government for social equity, protection and subsidies
ne¢ds to be rationalised in view of short-term budgetary
constraints and long term economic costs. Any
successful economy, for the most part, is driven by the cfforts
of private agents. The skill, entrepreneurship and
resource endowments of the private sector drive the economy
to generate higher income. The private sector needs
to take their own initiatives to intensify competitiveness
through increasing productivity, continuously engaging
in research and development activities, and facing the
challenges of globalisation while reaping benefits from it,
without seeking any undue protection from the government
at a high social and cconomic cost. The effectiveness of
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protection from domestic and international competition is
usually short-term since efforts by domestic and intemational
competitars in fechnology improvemeats enhances
productivity and lowers production and transport costs thereby
enabling easier access to markets. Measures to provide
protection in one sector raises the cost of production in all
other sectors leading to lower competitiveness of the nation
and hence resubis in a large economic cost. Poorly targeted
and undue subsidies drive budgetary resources away from
productive investment. Therefore, the general public must be
enlightened about the bencfits of free and liberal economic
policies, structural reforms, competition, and the welfare cost
of proteclion and subsidies.

Finally, the government’s dependence on the public sector
institutions to enhance service delivery and the domestic

private sector institutions to provide impetus to growth
has to be validated by putting in piace mechanisms ta
enhance productivity, accountability and improved
governance. The government being the principal has to depend
on appointed agents to manage public sectoranstitutions. Thus,
there has to be mechanisms and a reform programme to ensure
that those agents perform their tasks o generate benefits to the
country rather than seeking personal benefits. Rent seeking occurs
when individuals and firms receive berefits through lobbying the
government, which could cause serious social and economic
costs. Most of the existing subsidies, concessions and measures of
protection have imposed serious social and economic
costs though they benefit a select few. The public sector has
10 be subject to a proper mechanism to ensure accountability
and efficiency.
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