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10. GOVERNMENT FINANCE
The fiscal policy strategy of the government

announced in Budget 2004 envisaged the
achievement of the medium term objectives

stipulated in the Fiscal Management
(Responsibility)

Act

(FMRA)

by further

consolidating the improvements made in recent

years A number of measures were proposed in
this direction in Budget 2004 on all major fronts
in fiscal operations, viz. revenue, expenditure and

debt management, Original fiscal aggregates
were revised subsequently with the publication
of the Pre-Election Budgetary Position Report in
compliance with the FMRA in February 2004. The

'Economic Policy Framework of the Government

of Sri Lanka'

(EPF-GOSL), released in July 2004,

introduced further changes on the fiscal policy

front.

Frscal performance

in the first eight months of

2004 and the projections for the balance period
indicate that the budget def icit is likely to widen
due to a decline in government revenue and an

increase in current expenditure Hence,
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amperative to improve revenue collection and restrict further

increases

growth and macroeconomic stability Moving towards

in recurrent expenditure to prevent further

revenue/GDP target

of 20 per cent, containing the

deterioration in frscal operations. lt is necessary to strengthen

budget deficit in 2004 around 8 - 8 5 per cent of

the fiscal consolidation efforts and continue with necessary

GDP and reducing

reforms to achieve the targets stipulated in FMRA and

EPF-

term budget framework to a level below 5 per cent

while providing necessary support, mainly through the

of GDB in line with the provisions of the FMRA, were

GOSL

increased public investment,

to stimulate sustainable

regionally balanced economic Arowth

for

the budget def icit within a medium

and

the major objectives Raising public investment from

reducing

the current level of about 5 per cent of GDP to about

unemployment and poverty In this process, the government's

8 per cent over the medium term to support

resource limitations, policy priorities and choices should be

regionally balanced economic growth process in the

explained to the general public with associated costs and

country is also envisaged

a

benefits to avoid any misconceptions

tr
Fiscaf Policy Strategy - 2OO4

As the continuously

weakening revenue performance,

particularly the declining tax revenue as a per cent of
GDP was one of the major concerns in the fiscal f ront,

tr

The fiscal policy announced in Budget 2004 envisaged

several measures were introduced with a view to

the continuation of fiscal consolidation, to support

the growth momentum, while

increasing the tax revenue in 2004. Accordingly, the

improving

two band VAT rate was unified at 15 per cent with

macroeconomic stability, creating employment

effect from 01 January 2004. Several administrative

opportunities and providing relief to the general
arrangements, including the setting up of a special

public Within this broad policy framework, Budget
VAT refunds audit unit and a special collection unit,

2004 presented a series of measures to enhance

were introduced by the Inland Revenue Department

revenue, contain expenditure and improve

to improve the VAT collection. In order to recoup the

government debt management The target was to
revenue shortfall due to the unification of VAT to
achieve an overall deficit of 6 8 per cent of GDP in

a

single rate, simultaneous changes were made in the

2004, while reversing the increasing trend in the
rates of other taxes, particularly in excise duties and

government debt to GDP ratio

import duties.

tr

The new government, as spelled out in its

economic

tr

Widening of the withholding tax base, imposition of

policy framework, has given priority to reversing the
taxes on annuities or royalties paid by any person or

prevailing adverse trends in fiscal development to
more sustainable levels, especially in the areas of

partnership, profits earned from sale of shares, other

income (excluding donations and grants) of

revenue and public investment, to facilitate economic

institutions approved under Section 8(a) of the Inlano
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Revenue Act (exceot international and multilateral

funds were also required for the general election held

organisations) and imposition of an Economic Service

in April 2004.

Charge were among the measures introduced with a

tr

view of improving the direct tax collection.

With the anticipated improvement in the overall
deficit and an increase in external resources, Budget

tr

Meanwhile, the proposal

to establish a

2004 expected a sharp reduction in the borrowing

Revenue

requirement from domestic sources.

Authority (RA) was withdrawn by the government.
In lieu of the RA, a Revenue Board was appointed in
July 2004, comprising the chief officials in the General

Treasury and departments

of Inland

D

lmprovement in public debt management was
envisaged to support further consolidation of fiscal

Revenue,

operations. As interest payments is the single most

Customs, Excise and Board of Investments (BOl).

critical item in recurrent expenditure, debt
tr

The continuation of measures to further contain the

management policies were expected to direct towards

recurrent expenditure while encouraging externally

the reduction of interest payments, with the support

unded public investment programmes was envisaged

of the declining borrowing requirement of the

in Budget 2004. Suspension of recruitment to the

government Benefiting from the declining borrowing

public sector, better targeting of welfare programmes,

requirement, a reversal of the increasing debVGDP

limited allocation for unforeseen and unclassified

ratio was also anticipated, which would help moving

exoenditures and strict controls over the release of

towards the medium term targets set out In the

funds for rupee funded non-priority capital

FMRA.

f

expenditure were among the major measures. Budget

2004 proposed to provide additional relief to the

tr

Budget 2004 envisaged continuing the privatisation

general public, by providing a 'l 0 per cent salary and

programme. Howevel with a subsequent policy

pensron increase commencing from January 2004.

change announced in the EPF-GOSL, the government
decided to stop the privatisation of public enterprises

tr

5ubsequent measures introduced on the fiscal front

while continuing the reform process thereby to

include a relief package introduced in January 2004

encourage the public enterprises

for households in drought affected areas, rectification

private sector. Meanwhile, the government in June

of the salary anomalies in the health sector in February

2004 established Strategic Enterprises Management

2004, subsidy payments granted on selected

Agency (SEMA)

commodities (e9., petroleum, electricity, LP gas and

efficiency in strategic public enterprises to make them

wheat flour) and additional transfers to Sri Lanka

commercially viable and f ree from budgetary support.

Railways and Cluster Bus Companies. Additional

These enterprises are required to add their profits and
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dividends

to the government to improve the

fiscal indicators, i.e., overall deficit, current accounr

government revenue.

deficit and primary deficit.

Budget Deficits

Fiscal Sector Performance in 2OO4

Chart 10.1

Overall Developments
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The overall deficit as a percentage of GDP during the

I

s
first eight months of 2OO4 was 5.5 per cent (Rs. 108.9
billon) as in the same period in 2003. However, this
accounts for about 81 per cent of the annual target

of 6.8 per cent of

2000

GDP envisaged in Budget 2004
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During the first eight months, the current account
def icit (government dissavings) accounted

to 2.2 per

cent of GDP and the primary deficit (overall deficit

A

The overall budget deficit in 2004 is likely to increase

to about 8.7 per cent of GDP as against the original

net of interest payments) accounted to 1.3 per cent

target of 6.8 per cent and the overall budget deficit

compared to annual targets of 1.3 per cent and 0 8

of 8.0 per cent in 2003 The deviation would come

per cent, respectively

from both the expected decline in total revenue and

tr

the expected increase in overall expenditure.

During the first eight months, government revenue

as well as expenditure and net lending, as

a

percentage of GDB declined over the previous year

Although the total revenue in terms of GDP declined,
the increase in the tax revenue/GDP ratio during the

first eight months of 2004 was an encouraging
development

Revenue

O

Total revenue in the first eight months of 2004
declined

to 9.6 per cent of

GDP (Rs. 190.7 billion)

from 10'l per cent (Rs. 180.1 billion) in the

same

period in 2003 mainly due to the declined non tax
revenue collection The realised revenue during the

tr

The revised budget outturn for 2004, based on the
performance realised so far and projections for the

rest of the year, indicates a considerable deviation
from the original estimates in Budget 2004 and the
performance in 2003 Deviations are likely in all major

first eight months was only about 59 per cent of the
annual target of 16.4 per cent of GDP. Unlike in the
recent past, tax revenue as a percentage of GDP in

the first eight months oI 2004 increased to 8.7 per

cent (Rs. 172.9 billion) from 8 3 per cent (148.5
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billion) in the previous year This increase was mainly

Second, non-tax revenue also will decline by Rs. 10 2

due to the increased tax collection from import related

billion The original targets for tax and non-tax

taxes However, revenue from income tax was

revenue were Rs 291.3 billion and Rs 40.3 billion,

considerably below the expectations Meanwhile, non

respectively.

tax revenue decreased to 0.9 per cent of GDP
1

(Rs

7.8 billion) from 1 .8 per cent (Rs. 31 .6 billion) in the

tr

The main reason for low income tax revenue is the

first eight months of 2003 due to a relatively smaller transfer

shortfall in corporate income taxes Investment

of profits from the Central Bank and non existence of one

allowance adlustments, bad debt adjustments and

off non-tax receipts as in the previous year.

the dependence of collecting corporate income taxes

on a few companies are the main causes for the
Composition of Government Revenue

- 2004

reduction in corporate income tax collection. The
Chert 10.2

expected revenue from the Economic Service Charge
(ESC)

for 2004 will also be lower mainly due to the

subsequent changes introduced on the rates and the
threshold applicable for ESC.

tr

VAf 37lo

The revenue from withholding taxes is also expected

to fall short of the Budgeted targets Lower interest
rates on government securities and the issue of
marketable securities with relatively shorter maturities

are the major reasons for the lower collection of

tr

According to the revised annual estimates for 2004,

withholding taxes on government securltles
government revenue is expected to be 1 5.8 per cent

of

GDP (Rs

312.5 billion) against the origrnal target

tr

of 16.4 per cent of GDP (Rs 331 .6 billion),

a

shortfall

of about Rs 19 billion. However, the tax

revenue/

As VAT on imports is expected to increase due to the
envisaged growth in the value of imports, the shortfall

GDP ratio would increase

to

in VAT collection is expected to arise from the

14.2 per cent of GDP

domestic sector Nevertheless, VAT collection

Irom 13.2 per cent, a reversal of the declining trend

is

concentrated on few commodities. Despite the

seen since the early 1990s, but still below the original

estimate

of

improvements in the refunds mechanism, including

14.4 per cent

of

GDP

for 2004

The

expected decline in total revenue over the original
budget will be due to two rbasons. First, tax revenue

will decline by Rs 8.9 billion to

Central Bank of Sri Lanka
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4 billion.

the increase in the refund payment period to

six

months, VAT cash refunds during the first eight
months of 2oo4 amounted to Rs 'l 2 billion and the

budgeted total refunds Ior 2004 is Rs. 19 billion,
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which is still high. Exemptions granted for selected
commodities such as fertiliser, sugar, lentils and

Expenditure

tr

agricultural machinery etc. to ease the pressure on

Total government expenditure during the first eight

months of 2004 declined

the cost of living and to reduce the cost of production

(Rs. 299.6

in the agriculture sector would also lower the

to 15.1 per cent of

GDP

billion) from 15.6 per cent (Rs. 278.5

billion) incurred during the corresponding period of

expected VAT collection In spite of these destabilising

the previous year This accounts for about 65 per cent

factors however, with the impetus from expected

of the annual expenditure target of 23 2 per cent of

increase in imports, overall VAT collection in 2004 is

GDP (Rs.469.4 billion). Of

antrcipated to increase by 0.4 percentage points to

expenditure as a percentage of GDP declined to 1 1.9

5.9 per cent of GDP in comparison to 2003, which

per cent (Rs. 235.4 billion) from 12 6 per cent

is

the total, current

(Rs.

224.7 billion) in 2003 and capital expenditure and

an encouraging development.

net lending increased to 3.2 per cent (Rs. 64.2 billion)

tr

from 3.0 per cent (Rs 53.8 billion) in the previous

Revenue from customs duties on imports is expected

year

to increase in comparison to 2003 due to the upward
revision of duty rates and higher import growth. The

Composition ot Current Expenditure

collection from excise duties is expected to be higher

- 2004
Chart 10.3

than the budget estimates The upward revision of
excise duty rates

to recoup the revenue

loss as a result

Central

9overnment
civil 5ector

of the consolidation of VAT to a single rate, the

14o/o

Pen5ions
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lnterest

increase in production of hard and soft liquor as well

310h

the increase in motor vehicles and

Defence

petroleum imports will help achieve the expected

Transfers to

as crgarettes, and
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Fertiliser
subsidy
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ncreaSe.

Meanwhile, non-tax revenue is expected to be lower

than the original target mainly due to nonimplementation of some of the budget proposals,
such as the transfer of funds from dormant

EPF

accounts and land sales and lower than expected

profit transfers from the Central Bank.

tr

Of the total current expenditure, the entirety of the

decline came from interest payments as the non
interest current expenditure remained almost at the

previous year's level. The government incurred

additional recurrent expenditure mainly on the
rectification of the health sector salary anomalies,
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relief payments

to

households in drought affected

Financing

districts, payment of subsidies to domestic consumers

on major commodities such as petroleum,

LP gas

wheat flour and increased transfers

to

and

tr

The total resources gap in the first eight months of

public

2004 was 5.5 per cent of GDP (Rs. 108.9 billion) In

enterprises. In addition, there was a 10 per cent salary

financing the deficit, net resources available from

and pension increase commencing from January

external sources amounted to 0 9 per cent of GDP

2004. Meanwhile, the increase in capital expenditure

(Rs. 18.2

and net lending during the first eight months of 2OO4

for budgetary financing amounted to Rs 2 4 billion

was mainly due to the increase in expenditure on

(0.1 per cent of GDP)

billion) Total privatisation proceeds received

foreign funded public investment programmes.

tr
tr

As the receipts f rom foreign sources and the

The revised estimates for 2OO4 indicate that total

privatisation programme were relatively low,

government expenditure and net lending is likely to

borrowings from domestic sources during the first

increase by Rs. 15 8 billion to Rs.485 3 billion (24.5

eight months of 2004 increased to 4.4 per cent of

per cent of GDP) from the budgetary target (23.2

GDP (Rs. 88.2 billion) surpassing the annual domestic

per cent of GDP) This is due to an expected increase

borrowing target of Rs. 65 billion envisaged in Budget

in current expenditure by Rs 29 0 billion to Rs 386 6

2004 The corresponding amount during the

billion (l9.5 per cent of GDP) and an expected

period in the previous year was 3 3 per cent of GDP

decrease in capital expenditure and net lending by

(Rs. 58

Rs. 13 0 billion

to

Rs.

same

4 billion).

98.7 billion (5.0 per cent of

GDP).

tr

Higher borrowings and the uncertainty that prevailed

in the market in most part of the first eight months

tr

The increase in current expenditure would be due to

of 2004 exerted upward pressure on domestic interest

the expected increases in subsidies, transfers and

rates. However, cautious debt management policies

salaries and pension payments.

and the issue of dollar denominated Sri Lanka
Development Bonds (SLDBs) helped to contain some

tr

The containment of rupee funded capital expenses

of the rise in interest rates in the domestic market.

due to the shortfall in government revenue and the

Meanwhile, medium-term domestic borrowings were

suspension of the Voluntary Retirement Scheme (VRS)

restricted to the shorter maturities due

proposed for public sector employees in Budget 2004

preference and

are the major reasons for the expected decline in

medium-term. However, this may increase the roll

capital expenditure and net lending in 2004.

over risk due to bunching of repayments.
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According to the revised budget outturn, the total

Domestic Flnancing
Chln 10.{

resource gap for 2004 is estimated

to be about

Rs.

'.1

172.8 billion in comparison to Rs. 137.9 billion (6.8

per cent of GDP) envisaged in the original budget,
resulting in a Rs. 34.9 billion increase.

tr

External resources (loans and grants) available to
budgetary financing is estimated to be Rs. 34.4 billion.
This consists

amounting
repayments

2mo

of gross receipts of external borrowings

T

Brnk

to Rs.57.7 billion, external loan
of

Rs. 33.2 billion and foreign grants

totaling Rs. 9.9 billion. Gross receipts of foreign
financing in 2004 indicate a significant reduction

Government Debt

tr

The rate of increase in the government debt stock

is

mainly due to the decline in foreign programme loans

likely to continue exceeding the nominal GDP growth

30 million in comoarison to US dollars

rate in 2004. Consequently. the government debVGDP

to

US dollars

226 million in 2003.

ratio is expected to increase further to 106.4 per cent
by end 2004 from 105.9 per cent at end 2003.

tr

Total Privatisation proceeds received for budgetary
frnancing amounted to Rs. 2.4 billion.

tr

The increase in budget deficit, relatively higher
depreciation of the rupee against major currencies

tr

The balance net resource reouirement of Rs. 136.0

and the deceleration in the groMh of the economy

fold

would contribute to the increasino debUGDP ratio.

billion, a more than two

increase over the original

estimate of Rs. 65 billion, will have to be raised from

the domestic market. As the resources available
the domestic non bank sector are estimated at

in

Govemment Debt
Cltrrt 10.5

Rs.

106.4 billion, the balance requirement of Rs. 29.6
billion would have to be obtained from the bankino
system.

I

a

o

As government has raised U5 dollars 158.5 million
(Rs.16.3 billion) by issuing SLDBs on net basis, total

borrowings from domestic rupee sources would
amount to Rs. 1 19.7 billion in 2004.
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The increase in debVGDP ratio highlights the need

efforts should be made to maintain the smoothness

for strengthening the fiscal consolidation process so

in the maturity structure of the government

to achieve the medium-term targets set out in the

borrowings by adequately spacing them out to

as

minimise risks from bunching in the future

FMRA and EPF-GOSL

Government Debt Service Payments vs Government Revenue

Debt Service Payments

10.6
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Total debt service payments in 2004 are estimated to

250

be Rs 303.1 billion (15.3 per cent of GDP) Of this,
amortisation payments would be Rs 182.9 billion (9

200

2
150

per cent of GDP) and interest payments would be Rs.

'100

120 2 billion (6 1 per cent of GDP)

50
0
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2000

High amortisation payments in 2004 and in the recent

I

lnterest

2002
2003
2001
I Amortisation E Bevenue

2004 Proj

past was partly due to the early retirement of high
cost Rupee loans to lower the budgetary cost in the

tr

medium-term

The interest payments, which absorb about 38 per
cent of the government revenue,

is

the largest single

expenditure item rn the budget Hence, the

tr

As in the recent years, debt service payments are
expected to close

to

conttnuation of a low interest rate regime will help

the government revenue (97

curtail the budgetary expenditure in the medium

per cent of estimated total revenue) indicating the

term Therefore, fiscal and other

government's limitations in handling fiscal activities
This will force the government

macroeconomic

policies, particularly the debt management policy,

to borrow more to

should be directed towards ensuring a conducive

meet all other expenses, including essential expenses

environment

such as salaries, pension payments, and public

for lower interest

r'ates without

contravening monetarY PolicY

investments.

Fiscal Sector 20O5

tr

Although the ratio of

debt service payments to

government revenue in 2004 indicates a relative

tr

Given the medium term objectives as well as the need

improvement over 2002 and 2003 when it reached

to ensure overall medium term macroeconomic

108 8 per cent and 119.6 per cent, respectively, it

stability, it would be desrrable to maintain the overall

highlights the still prevailing burden from debt service

budget deficit below 7 5 per cent of GOp in ZO05

payments on the overall fiscal operations. Hence,

This level would be consistent with the required
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consolidation path towards achieving the targets set

in the public investment programme would dampen

out in FMRA and EPF-GOSL. lt would also be a level

the expected improvement in the economy.

that is compatible with other macroeconomic
variables and would not adversely affect the

tr

However, the success

of achieving the

expected

government intervention in stimulating the growth,

overall improvement in the fiscal front is highly

providing relief to the needy people and achieving

dependent on the government's commitment to

a

regionally balanced economic growth.

maintain a proper balance between providing relief

to the public and achieving fiscal consolidation.

tr

Proceeding towards this deficit target, it is important

that public investment is maintained at least 5.5 per
cent of GDB a level compatible with providing the
necessary infrastructure

to meet the

D

As the government may not be able

to implement

government's

necessary policy measures in isolation, public support

growth objectives and the medium-term public

should be generated by explaining to the masses, on

investment target of about 8 per cent.

a continuous basis, the government's resource
limitations, policy priorities and choices as well as the

D

Hence, the expected improvement by reducing the

long term costs and benefits of each choice. lt is also

budget deficit to 7.5 per cent in 2005 from 8.7 per

necessary to continue with the reforms undertaken

cent in 2004 would need to be achieved through

by the government with a public awareness

revenue enhancing measures and further

programme.

rationalisation of current expenditure, as any decrease
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