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HER EXCELLENCY THE PRESIDENT

AND MINISTER OF FINANCE AND PLANNING
MINISTRY OF FINANCE AND PLANNING
COLOMBO

Your Excellency,

Section 35 of the Monetary Law Act (Chapter 422) requires the Monetary Board of the
Central Bank of Sri Lanka to submit an Annual Report to your Excellency on the state of the
economy, the condition of the Central Bank and a review of the policies and measures adopted
by the Monetary Board, within four months after the end of each financial year. The Forty
Ninth Annual Report of the Monetary Board of the Central Bank, in respect of the Year 1998
is submitted herewith in fulfilment of this obligation.

Yours sincerely,

A.SJAYAWARDENA
Governor

Central Bank of Sri Lanka

at temporary premises,

Level 35, West Tower, World Trade Centre,
Echelon Square,

Bank of Ceylon Mawatha

Colombo 1.

30 April 1999
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KEY ECONOMIC INDICATORS

1994 1995 1996 19497 0S8
DEMOGRAPHY :
Mid Year Population ('000 persons) 17.865 18,112 18,315 18,552 18,774
Population Density (persons per sq.km.) 287 289 292 26 ¢ 299
Population Growth Rate (per cent) 1.4 14 L1 12§ 2
Labour Force (000 persons) (b) 6,079 6,106 6,227 6.236 6,693
Labour Force Participation Rate (per cent) (b) 48.1 48.3 48.5 484 . 519
Unemployment Rate (per cent) () 121 12,0 1.1 10.3 o9l
OUTPUT o G
GDP at Current Market Prices (Rs. billion) 579 668 768 800 1015
GNP at Current Market Prices (Rs. billion) 576 659 57 880 908 ¢
Per Capita GDP at. Market Prices ( Rs) 32414 36.869 41,940 - 54035
Per Capila GNP at Market Prices ( Rs.) 32215 36.381 41,349
Per Capita GDP at Market Prices (USS$) 656 719 159
Per Capita GNP at Market Prices (US$) 652 710 748
REAL OUTPUT (percentage change)
GNP 5.3 6.0 3.2
Gbp 5.6 55 38
Agriculture, Forestry and Fishing 33 33 4.6
Mining and Quarrying 6.0 34 89
Manufacturing 9.1 92 6.5
Construclion 6.0 4.9 34
. Services 52 5.1 5.8
5
AGGREGATE DEMAND AND SAVINGS (per cent of GDP) g
Consumption 84.8 84,7 846 82.7
Private 75.1 2 741 12.3
Government 97 115 10.5 104 5
d il T e A e L N e e P 1N AT AL ok
Investment 27.0 257 24.2 24.4 52054
Government 3.0 35 3.1 34 AL
Public Corporations. 4.0 44 34 2.7 206,
Private 20,0 17.8 18.0 18.3 [9:3es
I T TR s
Net Imports of G & NFS -11.8 -10.4 -8:9 T 6
Exports of G & NFS 338 35.6 350 365 - 360
Imports of G & NFS 45.6 46,0 43.9 43.6 424
Domestic Savings 152 15.3 153 173 189"
Net Factor Income. (€) 39 4.2 37 4.2 43
National Savings 19.1 19.5 19.0 21.5 23.2
PRICES AND WAGES (percentage change) i
Colombo Constmers’ Price Index (1952 = 100) 8.4 11 15.9 9.6 94
Greater Colombo Constimers” Price Index (Jan. - Jun.1989 = 100) 4.8 39 14.7 2 69N
Wholesale Price Index (1974 = 100) 50 4.8 20,5 6.9 ' =Salnatnlitd
GNP Deflator 94 84 122 8.7 Lo R
Nominal Wage Rate Index for Workers in All Wages Boards 39 3.9 8.3 59 123
Nomina! Wage Rate Index for Central Goyernment Employees 89 13 3:2 10.8 105
GOVERNMENT FINANCE (per cent of GDP) 4
Revenue 19.0 20.4 19.0 18.5
Grants 1.4 14 1:0 0.8
‘Expenditure and  Net Lending 29.5 0.5 285 26.4
Current 21.9 23.1 28 20.8
Capitml and Net Lending 7.5 T4 5. 5.1
Budget Deficit before Grants without Privatisation’ <10.5 1001 9.4 -9 o
Budget Deficit after Grants with Privatisation 8.5 -8.3 -7.8 45
Deficit Financing 8.5 8.3 78 4.5
Foreign 20 32 1.3 11
Domestic 6.5 5.1 6.5 34
Government Debt 95.1 9.6 922 86.0
Foreign 521 51.9 46.8 43.0
Domeslic 43.0 42:8 454 43.0
(@) Provisional () 3rd quater data in 1998 and 4th quanes data for all other years. (e) Includes workers' remittances.
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KEY ECONOMIC INDICATORS (contd.)

1994 1995 199 1997 199%(a)
EXTERNAL TRADE (percentage change ) (d)

Terms of Trade 0.7 -1.0 0.5 68 - 142
Export Unit Value Index (1997 = 100) 4.8 14.8 11.6 93 BECNEET
Import Unit Value Index (1997 = 100) 5.8 15.6 120 2.4 DY)

Export: Volume 94 7.1 41 10,6 0.1

Import Volume 12.2 21 04 123 12:4

EXTERNAL FINANCE (USS$ million)

Trade Balance 1,559 -1,505 -1,344 1225 -L)sT
Exports 3,200 3,807 4,005 4639 4735
Imports 4,767 5311 5,439 5,804 5,891

Services and Income Accounts (net) (d) 18 -18 -92 -1 RS Sdh

‘Current Private Transfers (net) 622 675 710 788 B 348

Cuerent Official Transfers (net) 58 6l 49 44 55

Current Account Balance =860 -786 677 -393 280

Overall Balance 240 52 -68 163 37

Current Account Balance (per cent of GDP) -73 6.0 4.9 26 -1.8

External Assets (months of same year imports) 1.2 6.6 6.0 64 59

Overall Debt Service Ratio (per cent of X G & §) 13.7 16.5 153 13.3 134

External Debt (per cent of GDP) 70.8 66.7 61.1 543 556

EXCHANGE RATES

Annual Average . “
Rs/USS 49.42 51.25 55.27 58.99 4.59
Rs/SDR 70.75 T1.74 §0.23 81.17 . 8166

End - Year L
Rs/US$ 49.98 54.05 56.71 61.29 6778
Rs/SDR 72.76 80.39 81.38 8269 9544

MONETARY AGGREGATES (percentage change Dec. to Dec.) e

Narrow Money (M) 18.7 6.7 4.0 98 il

Broad Morniey  (M2b) 18.7 L1 11.3 156 - 132

Net External Assets of the Banking Sysiem 40.4 10.2 26 435 167

Net Domestic Assets 12.2 25.2! 15.9 78 119!

Domestic Credit from the Banking System to Sl
Government (net) 5.4 233 21.9 4.0 428
Public Corporations -26.0 16.6. 164 54 26,
Private Sector 217 29.0 9.0 45 S 1L

Reserve Money 20.5 15.5 8.8 21 EEETNG

Money Multiplier for M2b 3.15 3.30 3.38 3.98 407

Velocity of M2b 2.98 2.89 2.80 289" EREE2.01 0

INTEREST RATES (per cent per annum at end year) )

Treasury Bill Rate r 2
3 Month 18.73 19.26 1745 9.97 1201
12 Month 19.43 18.97 17.38 10.20 12.59

Repurchase Rate (overnight) 20.00 1650 1275 1LO0 1125

Rediscount Rate (overnight) 19.15 20.00 18.58 1285 1500

Deposits Rates _
Commercial Banks Weighted Average Depasit 126 124 123 10.0 o2
Commercial Banks 12 Month Fixed Deposit (max) 17.0 17.0 17.8 1537 el
NSB Savings 14.0 12,0 120 108 105
NSB 12 Month Fixed Deposit 14.0 16.0 15.0 L0 sl

Lending Rates oy
Com. Bank Weighted Average Prime Lending 18:5 20.1 202 15:2" Eli el
Bills Purchased and Discounted LLO-300 110 -30.0 11.0-30.0 11.0:30.0 11.0-30.0

CAPITAL MARKET & i

All Share Price’ ndex (1985 = 100) 987 664 603 702 597

Sensitive Price Index (1985 = 100) 1,439 991 898 Lo68 923

Value of Shares Traded (Rs. million) 34,505 11,249 7403 18,315 18,144

Net Purchase by Non Nationals (Rs.million) 133 90 352 716 o <1560

Market Capitalisation. (Rs.billion) 144 107 104 129 117

(d) A new trade indices series has been introduced from 1998, Please refer Box 9 and foot note (&) in the Stalistical Appendix Table 73 for
. adetailed description on the change of the methadology. Data for 1994 and 1995 have been obtained by splicing the previous annual
trade indices series,

LIQLILI&LD



www.padippakam.com

LIQLILIGLD



www.padippakam.com

Part 1

Central Bank of Sri Lanka Annual Report — 1998

1. ECONOMIC PERFORMANCE, PROBLEMS AND POLICIES

1.1  Overview

Sri Lanka’s economic performance in 1998 has to be
assessed in the context of a highly unstable external
environment where the entire world economy was
experiencing the worst economic crisis since the Great
Depression in the early 1930s. World financial markets and
exchange rates had been experiencing tremendous instability
since mid 1997. The East Asian financial market turmoil had
immediate contagion effects and more lasting adverse
repercussions on the world economy, particularly the
financial and commodity markets. The subsequent eruption
of a payment and currency crisis in Russia and the economic
problems in South Africa, Brazil and several Latin American
countries intensified the instability. In addition, there were
concerns about the stability of some leading international
banks and global investment funds due to their large
exposure to countries in financial distress. Meanwhile, the
Japanese economy continued to struggle with serious
financial problems. Such worldwide financial and economic
distress strained the resources of the International Monetary
Fund, the World Bank and other institutions with global
responsibilities to promote orderly international trade and
payments. The crisis also spotlighted the vulnerability of
financial systems in many countries, related to weaknesses
in corporate governance, regulatory frameworks and

supervisory standards, excessive government involvement in
running financial and business enterprises, inadequate timely
information and political instability. Many financial
institutions in crisis countries had to be closed down or
restructured with public funds. Globally, financial flows to
developing countries slowed down significantly and financial
policies were tightened, initially raising interest rates to
stabilise exchange rates. There was also continuous
speculation on whether China would be compelled to devalue
its currency to regain competitiveness, which could threaten
the post crisis recovery in many Asian countries. Most crisis
ridden countries adopted painful but necessary adjustment
measures, which have tended to restore international
confidence. Altogether, the growth of the world economy fell
by nearly half, from 4.3 per cent in 1997 to 2.5 per cent in
1998, leading to a 70 per cent contraction of the growth of
world trade. Non-debt creating capital flows to developing
countries declined by over 20 per cent in 1997, with other
capital flows also declining sharply. With this instability in
world commodity and financial markets, exchange rate
movements became highly volatile, particularly among key
currencies, which made the task of managing the exchange
rate and monetary policy of relatively more open and small
economies like Sri Lanka a most challenging task. Survival
in a sea of turbulence became an achievement and the Sri

TABLE 1.1
Selected Macroeconomic Indicators

ttem 1980-89 1890-94 1994 1995 1996 1997 1998(a)

Avg. Avg.
GDP (Real) Growth Rate 4.2 53 5.6 5.5 3.8 6.3 4.7
GDP Deflator 11.8 12 9.3 8.4 121 8.6 8.4
GDP (Nominal), per capita, rupees 9,608 25,148 32,414 36,869 41,940 47,988 54,035
GDP (Nominal), per capita, US dollars 362 515 656 719 759 814 837
Unemployment Rate, per cent n.a 14.4 12.1 12.0 111 10.3 91

Import Coverage of Foreign Assets, months

Gross Foreign Assets n.a na 7.2 6.6 6.0 6.4 58
Gross Offical Reserves 1.8 3.6 5.1 47 4.3 4.2 4.0
Per cent of GDP)

Gross Domestic Investment 26.2 241 27.0 257 24.2 243 254
Gross Domestic Savings 12.9 14.4 15.2 15.3 15.3 17.3 18.9
Foreign Savings 13.3 10.3 11.8 10.4 8.9 7.0 B4
Balance of Payments, Current Account -8.1 -6.3 -7.3 -6.0 -4.9 -2.6 «1.8
Budget, Current Account 2.7 -1.6 -2.9 2.7 -3.8 -2.2 -2.4
Budget, Overall Balance -12.4 -9.8 -10.5 -10.1 9.4 -7.9 8.2
Money Supply (M2b), per cent change (b) n.a n.a 18.7 211 11.3 15.6 13.2
Colombo Consumers' Price Index, per cent change 12.8 13.1 8.4 7.7 15.9 9.6 9.4
Exchange Rate (Rs/US$), per cent change -9.1 -4.4 -0.8 -7.5 -47 -7 -9.6

(a) Provisional.
(b} Consolidated money supply including FCBUs

Source: Central Bank of Sri Lanka

LIQLILI&LD



Part 1

www.padiépakam.com

Central Bank of Sri Lanka Annual Report — 1998

Lanka economy could be deemed to have fared reasonably
well during the biggest crisis it faced since the 133Us.

Sri Lanka achieved a moderate 4.7 per cent economic
growth in 1998, reflected in almost all economic sectors.
This is commendable in the context of many countries
recording slow or negative growth. Although this growth
rate was lower than the average growth of 5.6 per cent
during the previous five years, it compares favourably with
the estimated growth of 2.8 per cent for all developing
countries in 1998. The inflation rate continued to decline in
1998 owing to improved supply conditions, a slowing down
in the growth of money supply and the decline in prices of
imported goods whose prices have declined sharply in
world markets. The deceleration of the growth of money
supply and higher positive real interest rates reduced the
demand pressure on prices. A sharp reduction in the import

prices of many essential commodities such as wheat, crude

1 t tha A v v
kept ¢he demestie priseg of these

oil, {ciuliser aid sugai
items from rising in spite of the depreciation of the rupee
in 1998. The annual average inflation, as measured by the
Gross Domestic Product deflator, declined marginally to 8.4
per cent from 8.6 per cent in 1997. Consumer prices
increased by 7-9 per cent with a sharper decline in the rate
of increase during the second half. The rate of
unemployment continued to decline with the increased
absorption of labour into the manufacturing, construction,
trade, hotel and informal services sectors. In the balance of
payments, the trade deficit declined, owing mainly to higher
tea prices and a sharp decline in import prices; the current
account deficit declined too, from 2.6 per cent of GDP in
1997 to 1.8 per cent in 1998 owing to a continued increase
in private transfers and a lower trade deficit. Foreign direct
investment inflows increased to US dollars [50 million as

~Chart11

[ Sri Lanka
1 powty Industrialised

Selected Macroeconomic Indicators

[3 Sri Lanka
Developing Asia

Per cent of GDP: Monlhs

rrent Account/GDP (%)
ficial Reserves ( Monlhs of Imports})
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several major private sector infrastructure projects started
operations in 1998 in the telecommunication and power
sectors, in addition to inflows to other sectors. The overall
balance of payments registered a surplus of US dollars 37
million. The external reserves remained at a reasonably
satisfactory level, adequate to finance 5.9 months of imports.
The gross official international reserves were sufficient to
cover four months of imports.

The performance on the fiscal front, however, indicated
a setback as the overall budget deficit increased to 9.2 per
cent of GDP in 1998 from 7.9 per cent in 1997, due largely
to higher security related expenditures, an increased wage
bill, transfers to loss making public sector institutions and a
significant reduction in tax buoyancy due to extensive tax
concessions granted in the 1997 and 1998 Budgets and the
less than optimal rate fixed for the Goods and Services Tax.
Despite the adverse external environment and an
expansionary fiscal out-turn, Sri Lanka’s financial market
remained relatively stable in 1998 as in the previous year,
mainly as a result of a flexibly managed exchange rate,
perseverance with tight monetary controls which led to a
slight increase in interest rates in the market and
strengthening of the regulatory and supervisory environment
for financial institutions.

In view of the high fiscal deficit, a further relaxation
of monetary policy was not possible in 1998 to allow interest
rates (o decline in consonance with declining inflationary
pressure. Instead, interest rates for government debt
instruments and the prime lending rate edged upward
somewhat owing to higher domestic resource utilisation by
the government for deficit financing. A further relaxation of
monetary policy would have had adverse implications on
price stability and the exchange market. Although in terms
of the overall deficit the fiscal performance in 1998 was a

setback compared with the commendable progress made
during the previous three years, further progress was made
in the structural reform area, mainly relating to the tax
system, debt management and public enterprise reforms.
However, it underlined the need to strengthen structural
reforms in the coming years because of uncertainties relating
to security related expenditure.

1.2 Output

Economic Growth

The economic growth rate of 4.7 per cent achieved in 1998
was almost equal to the historical long-term average growth
rate of around 5 per cent and reflected the resilience of Sri
Lanka’s economy under the extremely difficult conditions of
a global recession. The average economic growth during
1980-89 was 4.3 per cent, while it was 5.4 per cent during
1990-97, when external conditions were far more propitious.
It was achieved in the midst of a global recession which had
severe adverse effects on some of Sri Lanka’s exports,
mainly rubber, coconut products, processed diamonds, gems
and jewellery.

The adverse effects of the slowing down of exports on
the country’s foreign exchange resources were more than
offset by the declines in import prices of essential
commodities. Yet, some of the affected sectors were hit hard
by this recession. The rubber sector was the hardest hit. The
nominal incomes in this sector, measured in terms of value
added, declined by 21 per cent in 1998, following a similar
decline in 1997. The real output of the rubber sector declined
by 9 per cent in 1998. The coconut sector, which was
affected by price competition due to the East Asian crisis
and domestic production declines related to the lagged effect
of adverse weather in 1997, experienced a slower growth of

e
Sectoral Composition of GDP

Seevices (45.0%)

Minmg and Cusiying (1.5%)

Services (52.0%)

Mpnulactunng {16.5%)

Comatruction [7.6%)
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TABLE 1.2
Cross Naticna! Produst 2t Constan riroe (Annual Darrantans Chanae)
Al T IVRILIWITLL | I WWMWWE s WWiiw ey LA Al R - P W W rmg- - = ov7
ltem 1980-89 1900-96 1997(b) 1998(h)
Avg.(a) Avg.(a)

1 Agriculture, Forestry and Fishing 2.3 2.2 3.0 25
1.1 Agriculture 2.3 2.2 2.9 1.8
Tea 0.3 4.4 7.1 11
Rubber -2.7 0.8 -5.4 -9.0
Coconut 3.1 0.8 3.3 -3.2
Paddy 1.4 0.8 11.2 8.3
Other 4.6 3.5 0.5 -1.5
1.2 Forestry 3.3 1.5 1.3 1.2
1.3 Fishing 2.7 29 5.0 83
2 Mining and Quarrying 6.3 3.3 3.8 -5.4
3 Manufacturing 5.5 8.6 9.1 6.3
3.1 Processing of Tea, Rubber and Coconuts 0. 2.4 3.5 -1.2
3.2 Factory Industry 7.8 10.0 10.3 7.6
3.3 Small Industry 1.6 58 7.0 6.5
4 Construction 1.3 50 5.4 7.1
5 Electricity, Gas, Water and Sanitory Services 6.6 7.5 8.1 10.1
6 Transport, Storage and Communication 4.7 55 8.8 7.7
7 Wholesale and Retail Trade 4.6 Bt 6.3 4.5
7.1 Imports 2.7 7.8 9.6 8.2
7.2 Exports 4.4 11.2 12.0 0.1
7.3 Domestic 6.4 2.7 2.2 2.0
8 Banking, Insurance and Real Estate 9.4 8.2 10.2 6.4
9 Ownership of Dwellings 2.9 1.3 1.3 1.2
10 Public Administration and Defence 10.2 3.1 5.2 3.0
11 Services (n.e.s.) 22 5.3 6.1 37
12 Gross Domestic Product 4.2 5.3 6.3 4.7
13 Net Factor Income from Abroad 435 4.4 217 1.9
14  Gross National Product 4.0 5.4 6.8 4.8

(a) At 1982 constant factor cost prices
(b) At 1996 constant factor cost prices

nominal income than any other sector except rubber. The
real value added in the coconut sector declined by 3.2 per
cent. The gem and diamond processing industries also
experienced a slow growth in nominal incomes (5 per cent)
with a decline in real value added. The growth rate of the
industrial sector also slowed down significantly during the
second half of 1998, with a deceleration in exports.

Gross Domestic Product at current market prices
increased by 13.3 per cent to Rs. 1,015 billion in 1998. This,
with the estimated mid-year population of 18.772 million,
indicates an increase in per capita nominal income o Rs.
54,035 (US dollars 837) in 1998 from Rs. 47,988 (US
dollars 814) in 1997. In the World Bank classification of
countries according to income, Sri Lanka has now been
recognised as a ‘lower middle income’ country, moving up
from the ‘low income’ group. Some of the other Asian
countries in this group are Indonesia, the Philippines,
Thailand, China and the Maldives. The next layer is the
‘upper middle income’ group whose per capita GNP is in

the range of US dollars 3,116 — 9,635. Sri Lanka needs a
steady 8.5 per cent annual economic growth for it to become
an upper middle income developing country within the next
ten years. In view of the recent slowing down of the
economic growth and poor prospects for the world economy,
achieving this is not feasible. Even if Sri Lanka remains in
the ‘lower middle income’ category for some more time, it
is unlikely that it will be able to find concessional foreign
aid to meet all of its foreign resource requirements for
development projects, particularly in an environment where
foreign aid to developing countries has been declining. A
gradual increase in economic growth to about 7 per cent per
year may be possible if the domestic investment ratio is
raised to about 30 per cent early. Although the recent
increase in the savings rate is a welcome development,
raising the domestic savings rate to 30 per cent of GDP or
more within the next three years may not be possible, unless
budgetary savings are raised through a surplus in the current
account. Given this limitation, some amount of foreign
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financing for future development projects will have to be
raised in international capital markets.

In terms of the sectoral contribution to the increase in
output, the manufacturing sector made the largest
contribution of 23 per cent to GNP in 1998. The next
highest contributions were from trade (22 per cent) transport
and communication (18 per cent), construction (11 per cent)
and financial services (L1 per cent). The agriculture sector
contributed 7 per cent, with a 12 per cent contribution by
the paddy sub sector and overall negative contributions by
other agricultural sectors. The manufacturing and services
sectors continued to gain importance in the economy.

Manufacturing

The manufacturing sector grew by 6.3 per cent in 1998, a
somewhat lower rate compared to 9.1 per cent in 1997,
Reflecting a strong performance in the domestic market
oriented industries such as petroleum products, cement,
building materials, wheat flour, animal feed, liquor, milk
products, pharmaceuticals, beverages and chemicals, the
output of factory industries other than the processing of tea,
rubber and coconut increased by 7.6 per cent in 1998,
compared to 10.3 per cent in 1997. Export oriented industries
showed a mixed performance. Fish products, rubber and
ceramics maintained high positive growth rates, while
diamonds, gems and jewellery exports declined. Textiles and
garments, the leading industry, slowed down during the
second half in the face of increased global competition.
Factory indusltries, which accounted for 84 per cent of the
manufacturing sector, contributed 22 per cent to the overall
economic growth in 1998. The industrial sector production
capacily is estimated to have increased by 4 per cent in
1998, while capacity utilisation remained at 84 per cent as
in 1997. The labour productivity in the non-BOI sector is
also estimated to have increased by 4 per cent in 1998,

The growth in the industrial sector was achieved in the
midst of a depressed global trading environment where the
growth of international trade declined by two thirds following
the East Asian financial crisis and subsequent economic
problems in many countries including Russia, Japan and in
South and Central America. In depressed world market
conditions, the competition among exporting countries
intensified. The Sri Lanka rupee also depreciated faster (9.6
per cent compared to an annual depreciation of 5-6 per cent
during the last few years) and helped the industrial sector
to some extent. The economic downturn in the Asia-Pacific
region depressed the demand for exports of processed
diamonds, jewellery and ceramic products. Some export
oriented industries continued to perform reasonably well, as
the major buyers, who looked for product quality and reliable
supply sources, continued to place orders with Sri Lankan
manufacturers. However, a general slowing down of the
export oriented industrial sector cannot be avoided.

The policy measures, including fiscal incentives for

advanced technology in industries, provision of foreign
currency loans to non-BOI exporters and the liberalisation
of textile imports, together with relatively low interest rates
compared (o high rates in the past, had a favourable impact
on industrial growth. Production capacity has expanded with
technology gains and new investments and the industrial base
has become more diversified. Benefiting from the removal
of the duty on capital goods, imports of investment goods
increased by 12 per cent to refurbish existing factories and
to start new indusiries during the year. Use of advanced
technology has improved productivity in many industries
(e.g., fruit and meat processing, rubber and garments), which
has helped to offset a modest increase of wages and salaries.

A gradual increase in labour productivity appears to be
taking place in the manufacturing sector and this sector, in
terms of its implicit price deflator which measures the overall
increase in cost of production, has been one of the relatively
low cost areas. For example, the price deflator in factory
industries was 6 per cent in 1998, compared to the overall
GDP deflator of 8.4 per cent. Further improvement of
competitiveness of this sector will have to come mainly from
productivity improvements. In addition to timely upgrading
of machinery and human skills, further development of the
road and transport systems, port facilities and the
communication network would be necessary for faster growth
in this sector. The mismatch between demand for and supply
of labour and rigidities in the labour market have been a
constraint to faster industrial expansion.

Agriculture

The real output in agriculture is estimated to have increased
by 2.5 per cent in 1998, compared to 3 per cent in 1997.
A significant increase in the land under paddy, due to
favourable weather conditions, and higher yields contributed
to the increase in paddy output by 20 per cent. Improved
output levels were shown in both Maha and Yala seasons.
The Maha paddy output was higher by 22 per cent and the
Yala output was higher by 16 per cent following a partial
recovery from the drought in 1997. The average producer
price of paddy declined by 7 per cent to Rs.215 per bushel.
With the increased domestic production, rice imports declined
to 168,000 metric tons in 1998 from 306,000 in 1997. The
import duty on rice was restored at 35 per cent with a view
to maintaining a reasonable price for rice in the domestic
market in the interests of both consumers and producers.
Tea continued to attract higher prices until mid 1998
and production, which was increasing under the privatised
management, increased further by 1 per cent to a new record
level of 280 million kgs. in 1998. Tea prices started
declining with the payments and currency crisis in Russia
in July 1998 and the considerable increase in world tea
supply, mainly following the recovery of production (30 per
cent) in Kenya. Tea production in India also increased,
exerting downward pressure on prices. On average, the
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Colombo Auction price of tea increased by 13 per cent while
the export price increased by 17 per cent (7 per cent in US
dollar terms). In 1998, 40 per cent of Sri Lanka’s tea exports
went (o the Commonwealth of Independent States (CIS),
Turkey and the UAE. Tea exporters faced difficulties due
to non-settlement of export bills by Russian buyers. Tea
exports to Russia during the second half of 1998 had
declined to 14 million kgs., from 25 million kgs. in the first
half. The average cost of production of tea increased by 14
per cent fo Rs. 107 per kg. The increase in the daily wage
rate in the tea sector from Rs. 83 per day to Rs. 101 was a
major contributory factor to the cost increase in 1998. Sri
Lanka maintained its status as the largest tea exporter in the
world in 1998.

Rubber production declined by 9 per cent, mainly due
to the erosion of profit margins of rubber producers as a
result of a continued decline in prices since 1996. The
average exporl price of rubber declined by 10 per cent to
Rs.68 per kg., while the Colombo Auction prices declined
by 12 per cent to Rs.49.76. The price decline was a result
of the depressed world demand, the rclease of stocks by the
Thai government in early 1998 and price effects of currency
depreciations in East Asian countries. The International
Natural Rubber Price Stabilisation arrangement could not
arrest the price decline and the International Natural Rubber
Treaty was in disarray due to financing problems. However.
the steady increase in the use of local rubber as a raw
material in the industrial sector for export as well as
domestic use has been an encouraging trend. In 1998, more
than 50 per cent of the total rubber output was used by the
domestic industries.

The decline in coconut production is attributed largely
to the after effects of adverse weather experienced in 1997.
However, some signs of recovery in output were observed
during the second half of 1998. Production of desiccated
coconut declined by 31 per cent, while oil production
increased by 16 per cent. In addition, local consumption has
also been rising recently, due to the use of coconut products
by local industries such as confectioneries and biscuit
manufacturing. The price of fresh nuts remained high
throughout the year due to overall supply constraints.

Other export crops showed a considerable improvemend,
with pepper, cocoa, coffee, cardamom, nutmeg and cinnamon
oil recording increased outputs. These crops benefited from
favorable prices. Among other field crops, the output of
black gram, green gram, cowpea and soya bean increased,
while the output of chillies, red onions, big onions and
potatoes declined to low levels as the local high cost
producers could not compete with imports from India and
Pakistan after the complete liberalisation of Sri Lanka's trade
policy relating to agricultural commodities in 1996.

Fish production during the year increased by 8 per cent,
particularly due to an improvement in marine fisheries. The
livestock sector also showed an improvement in 1993.

Mining and Quarrying

The mining and quarrving sector suffered a decline in 1998.
The Asian crisis reduced the demand for gems and semi-
precious stones, thus adversely affecting ihe mining sub
sector. Export earnings from gems declined by 34 per cent
in US dollar terms. The quarrying sub sector, boosted by the
growth in construction, performed well and partly offset the
negative developments in the mining sub sector.

Economic Overheads

Insufficient infrastructure facilities has been one of the
factors that has affected the competitiveness of Sri Lankan
products and constrained faster economic expansion in Sri
Lanka. The conflict in the North and the East has curtailed
the development of key sectors due to resource constraints.
Public investment had gradually declined from 13 per cent
of GDP in 1985 to 5 per cent in 1997. Accordingly, the
overall investment ratio had not been growing sufficiently to
facilitate a growth rate of more than 5 per cent in the next
few years. Realising this, the government maintained capital
expenditures almost as planned in the 1998 Budget, despite
a shortfall in revenues and increased security expenditures.
Public investment increased to 6.8 per cent of GDP in 1998
and the target in the 1999 Budget is 7.5 per cent of GDP.
In 1998, investment in infrastructure by both the public
and the private sectors made considerable progress. Privale
sector involvement in areas such as power,
telecommunication and ports increased in 1998. The
telecommunication sector further improved with increased
private sector participation and improved efficiency of Sri
Lanka Telecom (SLT) due to reorganisation of the

TABLE 1.3

Gross National Product
(Sector Shares in per cent)®

1978 1988 19976 1998
1 Agriculture, Forestry
and Fishing 304 26.3 21.7 213
2 Mining and Quarrying 2.3 2.7 2.0 1.8
3 Manufacturing 18.5 15.4 16.6 16.5
4 Construction 4.8 7.3 6.9 71
5 Services 43.9 48.2 52.8 53.0
Electricity, Gas, Water
and Sanitary Services 0.5 1.2 1.3 1.4
Transport, Storage
and Communication 10.8 10.8 1141 1.2
Wholesale and
Retail Trade 19.9 19.9 22.0 223
Banking, Insurance
and Real Estate 2.4 4.4 7.4 7.5
Ownership of Dwellings 3.8 2.6 1.9 1.9
Public Administration
and Defence 3.8 5.4 5.0 4.9
Services (n.e.s.) 4.3 3.8 4.0 3.9

6 Gross Domestic Product 100.0  100.0 100.0 100.0
7 Net Factor Income

from Abroad -0.6 -2.6 -1.2 -1.8
8 Gross National Product 99.4 97.4 98.8 98.7

(a) At current factor cost prices Source: Central Bank of Sri Lanka
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management of SLT by NTT of Japan. In addition, the
Ceylon Electricity Board (CEB) was evaluating proposals for
the construction of a number of small hydro power projects
by the private sector. The divestiture of a portion of Air
Lanka Ltd., with a management contract to improve its
performance, was a major step forward in the public
enterprise reform programme. A preliminary agreement
between the Government of Sri Lanka and South Asia
Gateway Terminal (Pvt.) Ltd. has been signed to develop the
Queen ‘Elizabeth Quay (QEQ) on a BOT basis at a cost of
US dollars 240 million.

Investment in power generation, transmission and
distribution grew sharply by 58 per cent. With the
commissioning of new thermal plants, the power generating
capacity of thermal plants grew by 4 per cent, reducing the
reliance on hydro power to 69 per cent. The
telecommunication sector grew rapidly, outpacing the growth
of demand and the waiting list for telephones is expected
to be eliminated by 2002. The availability of telephones, in
terms of the number of persons per telephone, including
cellular and wireless phones, improved from 41 in 1997 to
27 in 1998. Efforts to maintain the national road network
were strengthened considerably. Initial work on large road
infrastructure projects such as the Matara ~ Colombo
Expressway, Colombo — Katunayake Highway and the Outer
Circular Road connecting major highways in Colombo
commenced in 1998.

The need to improve the quality of education had been
well recognised and an ambitious reform programme
commenced in 1998. In the area of health, under the health
sector reforms, the priorities of the health sector were
redirected, taking into consideration the emerging
requirements in the sector. Initial work on health reforms
began in 1998. The government plays a key role in both
health and education. In view of the government’s resource
constraints and to improve efficiency, direct private sector
participation in both areas needs to be promoted effectively.
Meanwhile, the Presidential Task Force on Housing and
Urban Development has emphasised the need to encourage
private sector involvement in providing housing facilities.

1.3 Investment and Savings

Gross domestic investment is estimated to have increased in
1998 to 25.4 per cent of GDP from 24.3 per cent in 1997. While
this increase is entirely due to higher public investment, it is
noteworthy that investment by the private sector has been
maintained as in the previous year at 18.5 per cent of GDP,
despite weak prospects for faster economic expansion in the next
two years due to the uncertain global economic environment.
The new investments were largely in infrastructure projects and
capacity expansion in manufacturing industries. There has been
a gradual increase in private investment during the last four
years, but this was not sufficient to raise Sri Lanka's potential
growth significantly.
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Sri Lanka’s gross domestic savings ratio increased from
17.5 par et 1597 W 18.5 por wont i 1596, Tie Giuss
National Savings ratio also increased from 21.5 per cent of
GDP to 23.2 per cent. The growth of savings is mainly
attributed to growing per capita incomes and positive real
interest rates. The real interest rates for investors in
government debt instruments became more positive during
the second half of 1998, as inflation declined and nominal
interest rates increased by about 2 percentage points. While
the average weighted commercial bank deposit rate declined
from 10 per cent in 1997 to 9.2 per cent in 1998, the point
to point inflation rate has been below six per cent since
August 1998, making the real interest on bank deposits also
more positive. The marginal savings ratio has remained at
30 per cent during the past two years. The gradual increase
in savings has been an encouraging sign because it reflects
the country’s growing ability to finance a higher level of
investment out of its own resources. However, it is a matter
for concern that the growth of investment has been slow
compared to savings.

1.4 Prices

All available price indices reflected a decline of inflation in
1998. The consumer prices increased by 6.9-9.4 per cent,
compared to 7.1-9.6 per cent in 1997. The Wholesale Price
Index (WPI), which measures prices at the primary market
level, showed an increase of 6.1 per cent in 1998, compared
to an increase of 6.9 per cent in 1997. The more
comprehensive GDP deflator, which is an aggregate index
of all price changes, declined to 8.4 per cent in 1998,
compared to 8.6 per cent in 1997.

Price increases subsided, notably during the second half
of the year. Consumer price inflation remained below 6 per
cent from August 1998. Food prices continued to remain

high, despite a slowing down of the rate of increase in prices
it e sceund bail ol ilic ycat. Toud lJl;be icicascu by G-
10 per cent and contributed to about 80 per cent of the
increase in consumer prices in 1998. The rate of increase
in food prices had decelerated to around 2-4 per cent by the
end of the year, due to improved domestic supplies,
including the successful paddy harvest both in the Maha and
Yala seasons, as well as the increased availability of
imported food. The indirect impact of the revision of
electricity tariffs in September 1997 was felt in 1998. Price
increases in clothing, footwear, telecommunication and health
services have declined considerably due to the improved
performance of these sectors. The introduction of the Goods
and Services Tax (GST) in April in place of the turnover
tax also raised consumer prices by 2-3 per cent initially, as
traders used this opportunity to raise prices without offsetting
turnover taxes.

1.5 Wages

After several years of slow growth, there were significant
increases in both nominal and real wages in most sectors,
including the public sector in 1998. With the implementation
of the second stage of the salary increases following the
Salary Review Committee recommendations, the Nominal
Wage Rate Index for Government Employees increased by
10.5 per cent in 1998. In the organised private sector, the
minimum wages applicable to a large number of Wages
Boards were revised upwards and as a result, a substantial
increase in wages was recorded for most categories of
workers. From January 1998, the daily wage rate of workers
in tea plantations covered by collective agreements increased
from Rs.83 to Rs.95, with a share price bonus of Rs.6 per
day when the price exceeded a given level, subject to a
review at the end of every 18 months. The rubber sector
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employees covered by the same agreement were also given
a price wage supplement at a rate of 30 cents for each one
rupee increase of the rubber price above Rs.65 per kg. The
minimum wage rates of employees covered under 19 other
Wages Boards were also raised. Accordingly, the overall
Minimum Wage Rate Index for workers covered under the
Wages Boards increased by 12 per cent.

Most informal sector employees, consisting of carpenters
and masons in small scale construction activities and workers
in small scale agriculture (tea, coconut and paddy),
experienced wage increases in the range of 7-15 per cent,
while those in some activities in the rubber sector
experienced a decline in nominal wages, reflecting the
deterioration of rubber prices.

1.6 Employment and Unemployment

The unemployment rate has continued to decline in 1998.
According to the Quarterly Labour Force Surveys of the
Department of Census and Statistics, it has fallen from 16
per cent of the labour force in early 1990 to 9.1 per cent
by the third quarter of 1998. However, the past data on
unemployment and the recent data are not strictly
comparable, as the coverage has now been improved (o
include unpaid family workers as employed. If unpaid family
workers were excluded, the unemployment rate would be
about 10.3 per cent, which still confirms a declining trend
in unemployment. Manufacturing, construction, trade, hotels,
insurance, real estate and personal services were key areas
of employment generation. The BOI firms, along with 137
new projects commencing operations in 1998, generated
direct employment for nearly 36,000 persons, a considerable
increase compared to 16,000 in 1997. New employment
provided by the public sector was estimated at about 19,000.
The manufacturing sector is estimated to have generated
around 27,000 new employment opportunities at the end of
the third quarter of 1998 compared to the third quarter of
1997. The construction sector, which has been growing at a
faster rate than in 1997, had also generated about 5,400 new
employment opportunities. The employment in the

agricultural sector, estimated at 2.4 million, represented 38
per cent of the employed work force. A little over 15 per
cent of the employed were in the manufacturing scctor, while
the remaining 47 per cent were in the services sector. The
share of public sector employment has been declining from
25 per cent in 1993 to about 18 per cent in 1998. Casual
workers accounted for 9 per cent of public sector
employment in [998.

1.7 Fiscal Policy and Budgetary Operations

The successful fiscal deficit reduction achieved in the last
two years could not be maintained in 1998. The target in
the 1998 Budget was to reduce the overall fiscal deficit to
6.5 per cent of GDP while generating a surplus in the current
account. However, slow growth of tax revenues and large
expenditure overruns, particularly in the area of defence, led
to larger current account and overall fiscal deficits. The
current account deficit increased to 2.4 per cent of GDP in
1998 from 2.2 per cent in 1997, while the overall deficit
(before grants and excluding privatisation proceeds) rose to
9.2 per cent from 7.9 per cent in 1997. The primary budget
deficit, i.e., deficit excluding interest payments, increased to
3.8 per cent of GDP in 1998 from 1.7 per cent in 1997.
Unlike in the past where capital expenditures were pruned
in the face of large current account deficits, public
investment in 1998 was significantly increased as envisaged
in the Budget, to reduce shortcomings in infrastructure
facilities. Thus, the larger overall deficit in 1998 was partly
attributed to increased public investment.

The revenue buoyancy of the tax system continued to
erode in 1998 largely owing to numerous tax exemptions and
concessions that have been granted to promote private
investment. In addition, the GST did not generate the
expected revenue owing to transitional problems. Further, the
rate of 12.5 per cent was below the estimated revenue
neutral rate (vis a vis the turnover tax which it replaced) of
about 17 per cent. Tax collections as a ratio of GDP declined
to 14.5 per cent in 1998 from 16 per cent in 1997. Import
tax revenue declined, mainly as a result of exemptions and
concessions and a reduction in import values, reflecting a
decline in the prices of Sri Lanka’s major imports. The effect
of the slow growth of tax revenues was partly offset by a
marked increase of non-tax revenues in the form of
additional profit transfers from public enterprises, increased
rent payments from plantation companies and the timely
collection of other non-tax revenue such as interest, levies
and dividends. Total revenue declined to 17.3 per cent of
GDP in 1998 from 18.5 per cent in 1997. This shortfall
accounted for 44 per cent of the increase in the actual
deficit, from the budgeted deficit.

Current expenditures were contained at 19.7 per cent of
GDP, a decrease from 20.8 per cent in 1997, through a
reduction in interest costs and payment of subsidies to
households. Interest payments as a ratio of GDP declined
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from 6.2 per cent to 5.4 per cent in 1998, reflecting the
favourahle impact of improved fiscal performance during the
last two years, including the retirement of part of the public
debt in 1997 using privatisation proceeds. Transfers to
households, as a ratio of GDP, declined from 4.1 per cent
in 1997 to 3.7 in 1998. However, the wage bill increased
from 35 per cent of GDP in 1997 to 5.3 per cent of GDP in
1998. This was the result of increased employment as well
as wage increases granted during the year. Total security
expenditures, including repayments on account of the
procurement of security equipment, are estimated to have
increased from Rs.47,718 million (5.4 per cent of GDP) in
1997 to a record Rs.56,390 million (5.6 per cent of GDP)
in 1998.

Public investment in 1998 (6.7 per cent of GDP) almost
reached the 1998 Budget target of 6.9 per cent of GDP. This
was a significant increase, compared with a decline to 5.8
per cent in 1997 from 7.9 per cent of GDP in 1995. The
increase in public investment in 1998 was possible due to
increased utilisation of foreign aid. As the government was
committed to maintaining the investment programme, unlike
in the past, the required matching rupee resources were

released more expeditiously. Capital expenditure was mainly
concentrated in key areas such as energy. transport,
telecommunication, port and water supply and drainage.
Investment in these areas increased sharply by 55 per cent
and accounted for 66 per cent of the total public investment.
The increase in public investment was particularly important
in a context where private investment has slowed down due
to depressed world market conditions. This would have a
posilive impact on the overall economic growth in the
coming years.

Net foreign financing and receipts on account of sales
of shares of public enterprises provided 2 per cent of GDP
for financing the budget deficit in 1998, while the other 7
per cenl of GDP had to be financed through additional
domestic borrowing. The increased domestic resource needs
of the government led to a marked increase in bank
borrowings, including the use of US dollars 100 million as
a short-term loan from the Foreign Currency Banking Units.
Generally, such a large increase in bank borrowings would
have led to strong pressure on interest rates. However, as
growth of credit to the private sector had slowed down, thus
leaving additional resources in the banking system, a sharp

TABLE 1.4
Summary of Government Fiscal Operations

(as a percentage of GDP)

Item 1980 1985 1990 1994 1995 1996 1997 1998(a)

1 Revenuc 19.6 223 211 19.0 204 19.0 185 17.3

2 Expenditure and Net Lending 41.8 34.1 31.0 29.5 30.5 28.5 26.4 26.4

2.1 Current Expenditure 185 20.1 22.3 21.9 23.1 22.8 20.7 19.7

2.1.1 Security 1.3 4.5 4.1 4.6 6.5 5.8 5.1 5.0

2.1.2 Interest 3.4 4.6 6.4 6.6 57 6.4 6.2 5.4

2,1.3 Wages(b) 45 3.6 3.9 3.1 3.4 3.3 3.1 3.0

2.1.4 Subsidies and Transfers 8.4 5.5 6.5 5.9 6.1 6.0 51 4.6

2.1.5 Others 0.9 1.9 1.4 1.8 1.4 1.3 1.3 1.6

2.2 Capital and Net Lending 23.3 13.9 8.7 7.5 7.4 57 5.7 6.8

2.2.1 Public Investments 18.5 13.8 8.3 7.0 7.9 6.0 5.8 6.7

Aquisition of Real Assets 79 4.5 3.7 2.9 3.4 2.7 2.9 3.2

Capital Transfers 9.4 8.6 2.3 2.4 2.9 2.2 241 2.2

On Lending 1.2 0.6 2.2 1.7 1.7 1.1 0.8 1.4

2.2.2 Other 4.7 0.2 0.4 0.6 -0.5 -0.3 -0.1 0.0

Restructuring Cost 0.0 0.0 0.0 0.6 05 0.0 0.2 0.4

Others 4.7 0.2 0.4 -0.1 -1.0 -0.3 -0.3 -0.3

3 Current Account Balance 11 2.2 -1.2 -2.9 2.7 -3.8 -2.2 -2.4
4 Overall Deficit before Grants

and excluding Privatisation Proceeds -22.2 -11.7 -9.9 -10.5 -10.1 -9.4 -7.9 -9.2

5 Financing 222 11.7 9.9 10.5 10.1 9.4 7.9 9.2

5.1 Foreign Financing 9.2 6.4 5.7 35 4.5 2.3 1.9 1.7

5.1.1 Loans 5.3 4.4 3.6 2.0 3.2 1.3 1.1 1.0

5.1.2 Grants 3.9 2.0 21 1.4 1.4 1.0 0.8 0.7

5.2 Domestic Financing 13.0 53 4.2 6.5 5.1 6.5 3.4 7.0

5.2.1 Banks 9.8 2.9 0.1 0.2 1.1 1.7 -0.2 1.9

5.3 Privatisation 0.0 0.0 0.0 0.5 0.4 0.6 2.5 0.4

Memorandom ltems :
Total Wage Bill 5.0 4.2 4.9 5.1 5.2 5.0 5.0 5.3
Gross Defence Expenditure (c) 1.3 4.5 4.1 4.6 6.5 6.0 5.4 5.6

(a) Provisional
(b} Excluding those paid to defence staff.
(c) Including settlement of deferred payments.

Source: Central Bank of Sri Lanka
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increase in interest rates could be avoided with a moderate
monelary expansion. The Central Bank financing of the fiscal
deficit increased by Rs. 5,609 million, compared to a
repayment of Rs. 13,991 million in 1997.

Although the fiscal performance in 1998 was a setback
in terms of the overall deficit, further progress was made in
structural reforms relating to the tax system, public enterprise
reforms and debt management.

Tax policy reforms, aimed at further simplifying the tax
structure, improving the tax base and increasing transparency
of the tax system, were continued during 1998. The
introduction of the Goods and Services Tax (GST) with
effect from 1 April 1998 in place of the Turnover Tax (TT)
was a major structural change made in the tax system. The
GST was put in place to eliminate the cascading effect of I B Curront Account
the TT system, improve tax compliance and increase
transparency in the tax system. All exports are zero rated
under GST, while domestic consumption is subject to
taxation. Unprocessed agricultural products, public transport,
fertiliser, cement, pharmaceuticals and most essential food
items were exempted from the GST. Imports for the
processing of exports, which were exempted under TT, were
brought under the GST system. Financial services continued
to be under TT, but at a lower rate of 1 per cent, compared
to the previous 2 per cent. Many countries, when introducing —

a GST, had designed the system to be revenue neutral or i DTSRG AR ot Lansa:
revenue enhancing. However, Sri Lanka is one of the few = ' e —
countries to introduce a GST with a less than revenue neutral : ]
rate of 12.5 per cent. The revenue neutral rate was estimated
to be about 17 per cent. Although a full year cycle will
only be completed in April 1999, the indications in 1998
were that the GST was not generating sufficient revenues.
This was due to the transitional problems at the initial stage
and the lower GST rate. This was a major reason for the
reduction of the revenue buoyancy of the tax system. Tax
revenue as a ratio of GDP declined to 14.5 per cent from
16 per cent in 1997,

Tariff rates were reduced further by replacing the existing
3-rate band structure of 10, 20 and 35 per cent with a 5,10 and
30 per cent rate structure. All imports of industrial raw
materials and machinery not manufactured in Sri Lanka were
brought under the 5 per cent band, while imports of transport,
communication and medical equipment were classified as zero
rated. Duty on motor cars and jeeps was brought down from
50-100 per cent to 30 per cent, while a 10 per cent additional
excise tax was enforced on all vehicle imports to offset the
revenue shortfall resulting from this reduction. With a view to
protecting the domestic agricultural sector, the duty on
agricultural products was maintained at 35 per cent, while the : ' o T
20 per cent rate also continued for some imports. After all these
revisions, Sri Lanka now has a S-rate tariff structure. A 2-rate
tariff structure is expected to be adopted in the year 2000,
following the recommendation of the Presidential Tariff
Commission Report.
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Other major policy changes under fiscal operations in
1998 were the liberalisation of textile imports and the
subsequent acquiring of the textile sector debt liabilities by
thc government and the establishment of a Textile Debt
Recovery Fund (TDRF) to assist the affected manufacturers,
fixing the tariffs on garments at 10 per cent, and the
introduction of various support schemes to assist research and
development, vulnerable groups, selected priority sectors and
regional industrialisation.

The 1997 Budget had announced a reduction of the
corporate profit tax and maximum personal income tax rate
from 35 per cent to 30 per cent in 1998 and then to 25 per
cent in 1999. However, owing to revenue considerations, the
proposal was not implemented in 1998. Instead, income tax
concessions were granted to selected priority sectors.
Accordingly, the corporate tax rate for enterprises in
agriculture, fisheries, livestock and tourism was reduced to
15 per cent. Several changes were also made to the excise
taxes, including the raising of taxes on liquor by 10 per cent
and on petrol from 25 per cent to 50 per cent. Stamp duty
on repurchase agreements, pro-notes, bills of exchange,
mortgage backed securities and mortgage bonds on lease
agreements were substantially reduced in 1998 with a view
to lowering the cost of financial market transactions and
improving the secondary market for government securities.

Debt Management

Further progress was made toward making the government
debt programme more market oriented and reducing the
reliance on short-term debt. Most of the new deficit
financing needs of the government were met through
Treasury bonds. In 1997, Rs.10,000 billion worth of Treasury
bonds were issued while this increased to Rs.38,915 million
in 1998. Consequently, the share of Treasury bonds in the
total net domestic borrowings rose from 22 per cent in 1997
to 72 per cent in 1998. While the total stock of debt
increased from 86 per cent of GDP in 1997 to 89.4 per cent
in 1998, the short-term debt declined from 40 per cent in
1997 to 37 per cent in 1998. The share of foreign debt
increased to 45.4 per cent of GDP in 1998, with 84 per cent
of the increase in 1998 being on account of exchange rate
depreciation. The total government debt service payments
increased to 11.3 per cent of GDP in 1998 from 10.4 per
cent in 1997, Interest payments accounted for 48 per cent
of the total debt service payments.

Several measures were taken to improve the market
orientation of Treasury bonds. The direct patticipation of the
EPF at the Treasury bond auctions was discontinued in 1998.
This eliminated the submission of non-competitive bids, i.e.,
bids without a rate, which was not consistent with market
principles. The maturity period of Treasury bonds was
gradually extended from 2 to 4 years, with the expectation
that there would be a further extension to at least 6 years
in 1999. A system of ‘Jumbo’ issues of Treasury bonds (one

large block of Treasury bonds with a given maturity, but
sold in smaller lots at different periods) was introduced with
the objective of giving greater flexibility to investors in the
management of their portfolios. Commercial banks were
permitted to hold Treasury bonds as part of their liquid
assets. In addition, commercial banks and Primary Dealers
were permitted to use Treasury bonds for transactions at the
Central Bank’s secondary window for investment of excess
funds or to obtain temporary liquidity. In addition, high cost
Rupee loans obtained in the past, amounting to Rs.16,000
million, were retired using the early retirement option.

1.8 The International Environment and
External Sector

The international economic environment was plagued by a
host of disturbing events in 1998. In particular, the impact
of the East Asian currency crisis was felt acutely by the
global economy during 1998. Continued deep recession in
Japan, the rouble crisis in Russia since August and, o a
lesser extent, the problems in South America, added fuel to
a kindling uncertain global cconomic and financial
environment. Against this background, the global economy
continued to suffer from severely depressed demand,
deflationary pressures with declining commodity prices and
a flight of capital from many emerging market economies.
The world economy grew by only 2.2 per cent, a sharp
slow down from 4.2 per cent in 1997. The growth rate of
developing countries in Asia declined to 3.8 per cent from
6.6 per cent in 1997, while the growth of advanced
economies slowed down to 2.2 per cent from 3.2 per cenf
in 1997. Japan’s output declined by 2.8 per cent in 1998.
In the euro area the output increased by 2.9 per cent, a
slightly higher rate than in 1997. Asia, which remained the
mainstay in world output growth for quite a long time,
suffered a setback due to the cwrency crisis, registering a
growth of 1.8 per cent against an initial forecast of 7.4 per
cent. The most disturbing deterioration in output was seen
in the ASEAN-4 (Indonesia, Malaysia, the Philippines and
Thailand) which recorded a 9.5 per cent decline, after
slowing down to 3.8 per cent in 1997. An encouraging
feature in the global economy in 1998 was the continued
robustness of the economies of the USA and many countries
in Europe which contribute to about 60 per cent of world
output. The US economy grew by 3.9 per cent as in 1997.
Economic growth in countries in transition declined by 0.1
per cent, reflecting a 4.6 per cent decline in output in Russia.
Declining commodity prices due to depressed global
demand, coupled with strong commitments by governments
to price stability, ensured that inflation continued to drop in
most regions except in Asia and in countries in transition.
Consumer price inflation in advanced economies declined
from 2.1 per cent in 1997 to 1.5 per cent in 1998, while in
developing countries it increased from 9.3 per cent to 10.4
per cent. Mcanwhile, inflation in countries in transition
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Box 1

The Euro

The euro is the common currency of the newly formed
“Euroland”, a single economic zone formed by the
integration of 11 of the 15 member countries of the
European Union (EU)' . The concept of a single
currency for Europe has its origins in the attempt
towards economic integration of Europe suggested in the
Treaty of Rome in 1957, that established the European
Economic Community (BEC), but the idea only
crystalised during the Hague summit of European
leaders in 1969. The final breakthrough came in 1992
when the Maastricht Treaty on European Union (EU)
was signed and ratified by the member countries.

The formal introduction of European Monetary
Union (EMU) and the euro has taken place in three
stages. Stage | commenced on 1 July, 1990 and focused
on the removal of capital controls and reducing the
regional disparities within the European Union (EU).
Stage II, which commenced on 1 January 1994, aimed
at promoting the goal of achieving fiscal and monetary
convergence among member states and the
establishment of the European Monetary Institute which
was the forerunner to the European Central Bank
(ECB). The final stace commenced on 1 January 1999
with the formal introduction of the euro and the
irrevocable fixing of the exchange rates between the
participating countries®. Euro notes and coins will be
made available in physical form alongside national
currencies only on I January 2002. The national
currencies of participating countries will be completely
replaced on | July 2002 after a six months transition

period. These 11 national currencies will no longer be
accepted as legal tender thereafter.

The introduction of the euro, which is
considered to be the most significant event in
institutional developments in the global financial arena,
after the Bretton Woods Institutions, would have far
reaching implications on the global economy. If the euro
succeeds in becoming a stable, internationally
dependable currency, then the monetary union, which
has the potential to create the largest domestic financial
market in the world, would not only affect global
economic relations and the potential balance of power,
but also change their face in the long-term.

The potential benefits of the euro stem from
different dimensions. The sheer potential size of the
market in euros implies that it will have a greater depth
and liquidity second only to the US dolla3. As the table
below indicates, domestic currency bonds, listed equities
and government debt within the EU are much larger
than in Japan in absolute terms. A similar pattern could
be seen in international debt and foreign exchange
markets as well.

Capital Market Instruments
(US dollars billion as at 31 March 1997)

Domestic Listed Government
Currency Bonds ~ Equities Debt
Usa 4,677 6,939 7.231
EU(a) 2,776 4,359 4,689
Japan 1,368 3,106 3,203

(a) Includes all 15 countries

1 Atpresent 11 of the 15 EU members have joined the EMU. They are Austria, Belgium, Finland, France, Germany, Ireland,
Italy, Luxembourg, the Netherlands, Portugal and Spain. The United Kingdom, Denmark and Sweden have voluntarily opted
out for their own reasons, while Greece is an involuntary exclusion due to nen-compliance with the convergence criteria,
which include (a) price stability (defined as the rate of inflation within 1.5 percentage points of the three best performing EU
countries) (b) low long-term interest rates (defined as within 2 percentage points of the three member states with lowest
interestrates), (c) exchange rate stability (meaning thatfor at leasttwo years a country has kept within the normal fluctuation
margins as specified under the European Monetary System (EMS)) and (d) a sustainable government financial position
(defined as (i) a budget deficit no higher than 3% of gross domestic product (GDP) and (ji) a ratio of government debt no

more than 60% of GDP.)

2 The exchange rates between the euro (EUR) and the naticnal currencies of members of the EMU were fixed on 1 January

1999 as follows.
Belgium Germany Spain France

TEUR = 40.3399 1.95583

Ireland Italy Luxembourg Netherlands Austria Portugal Finland
166.386 6.55957 0,787564 1936.27 40.3399

2.20371 13.7603  200.482 5.94573

3 In 1897, the EU accounted for 24 per cent of the world's output, while exports and imports accounted for 39 per cent and
35 per cent of world trade, respectively. In contrast, the United States and Japan contributed to about 27 per cent and 14
per cent, of global output, respectively. While their exports accounted for nearly 13 per cent and 8 per cent, imports
accounted for 16 per centand 6 per cent, respectively, Sri Lanka's exports to and imports from the EU accounted for 30 per

cent and 17 per cent, respectively, during the same year.
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This potential size of euro markets would lead io
the development of new euro denominated financial
instruments with lower financing costs. The euro will
also eliminate the foreign exchange risk in long-term
real and financial contracts between entities in the euro
region, providing incentives to narrow interest spreads
by increasing transparency and efficiency. Moreover, the
increasing competitive pressures within the euro region
would eliminate hitherto existing geographical
advantages, paving the way for increased market
integration. The convergence in macro-economic
variables within the euro region, in particular the
European System of Central Banks (ESCB) | having been
empowered with a mandate to maintain price stab1llty
as a priority (defined as an annual inflation rate of less
than two percent) would have favourable spill over
effects on the rest of the world. While the impact of
the euro in reducing global interest rates would be
beneficial for net capital importing countries such as Sri
Lanka, the potential growth prospects for euro region
economies would induce higher foreign direct
investments and international trade vis-a-vis developing
countrics such as ours.

The concept of a single currency and the
required structural changes are not devoid of serious
challenges for the success and sustainability of EMU.
The evolution of the system heavily depends on the

~With the surrender of sovereignty in monetary and

Box 1 (contd.)

REE e -

political and social cohesion of member countries.
exchange rate policies to the ECB, which appears {o
have compelled the United Kingdom to opt out
voluntarily from adopting the single currency, the only
instrument available for member countries to influence
the economy is the fiscal policy, which, in turn, is
governed by the convergence criteria. However,
achieving the appropriate policy mix at the Euroland
level would be a challenging task, because policies
that are necessary to deal with structural problems at
national level would have implications on the conduct
of a single monetary policy and the euro exchange
rate. Most of the member countries of the euro region
are beset by structural problems with considerable
regulation. The mobility of labour is restricted,
national labour markets arc very rigid and there is
very high unemployment in some member countries.
The future strength and stability of European Monetary
Union depends on the continued commitment to
sustained macro economic convergence of member
countries, the pace of structural reforms, and the
political cohesion among euro members on key policy
issues. However, the European Council, consisting of
the Heads of State or Government and the President
of the European Commission, has well recognised the
need for this enhanced policy co-ordination.

increased from 28.2 per cent to 30.8 per cent. Parallel
10 a decline in the rate ol inflation, global interest rates
continued to decline. A sharp slow down in world trade
from a high of 10 per cent in 1997 to 3.4 per cent was
registered in 1998. The slow down in trade was seen
in all regions. Developing country exports declined from
114 per cent in 1997 to 1.8 per cent in 1998. The
advanced country exports slowed down to 3.6 per cent
from 10.4 per cent in 1997. Imports to Asian countries
declined by 4.2 per cent in 1998. Terms of trade moved
in favour of advanced economies, with an improvement
of 0.9 per cent against a further deterioration of 3.2 per
cent for developing countries. Meanwhile, current
accounts of the balance of payments in developing
countries continued to deteriorate from a deficit of 4.9
per cent in 1997 to a deficit of 6.4 per cent in 1998.
International prices of major commodities declined
further during 1998 due both to increased supply as
well as depressed demand. Fuel prices declined sharply
by 32 per cent in US dollar terms from already low
levels amidst continued weak demand and supply

overhang. Non-fuel commodity prices declined by 15 per
cent. International sugar prices continued to drop throughout
the year due both to excess supply in the market for the
fourth consecutive year and a slowing down in demand by
the Russian Federation and Asian countries due to their poor
economic conditions. Meanwhile, wheat prices also continued
to drop during 1998, mainly as a result of weaker demand
due to the economic slow down in Asia. Rice prices, on the
other hand, increased sharply during the year in response to
rice stocks falling to a 25 year low. The drop in world rice
production is mainly a result of lower production in China
and India which account for over a half of the world rice
production and for a quarter of world rice exports.
International rubber prices, although higher during most of
the year than the low levels that prevailed at the beginning
of the year, remained well below the previous year’s level.
International prices of coconut products continued to increase
sharply during the first five months with some moderation
thereafter. The rising trend in prices of coconut products was
the result of a drop in world coconut production, particularly
in the Philippines and Indonesia, due largely to abnormal
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weather. Tea prices, which remained buoyant in 1997,
suffered a setback during 1998 due to both increased supply
and lower demand. Favourable weather enabled Kenya, a key
tea producer, to increase its production by about 30 per cent,
while production in India and Sri Lanka increased by 3 per
cent and 1 per cent, respectively. Weaker demand from
Russia, which accounts for 65 per cent of India’s tea exports
and about 20 per cent of Sri Lanka’s, contributed to the
decline.

A correction of large misalignments of exchange rates
in most countries, particularly in the affected East Asian
countries, which tumbled in 1997 and in early 1998, was
witnessed during the latter part of the year. The reform
efforts to address fiftancial sector issues in domestic
economies helped build investor confidence, resulting in an
appreciation of the Korean won by 42 per cent, the Thai
baht by 29 per cent, the Philippine peso by 3 per cent and
the Malaysian ringgit by 2 per cent, against the US dollar.
The Indonesian rupiah however, continued to depreciate and
fell by 31 per cent against the US dollar against a backdrop
of an uncertain economic and political environment. The
Japanese yen appreciated against the US dollar by 12 per
cent in response to initiatives undertaken to address financial
sector reforms. Meanwhile, most European currencies
appreciated against the US dollar in anticipation of the much
awaited introduction of the euro on 1 January 1999,
Financial sector problems in Russia led to a collapse of the
rouble, which depreciated by 71 per cent against the US
dollar in 1998. The South African rand and the Brazilian real
depreciated by 17 per cent and 8 per cent, respectively,
indicating the continuing uncertainty in international currency
markets.

Short-term interest rates continued to drop in response
to declining inflation rates world-wide. Six months LIBOR
declined from 5.84 per cent per annum at the end of 1997
to 5.06 per cent per annum at the end of 1998.
Commitments towards price stability and the perception of
long-run low inflation rates resulted in a further drop in long-
term interest rates. For example, the 30 year US Treasury
bond rate declined from 5.81 per cent in December 1997 to
5.59 per cent in December 1998. However, despite this
declining trend in interest rates, one of the disturbing factors
observed during 1998 was the high risk premiums factored
into bond issues in international capital markets, particularly
by emerging market economies, which in turn prolonged the
time required for economic recovery in those countries.
While both sovereign issues and private issues were affected
adversely, the latter took the full brunt. For example, interest
spreads increased by over 300 basis points (bps) for issues
by India, the Philippines and Thailand, while those for Korea
and Hong Kong increased by over 500 bps. Spreads on
Indonesian and Malaysian issues increased by over 1,000
bps. As a result, net private capital flows world-wide
declined sharply from US dollars 124 billion in 1997 to US

dollars 57 billion in 1998. Asia suffered the most, with a
net outflow of US dollars 44 billion in 1998 in comparison
to a net inflow of US dollars 29 billion in 1997.

In the aftermath of the East Asian currency crisis and
the subsequent adverse developments in other regions,
particularly in Russia and South America, and the failure of
Bretton Woods institutions to contain the global effects of
these developments in a relatively short period, much of the
debate during 1998 was on crisis resolution and prevention
and the need for a new international financial architecture.
Both the International Monetary Fund (IMF) and the World
Bank took the lead in efforts to stabilise crisis driven
economies by providing technical assistance and financial
resources. The IMF proposed a 45 per cent increase of its
quota to meet global resource needs in the current context,
It re-activated the General Agreement to Borrow (GAB) to
facilitate extended financing arrangements for Russia in the
wake of the rouble crisis, while activating the New
Agreement to Borrow (NAB) to support the Brazilian
economic and financial programme.

'The IMF-led initiatives to strengthen the architecture of
the international monetary and financial system, which was
firmly advocated by developing countries, aims at reducing
the risk of disruptive shifts in market sentiments, limiting
contagion and spillover effects, and strengthening the
efficiency of crisis resolution efforts. Emphasis is being given
to the development and implementation of international
standards and principles of good practice with the ultimate
goal of strengthening effective financial market supervision
and regulation, improving the institutional infrastructure,
enhancing transparency, market discipline and corporate
governance, and improving risk management by financial
institutions,

The severity and the complexity of the currency
turbulence underscored the importance and relevance of the
developing country voice on an orderly and cautious
approach to liberalising the capital account and institutional
arrangements for systemic reforms. During the year,
developing countries also emphasised the need for
meaningful measures on debt alleviation, orderly debt
workouts for Heavily Indebted Poor Countries (HIPC) and
implementing well-structured post-conflict programmes.

Meanwhile, progress towards the introduction of the
euro on [ January 1999, one of the most significant events
of the century in the international monetary system,
continued with much enthusiasm. The single currency was
expected to be an essential building block for competition
in Europe, which has been hitherto beset by high labour
costs, inflexible labour markets and higher taxes that made
Europe relatively less competitive than other leading
advanced economies such as the USA. The direction of
policy strategies by the European Union will have a
significant influence on the global economy. The important
role played by the USA, Japan and the European Union in
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the world economy underscores the responsibility placed on
these economies in taking a lead in directing the global
economy towards economic recovery.

External Sector Developments

Sri Lanka’s balance of payments experienced mixed blessings
in 1998. A sharp decline in import prices acted as an
automatic stabiliser, helping to offset the adverse impact of
a considerable slowing down of exports on the trade balance.
The trade and current account deficits declined further,
leading to an overall balance of payments surplus of US
dollars 37 million in 1998. Despite a sharp contraction of
world exports, Sri Lanka's exports managed to record a
modest growth of 2 per cent, in contrast to a 13 per cent
growth in 1997. The value of imports increased marginally
(0.5 per cent) as import prices of crude oil, wheat, fertiliser
and sugar declined sharply under depressed world market

conditions. The services account generated a surplus of US
dollars 143 million, compared to US dollars 159 million in
1997. A continued growth in private transfers and
compensation payments of US dollars 78 million received on
account of Sri Lankan workers displaced from Kuwait by the
Gulf war in 1990, helped to reduce the current account
deficit to US dollars 289 million from US dollars 393
million in 1997. The current account deficit as a ratio of
GDP declined from 2.6 per cent in 1997 to 1.8 per cent in
1998. Foreign long-term private capital inflows continued to
increase while there was a net outflow of short-term capital
through the share market. Sri Lanka’s exchange and money
markets remained relatively stable, as domestic monetary and
exchange rate policies were effective in maintaining financial
market stability.

Net inflows in the financial account were lower in 1998,
reflecting the fact that inflows in 1997 included a large

Chart 1.7
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Box 2

Monetary Conditions Index

Central banks use operational and intermediate targets to
guide policy. When a central bank makes a change to
monetary instruments with the objective of having an
impact on the final targets, the inflation rate and the
growth rate of the economy. the transmission could take
place through several channels. Interest rates and exchange
rates have been identified as two main channels through
which the effect of changes in monetary policy are
transmitted to the final targets'. Therefore, interest rates and
exchange rates could serve as operational targets, and could
be used to guide the monetary policy. The Monetary
Conditions Index (MCI) is a combination of interest rates
and exchange rates that could be used as an operational
target.

Both interest rates and exchange rates influence the
aggregate demand and supply which are the deciding
factors of inflation and economic growth. An increase in
interest rates will reduce aggregate demand by discouraging
investment and consumption as well as the aggregate
supply while encouraging savings. Usually, the impact on
aggregate demand is greater than on aggregate supply
thereby causing a reduction in the equilibrium price level
and output. A depreciation in the exchange rate increases
cost of production and causes a reduction in aggregate
supply if firms use a large percentage of imported
intermediate goods. It also enhances exporters’ income
causing an upward pressure on demand. The combined
effect is an increase in the price level. Thus, an increase
in interest rates and a depreciation of the exchange rate
have opposite impacts on prices. Or, viewed another way,
a decrease in interest rates and a depreciation of the
exchange rate both lead to higher prices. Since hoth
interest rates and exchange rates respond to policy changes
and both variables have an impact on the tinal target, it
is not sufficient to monitor the two variables individually
and independently. Therefore, a more appropriate indicator
is the MCI, a weighted average of the two variables. The
MCI provides the policy maker with the flexibility to make
smaller changes to one vatiable and make compensatory
changes to the other as sometimes required by market
conditions. This flexibility is more useful when exchange
rates are freely floating without much intervention by the
monetary authority.

The impact of monetary policy changes on short-term
interest rates and exchange rates (equivalently, MCI) takes
place immediately. The transmission from those operational
targets to final targets takes a fairly long time depending
on the structure of the cconomy. Both in the United
Kingdom and Canada this transmission takes place within

about 8 to 10 quarters. In Sri Lanka, with a high degree
of openness, it appears that the transmission takes place
within 3 to 4 quarters.

Relative weights of the interest rates and exchange
rates to be used in the MCI are usually derived using
either a large structural model of the economy, a reduced
form model, or a vector auto regressive model. The MCI
could be constructed as a real variable or a nominal
variable. Central banks estimate the predicted path of the
MCI and the desirable path of the MCL When the two
paths deviate considerably further monetary policy changes
are employed to eliminate deviations.

The MCI is constructed as the weighted deviation of
the interest rate and exchange rate from the level that
prevailed in a base period2. It measures the pressure of the
interest rate and exchange rate deviations on the deviation
of inflation from the level that prevailed in the base period.
Generally, the weight associated with the interest rate is
calibrated as 1 and the weight associated with the exchange
rate is calibrated as 1/w. This implies that an increase of
one percentage point in the interest rate has the same impact
on the MCI as @ percent change in the exchange rate. The
weight depends on the openness of an economy. Relatively
less open economies could have a weight as high as 10
(i.e. a 100 basis point change in interest rates has 10 times
the impact of a one percent change in the exchange rate)
while open economies with heavy dependence on imports
could have smaller weights around 12,

The usefulness of an MCI as an operational target in
Sti Lanka can be demonstrated using the real MCI and its
ability to predict inflationary pressures. As data on freely
moying interest rates and exchange rates in Sri- Lanka are
available for a relatively short period of time, a
parsimonious reduced form model was used to construct
weights for the MCIL. The month to month variation of the
Colombo Consumers’ Price Index was taken as the
inflation rate. The three-month Treasury Bill rate
determined in the primary market was used as the nominal
interest rate. The real interest rate was derived by
subtracting the expected inflation rate from the nominal
tnterest rate. The expected inflation was derived by
assuming the existence of forward looking rational
expectations on inflation. Thus, the expected inflation at
any month was taken as the average month-to-month
inflation rate of the future nine months*. The real effective
exchange rate (REER) with respect to five major importing
countries is used as the exchange rate. The base period was
taken as January 1993. The relevant lag period is nine
months. Relative weights were obtained by regressing the
9 month lagged real interest rate and the REER on the
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current inflation rate. Thus, the weight for the exchange
rate movements in the MCI (MCI ratio or «) is the ratio
between the regression coefficients of the real interest rate
and the REER®. The estimated MCI ratio is 1.5, indicating
Sri Lanka’s relatively high exposure to the external sector.

Figure 1 shows the behaviour of the interest rate and
the exchange rate. An upward deviation of the exchange
rate shows an appreciation of the exchange rate, and easing
of the pressure on inflation. Similarly, a downward
deviation shows a depreciation, and an increase of the
pressure on inflation. An upward deviation of the interest
rate also indicates an easing of inflationary pressures.
Thus, an upward movement of the MCI shows easing of
inflationary pressures, and a downward movement shows
increasing pressures on inflation. This behaviour is clearly
seen in Figure 2 which shows the behaviour of the 9
month lagged MCI, and deviation of the inflation from the
base period inflation.

Central banks use the MCI as an aid to policy, and
not as a mechanical rule to set exchange rates and interest
rates. 1t measures the pressure on inflation due to
aggregate demand and supply changes arising from changes
in the interest rate and exchange rate. Therefore, the MCI
is not a predictor of the headline inflation. ‘The heudline
inflation is a combination of the pressures indicated by the
MCI and other exogenons demand and supply shocks such
as changes in autenomous consumption and weather
assaciated changes in production. The MCT should also
not be treated as a fundamental measure of monetary
policy. It is only an operational target. The MCI also
has some technical drawbacks. It is not clear if more
variables than the interest rate and exchange rate shoutd
be included in the MCI. It suffers from the difficulties in
estimating the other relative weights of its components.
Further research is being conducted on the inclusion of

=

Other channels are the availability of credit and expected
inftation.

2 Thus MCI=[Real Interest Rate-Real Interest Rate at Base
Period]+(1/w)[{Real Effective Exchange rate Index(REER)/
REER at base period-1)*100]; where w is the relative
weight of the exchange rate.

3 Mayes, David G. and Viren Matti, 1998 'Exchange Rate
Considerations in a Small Open Economy: A Critical Look
at the MCI as a Possible Solution’, mimeo, South Bank
University and Bank of Finland

4 Expected inflation outside the period where data are not
available was derived using official statements on future
inflation combined with the long-term trend in inflation.

5 Suppose that the regression coefficients on the real inter-
est rate and the REER are « and B respectively. Then (1/
o) = B/a and w=o/f.

Boy 2 {contd

variables in the MCI, estimating more refined weights tor
the MCI, and its appropriateness as an operational target.

One of the major users of the MCI, the Reserve Bank
of New Zealand (RBNZ) had to abandon the use of the
MCI as an aid of the monetary policy in February 1995.
The exchange rate in New Zealand depreciated as a result
of the Asian Crisis, and to match this decline intercst rates
had to be raised so that the desirable path of the MCI is
maintained. This sharp dse in inlerest rates weakened the
economy considerably. The RBNZ is now following &
more relaxed approach on determining required change in
interest rates.

Although it is not advisable to use MCI as a
mechanical tool to determine changes in monetary and
exchange policies, it provides a useful conceptual
framework to evaluate policy effects and guide future
policy directions.

Figure |
Deviations of Real Interest Rate and Real Effective
Exchange Rate from the Levels in January 1993 and MCI

Deviation of the Real Interest Rale
Deviation of the Real Exchange Rate
- == MCI

Figure 2
Deviation of Inflation from Level in January 1993 and
Nine Month Lagged MCI

—— Deviation of the Inflation  =.— Nine Month Lagged MCI
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volume of privatisation proceeds amounting to US dollars
30! million, compared to US dollars 56 million in 1998. Net
short-term private capital outflows declined in 1998 despite
a reduction in external liabilities of commercial banks and
an outflow of short-term capital through the share market.
It is noteworthy that long-term private capital inflows,
including foreign direct investment, continued to increase in
1998. Long-term concessional capital inflows to the
government increased during the year reflecting the
government’s commitment to maintaining a higher level of
capital expenditure. Gross capital inflows to government
(excluding the Floating Rates Notes issued in 1997) were
higher by 8 per cent in 1998. Net capital inflows declined
due to higher amortisation payments. Long-term capital flows
to the private sector included a Floating Rate Notes (FRN)
issue by DFCC Bank for US dollars 65 million in
international capital markets and loans amounting to US
dollars 43 million raised by Sri Lanka Telecom. Net long-
term capital flows to this sector, however, declined due to

higher outflows arising mainly from an advance payment of
US dollars 48 million by Air Lanka Ltd. towards its
refleeting programme.

The appreciation of the yen alone increased the debt
stock by around US dollars 200 million. The debt/GDP ratio
stood at 56 per cent. About | percentage point of this
increase was due to the appreciation of the yen. The stock
of short-term debt accounts for only 6 per cent of total debt.
Sri Lanka’s debt service ratio in 1998 was estimated at 11
per cent, the same as in 1997.

The Ceniral Bank continued to manage the exchange
rate flexibly, playing a moderator’s role in the exchange
market. The exchange rate developments were monitored
using a number of money market and exchange market
indicators, including a real effective exchange rate index with
a twenty four currency basket. The Central Bank’s operating
exchange rate band between its buying and selling rates for
the U.S. dollar was 2 per cent. The world currency markets
became more volatile than in 1997. The volatility of the US
dollar/yen almost doubled in 1998 compared to 1997, due
to the poor prospects for early recovery in Japan. The Sri
Lanka rupee depreciated by 9.6 per cent in 1998. The real
effective exchange rate depreciated by 12 per cent bringing
this competitiveness indicator to the July 1997 level .

Gross official external assets were sufficient to finance
4.0 months of 1998 imports. Total gross external assets of
US dollars 2,907 million, which include official assets and
those of commercial banks, were sufficient for 5.9 months
of import cover.

1.9 Financial Sector

Monetary policy had to be conducted in a highly unstable
external environment. The world banking industry and
financial markets had been experiencing tremendous

‘93 ‘97  '98

M1/M2b M2b/GDP

R
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instability in the context of the global financial market crisis. L 4
On the domestic front, the government needed more i : Chart 1.10
resources o finance a larger fiscal deficit. Hence, a further : s Interest Rates
relaxation of monetary policy could not be made to bring :

down interest rates, despite significant deceleration of the e _

inflation during the second half of [998. P  Chart 1.101

The uncertainty in regional financial markets and jsl_“-"-":"'r"“‘_'fl_‘ft"m‘" Rates
somewhat higher domestic inflation at the beginning of 1998 o
required tightening of the policy stance in the first few
months of the year. Although a slight relaxation was effected
in the second quarter by reducing the repurchase rate from
12.00 per cent to 11.65 per cent by mid May, renewed
volatility in the foreign exchange market required a further
tightening of policy. A resurgence of international volatility
and associated domestic speculative activity thereafter,
prompted the Central Bank to tighten policy again by raising
the repo rate to 12.00 per cent in May.

The recent developments have clearly demonstrated the
need to maintain consistent exchange and monetary policies.
The global financial crisis and the resultant volatility in
international currency markets led to some uncertainty in the
domestic foreign exchange market. This continued into 1998
with some articulate elements in the market demanding a
large depreciation of the rupee. Under the current managed
floating system, where the exchange rate has been allowed :
to change reflecting the underlying changes in 15
macroeconomic conditions, such ad hoc depreciation of the &

o 5
rupee was not necessary. However, despite a trend decline e 0 W/\Q W
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in the rate of inflation, short-term interest rates were allowed
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inexpensive call market funds for speculative purchases of

foreign currency, the repo rate was raised by 200 basis points
in December 1997 and by a further 100 basis points in
January 1998. Adjustments were also made to the Central
Bank's discount and rediscount rates and the margin between
these rates to support this tightening of the policy stance.
These measures, together with some progress towards
financial market and exchange rate stability in East Asia,
were successful in reducing the speculative pressures.

UmrL 1.10,3 :

Commercial banks sold US dollars 54 million to the Central ' _::. g, '
Bank in March and April, but for the year as a whole, the 5 P e
Central Bank was a net seller of foreign exchange to the . e ———

market.

5 e,
Open market operations continued to be the primary a0 M 09000000
e .l

instrument of monetary policy, with the repo rate serving as 5 - & 5 =
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the main signalling mechanism. From May onwards, x . i LoneBing s oy
commercial banks were permitted to include their holdings - ?E":%%}Z‘%Eg&"
of Treasury bonds as a part of their liquid assets and to use ; A e

those for secondary market transactions with the Central N

Bank in their liquidity management. In November, an
overnight reverse repurchase facility was reintroduced to help
stabilise short-term interest rates. With the Central Bank now
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TABLE 1.5
Private Sector Credit From Financial Institutions
Rs. Miliion
Dec 94 Dec 95 Dec 96 Dec 97 Dec 98(a)

Commercial Banks 163,278 210,704 229,771 263,139 294,064
Domestic Units 140,004 179,825 193,842 216,030 243,549
State Banks 85,728 105,781 106,007 111,650 122,512
Other Commercial Banks 54,276 74,044 87,835 104,380 121,037
Foreign Currency Banking Units 23,274 30,879 35,929 47,109 50,515
State Banks 9,813 10,047 10,393 14,649 16,734
Other Commercial Banks 13,461 20,832 25,536 32,460 33,781
Other Financial Institutions 33,960 38,023 62,670 73,627 89,675

Regional Rural Development Banks and
Regional Development Banks 1,872 2,406 2,888 3,397 3,750
Licensed Specialised Banks 23,987 28,349 46,118 54,053 66,938
Development Finance Institutions (b) 16,935 20,037 31,411 38,023 47,320
National Savings Bank 3,108 3,441 8,637 8,150 9,495
Housing (c) 3,945 4,871 6,170 7,344 8,150
Other Savings and Development Banks (d) - - 536 1,972
Finance Companies 8,100 7,269 13,664 16,178 18,987
Total Private Sector Credit 197,238 248,727 292,441 336,766 383,739

(a) Provisional
(b) Consists of DFCC Bank and National Development Bank

Source: Central Bank of Sri Lanka

(c) Consists of State Mortgage and Investment Bank and the Housing Development Finance Corporation
(d) Consists of Pramuka Savings and Development Bank and SANASA Development Bank

providing both an overnight repo facility and an overnight
reverse repo facility, volatility in the call market was
expected to be restrained, thus bringing about greater stability
in the money market,

The Central Bank's own securities continued to be
available on tap throughout the year for mopping up
operations. These securities had a maturity of 7 days and
carried a yield equal to the 7-day repo rate. This facility was
rarely used, as the portfolio of Treasury bills in the Central
Bank was sufficient for its open market operations in 1998.
The Central Bank continued its policy of not granting
refinance under the Medium and Long-Term Credit Facility

Chart 1.11
Yield Curve for Government Securities
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©
o
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—&—End 97
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(MLCF) or any short-term facility. The outstanding level of
refinance granted in the past declined from Rs.1,691 million
at the end of 1997 to Rs.1,122 million at the end of 1998,
due to continuation of repayments to the Central Bank.

Money Supply

The growth of consolidated broad money supply (M2b), i.e.
broad money supply including FCBUs, continued to decline
from 15.6 per cent in 1997 to 13.2 per cent in 1998, helping
to contain inflationary pressure. A significant reduction in net
foreign inflows and slow growth in credit to the private
sector offset the expansionary effect of faster growth of
credit to government. Net credit to government increased by
43 per cent, in contrast to a decline of 4 per cent in 1997.
Credit to the private sector increased by 12 per cent in 1998,
compared to 14.5 per cent in 1997, mainly reflecting the
slowing down of the growth in economic activity. The
slowing down of economic activity, together with
strengthened supervision of banks, also contributed to the
slow growth of credit to the private sector.

The deceleration of credit to the private sector was more
pronounced in FCBUs, where credit growth fell from 31 per
cent in 1997 to 7 per cent in 1998. The continuing
uncertainty in foreign financial markets and slowing down
of Sri Lanka's exports led to a contraction of lending by
FCBUs and a reduction of their net foreign exposure. The
volatility in the foreign exchange markets and the
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comparatively low domestic interest rates made borrowing

Cornn thn TMDITe lana atépnntinra ta Aamaactin antarnrsican
LLVILL LUV L U0 IWO0 ULLEULVLL T L LU uuidLivo ML lel,vAynAuvu-

FCBUs used some of their funds to syndicate a loan of US
dollars 100 million to the government. Credit from the
domestic units grew at a faster rate, i.e., at 12.7 per cent in
1998 compared with 11.4 per cent in 1997, and offset the
decline in the FCBU credit expansion. It is notable that most
of the increase in credit to the private sector came from the
domestic commercial banks, not the foreign banks.

Credit to public corporations declined by 26 per cent
in 1998, following a decline of 5 per cent in 1997. Lower
international prices for petroleum and wheat improved the
financial position of the Ceylon Petroleum Corporation
(CPC) and the Co-operative Wholesale Establishment
(CWE), enabling them to reduce their bank liabilities. The
resulting improvement in the liquidity position of banks
caused an increase in their investments in government debt
instruments.

Reserve Money Programming

The Central Bank continued to use reserve money (high
powered money or base money) as an important intermediate
target in implementing monetary policy. An excessive
expansion in reserve money was avoided to contain
inflationary pressure, while providing sufficient liquidity to
the market to ensure that economic activity was not
constrained by liquidity shortages. Reserve money increased
by 9 per cent, a lower rate than the growth in broad money
supply. Accordingly, the broad money multiplier increased
marginally (rom 3.98 at the end of 1997, to 4.07 at the end
of 1998, reflecting the slight tightcning of monetary policy
in 1998.

1.10 Problems and Issues

The Sri Lankan economy continued to show its resilience to
the turbulence in world financial markets and performed
relatively better than many other developing countries,
registering an economic growth rate close to 5 per cent in
1998, with lower inflation and unemployment than in 1997,
a surplus in the overall balance of payments and relatively
stable financial markets. As mentioned in the 1997 Annual
Report, the resilience was due to the maintenance of an open
economy with a fully liberalised current account and capital
controls being maintained for prudential reasons and to avoid
excessive accumulation of short-term debt, a flexibly
managed exchange rate, improved co-ordination of
macroeconomic policies and strengthening of the regulatory
and supervisory framework for financial institutions.

The growth rate achieved in 1998 was better than the
average cconomic growth of 4.2 per cent during 1980-89 and
somewhat lower than the 5.3 per cent growth during 1990-
97. It was close to the long-run growth rate of around 5 per
cent. A major challenge in 1998 was to maintain a
reasonable growth rate without disturbing monetary and price

stability. This objective was achieved. The medium-term
objectives are to achisve a faster improvement in living
standards through accelerated non-inflationary economic
growth, better income distribution and a viable balance of
payments situation.

Policy prescriptions toward this goal are largely those
necessary to eliminate the remaining structural weaknesses
in the economy, which tend to retard faster economic
growth, They include reforms aimed at improving financial
market efficiency; improving commercial viability of the
state owned financial institutions; making labour markets
more flexible and improving labour productivity; public
service reforms to make it more efficient and productive;
pension reforms to contain the budgetary burden and avoid
an erosion of pension benefits through inflation; public
enterprise reforms aimed at improving their commercial
viability and tax reforms to simplify the tax structure, reduce
distortions and improve revenue buoyancy. In addition, in
the context of the recent world financial market crisis, greater
emphasis needs to be placed on financial system soundness
and improving corporate governance. Significant progress
has been made in some areas, particularly financial market
reforms, improving financial market soundness, public
enterprise reforms through private sector participation and tax
reforms including tariffs. Progress in other areas, however,
is inadequate. Meanwhile, lhere are several short-lerm
challenges and disturbing trends that need to be highlighted.

Although Sri Lanka’s financial markets were not
seriously affected by the contagion effect of the international
financial crisis, the continuing world economic recession has
threatened to affect Sri Lankan exports. Sri Lanka maintained
an export volume growth rate of 8 per cent during the past
four years. In 1997, the country’s export volume grew by
11 per cent, comparable to the growth of world exports and
of developing countries. With the sharp contraction of the
world export growth to 3.6 per cent in 1998, developing
country export growth has decelerated to 1.8 per cent and
Sri Lanka’s export growth declined to 0.1 per cent. Prospects
for 1999 are not very encouraging. The current expectations
are that world trade will recover somewhat during the second
half of 1999 and that the developing country export volumes
would grow by 4.7 per cent. However, a complete recovery
is unlikely within the next two years. This would be a
challenge for open small economies like Sri Lanka, which
are attempting to achieve faster economic growth through
greater integration with the world economy. Therefore, a
continuation of the depressed world market conditions is
likely to slow down economic growth and employment
generation in 1999.

The large widening of the fiscal deficit in 1998 was
somewhat disturbing. Some widening of the fiscal deficit
may not have been avoidable in a global recession where
government revenue tends to decline owing to siowing of
export demand and national income. This was partly the case
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in"Sri Lanka in 1998. The Keynesian solution in a
recessionary condition is expansionary fiscal policy to induce
domestic demand to counteract declining export demand. It
should be mentioned that the final objective of expansionary
fiscal policies is to help maintain domestic employment and
incomes. Although there has been a renewed emphasis on
expansionary policies recently, those may be difficult to
Justify in Sri Lanka, given its continuing high fiscal deficits
and high inflation. Higher fiscal deficits could trigger
galloping inflation, aided by stronger depreciation of the
rupee.

Sri Lanka is already a high inflation country. A high
budget deficit, high inflation and high interest rates
discourage private investment and slow down economic
expansion. There is an urgent need to bring the fiscal deficit
reduction programme back on track to protect balance of
payments viability, avoid a rekindling of inflation, reduce
pressure on the exchange rate and avoid an erosion of private
sector confidence in the government’s economic policies.

It should be mentioned that inflationary pressures of the
enlarged budget deficit were not clearly felt during 1998 as
the country benefited from the sharp reduction in import
prices, particularly for crude oil, wheat grain, fertiliser and
sugar, under depressed world market conditions. These price
reductions helped to contain the growth in the import bill
despite a depreciation of the rupee (9.6 per cent against the
US dollar), thus leaving more resources with the banking
system. It is clear that the resources freed by these reductions
in the international prices of key commodities imported to
Sri Lanka and the relatively slow growth of private sector
credit enabled the banking system to finance a large
proportion of the enlarged budget deficit without exerting
excessive pressure on interest rates. Current trends indicate
that a further large reduction in import prices is unlikely to
occur. In this context, the government may not have the
flexibility of running an expansionary fiscal policy without
reversing the recent favourable trend in inflation.

The overall budget deficit increased in absolute terms
by Rs.23,758 million to Rs.93,819 million. Increased security
expenditures and revenue shortfalls were the major reasons
for the enlargement of the fiscal deficit. Revenue shortfalls,
reflected mainly in lower than anticipated turnover taxes/
GST, income taxes and import duties, contributed to nearly
50 per cent of the increased deficit. Higher expenditures in
non-defence areas such as salaries and wages and transfers
to loss making public sector entities (Sri Lanka Railways and
the Postal Department) also contributed to the increased
deficit. Given the size of fiscal slippage in 1998 and the
weaker prospects for higher economic growth in 1999,
measures should be put in place to reduce the fiscal deficit
to around 7.5 per cent of GDP in 1999, so that further fiscal
consolidation could be targeted for 2000. Sri Lanka is yet
to achieve a sustainable reduction of inflation, which would
reduce inflationary expectations in the economy. Although

the average consumer price inflation has declined, according
to the CCPI, to 10.2 per cent during the last five years from
13.5 per cent during the five years 1989-93, a steady
reduction of the inflation rate to below 5 per cent would be
required for the country to emancipate itself from an inbuilt
inflationary bias. Sri Lanka’s inflation rate has generally been
higher than the average inflation rate of her trading partners
and competitors. This has led to the depreciation of the
exchange rate by about 5-6 per cent per year to enable Sri
Lanka to remain competitive in world markets. As mentioned
in the 1997 Annual Report, the exchange rate depreciation
has a feedback effect on inflation as Sri Lanka is a highly
trade dependent economy where exports and imports together
account for about 70 per cent of GDP, The internal wage
setting mechanism, which links many wages directly or
indirectly to inflation rather than to labour productivity, has
been another channel in this inflation-wage-exchange rate
nexus. This has been further complicated by the increased
security expenditures. Thus, continuing high budget deficits
have made it a challenging task to eliminate high inflationary
expectations among the public. Hence, measures have to be
in place for a sustainable reduction in inflation by containing
the fiscal deficit at below 5 per cent within the next three
years and introducing a productivity based wage setting
mechanism. These have to be supplemented with other
measures to eliminate structural weaknesses in the labour
market - measures which would make the labour market
more flexible, while providing equal protection to both
workers and employers in a competitive environment.

Among the structural policies mentioned above, pension
reforms aimed at a sustainable social security system should
be a priority. The demographic transition, together with
improvements in other socio-economic conditions, has
substantially reduced the growth rate of the population to
well below that of most other developing countries.
However, an annual addition of over 200,000 to the
population has become a burden on other limited resources.
There are several socio-economic issues associated with the
current structure and trends in population. Unemployment,
land fragmentation, the high cost of social welfare such as
education and health, housing problems and an ageing
population are major issues that need (o be addressed early.
The ageing of the population and a rising old age
dependency ratio require a well planned strategy and a
carefully designed social security system to avoid excessive
burdens on the working population and an erosion of
standards of living during old age. This has to be done in
the context of policies designed to make labour markets
more flexible, adaptable to the changing labour market needs
and complementary to other growth-oriented policies.

At a time when Sri Lanka’s exports are facing a major
challenge in international markets, there have been some
disturbing developments in the textile quota administrative
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Box 3

Information Technology Innovations — Challenges for the Financial Sector

Technology has made remarkable headway in the field of
telecommunications, providing the impetus for information
technology (IT) to transform the way in which trade.
commerce and banking are conducted in the world.
Electronic commerce {e-commetce) is already opening up
and countries like Sri Lanka will have to adapt fo the
changes or fall behind and miss out on the opportunities
that may present themselves.  Cross border transactions
will not only grow in volume and value, but will also take
on new dimensions. The way these transactions are
conducted is undergoing rapid change.
change and failure to respond to these changes could prove
to be harmful and would damage the economic strategy.
Countries that are ready fto participate in world trade in
both goods and services under these new arrangements will
benefit in the form of larger market shares and comparative
advantage, while those that are not, will tend to languish
in the midst of low productivity and high levels of
inefficiency.

The Central Bank, in partnership with other
institutions in the banking sector, will endeavour to
promote the creation of the inlrastructure necessary Lo
respond effectively to the changes taking place in the
global banking scenario. 1t is also in the interests of banks
themselves to participate fully in this endeavour. With
growing competifion, escalating cost of funds, pressure on
margins. disintermediation and the associated uncertainty,
credit no longer constitutes the main source of profit for
banks. Instead. fee based services are becoming the
primary source of income with computers and
communication playing a key role. The new developments
that have come on stream in developed economies in cash
management, funds transfer, payments systems and clearing
systems make the banking system global instead of local.

Similarly, the introduction of Electronic Funds
Transfer (EFT) systems has made retail branch networks
obsolete in some respects as a delivery system for banking
services. In terms of day to day transactional capabilities,
banks are moving towards a two tier system. The
provision of complex banking services Tequiring inputs
from skilled personnel, such as arranging credit, are
performed at regional branch offices where the specialist
personnel work. For the provision of routine banking
services, banks are automating their procedures to reach
inside the home through interactive approaches and to
restructure the large majority of their branch offices into
computer driven, modular low cost operations, based on
extensive use of EFT, Automated Teller Machines (ATM)
and plastic cards.

A further development emerging in developed
financial markets is the gradual encroachment of the
traditional territory of banks by other business organisations

Registance to
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such as insurance companies, supermarkets, departmental
stores, real estate agents etc. Increasingly, insurance
companies not only insure houses, but also finance them;
supermarkets and department stores have enormous
databases on customers, easily accessible in computer
storage. which could be used to provide routine financial
services just as banks do; brokers who traditionally deal
in financial instruments are extending their sphere of
aclivily into banking operations: and real estate agents who
handle the sale and transfer of property increasingly delve
into mortgage business. All these and many more business
orgdnisations, such as oil companies and multi national
corporations, haye the financial resources. skills and
expertise {o pravide banking services. An additional factor
in their favour is that none of these organisations are
constrained by regulatory requirements imposed on banks
by regulators and bank supervisors.

It will not be long before these changes spread into
developing financial markets. Sri Lanka will also witnes
some of these changes in the next decade. Some of the
advancements in IT contemplated by the Central Bank will
hasten this process. Proposals are under consideration by
the Central Bank to modemise the payments system of the
country by enlarging the scope of the existing off line Sti
Lanka Interbank Payment System (GIRO System) to cover
direct debit transfers, to strengthen the cheque clearing
system through introduction of imaging, to move to an on
line accounting system within the Bank, to introduce a real
time gross settlements system (RTGS) as in leading
financial markets and to promote existing ATM networks
to build a shared network to expand the coverage of the
existing systems. At the same time, the Central Bank will
undertake modemisation of the government debt securities
market through the introduction of a Central Depository
and a scripless system to encourage the growth and
improve the efficiency of the secondary market for
government debt. In this effort, the Employees’ Provident
Fund will also reccive attention to ensure its continued
growth to serve its members more efficiently.

Recogising the transformation that has been taking
place gradually in the 1980s in the economic strategy of
the country, the Central Bank of Sri Lanka equipped itselt
with the necessary statutory powers under Section 105A
of the Monetary Law Act No.26 of 1995 to participate in
the equity of companies established for the purpose of
furthering technological advancement in the field of
banking. This measure is the direct result of its realisation
that modernisation of the banking system, in line with
developments abroad, will be important for the Sri Lankan
economy to derive the full benefits of globalisation in
industry, commerce and banking,
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system recently, introducing further uncertainty among
manufacturers. Quotas have been an important regulator of
world trade in textiles and garments. The various schemes
that have evolved now entail cumbersome procedures that
require close supervision and monitoring to achieve
maximum utilisation. Quota administration in Sri Lanka had
been in some disarray in 1998 as quotas to the USA for
some items such as men’s and boys’ jackets and shirts were
over utilised and the Textile Quota Board had to take action
to avoid the possible imposition of an embargo by the USA.
Until quotas are fully phased out in 2005 under the Uruguay
Round Agreement on Textiles and Clothing, optimal
utilisation of quotas needs to be ensured to reap the full
potential benefits under the existing international trade
framework. Hence, the quota administration needs to be done
efficiently. Although market based quota distribution through
auctioning of quotas would have produced better results in
terms of quota utilisation, various other objectives, such as
the need to promote new investments, regionalise industries
and generate more employment, have entered into the quota
administration in Sri Lanka. Although a fundamental change
in the quota allocation system may not be necessary, it
should be the responsibility of quota administrators to ensure
the smooth functioning of the system, so that the growth of
the textile and garment industry and trade will not be
interrupted. This is all the more important as the global
competition among suppliers has intensified in the context
of depressed world market conditions and there is a need to
ensure a smooth transition to face more intense competition
in a quota-free trading environment after 2005.

The growth of investment in Sri Lanka has been
sluggish. This slow growth is due to a number of reasons.
First, public investment slowed down in the wake of
increased security expenditures as the government was
committed to containing budget induced inflationary
pressures. While a somewhat higher level of public
investment could have been achieved by pruning
expenditures in other areas (e.g., reducing transfers to loss
making public sector entities), the political economy had not
permitted this. Second, the uncertainty regarding the security
situation discouraged private investment, both domestic and
foreign. Third, Sri Lanka had very high lending rates of
above 20 per cent for a long period, discouraging private
investment. High fiscal deficits, high inflation rates, which
averaged 13 per cent during 1980-96, and operational
inefficiencies of the state banks had pushed up interest rates.
Although interest rates have declined significantly after a
slight relaxation of monetary policy in early 1997 and an

improvement in the fiscal situation during 1994-97, several
years of low inflation are required for people’s perceptions
regarding high inflation and high interest rates to disappear
and private long-term real investment to pick up. Sri Lanka
is yet to make sufficient progress towards a steady reduction
in the fiscal deficit, inflation and interest rates. Fourth, Sri
Lanka maintained a complicated investment regime which
discriminated against all non-export oriented sectors,
including the traditional plantation crops, after the economic
liberalisation in 1977, with a view to promoting export-led
industrialisation with foreign participation. This biased
incentive regime has existed for a long period. New elements
have been added towards equalisation of incentives among
different sectors through measures such as provision of
foreign currency loans to non-BOI exporters, new fiscal
incentives to the non-BOI sector including the relaxation of
the export share requirement to be eligible for BOI
concessions. However, the current investment regime needs
to be simplified, particularly with a view to eliminating the
inbuilt discretionary elements. A simple and transparent
investment regime, with equal incentives for all sectors, and
a narrow negative list would encourage new investment.
Fifth, insufficient infrastructure facilities were another
constraint to private sector investment. Significant
improvements have been made in the power and
telecommunication sectors, but further progress in all key
areas of infrastructure, including health and education, is
necessary. Sixth, the trade policy regime, particularly the
provisions related to agriculture, has not been transparent.
Ad hoc changes in tariffs and licensing have introduced
uncertainty regarding the future direction of trade policy,
discouraging the entry of the private sector into commercial
farming in a consistent manner and developing better
marketing links with the small scale non-plantation
agricultural sector. This problem is now being addressed. The
last remaining licenses were eliminated in 1996 and
agricultural products are now placed at the maximum tariff
rate of 35 per cent. Requests for greater protection of the
agricultural sector are still voiced at various fora. Steady
commitment to the current liberal policy for several years
is required for investors to be convinced that there is a
credible and consistent trade policy related to agricultural
products. Seventh, inflexible labour markets and rigid labour
laws that do not give sufficient weight to the concerns of
investors are considered to be a major obstacle for faster
growth of private investment. These are some of the long-
term structural policy issues that have to be addressed, if Sri
Lanka is to accelerate investment and economic growth
within the next three years.
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2. NATIONAL INCOME AND EXPENDITURE

2.1 Overall Trends

In 1998, the Gross Domestic Product (GDP) grew by 4.7 per
cent in real terms. The GDP growth, though lower in
comparison to 6.3 per cent recorded in 1997, was achieved
in the midst of unfavourable global economic conditions,
which emerged after the East Asian crisis. Most of Sri
Lanka’s major exports were affected by the global recession
and competition from East Asian countries. However, at the
same time, there were gains from price advantages on
imported inputs to the manufacturing and construction
sectors. Overall, domestic demand remained strong, supported
by a growth in investment in both the private and public
sectors and a rise in consumer expenditure. This helped to
mitigate the negative impact of the weak external demand.
Gross National Product (GNP), defined as GDP adjusted
for net factor income from abroad, grew by 4.6 per cent.
This slightly lower rate of growth in GNP, compared to that
of GDP, is due to deterioration in the net factor income from
abroad (NFIA). This was caused by a decline in foreign
investment income and higher outflows in the form of profits
and dividends. In contrast to an increase in net foreign
investment income by US dollars 37 million between 1996
and 1997, there was a net increase in these outflows by US
dollars 19 million between 1997 and 1998. The slow growth
in investment income receipts in 1998 was due to the lower
international interest rates. Meanwhile, the larger outflow of
income remitted abroad was in consonance with the
continuous growth in FDI during the period 1996 - 1998.
The GDP at current market prices was estimated at
Rs.1,015 billion. The mid-year population at 18.8 million in
1998 was estimated to have increased by 1.2 per cent over
1997. Accordingly, per-capita GDP rose to Rs.54,035 (US
dollars 837) in 1998 from Rs.47,988 (US dollars 814) in
1997. In the World Bank classification of countries according
to per capita income, Sri Lanka is now in the ‘lower middle
income’ country group whose per capita income falls within
the range US dollars 795 — US dollars 3,125. The country's
cconomic growth rate has to be about 8 per cent for it to
become an ‘upper middle income’ country within the next
ten years. Even if Sri Lanka is to maintain a steady growth
rate of 6-7 per cent, its domestic investment will have to
be raised at least to 30 per cent of GDP, assuming a
significant increase in productivity. In view of the recent
slowing down of the economic growth and poor prospects
for the world economy, achieving a steady growth of this
magnitude does not appear to be feasible. Given Sri Lanka’s
rising per capita income, it is unlikely that it will be able
to find concessional foreign aid to meet all of its foreign
resource requirements, particularly in an environment where

g

concessional aid to developing countries is declining. Hence,

some foreign financing for future development projects will
have to be raised in international capital markets, unless
domestic savings are increased substantially.

Gross Domestic Capital Formation (GDCF) as a ratio
to GDP edged up to 25.4 per cent in 1998 from 24.4 per
cent in 1997, The investment ratio, having reached a peak
in 1994/95, declined in 1996, but recovered thereafter with
investors gaining confidence in the government’s
commitment to maintaining open economic policies. Having
a favourable effect on domestic investment were the growth
in corporate profits leading to an increase in the level of
retained earnings, moderation of interest rates, slowing down
of inflation and lower import duties on investment goods.
There was also an increase in the inflow of foreign direct
investment, though small, when compared to 1997 and 1996,
Also, the year 1998 was relatively free from labour unrest.
Economic activities outside the Northern and Eastern
provinces functioned relatively free of disruption. These
developments contributed to strengthen investor sentiment,

The Manufacturing sector grew by 6.3 per cent in real
terms, contributing almost one fourth towards the growth in
real GNP. Faclory industries, which accounted for 78 per
cent of the manufacturing output in 1997, grew by 7.6 per
cent in 1998, while the larger contribution to its growth came
from the domestic market oriented industries responding to
the increase in domestic demand. This was in contrast fo the
growth pattern observed in recent years where the impetus
to growth was from export oriented industries. The textile
and apparel sub-sector, which plays a significant role in the
export earnings of the economy as well as employment
generation, faced strong competition as there was a large
contraction in the growth of world trade. The contribution
of the textiles, apparel and leather goods sub-sector to the
growth in real output of factory industries was only 24 per
cent in 1998 compared to 69 per cent in 1997 due to the
considerable slowing down in export growth of products in
this sub-sector. A series of policy measures introduced in
budgets in the recent past, including fiscal incentives to
encourage the use of advanced technology in manufacturing,
has led to an expansion in the capacity of industrial
production and a more diversified industrial base. The
investments in advanced technologics in several industrial
sectors have improved productivity, enabling those sectors to
offset a modest acceleration of wages and salaries.

The construction sector recorded a higher growth rate
in 1998 (7.1 per cent) compared to 1997 (5.4 per cent). This
was the combined outcome of an increase in the outlay on
public investment relating to physical infrastructure
development and a growth in private sector investment in
commercial property development including residential
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apartments, power generation and road projects,
communication networks and factories.

As in the previous years, the largest contribution to the
growth in GNP came from the expansion in Services,
comprising energy, transport, communications, port services,
trade and financial services. The transport, port services and
communications sub-sector grew by 7.7 per cent, accounting
for 30 per cent of the growth in services. The
telecommunications sub-sector continued to remain buoyant
with increasing participation of the private sector in
expanding the telecommunication network and provision of
value-added communication services. This resulted in a
record 46 per cent growth in the telecommunication sector,
adding to efficiency and productivity increases in other
sectors of the economy. Transport services grew by 3.2 per
cent, with the expansion concentrated in goods haulage,
consequent on the expansion in the primary and secondary
sectors. The growth in port services decelerated to 2.5 per
cent from 16.8 per cent in 1997 due to reduced
transshipment cargo handling. The impetus to the growth in
trade services was from the expansion in import and
domestic trade, together with the rise in domestic demand.

The electricity, gas and water sector registered a faster
growth in 1998 when compared to the previous year.
Electricity generation expanded in response to the increase
in demand from the industrial and commercial sectors. The
expansion in the generation capacity following large
investments by both the Ceylon Electricity Board (CEB) and
the private sector since 1996 enabled the sector to meet the
increasing demand for electricity. Electricity generation
increased by 13 per cent in 1998.

The Agriculture sector recorded a growth rate of 2.5 per
cent in real terms, contributing 12 per cent to the growth in
real GNP in 1998. The growth in Agriculture came from the
paddy and fisheries sub-sectors, which grew by 18.3 per cent
and 8.3 per cent, respectively. Growth in the paddy sector
is attributed mainly to the increase in the land area brought
under paddy cultivation on account of a plentiful supply of
water a higher yield rate from increased fertiliser application
and favourable weather conditions compared to 1997, The
output in the fisheries sub-sector expanded owing to the
resumption of fishing in the Eastern coastal belt and growth
in production in aquaculture mostly shrimp farming. These
developments also led to a noteworthy increase in export
earnings from fisheries products. The ‘other’ agriculture
sector displayed a mixed performance, with animal
husbandry and vegetables displaying a better performance
than in the previous year, while the output in subsidiary food
crops is estimated to have declined due to competition from
imports. In plantation agriculture, tea production continued
to increase. Tea prices remained strong during the first half
of the year, but declined thereafter due to the increase in
global supply and the market uncertainty surrounding tea
exports to Russia. Rubber production declined, as tapping on

marginal rubber lands became non-profitable due to rubber
prices falling below cost of production. Meanwhile, coconut
production which appears to face a secular decline dropped
by 3.2 per cent.

GDP at current factor cost prices increased by 13.6 per
cent to Rs.913 billion in 1998. Accordingly, the implicit
GDP price deflator, a measure of the overall price change
in the economy, increased by 8.4 per cent, compared to 8.6
per cent in 1997. This trend is consistent with other
indicators of inflation.

On the expenditure side, Gross Domestic Expenditure
(GDE) at current market prices was estimated to be Rs.1,080
billion, reflecting an increase of 13.3 per cent over 1997.
Consumption expenditure, which represents the largest share
in GDE, rose by 12 per cent. This indicates an increase in
real consumption, when adjusted for the aggregate consumer
price increase of 9.4 per cent during 1998. Private
consumption expenditure increased by 3 per cent in real
terms, while the increase in nominal terms was 16 per cent.
The increase in private consumption expenditure was
reflected in indicators such as new registration of
motorcycles and motor cars, sales turnover in the food and
beverage industry and imports of non-food consumer items.
Moreover, household demand for services such as electricity,
pipe-borne water, telecommunications and passenger transport
indicated a considerable expansion. An increase in
employment and real wages and growth in private
remittances from abroad generated higher disposable incomes
and led to an increase in private consumption expenditure.
Public consumption expenditure recorded a growth, mainly
due to the rise in security related expenditure.

Gross Domestic Capital Formation (GDCF) was
estimated to have risen by 18.5 per cent to Rs.257 billion
in 1998. The expansion in capital formation was reflected
in a number of indicators including a substantial rise in the
imports of capital goods, a faster rate of growth in the
construction sector, an increase in foreign direct investment
and a growth in long-term loans granted by the banking
system. Public investment increased from Rs.52 billion in
1997 to Rs.68 billion in 1998. In public investment,
relatively large outlays were observed on electricity
generation and distribution, modernisation of the Colombo
Port, road construction and rehabilitation, housing, urban
development and infrastructure development in industrial
locations. Owing to the increase in public investment
expenditure, foreign long-term borrowing increased
significantly.

Another healthy development was the increase of the
Gross Domestic Savings ratio from 17.3 per cent in 1997
to 18.9 per cent in 1998. The contribution to the higher rate
of savings came from the private sector, mainly due to
higher corporate savings, while dis-saving in the public
sector increased due to revenue shortfalls and rising current
expenditure. The national savings ratio increased from 21.5
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per cent in 1997 to 23.2 per cent in 1998. The investment
savings gap narrowed to 2.2 per cent of GDP and the
shortfall was met from foreign direct investments and long-
term borrowings. Although the improvement in national
savings in recent years has been encouraging, the level yet
falls short of the desired investment level and is well below
the high rates achieved by many Asian countries.

2.2 Sectoral Performance

The Manufacturing sector, which consists of factory industry,
processing of plantation crops and small industries, grew by
6.3 per cent in 1998 compared to 9.1 per cent in 1997. This
slight deceleration in growth was reflected mainly in the

export oriented industries due to the slowing down in
external demand and in the processing of plantation crops
which was affected by the decline in the output of rubber
and coconut. The factory industries sub-sector, which
accounted for almost 78 per cent of value-added in the
Manufacturing sector in 1997, grew by 7.6 per cent in 1998
compared to 10.3 per cent in the previous year. The
performance of this sector was adversely affected in 1998
by the unfavourable external factors arising from the sharp
slowing down of world trade witnessed during the year
following the global financial turmoil and the slump in
commodity prices. Almost 75 per cent of the growth in

TABLE 2.1
Sectoral Composition and Increase in Gross National Product at Constant (1996) Prices

Rate of Increase
(%)

Percentage Share
of Increase in GNP(%)

Percentage Share
of GNP(%)

Sector
1997(a) 1998(a) 1997(a) 1998(a) 1997(a) 1998(a)
1. Agriculture,Forestry and Fishing 3.0 25 10.0 119 22.0 215
Agriculture 2.9 1.8 7.6 6.6 17.3 16.8
Tea 71 1 1.6 0.4 1.5 1.5
Rubber -5.4 -9.0 -0.5 -1.0 0.5 0.5
Coconut 33 -3.2 0.9 -1.3 1.8 1.7
Paddy 11.2 18.3 48 11.9 3.0 3.4
Other 0.5 -1.5: 0.7 -3.4 10.4 9.8
Forestry 1.3 1.2 0.4 i DG S 2.0 2.0
Fishing 5.0 8.3 2.0 4.8 2.7 2.8
2. Mining and Quarrying 3.8 -5.4 1.2 23 2.0 1.8
3. Manufacturing 9.1 6.3 22.1 229 16.8 171
Processing of Tea, Rubber & Coconut kernel products 35 -1.2 1.2 =0.6 2.3 22
Factory Industry 10.3 7.6 19.5 21.7 13.2 13.6
Small Industry 7.0 6.5 1.3 1.8 1.3 1.3
4. Construction 5.4 71 5.6 10.6 7.0 71
5. Electricity, Gas, Water and Sanitary Services 8.1 10.1 1.8 2.9 1.4 1.4
of which
Electricity 8.4 9.8

6. Transport, Storage and

Communication 8.8 7.7 14 18.2 11.0 1.3
of which
Communication 31.6 458

7. Wholesale and Retail Trade 6.3 4.5 21.2 216 22.6 225
Imports 9.6 8.2 13.4 17.0 9.7 10.0
Exports 12.0 0.1 4.2 0.1 2.5 24
Domestic 2.2 20 3.6 4.8 104 10.1
8. Banking, Insurance and Real Estate 103 6.4 11 10.2 7.5 7.6
9. Ownership of Dwellings 1.3 1.2 0.4 0.5 20 1.9
10. Public Administration and Defence 5.2 3.0 4.0 3.3 5.1 5.0
11. Services (n.e.s.) - 6.1 37 3.6 3.1 4.0 4.0
12.G.D.P. 6.3 47 94.7 1031 101.2 101.3
13. Net Factor income from Abroad 53 =31 -1.2 -1.3
14. G.N.P. 6.8 46 100.0 100.0 100.0 100.0

(a) Provisional

Source: Central Bank of Sri Lanka
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factory industry in 1998 was attributed to the production
expansion in the categories of food, beverages and tobacco,
textiles, apparel and leather goods and chemicals, petroleum,
plastic and rubber products. Growth in the food, beverages
and tobacco sub sector increased to 9.6 per cent from 3.4
per cent in 1997 due to an increase in domestic demand,
mainly for processed cereal food, processed meat products
and beverages. The output of the chemicals, petroleum,
rubber and plastic goods sub sector grew by 13.1 per cent,
mainly due to an increase in the output of petroleum
products. In 1998, production at the petroleum refinery
continued throughout the year, whereas in the previous year
it had been closed for two months for routine maintenance.
The expansion in construction activity stimulating the
demand for PVC pipes and accessories, paints and chemicals,
while the growth in demand for plastic and polythene
products, mainly from the garment industry, also contributed
to the growth of this sub sector. A considerable deceleration
in the growth rate of the textiles, apparel and leather goods
sub sector was due to unfavourable external factors,
stemming from the East Asian financial crisis. An increase
in the production of building materials, mainly cement,
roofing materials and ceramic tiles, led to a higher rate of
growth in the non-metallic mineral products category. The
processing industry was affected by the setback in rubber and
coconut production.

The Construction sector grew by 7.1 per cent in 1998
when compared to the growth of 5.4 per cent in 1997. The
incentives given by the 1998 Budget to encourage private
sector participation in housing construction and other
infrastructure development accelerated the growth in this
sector. Further, the state sector housing programme, which
is implemented by the National Housing Development
Authority, also showed significant progress in 1998. Growth
in construction was also indicated by an increase in the sales
of building construction materials such as cement, asbestos,
steel and PVC. Net advances by commercial banks to
housing and property development increased to Rs.5.8 billion
during the first nine months of 1998 as compared to only
Rs.1.6 billion in the corresponding period in 1997.

In the overall Services sector, the Electricity, gas and
water sector has performed relatively better than all the other
sectors. It registered a higher growth rate of 10.1 per cent
in 1998 compared to 8.1 per cent in 1997. The electricity
sub sector, which dominates the overall sector, was able to
maintain an uninterrupted power supply though the demand
is rising at an average rate of 10 per cent per annum. The
expansion of thermal power generation under both the CEB
and the private sector and continuation of hydro power
generation at a high level owing to plentiful water supplies
contributed to this growth. The installed capacity of power
generation has increased from 1,586 MWh in 1997 to 1,626
MWh in 1998. Private sector participation in power
generation continued to expand.

The Transport, storage and communications sub sector
grew by 7.7 per cent in 1998. The sector has maintained its
growth momentum despite the slowing down in GDP growth
in 1998. Its contribution to the overall GNP growth has risen
from 14.0 per cent in 1997 to 18.2 per cent in 1998. The
growth in value added in port services declined from 16.8
per cent in 1997 to 2.5 per cent in 1998. In the Transport
sector, it declined from 5.7 per cent to 4.4 per cent. The
strong growth performance of the telecommunication sector
in 1998 was able to offset the declines in the other two
categories and maintain the overall growth momentum. Its
growth rate had risen from 31.6 per cent in 1997 to a
notable 45.8 per cent in 1998.

The telecommunication industry with state and private
sector competition, continued to grow at a faster pace owing
to the expansion in capacity under development projects of
both Sri Lanka Telecom and private sector operators. This
increasing growth trend was observed throughout 1997 and
1998. Sri Lanka Telecom was able to provide around
143,000 new tclephone connections in 1998. The number of
subscribers of all other private sector operators for various
services increased by around 124,000. The cumulative
investment during this period increased significantly. These
expansion projects led to further improvement in telephone
density, from one telephone to 59 persons in 1997 to one
telephone to 41 persons in 1998. In addition to the expansion
of the industry in terms of the number of subscribers, the
quality of the services also improved due to increasing
competition. Postal services also improved in terms of the
variety of services and their quality. The postal department
provided new services like e-mail facilities during 1998.

The transport sub sector, which includes passenger and
freight transport, has three different segments, namely, roads,
rail and air. The combined growth of all these sectors in
1998 was 3.2 per cent. Transport activities relating to road
haulage dominate the overall transport sector, and are largely
related to the performance in the Agriculture, Mining and
quarrying, Manufacturing and Construction sectors. All these
sectors, except Construction, experienced deceleration in their
growth performance due to domestic and international
factors. This had a negative impact on road haulage, resulting
in a lower growth than in 1997.

Port activities indicated a decelerating trend in 1998,
The performance of this sector depends mainly on the
volume of cargo handled. The volume of domestic cargo
handled declined marginally while the trans-shipments
handled increased only by 2.0 per cent in 1998. Domestic
cargo handling was affected by the slower growth in exports.
Handling of trans-shipment was affected by both regional
economic problems and emerging stronger competition in the
region for the supply of port services. The establishment of
a new port, the Mina Raysut in Salalah in Oman equipped
with modern facilities close to shipping routes connected to
port of Colombo have resulted in diversion of some
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transshipment traffic away from Sri Lanka. With further
expansion of these modern ports. Sri Lanka will face
growing challenges in this area unless capacity and
productivity of Sti Lanka’s ports are improved further.

TABLE 2.2
Composition of the Other Agriculture Sub Sector

Sector Value Added (1996) Constant Prices (Rs.Mn.)

1996(a) 1997(a) 1998(a)
Vegetables 31,189 31,676 33,126
Subsidiary Food Crops(b) 19,712 18,501 15,577
Minor Export Crops (c) 7,137 7,874 7,825
Sugar cane 1,260 1,203 1,202
Tobacco 1,496 1,653 1,569
Animal Husbandry (d) 6,065 6,293 6,560
Other 8,662 8,763 8,837
Total 75,521 75,863 74,696

Source: Central Bank of Sri Lanka

(a) Provisional

(b) Subsidiary food crops mainly include potatoes, chillies, red onions,
big onions, green gram, cowpea and kurakkan.

(c) Minor export crops mainly include coffee, pepper, cinnamon, cloves,
cashew nuts and betel leaves.

(d) Animal Husbandry comprises milk, eggs, poultry and other meats.

Sri Lanka being a heavily trade dependent country, with
exports and imports accounting for 70 per cent of GDP, it
is natural that trade assumes a major role, accounting for
about 23 per cent of GDP. In 1998, it contributed 22 per
cent of the GDP growth. However, the trade sector, which
includes import, export and domestic trade, recorded a lower
growth rate of 4.5 per cent in 1998 when compared to 6.3
per cent in 1997. The low growth was mainly due to the
shrinking of international trade. The export trade sub sector
grew marginally by 0.1 per cent in 1998 compared to a
growth rate of 12.0 percent in 1997. The import trade sub
sector, which is responsible for about 42 per cent of the
sector’s value added, grew by 8.2 per cent in real terms in
1998 when compared to 9.6 per cent in 1997, This was
mainly due to the decline in imports of rice (42 per cent),
sugar (29.6 per cent), fish products (7 per cent) and
intermediate goods such as fertiliser (6.5 per cent), petroleum
products (36.1 per cent) and wheat (8 per cent). The
domestic trade sub-sector grew by 2 per cent in 1998. The
deceleration of output growth in the primary and secondary
sectors of the economy was mainly responsible for slower
growth in this sector.

The Banking, insurance and real estate sector grew by
6.4 per cent as compared to 10.3 per cent in 1997. The
deceleration of external trade constrained the profitability of
commercial banking. In particular, the adverse impact of the
Russian crisis lowered the profits during the last quarter of
1998. Further, the depressed stock market conditions also led
to erosion of profits in stock broking activities.

The Tourisin sub secior registered a real growih of 4.1
per cent. The total number of tourists who arrived within the

year was 381,063 an increase of 4 per cent. This growth
came mainly from a strong increase in arrivals from Western
Europe, which accounts for about 60 per cent of the total
arrivals, offset by a decline of tourists from the Asian region
which was affected by the East Asian economic crisis. The
gross earnings from tourism also increased by 10 per cent
to register US dollars 230 million in 1998. The annual
occupancy rate for graded accommodation also improved
from 49 per cent in 1997 to 53 per cent in 1998. The
continuous increase in domestic tourism also contributed to
maintain the growth momentum in this sub sector, Local
guest nights in 1998 increased by 15 per cent when
compared with 1997.

Value added in the Agriculture sector, including forcstry
and fishing, grew by 2.5 per cent in real terms in 1998,
arising mainly from the paddy and fisheries sub sectors.
Paddy, the single most important crop in the Agriculture
sector, registered an 18.3 per cent annual growth in 1998
owing to increased harvests of the 1997/98 Maha and 1998
Yala seasons. Enhanced production of paddy resulted in a
marginal drop in rice prices and reduced the need for
importation of rice.

The performance of the overall plantation agriculture
sector, however, was mixed. Of the threc plantation crops,
tea registered a positive growth, which was marginal at 1
per cent, when compared to 7 per cent in 1997. Though
production of tea rose to a record level in 1998, at 280
million kgs., the performance of this sub-sector was
threatened by the Russian crisis accompanied by the over
supply situation in the world market which depressed prices
during the latter part of the year. The value added in the
rubber sub sector dropped further in 1998, by 9.0 per cent
for the second consecutive year, mainly due to demand
deficiency reflecting the continuation of the negative impact
of the East Asian crisis. The coconut sub sector also
registered a drop of 3 per cent in 1998 in contrast to a
growth of 3.3 per cent in 1997. This was attributed to the
adverse effect of weather, but the growing conversion of
coconut lands for other purposes such as housing may have
also had an effect.

The ‘other’ agriculture sub sector, which includes ail
other agricultural activities, dominates the overall agriculture
sector with a share of more than fifty per cent. The
combined growth of all categories in this sub sector was
negative in 1998. Within this sub sector, the value added in
vegetable production increased by 5 per cent. Animal
husbandry also improved, with a growth of 4 per cent,
mainly due to the better performance in the poultry sub
sector. However, a significant drop in subsidiary food crops
such as potatoes, onions and chillies by 16 per cent and a
marginal drop in minor export crops offset the positive
impact of the vegetable and animal husbandry categories.
The availability of cheap imports is said to be the main
reason for the weaker performance of the subsidiary food
Crops Sector.
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The fisheries sector performed well with an increase of
8.3 per cent in 1998. The improvement was witnessed in
both marine fishing and aquaculture. The increase in marine
production was mainly attributed to the resumption of coastal
fishing in the Eastern Province. Government encouragement
and strengthening of infrastructure facilities such as Fishery
harbours also contributed to the increase in output. The
increase in aquaculture production was due to better supply
of inputs and improved management. This improvement also
reflected in a 45 per cent increase in export earnings of fish
and fisheries products in 1998.

The Mining and quarrying sector suffered a decline in
1998. The decreased demand for gems and semi-precious
stones from Japan and East Asia affected the mining sub
sector. The export eamings from gems declined by 34 per
cent in 1998, in US dollar terms, when compared with the
earnings in the previous year. Sea transportation of mineral
sands and mining operations was hampered by security
concerns. However, the quarrying sub sector partly offset
these negative impacts by performing well. This was mainly
due to the growth of construction activities.

2.3 Expenditure

The aggregate demand generated by domestic economic
activities is measured by the Gross Domestic Expenditure
(GDE) which is the sum of consumption and investment
(Gross Domestic Capital Formation) expenditures of the
private and public sectors of the economy. The Gross
Domestic Expenditure (GDE) was estimated at Rs.1,080
billion, showing an increase of 13 per cent in 1998.

Consumption expenditure was estimated at Rs. 823
billion, a 12 per cent increase over the Rs. 736 billion
recorded in 1997. Private consumption expenditure, which
represents 87 per cent of overall GDE, registered a growth
of 12.4 per cent, from Rs. 644 billion in 1997 to Rs. 724
billion in 1998, induced by the increase in private sector
disposable income underpinned by rising employment,

increases in real wages and growth in private remittances
from abroad. Private consumption expenditure on imported
goods and non-factor services increased at a slightly lower
rate in 1998 as compared to 1997. Growth in expenditure
on consumer durable goods, namely, motor cycles, motor
cars and home appliances, increased at a faster rate than in
1997. In the food and beverages category, consumpltion
expenditure on imported milk products, pulses and fruits has
displayed a significant increase, while consumption of
imported rice and fish products declined as their domestic
production increased significantly. The increase in
domestically produced goods and services contributed to
almost 67 per cent of the overall increase in Private
Consumption Expenditure in 1998. Among food items,
expenditure on rice, fish and livestock products displayed a
notable increase. Expenditure on industrial goods recorded
a higher growth when compared to the previous year, with
the consumption of processed foods, beer, clothing and
ceramicware displaying a noteworthy increase.

Gross Domestic Capital Formation is estimated to have
increased by 19 per cent to Rs.257 billion in 1998. Private
investment increased by 19 per cent, while public investment,
which contributes only 14 per cent of the total investment,
had grown by 18.4 per cent. Private sector investment was
concentrated in the key sectors of industry, housing,
construction, transport and communications. The development
and maintenance of economic infrastructure, such as roads
irrigation, and water supply, accounted for public investment.

2.4 Availability and Utilisation of
Resources

The total resources available to the economy, comprising
Gross Domestic Product and imports of goods and non-factor
services (foreign resources), increased to Rs.1,445 billion in
1998 from Rs.1,278 billion in 1997. This increase of Rs.166
billion was generated by a Rs.124 hillion increase in GDP
at current market prices and a Rs.42 billion increase in

TABLE 2.3
Total Resources and Their Uses at Constant 1996 Prices

Percentage Share Percentage Growth

ltem
1996(a) 1997(a) 1998(a) 1997 1998
1. Total Resources 100 100 100 7.6 6.8
GDP at Market Prices 69 69 67 6.4 4.7
Imports of Goods &
Non-Factor Services 31 31 33 10.5 11.5
2. Utilisation 100 100 100 7.6 6.8
Consumption 59 59 59 71 7.0
Gross Domestic Fixed
Capital Formation 17 16 18 5.1 15.3
Government 2 2 2 14.4 15.8
Private Sector & Public Corporations 14 14 15 3.7 15.2
Changes in Stocks 0 0 0 -92.4 -30.5
Exports of Goods & Non-Factor Services 24 25 24 11.6 1.0
(a) Provisional. Source: Central Bank of Sri Lanka
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TABLE 2.4
National Savinas at Current Market Prices
Rs. Mn
Category 1996(a) 1997(a) 1998(a)

1. Gross Domestic Product

at Market Prices 768,128 890,272 1,014,504
2. Domestic Savings 117,691 154,237 191,889
3. Net Factor Income

from Abroad -11258 -9409 -11529
4, Net Private Transfers

from Abroad 39,242 46,472 54,785
5. National Savings 145,674 191,301 235,145
6. Domestic Savings Ratio

(2asa%of 1) 153 17.3 18.9
7. National Savings Ratio

(5asa%of 1) 19.0 215 23.2

(a) Provisional Source: Central Bank of Sri Lanka

foreign resources. Of the total resources, 57 per cent was
spent on consumption and 18 per cent on capital formation,

while the balance 25 per cent was contributed by the exports
of goods and non-factor services. The noteworthy feature
in the resource utilisation pattern was the slight decline in
the proportion for consumption and an increase in the
proportion for investment.

2.5 National Savings

National savings, the sum of domestic savings and net
foreign income, increased to Rs.235 billion in 1998 from
Rs.191 billion in 1997. About 86 per cent of this increase
of Rs.44 billion was contributed by increased domestic
savings. The domestic savings ratio rose significantly from
17 per cent to 19 per cent of GDP. Net private transfers,
which are the main source of foreign income, arc estimated
to have increased by 17.9 per cent to Rs.55 billion in 1998.
Accordingly, the national savings ratio increased from 21.5
per cent in 1997 to 23.2 per cent in 1998. It would thus
appear that the savings of Sri Lankans earning abroad
account for 4 percentage points of GDP. As the world wide
recessionary conditions and weakness of commodity prices
could affect prospects for foreign employment, continued
efforts need to be made to raise domestic savings.

The Gross Domestic Product (GDP) is an estimate of
the value of output, or alternatively, the income
generated in the economy from various economic
activities. The GDP estimates are used to make cross
sectional and time series analyses of the performance
of the economy. They are also used to examine the
structural changes in an economy over time. Further, the
responsiveness of the economy to changes in macro
economic policies can also be evaluated with these
estimates.

The global economic recession in the 1930s
emphasised the need for detailed information relating to
the performance of the economy. This led many
countries to initiate compilation of GDP estimates. In
1939, the League of Nations first published national
incorne estimates for 26 countries, in its Annual World
Economic Survey. Though the annual estimates are
useful to analyse the performance of economies with
fairly static economic structures, for more dynamic
economies the annual estimates have limited use since
they do not reflect the changes that take place within
the year. Within a given year, an economy can

Quarterly GDP Estimates

Box 4

experience changes in activities, in addition to inherent
seasonal changes. Quarterly estimates help policy
makers to make a cootinuous assessment of the
economy rather than wait until the annual estimates
become available. Such assessments enable them to
identify the turiring points in economic activity, if any,
and take timely measures, if necessary. Accordingly,
quarterly GDP estimates provide an additional set of
information for economic analysis. Hence, countries
where the data systems are reasonably developed have
started to compile quarterly GDP estimates,
complementing the annual GDP estimates.

The Central Bank of Sri Lanka has been
compiling annual GDP estimates since 1952. In 1998,
for the first time, quarterly GDP estimates were
compiled and published. Estimates for the first, second
and third quarters for 1998, together with comparable
estimates for 1997 and 1996 were published during the
course of 1998. This effort to establish a quarterly
national income series to complement the annual
estimates was to meet the growing demand for
information from policy makers and the business
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community in a dynamic and competitive economic
environment. Such quarterly GDP estimates facilitate
sound economic management since the timely
availability of information enables policy makers to take
quick remedial measures in response to emerging
developments. Moreover, the timely dissemination of
quarterly GDP estimates is expected to meet the
comprehensive macro economic data requircments of
foreign investors.

The quarterly GDP estimates are compiled at 1996
base year prices, to reflect a more current structure in
the production, income generation and input costs.
Accordingly, the annual GDP estimates published for
1997, which were at 1982 base year prices, were
adjusted to fall in line with the change in the base
period. The 1998 annual GDP estimates are also
compiled at 1996 base year prices. However, the
aggregate value of the quarterly estimates and the value
of annual estimates may not necessarily be equal. This
is because the compilation of quarterly estimates is
based on short-term statistical indicators such as
production, sales, export and import statistics. Some data
used for the annual estimates, for example accounting
data, are not available more frequently. In some sectors,
the statistical systems, though geared to provide annual
data, have been slow to adjust their systems to compile
reliable statistics on a quarterly basis. However it should
be noted that improvements in stafistical data collection
systems are usually obtained with practice and regular
collection of data. Even in developed countries, which
have more efficient information systems and compile
quarterly estimates, prepare preliminary estimates with

Box 4 (contd.)

available information and revise those estimates several
times before using them as the final values. The
institutions compiling quarterty GDP estimates conduct
sample surveys on their own to collect supplementary
information, in addition to using the information from
various other sources. The next step in the development
of these quarterly estimates would be to reconcile the
quarterly estimates of production with the expenditure
side estimates of national accounts, i.e., the Gross
Domestic and Gross National Expenditure.

The International Monetary Fund (IMF) has been
encouraging its member countries to compile quarterly
GDP estimates under its Special Data Dissemination
System (SDDS) and General Data Dissemination System
{GDDS) for the establishment of an international
information base of the global economy so that
economic changes become more transparent. = Such a
system is expected to serve the needs of investors and
research institutions that need more detailed information
at shorter frequencies. According to the IMF
requirements, countries which are planning to enter the
international capital markets to meet their resource
requirements are required to subscribe to the SDDS
under which the dissemination of quarterly GDP
estimates is one of the requirements. One of the main
reasons for the introduction of GDDS and SDDS was
the Mexican crisis, which was mainly attributed to the
lack of transparency due to poor information. It is
believed that the crisis could have been avoided had
there been more frequent and transparent information
available.

Gross Domestic Product at Constant Cost Prices (1 996=100): Quarterly Estimates
Growth Rate 1997 and 1998

1997 1998 Annual
Sector 1st 2nd 3rd ath 1st 2nd 3rd 4th

Quarter  Quarter ~ Quarter Quarter Quarter Quarer Quarter  Quarter 1997 1998

1. Agriculture, Forestry  -0.5 3.6 1.9 7.5 3.5 1.0 -0.4 5.6 3.0 2.5
& Fishing )

2. Mining and Quarrying 4.6 13.7 10.8 -12.3 9.7 -5.9 4.9 0.0 3.8 -5.4
3. Manufacturing 9.1 10,6 10.3 6.8 il 6.7 7.8 3.7 9.1 6.3
4. Construction 5.7 6.1 59 38 8.5 9.0 9.0 2.0 5.4 71
5. Services a7 7.8 a.7 6.2 6.4 4.7 5.2 4.6 7.1 52
GDP 46 74" 7.3 6.1 5.7 4.4 45 44 6.3 47

LIQLILI&LD




WW\}v.padippakam.com

Part 1

Central Bank of Sri Lanka Annual Report — 1998

3. AGRICULTURE, FISHING AND FORESTRY

3.1 Production Trends

The overall agricultural output grew by 2.5 per cent in 1998.
This followed a 3 per cent growth in 1997. An increase in
paddy output by 20 per cent and a record high production
in tea contributed to this growth of agricultural output. An
increase in the extents sown, as well as an improvement in
the yield, contributed to the increase in paddy output. Tea
production during the year recorded a new high level with
a further 1 per cent improvement, following a continuous
increase over the last five years. Tea prices remained
buoyant during the first half of the year. During the latter
part of the year, prices started declining with the Russian
rouble crisis and the substantial increase in world tea output,
mainly in Kenya. Rubber production declined by 9 per cent,
mainly due to unattractive prices, while coconut production
also declined by 3 per cent due to the lagged effect of the
El nino phenomenon experienced in 1997. Production of
other export crops showed a considerable improvement with
pepper, cocoa, coffee, cardamom, nutmeg and cinnamon oil
recording increased outputs. These crops benefited from
favourable prices. Of the other field crops, output of black
gram, green gram, cowpea and soya bean increased, while
high value crops such as chillies, red onions, big onions and
potatoes declined to very low levels as the local high cost
producers could not compete with imports from India and
Pakistan after the complete liberalisation of trade policy
relating to agricultural commodities. Fish production during
the year increased by 8 per cent, particularly due to an
improvement in the inland fisheries sector. The livestock
sector also showed an improvement in 1998.

TABLE 3.1
Production and Price Changes of Major Agricultural
Items
) Production % Change 1998/97
Item Unit
1997 1998 Production  Prices
Tea Kg.Mn. 277 280 1 13
Rubber Kg.Mn. 106 96 -9 -12
Coconut Nuts Mn. 2,631 2,547 -3 8
Paddy MT '000 2,239 2,692 20 7
Sugar MT ‘000 63 61 -3 -3
Fish MT ‘000 240 260 8 -2

Sources : Relevant Authorities
Central Bank of Sri Lanka

3.2 Agricultural Policy

The policy relating to the non-plantation agricultural sector
evolved around the policies mentioned in the National Policy
Framework (NPF) prepared by the Ministry of Agriculture
in 1995. The NPF emphasised, among other things, the
provision of high quality seed and planting material,

streamlining the agricultural extension services and an
integrated approach by the private and non-governmental
organisations in developing the agricultural sector with the
state sector providing a supportive role to achieve the policy
objectives. The Hingurakgoda seed paddy farm was
privatised during the year to facilitate the provision of high
quality seeds. The National Seed and Planting Material
Committee has almost completed the Seed Act which is to
be implemented very soon. Further, the Committee held a
seed production training programme for private sector
entrepreneurs during the year.

In the plantation sector, the privatisation of state owned
Regional Plantation Companies (RPCs), which commenced
in 1995, continued further during 1998. During the year 39
per cent of the shares of Balangoda Plantations were sold
to the public through the Colombo Stock Exchange (CSE)
(20 per cent of the shares at Rs.20 per share and the balance
19 per cent at Rs.61 per share). Meanwhile, 20 per cent of
the shares of 4 companies, viz, Madulsima Plantations (at
Rs.15 per share), Hapugastenna Plantations (at Rs.10 per
share), Kahawatta Plantations (at Rs.10 per share) and
Udapusselawa Plantations (at Rs.10 per share) were sold to
the public. Further, 15 per cent of the shares of Watawala
Plantations (at Rs.60.75 per share) and Maskeliya Plantations
(at Rs.45 per share) were also sold to the public through the
CSE. The share prices of plantation companies reflected the
changes in tea prices, with high levels in the first half and
a decline during the second half.

A long and sustained development of the agricultural
sector with increased commercialisation has been a
prerequisite for the industrialisation of many countries. This
has not happened in Sri Lanka, especially in the domestic
agricultural sector, where state intervention has been very
high. The real incomes of paddy farmers have declined over
the years. The producer price of paddy had increased at a
lower rate than the increase in general consumer prices and
the cost of agricultural inputs including labour. Some paddy
sector workers have experienced real wage decreases by
1 - 2 per cent during the last 5 to 6 years. This has resulted
in a migration of labour out of agriculture. However, a
corresponding improvement in agricultural productivity has
not occurred. Instead, the large number of females migrating
out of the country for employment has affected certain
agricultural activities such as transplanting, weeding and
harvesting, leading to low productivity. The migration of
labour out of the country has also led to wage increases in
the sector, resulting in the country becoming a high cost
producer of paddy and other agricultural commodities and
thus reducing the competitiveness of some agricultural
commodities. To face the current shortage of agricultural
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labour and the anticipated aggravation of this problem with
the ageing population, the country will have to adopt labour
saving strategies by increased mechanisation of agricultural
activities. For mechanisation to take place in agriculture,
commercially oriented private sector participation is essential.
A major constraint to this type of development is the
excessive fragmentation of agricultural lands. At present,
more than 90 per cent of the paddy holdings are less than
two hectares in size. Mechanised cultivation in such small
parcels of land is not economically viable. To encourage
mechanised agriculture, a land consolidation programme
would need to be initiated. Consolidation of small plots into
contiguous holdings of a viable size would make economic
sense and increase efficiency and output, thereby improving
the quality of life of the small farmers. In pursuance of this
policy, a pilot project in Jand consolidation implemented
since 1997 in the Ridibendiela and Chandrika wewa
irrigation schemes continued through 1998. The trade policy
relating to agriculture products had also not been transparent
until the quantitative controls (licensing requirement) were
eliminated for potatoes, onions and chillies. The policy had
been to bring in import controls off and on through the
licensing mechanism to over protect farmers at the expense
of the large majority of consumers. This had been done away
with and the agriculture sector is given protection through
tariffs, keeping the tariffs at the maximum rate under the
current tariff structure. Incentives were given in the 1998
Budget to encourage seed production. It has been clearly
recognised that improved seed varieties will have to be used
either through improved local products or through imports
to encourage agricultural productivity.

3.3 Export Crops

Tea

Tea production, which recorded an upswing during the last
few years, continued the same trend during 1998 as well.
For the fifth consecutive year, tea production recorded a new
high production level, surpassing the previous year’s
production by 1 per cent to reach 280 million kg. The record
output was reached in spite of a drop in production in the
high and mid elevational areas and came through the
improved performance recorded in the low elevational areas.
Well distributed rainfall, coupled with attractive prices for
tea that prevailed during the first half of the year, which
facilitated the increased application of fertiliser, contributed
towards the overall improvement in tea production. The
buoyant price of tea enjoyed by the Sri Lankan tea industry
continued through the first half of 1998, but took a downturn
from the beginning of the second half with the increased
economic problems in Russia after the rouble crisis and the
decline of world tea prices due to the substantial increases
in production in major tea producing countries such as India
and Kenya, Tea exports to Russia during the last three years

accounted for 20 per cent of Sri Lanka’s tea exports. Direct
tea exports to Russia in 1998 declined to 38 million kgs.
from 49 million in 1997.

The increase in tea production came from the low
elevation areas. Output in the low elevational areas, which
showed a decline in 1997 due to the effect of the El-nino
phenomenon, increased by 11 per cent in 1998 to reach an
all time high of 150 million kgs. This accounted for 54 per
cent of the total tea output. Meanwhile, the output in both
high and mid elevations, which showed improvements last
year, suffered a setback. The production in the high elevation
areas dropped by 9 per cent, while that of the mid
elevational areas declined by 6 per cent, compared to 1997.

Tea production in the smallholder sector continued to
increase steadily, registering a further 11 per cent increase
in 1998. The smallholders’ share in the national output
increased to 61 per cent from 54 per cent in 1997. The
average yield of the smallholder sector increased by 11 per
cent to 2,192 kgs. per hectare in 1998. Meanwhile, the yield
level in the estate sector has been stagnant and far from
satisfactory. It is approximately half (48 per cent) the yield
level in the smallholder sector.

The average national yield was 1,559 kgs. per hectare.
This was much lower than the yield levels of other
competing countries such as Kenya and India, which were

TABLE 3.2
Statistics of the Tea Sector

ltem Unit 1996 1997(a) 1998(b)
1. Production Kg.Mn. 258 277 280
High grown Kg.Mn. 72 84 76
Medium grown Kg.Mn. 48 57 54
Low grown Kg.Mn. 138 136 150

2. Extent (c)

Total extent Hectares ‘000 189 194 195
Extent in bearing  Hectares ‘000 174 177 180
3. Fertiliser used MT ‘000 154 160 182
4. Replanting Hectares 937 931 1,239
5. New planting Hectares 479 327 411
6. Prices

Colombo (net) Rs./Kg. 103.88 119.40 134.35
Export (f.0.b) Rs./Kg. 139.56 158.39 184.94
7. Cost of production  Rs./Kg. 87.04 9347 10872
8. Exports Kg.Mn. 244 269 272
9. Export earnings Rs. Mn. 34,068 42,533 50,280
uS$ Mn. 615 719 780

10. Value added as % of
GDP (d) 2.2 2.3 26

Sources: Sri Lanka Tea Board
National Fertiliser Secretariat
Central Bank of Sri Lanka

(a) Revised.

(b) Provisional.

(c) Based on atea land survey
conducted in 1994/95 by the
Tea Commissioner's Division
(excludes abandoned tea lands).

(d) In growing and processing only.
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2,284 kgs per hectare 1,850 kgs per hectare, respectively.
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large extent of tea under poor yielding seedling tea compared
to almost 100 per cent of the extent under vegetatively
propagated (VP) tea in the smallholder sector. If the tea
industry is to remain viable and competitive, even with a
downturn in prices, the yields will have to be increased
steadily. To improve yields, the plantation companies, in
particular, will have to replace their poor yielding seedling
tea with VP tea.

Fertiliser application in the tea sector has shown a
steady increase since 1995. The fertiliser application during
1998 increased by 12 per cent and reached an all time high
level of 181,800 metric tons. Fertiliser distribution under the
fertiliser loan scheme implemented by the Tea Small
Holdings Development Authority (TSHDA), which increased
by 60 per cent in 1997, showed a further 9 per cent
improvement during 1998.

The upward trend in tea prices, which commenced
during the latter part of 1995, continued until August 1998.
Thereafter, the prices tumbled from an average of Rs.136.52
per kg. in August to Rs.117.47 per kg. in December. In
addition to the economic problems in Russia, which affected
the direct tea exports to Russia, the global tea supply also
improved considerably with the recovery of production
especially in Kenya by nearly 30 per cent after the setback
suffered owing to a drought in 1997. Production in India also
increased, contributing to the downward pressure on world
tea prices. The annual net sales average for all teas at the
Colombo Auction, however, showed an increase of |3 per
cent to Rs.134.35 per kg to reach a record price in rupee
terms, owing to the extremely buoyant prices that prevailed
in the first half of the year. The annual average export price
also improved by 17 per cent to reach a record price level
of Rs.184.94 per kg.

The quantity of tea exported increased by 1 per cent
to 272 million kgs. This, coupled with improved prices,
resulted in an improvement in the export earnings by 18 per
cent to Rs.50,300 million. For the third consecutive year,
countries of the Commonwealth of Independent States (CIS)
continued to be the leading buyer of Sri Lanka tea and
accounted for 16 per cent of the total share of exports. The
three leading buyers, viz., CIS, UAE and Turkey, purchased
almost 40 per cent of the total exports.

The tea sector in Sri Lanka still faces some structural
problems. The rapidly increasing cost of production
continued to be a problem in 1998. The weighted average
cost of production (COP) of made tea of the state owned
plantations and the 21 plantation companies increased by 14
per cent to Rs.106.72 per kg. The increase in the daily wage
rate from Rs.83 (and a maximum price, share bonus (PSB)
of Rs.10) to Rs.101 (daily wage rate of Rs.95 plus PSB of
Rs.6) during the year, raised the COP. The share of labour
cost in the COP increased further to over 66 per cent from

59 per cent in 1997. Payment for bought ]eaf (green leaf)

tha cviaenca meian Smasanoan nt the
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Colombo Auction for made tea, as the payment for green
leaf is based on a formula linked to the Colombo Auction
prices.
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Though the value addition in tea in Sri Lanka is
relatively high compared to other major tea producing
countries, still a major share of the tea is exported in bulk
form. Bulk tea exports during 1998 accounted for 59 per
cent of the total export volume. Sri Lanka, which has over
130 years of experience in growing tea, does not appear to
have concentrated adequately on the marketing aspects. This
is reflected in the fact that there are only two internationally
popular local brands of tea. Hence, it is very important to
pay greater attention to the promotion of brand names,
especially to penetrate and establish a special market for
‘Ceylon Tea’ in an internationally competitive environment.

The extent replanted has declined over the years due to
the loss of income due to uprooting. As an incentive to
increase the extents replanted, the replanting subsidy was
increased with effect from 01 July 1998. The replanting
subsidy rates in the mid and high elevations were increased,
after three years, from Rs.67,000 per hectare to Rs.110,000
per hectare, while in low elevations it was increased from
Rs.57,000 per hectare to Rs.100,000 per hectare. The extent
replanted during the year was 635 hectares and the subsidy
disbursed for the same by the TSHDA increased to Rs.58
million as against Rs.30 million disbursed during the
previous year.

There has been no change in the new planting subsidy
for the last 4 years. It remained at Rs.36,000 per hectare for
all three elevations. The extent newly planted during the year
was 381 hectares, while the subsidy disbursed by the
TSHDA amounted to Rs.19.2 million. The other activities
carried out by the TSHDA for the benefit of the smallholders
included a special input subsidy scheme, provision of
advisory and extension services, a fertiliser credit scheme and
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the ‘Tea Shakthi’, a special savings investment insurance
scheme. The ‘Tea Shakthi’ scheme for smallholders was
introduced in 1997. The total number of members at end
1998 was 77,899 as against 55,648 members at end 1997.
A total of 100 vehicles has been distributed among
smallholder societies for the transport of green leaf under a
special loan scheme using funds in the “Tea Shakthi’ Fund
and special allocations made to the TSHDA in the 1998
Budget.

During 1998, nearly 60 colour separators had been
purchased by the private factory owners and the plantation
companies with a view to improving the quality of made tea.
The buoyant prices for tea that prevailed during the first half
of the year helped the companies to make these investments.

The tea industry is facing a severe shortage of labour,
especially in the low elevational areas. With a view to
overcoming this scarcity, the Tea Research Institute (TRI)
recently introduced a harvesting shear in place of hand
plucking. This shear is gaining popularity, especially in areas
where the labour shortage is severe. The TRI claims that the
skill required to operate the shear is simple, that no special
training is required and that it is much easier than hand
plucking.

The London Tea Auction, which was in operation for
over 300 years, ceased to function with effect from 29 June
1998. It is said that the London Auction fell victim to a
steady decline in trade volumes, which was a consequence
of the growth in direct trade between producers and
importers using modern technology, such as the Internet, to
convey bids and offers and confirmation of contracts. At
present, Colombo is the biggest tea auction centre in the
world. Colombo has a vast potential to become the world’s
biggest tea trade centre. Other countries such as Pakistan and
Dubai are also considering the possibility of opening up tea
auction centres in their countries, to fill the void created by
the closure of the London Auction.

Sri Lanka maintained its status as the largest tea
exporter in the world, accounting for 271 million kgs. of
world exports in 1998, followed by Kenya (264 million
kgs.).

Rubber

Rubber production, which has shown a declining trend
since 1996, recorded a further decline of 9 per cent to 96
million kgs. in 1998. A decline in yield per hectare and loss
of tapping days due to heavy rain in the last quarter of 1998
were the major reasons for the lower level of production.
Unatlractive prices also led to the abandoning of tapping in
certain rubber lands and discouraged the application of
fertiliser, thereby reducing the yield levels further.

The declining price trend in international rubber markets
in 1998 was also reflected in the domestic market. The
Colombo Auction price of Ribbed Smoked Sheet (RSS)
rubber declined to a very low level. The annual average

price of RSS at the Colombo Auction declined sharply by
12 per cent to Rs.49.76 while other grades of RSS prices
declined by 15-17 per cent. The average export price (FOB)
of all grades of rubber further declined by 10 per cent to
Rs.67.72 when compared with 1997. The average cost of
production of rubber (in large plantations as well as in the
smallholder sector), as estimated by the Rubber Development
Department (RDD), has increased by 10 per cent to Rs.44.41
per kg. This has led to an erosion of the profit margins of
rubber smallholders.

TABLE 3.3
Statistics of the Rubber Sector

Item Unit 1996 1997(a)  1998(b)
1. Production Kg.Mn. 113 106 96
2. Area {c)
Under cultivation  Hectares '000 162 163 158
Under tapping Hectares '000 122 129 125
3. Yield Kg./Hectare 926 822 768
4. Fertiliser used MT '000 17 12 15
5. Replanting Hectares 3,443 2,774 2,543
6. New planting (d) Hectares 1,297 793 515
7. Prices
Export (f.0.b) Rs./kg. 79.78  75.42 67.72
Colombo (RSS 1)  Rs./kg. 67.85 56.62 49.76
8. Cost of production Rs./kg. 36.70  40.37 44.41
9. Exports Kg.Mn. 72 62 41
10. Domestic consumption Kg.Mn. 40 44 54
11. Export eamnings Rs. Mn 5,763 4,640 2,808
US$ Mn. 104 79 44
12. Value added as %
of GDP (e) 0.9 0.7 0.5
(a) Revised. Sources : Rubber Development Department

National Fertiliser Secretariat
Central Bank of Sri Lanka

(b) Provisional.

(c) Based on the survey of
agricultural crops and
Livestock-1993. Department of Census and Statistics.

(d) Extents covered by cultivation assistance schemes of the RDD.

(e) In growing and processing only.

Several factors accounted for the recent decline in
natural rubber prices in the international market. The release
of a large quantity of buffer stocks held by the USA and
larger depreciations in 1997 of the currencies of the major
rubber producing countries such as Thailand, Indonesia and
Malaysia (which account for 72 per cent of the global natural
rubber production) triggered the decline in prices. The price
decline was further aggravated by the release of natural
rubber stocks by the Thai government in early 1998. The
prices of synthetic rubber, which is a close substitute for
natural rubber, also declined sharply owing to the drop in
petroleum prices and contributed to the decline of the price
of natural rubber. The recession in East Asia has led to a
large reduction in the demand for vehicles in these countries.
The major portion of the demand for natural rubber is a
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derived demand arising from the demand for vehicles. Hence,
the Bast Asian ctisis las gicaily affccied the demand for
rubber. The present weak demand could have a continuing
depressing effect on rubber prices in the short-run.

The International Natural Rubber Organisation (INRO),
which represents both natural rubber producers and
consumers, usually intervenes in the market to stabilise
rubber prices. However, such intervention did not take place
in 1997/98 on the Daily Market Indicator Price (DMIP) as
the prices did not come down below the threshold level.
INRO has been attempting to find measures to solve the
problems caused by the distortion to the DMIP due to
depreciation of the currencies on which it is based. All in
all, the natural rubber treaty, the world’s only surviving
traditional commodity price stabilisation agreement, could not
stabilise Tubber prices in the present context. The future of
INRO is uncertain as Malaysia has already intimated its
intention to withdraw from INRO with effect from 15
October 1999, while Thailand is also contemplating leaving
INRO.

Chart 3.2
Price and Cost of Production Indices: Rubber
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The impact of deteriorating prices was initially felt on
the smallholder sector, where the production of (RSS) is
dominant. The decline in rubber prices has led certain
producers, particularly sheet rubber producers, to shift from
the production of sheet rubber to the sale of liquid latex for
the processing of centrifuged latex and to the production of
crepe rubber. As a result, the production of sheet rubber
during 1998 decreased by 36.5 million kgs., 21 per cent less
than in 1997. The share of sheet rubber in total rubber
production decreased from 44 per cent in 1997 to 35 per
cent in 1998. The negative price trend slowed down in the
early part of 1998 to some extent, due to the favourable
prices for crepe rubber. Sri Lankan exporters enjoy a
reasonable share of the world market for crepe. Further, the
crepe rubber market is dominated by forward contracts. The
production share of crepe rubber increased from 39 per cent
to 47 per cent during this period.

With a view to arresting the deteriorating prices, the
covernment remaved the cess on rubber exports. which was
Rs.5.40 per kg. in May 1998, and that had a positive impact
on the prices obtained by the producers.

The use of rubber as an intermediary input in the
manufacturing sector continued to increase. The increase in
1998 was 23 per cent, from 44 million kgs. in 1997 to 54
million kgs. in 1998. Accordingly, more than half (56 per
cent) of the rubber output was used locally by the industrial
sector. Concessions granted to the rubber product
manufacturing sector in the 1998 Budget also helped to
increase the domestic demand for rubber.

The reduction in prices and the lack of funds caused
the extents newly planted and replanted to decline by 35 per
cent and 1 per cent, respectively to 515 hectares and 1,160
hectares, respectively, in 1998. Replanting and new planting
subsidies are financed through the funds generated by the
cess collection. The replanting subsidy has played a vital role
and acted as a catalyst in encouraging the replanting of
rubber. Almost all the rubber smallholders have either
availed themselves of the replanting or the new planting
subsidy to establish their rubber stands. Hence the
continuation of these subsidy schemes is very important.
Therefore, even in the absence of a cess collection, the
replanting and new planting subsidy programmes should be
continued to ensure the long-term sustainability of the
industry. Inter cropping of rubber land with short-term crops
such as passion fruit and pineapple would enhance the rubber
growers’ income during the gestation period of rubber
cultivation.

The low rubber yield in Sri Lanka is one of the major
problems faced by the industry. The present yield levels are
far below the yield levels obtained in India and Malaysia.
India’s average yield level is about 50 per cent higher than
that of Sri Lanka due to -the high use of rain guards and
proper management. The low yield levels are associated with
the abandoning of fertiliser application, particularly by
smallholders. A recently conducted sample survey of
smallholders by the Central Bank in the Ratnapura and
Kalutara Districts revealed that the regular application of
fertiliser has helped some of the smallholders to remain
viable even after the recent decline in prices.

The survey further revealed that there is a shortage of
experienced tappers. It has been observed that most of the
present tappers are old and that members of the younger
generation are reluctant to be employed as tappers, owing
to the relatively lower wage and dignity attached to the
occupation. In particular, young females prefer employment
in garment factories, which is considered a more dignified
occupation compared to being rubber tappers. However, with
a view to overcoming the shortage of tappers, the Rubber
Development Department has trained about 180 tappers in
1998, with the assistance of the Vocational Training Sector
of the Vocational Training Ministry.
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Coconut

The total coconut production in 1998 showed a slight decline
compared to the 1997 level. This decline has been attributed
to the lagged effect of the drought that prevailed in the
coconut triangle in the previous year. Coconut production in
1998 is estimated to have declined by 3 per cent. Production
of desiccated coconut (DC) declined due to weak
international market conditions, by 31 per cent in terms of
nut equivalent. DC exports showed a substantial decline
during the first half of 1998 when compared with the
corresponding period in the previous year. However, some
signs of recovery in the sector were observed during the
second half. The nut equivalent of coconut oil production
increased by 16 per cent, to 334 million nuts during 1998.
Coconut is largely a domestically consumed item. Domestic

TABLE 3.4
Statistics of the Coconut Sector

Iltem Unit 1996 1897(a)  1998(b)
1. Production (c) Nuts Mn. 2,546 2,631 2,547
Dessicated coconut  Nuts Mn.(d) 425 524 362
Coconut oil Nuts Mn.(d} 328 289 334
Copra (e) Nuts Mn.(d) 39 42 52
Fresh nut exports Nuts Mn. 17 18 18
Domestic nut
consumption (f) Nuts Mn, 1,720 1,744 1,762
2. Total extent Hectares '000 417 417 439
3. Replanting/
Underplanting (h) Hectares 578 1,221 585
4. New planting (h) Hectares 841 931 656
5. Fertliser used MT ‘000 39 35 36
6. Cost of production Rs./Nut 2.18 2.26 2.4
7. Retail price of a
fresh nut Rs./Nut 9.37 10.55 11.17
8. Average export
price f.0.b. (g) Rs./Nut 9.42 9.63 9.73
9. Export earnings Rs.Mn. 6,091 6,939 6,110
US$ Mn. 110 118 94
Kernel products (g)  Rs.Mn. 4,469 4,864 3,632
Us$ Mn. 81 82 56
Other products Rs.Mn. 1,622 2,075 2,478
US$ Mn. 29 35 38
10. Value added
as % of GDP (j) 2.0 23 2.6

Sources : Coconut Cultivation Board
Coconut Development Authority
(a) Revised. National Fertiliser Secretariat
(b) Provisional. Central Bank of Sri Lanka
(c) Estimated (breakdown does not add
upto total production due to
adjustments for changes in copra stock).
(d) In nut equivalent - converted for 1998 at 1 MTDC = 8,000 nuts
1TMTOil = 8,800 nuts
1 MT Copra = 5,725 nuts.
Note: Conversion rates have been revised in 1998 based on a study
conducted by the CDA in 1996/97. 1996-97 conversion rates are
as given in the Annual Report of 1997.
(e) Exports only.
(f) Estimated on the basis of per capita household consumption of
94.8 nuts per year. Excludes industrial use.
(g) Extents covered by cuitivation assistance schemes of the CCB
(h) Three major coconut kernel products only.
(i) Inproducing and processing only.

use of coconut accounted for 69 per cent of total production
in 1998. In addition to household use, coconut is used as
an industrial raw material in areas such as confectionaries
and biscuits. The use of coconut has been growing fast in
recent years.

The price of fresh nuts remained fairly high throughout
the year reflecting an overall supply shortage. It declined
gradually with an improvement in supply and an easing of
competition for procurement of nuts for DC and for the
coconut oil industry. However, during the fourth quarter of
1998, with the onset of the lean season, price levels surged
up again and at the end of the year reached a record level
of Rs.7,842 per 1,000 nuts against Rs.6,495 per 1,000 nuts
at the end of 1997.

Though the average export price (f.0.b.) of DC dropped
by 2 per cent, the average export price (f.0.b.) of the three
major coconut kernel products increased marginally from
Rs.9.63 per nut in 1997 to Rs.9.73 per nut in 1998.
However, in US dollars, the export price declined by 9 per
cent in 1998. A substantial decline of 25 per cent (in rupee
terms) was observed in kernel product exports. The fall in
nut production, coupled with devaluation of currencies in the
East Asian region, had a marked impact on the export
performance. The export price of major coconut products
such as DC and copra remained at low levels in 1998
consequent on the devaluation of currencies in the major
coconut exporting countries, viz., the Philippines and
Indonesia. Although export earnings from non-kernel
products increased by 19 per cent from Rs.2,075 million in
1997 to Rs.2,478 million in 1998, export earnings from all
coconut products declined by 12 per cent from Rs.6,939
million in 1997 to Rs.6,110 million in 1998.

However, the international price of coconut oil remained
steady throughout the year, following a shortage in supply
from major producer countries and a drop in the supply of
substitutes such as palm oil and palm kernel oil. The major
coconut oil producing countrics, such as the Philippines and
Indonesia, experienced difficulties in obtaining copra to
manufacture coconut oil due to the impact of the El nino
weather phenomenon which affected those countries during

Chart 3.3
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(1990 = 100)
300
@
T 250 B
= 200 q_’___,-"——’—'
@ 150 T eeal {
'E 100 Lm0 0 e Price
o 50 Cont
o]
1994 1995 1996 1997 1998
Yea

39

LIQLILI&LD



www.padippakam.com

Part 1

Central Bank of Sri Lanka Annual Report — 1998

the second half of 1997. Anticipating a shortfall in
production, international prices of coconut oil surged up
during 1998. The same price trend was more or less reflected
in the local market. However, in the local market, a severe
shortage of nuts was experienced immediately after the onset
of the lean scason. This aggravated the situation and the
prices of copra and coconut oil increased sharply towards the
end of 1998.

The total extent under coconut is estimated at about
439,000 hectares. The extent in bearing was around 363,000
hectares in 1998, the same as in 1997. The Coconut
Cultivation Board (CCB) continued its productivity
improvement programme through its extension services.
Meantime, the CCB took the initiative, with the help of the
Ministry of Public Administration, Home Affairs and
Plantation Industries, to introduce legislation to regulate
fragmentation of coconut lands. Draft legislation has been
forwarded to the Legal Draftsman’s Department for approval.

A joint venture company, Mahaweli Coconut Plantations
Ltd., (MCPL) was formed by the Mahaweli Authority of Sri
Lanka (MASL) and the DC Millers Association in 1998. The
company expects to cultivate coconut in the Mahaweli area
to offset production losses arising from the fragmentation of
coconut lands in major coconut growing areas. The
Mahaweli System B area has been identified by the company
for cultivation of coconut using advanced technology (such
as drip irrigation) with the help of foreign expertise. The cost
of the project is estimated at Rs.279 million. Upon
completion of the three phases of this project, around 1,500
hectares would he hrought under coconut. The company also
plans to promote intercropping (with banana, maize etc.,) in
these new coconut lands.

Except for DC, the other cess rates for coconut product
exports remained unchanged in 1998. The cess on DC
exports was increased from Rs.1.00 per kg. to Rs.2.00 per
kg. with effect from | March 1998 for a three year period
ending 1 March 2001. The upward revision of the cess on
DC was to mobilise adequate financial support for the new
joint venture company (MPCL). The total cess collection in
1998 was about Rs.147 million, a 34 per cent increase over
the previous year. During the year, the CCB utilised some
of these cess funds to continue its support programmes such
as new planting (Rs.13.5 million), re-planting (Rs.10 million),
home garden (Rs.l5 million) and the ‘Kapruka Ayojana’
Credit Scheme (Rs. 8 million) to develop coconut lands.

The high domestic consumption of more than 70 per
cent of total coconut production has constrained the
exploitation of the export market for coconut products to a
great extent. In addition, methods used in domestic
consumption of fresh nuts results in considerable wastage.
In order to reduce such wastage, coconut kernel based
products such as coconut milk powder and coconut cream
should be promoted and made readily available to the
consumer at an affordable price. Therefore, incentives should

be given to the manufacturers of such products, while market
promotion also needs to be encouraged to popularise their
local use. Apart from that, being a leading exporter of non-
kernel products, such as coconut shells and activated carbon,
Sri Lanka should further exploit the potential uses of coconut
shells. Studies have revealed that coconut shell powder has
great potential as an industrial raw material, e.g., as feed
ingredients (fibre supplement), base material for mosquito
coils, etc.

Other Export Crops

The other export crop sector consists mainly of spices
such as cloves, cardamom, cinnamon, pepper and nutmeg,
beverage crops such as cocoa and coffee and essential oils
such as cinnamon and citronella. This sector showed a
considerable improvement in 1998 with export earnings
increasing by 21 per cent to US dollars 120 million.
Significant increases in production were shown in pepper,
cocoa, coffee, cardamom and cinnamon leaf oil.

Pepper production, which has shown a steady
improvement over the last few years, increased by 73 per
cent in 1998. This is mainly attributed to the improved
management induced by attractive prices during the last few
years and new areas coming into bearing. The international
price of pepper increased for the fifth consecutive year,
owing to continuing global supply shortages in the face of
growing demand. A reduction in pepper production in Brazil,
Vietnarm and Thailand owing to unfavourable weather also
contributed to the supply shortage. The average export price
of pepper rose by 31 per cent to reach Rs.335 per kg. The
average auction and farm gate prices too rose by 28 per cent
and 32 per cent to Rs.287 per kg. and Rs.262 per kg.,
respectively.

Supplies of nutmeg were affected by the production
decline in Indonesia, the largest nutmeg producer in the
world, due to the El nino phenomenon. As a result, the local
average farm gate price of nutmeg with shell, as well as
mace, increased by almost 80 per cent in 1998. The
international prices and producer prices of ail the other
export agriculture crops also showed an improvement in
1998.

The land area under these crops is estimated to have
improved by 1 per cent to 77,782 hectares in 1998. During
the year, nearly 800 hectares were newly planted with these
crops. For the third consecutive year, the major share of the
newly planted extent (82 per cent) was under pepper.
Support provided under the Export Agriculture Crop
Assistance Scheme amounted to Rs.32 million in 1998
compared to Rs.27 million in 1997. As in the three previous
years the major share of assistance (70 per cent) was for
pepper and cinnamon.

Budgetary resources for the development of this sector
in 1998 amounted to Rs.204 million in the form of a special
allocation of Rs.150 million and the normal allocation of
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TABLE 3.5
Production of Other Export Crops
Metric Tons
Crop 1996(a) 1997(a) 1998(b)

Coffee 2,158 2,165 2,343
Cocoa 1,628 1,709 1,904
Cinnamon quills 10,891 11,453 11,206
Cinnamon leaf oil 110 100 150
Pepper 3,988 3,912 6,776
Clove 1,437 2,333 2,022
Cardamom 75 75 90
Nutmeg and mace 1,198 1,108 1,382
Citronella 190 210 190
(a) Revised Source: Department of Export Agriculture

(b) Provisional.

Rs.54 million. The special allocation was earmarked to
develop export agriculture crops in the four districts of
Kandy, Matale, Kegalle and Badulla, Accordingly, several
new projects have been launched to develop these crops. The
existing subsidy rates for replanting and new planting of
pepper, coffee, cocoa, cardamom, citronella and cinnamon
were enhanced. To improve quality and reduce post harvest
losses, a special unit named the Post Harvest Advisory
Services Unit has been established under the Department of
Export Agriculture, Under this programme, new machinery,
processing equipment and technical assistance have been
provided to improve export agriculture crops. With a view
o popularising these crops in the plantation sector, a
Plantation Advisory Unit has been established to provide
extension services on technical knowhow and crop
diversification in plantation agriculture.

After the successful completion of the Perennial Crop
Development Project (PCDP) in 1997, the government
negotiated another Joan with the Asian Development Bank
(ADB) for the second phase of the PCDP. The objective of
the project is to establish a commercially viable perennial
crop sector.

The second PDCP commenced operations in September
1998. The ADB is providing US dollars 20 million in the
form of a soft loan, while the participatory credit agencies
are expected to provide supplementary funding of about US
dollars 15 million. The project duration will be six years,
The second phase of the project has been expanded to cover
17 districts compared to 8 districts under the first PCDP,
During the four months of operation of the project, 107 loan
applications for Rs.84 million had been screened and a sum
of Rs.10 million had been disbursed.

3.4 Domestic Agriculture

Paddy

Paddy production in 1998 rose by 20 per cent, on top of a
9 per cent increase in 1997. The output reached a level of
2.7 million metric tons (129 million bushels). This is the

second highest level of production ever recorded and only
4 per cent less than the peak production registered in 1995,
There have been production improvements during both the
Maha and Yala seasons. An increase in the area under paddy
by 16 per cent, as well as a significant increase in the
average yield in Yala 1998, contributed to this improvement
in output.

Paddy output in Maha 1997/98 increased by 22 per cent
to 1.78 million metric tons {85 miilion bushels), which was
almost similar to the peak production level reported during
the Maha 1982/83 season. The improvement in the Maha
output could be attributed to the increased area cultivated,
especially in the dry zone districts of Anuradhapura,
Batticaloa and Kurunegala, following normal rainfall during
the North East monsoon. These three districts together
accounted for over 90 per cent of the increase in production.
The most notable improvement in production was in the
Anuradhapura district, which showed a more than fourfold
increase to 230,000 metric tons. The major paddy producing
districts of Anuradhapura, Ampara, Kurunegala and
Polonnaruwa accounted for 48 per cent of the total Maha
output. Paddy output in the Yala season, after showing a
partial recovery in 1997, increased by 16 per cent to 911,000
metric tons (44 million bushels) in 1998. A substantial
production increase in the low country dry zone districts
more than offset the decline in production in wet zone paddy
areas during Yala 1998,

The annual average paddy yield improved by a further
1 per cent in 1998 to 3,636 kgs. per hectare. This
improvement was recorded purely on account of significant
improvements in the Yala yield as the yield in the Maha
season indicated a decline. The average yield during 1997/
98 Maha declined by 3 per cent to 3,555 kgs. (69 bushels
per acre) per hectare, mainly as a result of increased extents
of marginal paddy lands being brought under cultivation,
promoted by the better rainfall experienced during the
season. In contrast, the average yield during Yala 1998
increased significantly by 8 per cent, to reach the best ever
Yala yield of 3,806 kgs. per hectare (75 bushels per acre).
The average yield under all three types of irrigation
improved considerably during the Yala season. Yields in the
rain fed areas showed a 10 per cent improvement compared
to the previous Yala season. Favourable rainfall reduced crop
damage to 2 per cent compared to 5 per cent in 1997, The
Uda Walawe area recorded the highest average yield of
4,787 kgs. per hectare during the Yala season. For the
second consecutive Maha season, the Mahaweli ‘H’ area
recorded the highest average yield, which was 7 per cent
higher than in the previous Maha season.

The total extent of paddy lands that were insured
against crop failure by the Agricultural Insurance Board
(AIB) during the cultivation year stood at 14,000 hectares,
while the premia collected amounted to Rs.9.25 million.
Indemnities paid during the year amounted to a sum of Rs,
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1.5 million. According to the Agricultural Insurance Act No.
97 of 1975, it i§ Somjsitlsory to-insure all paddy lands-against
crop failure. However, the extent insured is less than 2 per
cent of the gross extent sown. The AIB attributes this low
rate of participation in the scheme to practical difficulties in
enforcing the law and the reluctance of farmers in less risky
areas to join the scheme voluntarily.

Fertiliser issues to the paddy sector during both the
Maha and Yala seasons increased by 4 per cent. The total
quantity of fertiliser issued was 251,000 metric tons,
compared to 242,000 metric tons issued during the previous
cultivation year. Fertiliser issues during the Maha season
increased by 5 per cent to 162,000 metric tons, while the
issues during the Yala season increased by 2 per cent (o
89,500 metric tons.

Under the New Comprehensive Rural Credit Scheme
(NCRCS), a sum of Rs.178 million was granted to the paddy
sector during the Maha 1997/98 season. This was 35 per cent
less than the credit granted during the corresponding season
of the previous year. The amount of credit granted during
Yala 1998 also declined from Rs.108 million in Yala 1997
to Rs.99 million in Yala 1998.

The average producer price of paddy declined by 7 per
cent to Rs.215 per bushel (Rs.10.32 per kg.) compared (0
the previous year owing to the increase in output. However,
the producer price remained well above the Guatanteed Price
of Rs.155 per bushel (Rs.7.42 per kg.) which has not been
revised since 1993. The Paddy Marketing Board has not
actively participated in purchasing paddy since 1996.
However, paddy purchases made by the Co-operalive
Wholesale Establishment (CWE) and the farmer organisations

at prices ranging from Rs.9 to Rs.12.40 per kg. helped to
stahilise prices during the glut period.

One of the problems faced by the paddy sector is the
increasing cost of production and reduced profitability, The
average cost of production (COP) of paddy has risen over
the years owing to the increased costs of inputs, especially
labour wages, tractor hiring fees and agro-chemicals. This
has made the cultivation of paddy in certain districts,
especially in the Wet Zone, unremuncrative. The government
has recognised this problem and made a special allocation
for the Department of Agriculture in the 1998 Budget to
identify such areas, conduct research and make
recommendations to persuade these paddy farmers to
diversify into other food crops.

The Extension Division of the Department of
Agriculture continued the special ‘Yaya’ demonstration
programme for the third consecutive year to improve farmer
awareness of scientific methods of cultivation among 13,000
farmers. Sri Lanka’s paddy yields are higher than those of
all SAARC countries as well as other major paddy producing
Asian countries such as Thailand, Myanmar and Philippines.
However, the yield levels achieved by countries such as
China, South Korea and Japan are over one and a half times
the paddy yield obtained in Sri Lanka. Hence, it is apparent
that there is a potential for further increases in paddy yields
in Sri Lanka.

According to the 1996/97 Consumer Finances and Socio
Economic Survey of the Central Bank of Sri Lanka, the
annual per capita consumption of rice is 106 kgs. After
adjusting for wastage and seed paddy requirements, what was
available for consumption reflected a self-sufficiency ratio of

TABLE 3.6
Statistics of the Paddy Sector

1997(a) 1998(b)
LSty Unit Maha Yala Total Maha Yala Total
Gross extent sown Hectares '000 473 257 730 574 274 848
Gross extent harvested Hectares ‘000 443 247 690 563 266 829
Net extent harvested Hectares '000 397 222 619 601 239 740
Production MT '000 1,457 782 2,239 1,781 810 2,692
Bushels ‘000 69,835 37,496 107,331 85,345 43,607 128,952
Yield (c) Kg/ Hectare 3,670 3,529 3,603 3,555 3,802 3,634
Credit granted Rs, Mn. 275 108 383 178 98 277
Purchases under the GPS MT ‘000 - - - - -
Rice imporis MT '000 - 306 - - 168
(Paddy equivalent) (MT ‘000) 438 - - 240

(a) Revised. Sources : Department of Census and Statistics
(b) Provisional. Department of Agricuiture

(c) Yield per hectare for Maha and Yala are calculated using data from the
Department of Census and Statistics which are based on crop cutting Suirveys,
while total yield is catcutated by dividing total production by the net extent

harvested.

Ministry of Agriculture and Lands
Paddy Marketing Board

Sri Lanka Customs

Central Bank of Sri Lanka
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83 per cent. The deficit in local supply was met through
imports. In 1998, 168,000 metric tons of rice were imported.
Of the total rice imports, 75 per cent or 125,000 metric tons
were imported during the month of January, when a duty
waiver on rice imports was introduced to reduce the
escalating price of rice in the domestic market. Although
there was a strong lobby by rice importers to enforce a duty
waiver on rice imports during the latter part of 1998, the
government did not accede to their request with the intention
of stabilising paddy prices at a reasonable level, considering
the farmers’ interests as well.

Chart 3.4
Paddy Production
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B2 Maha
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Other Field Crops

The other field crops (OFC) sector showed a mixed
performance in 1998. The production of high value crops
such as potatoes, onions and chillies declined, while the
production of legumes such as black gram, green gram, soya
and cowpea indicated an increase.

Available provisional estimates indicated production
increases in black gram (30 per cent), green gram (14 per
cent), soya (55 per cent) and cowpea (5 per cent). Cowpea
output increased on account of a 14 per cent improvement
in yield. The output of groundnuts and sesame declined,
compared to 1997. Both an increase in the extent cuitivated
and an improvement in the yields contributed towards the
increased output of black gram, green gram and soya. The
output of cereal crops such as maize and kurakkan too
recorded significant increases. Maize production increased by
49 per cent, while the production of kurakkan, which is
gaining popularity as a health food, increased by 35 per cent.

Chillies, potatoes, red onions and big onions which had
faced stiff competition from cheaper imports since the
removal of import restrictions in 1996, showed further output
declines in 1998. The extent under potatoes declined by 64
per cent to 2,300 hectares, while the extent under big onions
declined by 52 per cent to 1,400 hectares. The price
advantage enjoyed, particularly by the potato farmers, in a
highly protected market disappeared with the increased
imports from India and Pakistan, helping a large number of

consumers. Potato production, which declined by 35 per cent
in the previous year, recorded a further 61 per cent drop to
25,900 metric tons.

Big onion production declined by 40 per cent in 1998.
However, the quantity of big onions imported during the year
also declined by 24 per cent to 90,700 metric tons, compared
to 1997. This was due to a ban on the export of big onions
in India on account of a severe shortfall in production. This
led to an escalation of domestic prices by 64 per cent to
Rs.71.25 per kg. in November 1998.

The poor performance in the production of potatoes can
be attributed to several factors. Potatoes remained a highly
protected crop with a complete ban on the import of
consumption potatoes from 1968 until 1996. As a result of
the heavy protection, potato cuitivation became very
inefficient over the years and the yield levels had declined
by almost half from about 16 metric tons per hectare to
about 10 metric tons per hectare. During the period of import
restrictions, potatoes became a very remunerative crop. As
a result, most of the potato farmers who had leased out land
for cultivation, especially in the Nuwara Eliya district, did
not adhere to proper agricultural practices and neglected crop
rotation programmes. Some of them cultivated potatoes
continuously in the same field, which would have led to soil
bomne diseases and subsequently low yields. The cost of
production (COP) of local potatoes, which is around Rs.26
per kg., is extremely high compared to other countries. The
main reasons for the high COP are poor yields, high cost
of seed potato, which accounts for more than 50 per cent
of the total COP, and high wage rates. Sri Lanka has to
depend mostly on imported seed potato tubers from either
Holland or Australia. Seed potatoes are bulky and imported
seeds are very expensive. Unlike Sri Lanka, India produces
its own seed potato requirements especially in the Northern
parts of India at a very low cost. The labour cost in India
is also lower than in Sri Lanka. Further, certain inputs in
India are heavily subsidised. Hence, even with a 35 per cent
tariff protection, the local potato producers could not
compete with cheap imports from India, Pakistan and 15
other countries. Sri Lanka imported 116,000 metric tons of
potatoes in 1998, of which 86 per cent came from India and
Pakistan. Imports of potatoes had increased by 7 per cent
in 1998.

Chillies were also a remunerative crop when heavily
protected through non-tariff barriers such as licensing, which
restricted imports. However, the removal of the import
restrictions made the high cost local production
uncompetitive. The extent under chillies dropped by 10 per
cent to 21,600 hectares, while production declined by 13 per
cent to 15,600 metric tons. Imports of chillies increased by
45 per cent to 19,200 metric tons in 1998.

Most of these crops except chillies, potatoes and onions
(high value crops) have received little attention from the
government, compared (o rice, resulting in a lack of research
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and development. Farmers often use traditional methods of
cultivation and grow most of the legumes and cereals under
rain fed conditions with very low levels of inputs such as
fertiliser, reflecting low levels of crop management leading
to low yield levels.

Vegetables and Fruits

According to the available preliminary estimates, production
of up-country vegetables such as carrots, cabbage, beet and
leeks, which are the temperate species grown intensively
under irrigation, especially in the Central Province and the
Uva Province, increased by 6 per cent to 169,900 metric tons
in 1998. This increase is partly a result of the increased
extents brought under vegetables in the Nuwara Eliya and
Welimada areas, reflecting the shift from potatoes to other
types of vegetables. The increased supply of up-country
vegetables stabilised their prices throughout most of the year.
However, the cultivation of low-country vegetables such as
bitter gourd, snake gourd, pumpkin and brinjals, which are
mostly grown in paddy fields in the North Western Province,
North Central Province and Southern Province during the
Yala season, declined, as adequate rainfall and irrigation
water led to an increased use of such lands for paddy
cultivation. Overall, vegetable production during the year
decreased marginally to 352,000 metric tons, compared to the
previous year. However, the export of vegetables increased
by 12 per cent to 7,700 metric tons.

Production of mangoes showed a 2 per cent increase,
compared fo 1997. Large scale banana cultivation in the
Embilipitiya and Uda Walave areas increased the domestic
supply and the producer price of bananas declined in 1998.
There was also a marginal decline in consumer prices. The
production of papaw and pineapples was estimated to have
declined by 13 per cent and 18 per cent, respectively.
Exports of fresh fruits declined by 10 per cent to 2,670
metric tons in 1998,

Fruit production in Sri Lanka largely takes place in a
non-commercial manner. Except for pineapples in the
Gampaha and Kurunegala districts and bananas in the
Hambantota and Ratnapura districts, there are no organised
orchards. Strawberries are grown under intensive cultivation
in green houses in Nuwara Eliya. Of the fruits, the important
ones are mango, banana, pineapple and papaw. Research on
the cultivation and processing of fruits is very limited. There
is comsiderable potential for both the cultivation and
processing of some of these fruit crops for the local and the
export market.

Sugar

Sugar production in 1998, estimated at 61,549 metric tons,
showed a marginal decline of about 2 per cent, compared
to 1997. The decline in production was a result of the non-
operation of the Hingurana sugar factory, which was
re-vested in the government after unsuccessful privatisation.

The other two sugar factories, namely Pelwatte and
Sevanagaia, reported incicased produciion duiing the yoar by
about 5 per cent and 13 per cent, respectively. Despite a
reduction in the area harvested at Pelwatte, sugar production
in these two factories improved on account of increased cane
harvests during the year. Favourable weather conditions
helped to increase the average yield at Pelwatte by 36 per
cent to about 45 metric tons of cane per hectare, while at
Sevenagala the increase was 16 per cent, to 81 metric tons
of cane per hectare. In spite of yield improvements, there
is a vast difference in yield levels at Pelwatte and
Sevanagala. This is largely due to different irrigation
methods adopted in these plantations. Cane cultivation at
Pelwatte is solely rainfed while at Sevanagala it is under
irrigated conditions. In 1998, the quantities of private cane
purchased by these two companies remained around the same
level as in 1997.

Sri Lanka’s sugar production is sufficient to meet only
about 10 - 12 per cent of the domestic consumption
requirement. Due to the availability of large stocks of sugar
imported in 1997 (545,000 metric tons), sugar imports in
1998 declined by about 19 per cent to 444,300 metric tons.
During this period world sugar prices declined by about 14
per cent, from US dollars 337 per metric ton to US dollars
291 per metric ton. Prior to January 1998, the government
stabilised sugar prices at around US dollars 500 per metric
ton by imposing an ad valorem duty on imported sugar.
However, since January 1998 a flat rate of Rs.3,500 per
metric ton is being levied on sugar imports. When compared
with the average import price of Rs.18.80 per kg. in 1998
this amounted to an 18 per cent ad valorem tax on sugar,
compared to 25 per cent in the latter part of 1997. The
average domestic consumer price of sugar declined by 3 per
cent in 1998.

Chart 3.5
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Currently, the large scale sugar cane plantations are
concentrated in the dry zonme of Sri Lanka (Ampara and
Moneragala districts). Sugar cane cultivation and the

44

LIQLILI&LD



www.padippakam.com

Part 1

Central Bank of Sri Lanka Annual Report — 1998

TABLE 3.7
Statistics of the Sugar Sector

Hingurana Sugar

Sevanagala Sugar Pelwatte Sugar

Total
Factory Factory Factory oa
Item Unit
1997 (a) 1998 (b) 1997 (a) 1998 (b) 1997 (a) 1998(b) 1997 (a) 1998 (b)
1. Total area under cane
(with ratoons) (c) Hectares 1,679 916 3,147 3,157 4,836 4,470 9,662 8,543
2. Area harvested (c) Hectares 934 - 2,377 2,422 4,435 3,928 7,746 6,350
3. Cane harvested (c) MT (000) 69 - 169 195 148 174 386 369
4. Private cane purchased MT (000) 26 - 2 2 361 358 389 360
5. Quantity of cane crushed MT (000) 95 169 197 509 532 773 729
6. Average yield (c) MT/Hectare 73 - 70 81 33 45 53 (d) 58
7. Sugar production (without sweepings) MT (000) 6 - 15 17 42 44 63 61
8. Sugar recovery rate (e) % 6.20 - 8.76 8.7 8.34 8.35 8.15 8.37
(a) Revised. Sources : Pelwatte Sugar industries Ltd.
(b) Provisional. Sevanagala Sugar Industries Ltd.

Includes nucleus estates and allottees.
Excludes data in Hingurana Sugar Industries Ltd.

(c)
(d)

Sugar produced

) X 100

Recovery rate
Quantity of cane crushed

processing industry provide direct and indirect employment
opportunities for a large number of settlers (more than
20,000 families) in these areas., However, relatively low
yields, low sugar recovery rates and frequent labour problems
have affected the industry somewhat. The situation has been
further aggravated by the sharp decline in international prices
which led to an erosion of the financial viability of the
industry. The faster depreciation of the rupee in 1998, and
the government taxes on sugar imports kept the sugar prices
from falling, in spite of a large decline in international
prices. Any fiscal incentive to improve the financial viability
of the industry could have been possible only by burdening
the consumer.

3.5 Fish and Livestock

Fish

Fish production in 1998 is estimated to have increased by
8 per cent to 260,100 metric tons. Marine fish production
(coastal, deep sea and off shore) accounted for 230,200
metric tons or 89 per cent of total fish production. Marine
fish production increased, reflecting the improved production
in the Northern and Eastern provinces. The encouragement
and strengthening of the off shore fisheries sector by
providing better facilities through multi day boats and fishing
gear also contributed to this increase.

Aquaculture fish production (inland, coastal brackish
water prawn and cultured prawns) increased by 11 per cent
to about 29,900 metric tons during 1998. This was mainly
due to the increased release of fingerlings to tanks, better

Hingurana Sugar industries Ltd.

management of aquaculture resources and proper monitoring.
Shrimp farming, which was affected by the white spot
disease in 1997, recovered fully in 1998. This industry has
now become a major source of foreign exchange earnings
in the fisheries sector. The total number of shrimp farms in
existence in 1998 has been estimated at 970.

The white spot viral disease affecting prawns erupted
due to poor on-farm and off-farm management practices.
After two or three setbacks, and with the introduction of
water management and other management measures, shrimp
production re-commenced in 1998. Almost all shrimp
production in 1998 was exported. The total quantity of
shrimp exports and export earnings nearly doubled when
compared with 1997. According to Customs statistics, the
total volume of shrimp exports in 1998 was about 6,038
metric tons, while export earnings amounted to about
Rs.5,087 million,

TABLE 3.8

Fish Production e S 000

Sub-Sector 1996 1997(a) 1998(b)
Marine (c) 206 213 230
Aquaculture (d) 22 27 30
Total 229 240 260
(a) Revised. Source: Ministry of Fisheries and

(b) Provisional.

(c) Coastal and deep sea sector.

(d) Intand sector, coastal brackish water prawn and cultured prawn
production

Aquatic Resources Development
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The fisheries sector is of strategic importance to the
country Tn recent times, it is heing increasingly challenged
to provide the people with an adequate supply of fish of
good quality and to create more employment opportunities.
The sector is also recognised as a traditional contributor to
food production and nutrition. The Ministry of Fisheries and
Aquatic Resources Development has implemented a number
of development programmes and projects, in particular to
modernise sectoral infrastructure and to rationalise the
management of fisheries resources. The period 1997/98 has
been characterised by a series of structural reforms to
improve the economic efficiency of the fisheries sector.
These reforms mainly focused on the pursuit of sustainable
exploitation of aquatic resources, improvement in the quality
of fish and enhancement of the living standards of the
fishing community.

Livestock

The dairy and poultry industries, which are the more
prominent and organised sectors of the country’s livestock
industry, performed well during 1998. The available
estimates indicate a 2 per cent increase in cow milk
production, from 252 million litres in 1997 to 256 million
litres in 1998. The production of buffalo milk increased by
8 per cent, from 79 million litres in 1997 to 85 million litres
in 1998, Kiriya Milk Industries Ltd. (formerly Miik
Industries of Lanka Company Ltd.) accounted for the largest
share in national milk collection, Despite the increase in milk
production, milk collection by Kiriya Milk Industries Ltd.
and Nestle Lanka Ltd. decreased by 9 per cent and 15 per
cent to 53 million litres and 29 million, respectively, during
1998. The decline in collection volumes was on account of
the emphasis given to the production of good quality milk.
In this regard, a price incentive scheme has been introduced
to promote the quality of milk. For example, milk that
contained either 4.8 per cent of milk fat and 8.3 per cent
solid non fat (SNF) or 4 per cent milk fat and 8.5 per cent
SNF was paid an additional 50 cents per litre.

Kiriya Milk Industries Ltd., a joint venture between the
Government of Sri Lanka and the Dairy Development Board
of India has started promotional activities from the grassroots
level. It also started a cattle feed production project in order
to give dairy farmers quality cattle feed at a nominal price.
Meanwhile, during 1998, the Ministry of Livestock
Development and Estate Infrastructure took initiatives to re-
organise the loss making National Livestock Development
Board (NLDB) by streamlining its activities. The NLDB was
able to shed some of its excess staff on a voluntary basis.
The clustering process of farms has reduced the overhead
costs of livestock farms managed by the NLDB to a great
extent.

The poultry industry is dominated by the private sector
and consists of a large number of small producers and a few
large producers. The country’s egg production has recorded
a marginal increase of 2 per cent to 876 million eggs during

1998. The decline in the prices of feed ingredients enabled
the price of animal feed to remain stable throughout the year.
Favourable output prices with fairly stable input prices
helped both the producers and consumers.

One of the major constraints in the livestock sector has
been the non-availability of breeding animals. The NLDB is
unable to meet the farmers’ demand for animals (particularly,
dairy and swine) due to the non-availability of good breeding
stock in their farms, With a view to mitigating this problem,
a livestock breeding project (for dairy farms) has been
initiated with the co-operation of the National Dairy
Development Board of India. Furthermore, in 1998, the
Ministry of Livestock Development and Estate Infrastructure
(MLDEI) has spent more than Rs. 30 million to jimport good
breeding animals.

Poor animal health and inadequate extension services in
rural areas are also a drawback to the development of the
livestock industry. To upgrade livestock development and
extension activities the Department of Animal Production and
Health recruited 52 new veterinary surgeons and posted them
to rural areas in 1998, These officers are responsible for
implementing and monitoring animal health and production
programmes at Divisional Secretariat level.

3.6 Inputs and Credit

Fertiliser

Total fertiliser issues during 1998 recorded an increase of
about 5 per cent to 535,133 metric tons. Improved prices in
the first half, favourahle weather conditions and the
introduction of a special fertiliser loan scheme contributed
to a 12 per cent increase in fertiliser usage in the tea sector
in 1998. In spite of a decline in market prices for rubber,
fertiliser issues to the rubber sector also increased by 33 per
cent because the cost of fertiliser is counted as an integral
part of the new planting/replanting subsidy package. Under
the participatory technology transfer programme, the CCB
encouraged the use of chemical fertiliser in coconut
cultivation. A larger increase in fertiliser issues (57 per cent)
to the export crop sector was seen in 1998. Fertiliser issues

TABLE 3.9
Fertiliser Usage by Crops
Metric Tons '000
Crop 1996 1897(a) 18988(b)

Paddy 238 204 228
Tea 154 162 182
Rubber 17 12 16
Coconut 39 34 38
Other Field Crops 55 49 49
Other Export Crops [ 7 11
Others 16 20 13
Total 524 508 537
(a) Revised. Source: National Ferliliser Secretariat

(b) Provisional.

46
LIQLILI&LD



www.padippakam.com

Part 1

Central Bank of Sri Lanka Annual Report — 1998

to the paddy sector registered only a marginal increase, while
the issues to the other food crop sector remained unchanged
during 1998.

A & - Chart3.6 & 5 i
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The revised fertiliser subsidy scheme in 1997, under
which the subsidy was confined only to urea, continued
during 1998. The National Fertiliser Secretariat has
introduced a fertiliser quality control programme in 1998
with the assistance of field level agricultural extension
officers. These officers have been delegated the powers to
collect fertiliser samples from the local traders and to analyse
these samples at regional laboratories of the Department of
Agriculture/Research Institutes. Officers in 11 districts were
trained for this purpose during the year.

Seed

As declared in the national seed policy, the Department of
Agriculture (DOA) continued to co-ordinate and provide the
required support to ensure the supply of quality seed and
planting material in 1998. However, recognising the problems
faced by the paddy sector owing to the lack of adequate seed
paddy, the government announced a scheme in the 1999
Budget to promote seed paddy production in the Amparai,
Anuradhapura, Hambantota, Kurunegala and Polonnaruwa
districts. The DOA was provided with a special allocation
to implement this programme and increase average yield
through intensive land use.

The quantity of seed paddy issued by the government
and private sector organisations such as the DOA, Provincial
Councils, Mahaweli Authority, co-operalives, private
companies and farmer organisations amounted to 10,965
metric tons in 1998. This was sufficient to meet about 9 per
cent of the national seed paddy requirement. The balance had
to be met by paddy farmers themselves. The DOA certified
only a part of the seed paddy production of these institutions.

The issue of OFC seed, vegetable seed and potato seed
by the DOA decreased by 50 per cent, 48 per cent and 2
per cent, respectively, in 1998. In line with government
policy, seed production has been gradually transferred to the
private sector. Several seed farms formerly managed by the

DOA have been vested in the private sector to undertake
production on a commercial basis. Meanwhile, the import of
seed and planting material has been made duty free with a
view to making superior quality seed material available to
the local producers at a reasonable price. As a result, the
import of seed by the private sector increased considerably
in 1998. Potato seed imports increased by 52 per cent to
1,706 metric tons, while vegetable seed imports increased by
26 per cent to 186 metric tons. Despite the increased
imports, the price of potato seeds has remained high,
accounting for a very high proportion of the cost of
production,

Two new varieties of tomato, viz., BI, which is heat
tolerant, high yielding and resistant to bacterial wilt, and BL
355, which produces the size, shape and colour preferred by
farmers, were released by the DOA in 1998, In addition, a
low sugar sweet potato variety (‘Gannoruwa White'), a
Dioscorea alata cultivar yam variety (‘king yam') and an
exotic ginger variety (Fiji) have been identified by the DOA
for release in 1998.

Agro Chemicals

Available provisional estimates indicate an increase of 3 per
cent in the sale volume of agro chemicals (insecticides,
weedicides and fungicides) in 1998. The quantity of
weedicides, which accounts for about 46 per cent of total
agro-chemical sales, declined by 9 per cent to 2,704 metric
tons, while insecticide sales increased by 20 per cent to
2,582 metric tons. The quantity of fungicide sales declined
by 3 per cent to 574 metric tons.

Credit

Short term crop loans were granted under the New
Comprehensive Rural Credit Scheme (NCRCS) by the
commercial banks during 1998. The government increased
the interest subsidy component from 7.5 per cent per annum
to 10 per cent per annum with a view to increasing the flow
of credit to domestic agriculture. However, the total loans
granted under the NCRCS during the 1997/98 cultivation
year declined to Rs.442 million from Rs.586 million in 1996/
97. Of the total loans granted, 62 per cent, amounting to
Rs.274 million, was during the 1997/98 Maha season, while
the balance Rs.168 million was granted during the 1998 Yala
season. Of the total loans granted, 63 per cent were in
respect of paddy, while the balance was to the subsidiary
food crops sector.

As in the previous year, the two state banks accounted
for nearly two thirds of loans granted. The quantum of loans
granted by the Regional Rural Development Banks (RRDBs)
declined by 8 per cent to Rs.82 million and accounted for
19 per cent of the total loans granted during the cultivation
year. During the 1998 Yala season the interest rates on the
NCRCS loans were reduced from 16 per cent per annum to
12 per cent per annum.
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3.7 Forestry

The Ministry of Forestry and Environment continued its
activities related to policy review and formulation, long-term
sectoral planning, legislative review and formulation,
monitoring and co-ordination of sector activities, facilitating
donor assistance and providing the other necessary supportive
activities required for forestry and related activities, with a
greater emphasis on the conservation aspects. The extent
deforested (clear felled) from forest plantations for the supply
of timber in 1998 was 210 hectares. During the year 571
hectares were reforested by the Forest Department (FD).

TABLE 3.10
Statistics of the Forestry Sector

Iten Unit 1996 1997(a) 1998(b)

1. Total forest cover (c) 000" Hectares 2,119 2,119 2119
Closed canapy forest (d) 000" Hectares 1,583 1,683 1583
Sparse forest 000" Hectares 464 464 464

Mangroves Hectares 8,687 8,687 BEB7

2. Extent deforested (e) Hectares 300 205 210

3. Extent reforested Hectares 13,167 205 (f) 51
4, Number of forest offences

recorded No. 5014 5,158 4183

Volume of timber detected  Cubic Meters 3,918 2,488 2589
Value of timber detected Rs. Mn. 35.7 295 207

Source : Forest Department.
(a) Revised
(b) Provisional
(c) Approximately 72,350 ha. of viable forest plantations are included.
(d) Includes mangroves.
(e) Estimates
(f) Excluding extents under Participatory Forestry Project.

The number of forest offences recorded in 1998
decreased by 10 per cent to 4,103 fram § 158 in 1997.
However, the volume of illicitly felled timber increased by
4 per cent to 2,589 cubic meters, while the value increased
marginally to approximately Rs.30 million. Increased
surveillance and stringent regulations in the transportation of
timber continued to control illegal deforestation.

Several projects in environmental management were
undertaken by the FD in 1998. The Sinharaja and Knuckles
conservation projects were carried out with foreign aid
amounting to Rs.3.9 million from the Norwegian
Development Programme (NORAD). Rs.1 million was
provided for the mangrove conservation project. The funds
provided for these two projects were completely utilised.
Activities under these projects included conservation area
management, buffer zone management, extension and
awareness programmes, training programmes, maintenance of
buildings and the construction and maintenance of roads. The
Asian Development Bank and Australian Aid (AUSAID)
provided funds amounting to Rs.248.5 million, which have
been completely utilised for the Participatory Forestry
Project. Under this project, 10.5 million seedlings were
produced in 1998 and forest plantations were raised through
homestead development (7,392 hectares), farmer wood lots
(2,540 hectares), protective wood lots (1,141 hectares) and
miscellaneous tree planting programmes (591 hectares block
planting and 464 km avenue planting.)

During the year, the FD engaged in formulating a
national forestry policy and the preparation of an investment
project for possible ADB funding for the implementation of
a 5 year programme of the forestry sector master plan.
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4. INDUSTRY

4.1 Overall Trends

Industrial output grew by 7.5 per cent in 1998 as against 10.2
per cent in 1997, reflecting a strong performance of domestic
market oriented industries, such as refined petroleum products,
cement, building materials, wheat flour, animal feed, liquor,
milk products, pharmaceuticals, beverages and chemicals.
Export oriented industries experienced a mixed performance.
Fish and rubber products maintained positive growth rates, while
diamonds, gems and jewellery indicated export declines. Exports
of the apparel industry, which continued to expand in the face
of global competition, tended to slow down towards the end of
the year. Factory industries, which accounted for 84 per cent of
the manufacturing sector, contributed 28 per cent to the overall
economic growth in 1998. Capacity in the industrial sector
increased by 4 per cent in 1998. The labour productivity in the
non-BOI sector is also estimated to have increased by 4 per cent
in 1998.

The growth in the industrial sector was achieved in the
midst of a depressed global trading environment where the
growth of international trade had declined by about two thirds
following the East Asian financial crisis and subsequent
economic problems in many countries including Russia, Japan
and South and Central America. The larger devaluations of East
Asian currencies caused by the crisis, lower labour costs and
moderate inflation in the rest of the world intensified
competition. But the faster depreciation of the rupee helped to
maintain the competitiveness of domestic industry. The
economic downturn in the Asia-Pacific region depressed the

demand for exports of processed diamonds, jewellery and
ceramic products. However, several key export oriented
industries continued to perform reasonably well, as the major
buyers, who looked for product quality and reliable supply
sources, continued to place orders with Sri Lankan
manufacturers. Several large exporters had strong marketing
links with the major international buyers through their joint
ventures. Nevertheless, industrialists had to offer higher
discounts to remain competitive.

The series of policy measures introduced by the successive
budgets, including fiscal incentives for advanced technology in
industries, provision of foreign currency loans to non-BOI
exporters and the liberalisation of textile imports, together with
relatively low interest rates compared to the high rates in the
past, had a favourable impact on industrial growth. Production
capacity has expanded and the industrial base has become more
diversified. Benefiting from a removal of the duty on capital
goods, imports of investment goods increased by 12 per cent to
refurbish existing factories and to start new industries during the
year. The increased spending on advanced technology has
improved productivity in many industries, which has helped to
offset a modest acceleration of wages and salaries.

Some industrialists have adopted strategies through
awareness programmes, waste reduction methods and skills
development programmes to improve productivity. The
moderate depreciation of the Sri Lanka rupee, reduction of
domestic inflation and the relatively low cost of bank borrowings
have also helped to improve external competitiveness. As

1 Chart4.1
- Growthand Composition of Industrial Production
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considerable amounts of raw materials for manufacturing
industrics arc imported from Cast Asian couatiics, the largei
devaluation in some East Asian currencies has helped to reduce
the cost of intermediate inputs. An improvement in labour
relations in the manufacturing sector was also a favorable
development in 1998. The significant improvements in basic
industrial infrastructure such as electricity, telecommunication
and port facilities and the progress made in improving
infrastructure under the industrial parks programme encouraged
new entrants to industrial activities. A total of 201 large
enterprises registered under the BOI and Ministry of Industrial
Development commenced commercial operations during the
year. Meanwhile, 37 enterprises ceased commercial operations
temporarily owing to management problems and various other
difficulties. Further development of the road and transport
systems, port facilities and the communication network, in
addition to timely upgrading of human skills and equipment,
would be necessary for faster growth in this sector. The
mismatch between demand for and supply of labour, and
rigidities in the labour market have been a constraint to faster
industrial expansion.

industrial production of public sector enterprises and export data
o1 DO ciitcipiises, the giowih ol lidusiiial ouipui in 1538 fas
been estimated at 7.5 per cent. According to the survey, the
overall industrial output at current prices increased by 14 per
cent. This gives an implicit price deflator of 6 per cent for factory
industries. This reflected the rate of increase in cost of
production in the industrial sector. The growth in industrial
output in 1998 came mainly from the industrial categories of

Chartd2
Value of Industrial Production’
{1990 Constant Prices)
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Based on the Industrial Production Survey - 1998 of the Central
Bank of Sri Lanka (which covers 475 non-BOI enterprises), the
TABLEA4.1
Value of Industrial Production
(1990 Constant Prices)
Rs. Million Percentage Change
Categories
1994 1995 1996 1997 1998(a) 1997  1998(a)
1 Food, beverage and tobacco products 30,445 33,641 35,908 37,146 40,729 3.4 9.6
Food and other 17,526 18,936 20,314 21,343 23,787 581 11.5
Liquor 2,251 2,630 3,027 2,961 3,458 -2.2 16.8
Beverage 5,023 5,961 6,104 7,032 7,686 15.2 9.3
Tobacco Products 5,645 6,114 6,463 5,810 5,788 -101 0.2
2 Textile, wearing apparel and leather products 48,333 55,480 58,332 69,269 72,391 18.7 4.5
Appare! 40,353 46,702 49,292 59,280 62,050 20.3 4.7
Textile 5,609 6,202 6,299 6,926 7.226 10.0 4.3
Leather 2,471 2,576 2,741 3,063 3115 11.7 1.7
3 Wood and wood products 1,085 1,243 1,321 1,334 1,378 1.0 3.3
4 Paper and paper products 3,565 3,508 3,550 3,561 3,446 0.3 -3.2
5 Chemical, petroleum, rubber and plastic products 25,838 27,543 31,135 32,582 36,841 4.6 13.1
Chemicals, paints and fertilisers 2,173 2,735 3,091 3,684 4,049 15,9 13.0
Rubber 3,091 3,956 4,660 5,539 6,004 18.9 8.4
Plastic & PVC 2,284 2,754 3,113 3,584 3,874 151 8.1
Pharmaceuticals, detergent and other 6,072 6,885 7,784 8,797 9,853 13.0 12.0
Petroleum 12,218 11,213 12,487 11,078 13,061 -11.3 17.9
6 Non metallic mineral products 11,643 12,516 13,360 13,814 14,629 4.1 5.1
Diamond processing 4,445 4,630 4,542 4,453 4,059 -2.0 -8.8
Ceramic products 1,688 1,867 2,138 2,226 2,302 4.1 3.4
Cement 3,039 3,316 3,607 3,896 4,628 8.0 18.8
Building materials and other 2,471 2,703 3,073 3,339 3,640 8.7 9.0
7 Basic metal products 1,568 1,377 1,636 1,671 1,856 241 11.1
8 Fabricated metal products 5,931 6,139 6,252 7,437 8,235 19.0 10.7
9 Manufactured products not elsewhere specified 2,617 3,005 3,443 3,904 4,083 13.4 4.8
Total 131,025 144,452 154,937 170,818 183,608 10.2 7.5
(a) Provisional Sources: Central Bank of Sri Lanka

Board of Investment of Sri Lanka
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TABLE 4.2
Private Sector Industrial Production Index 1990 = 100
Index Percentage Change
Categories
1995 1996 1997 1998(a) 1997 1998(a)

1 Food, beverage and tobacco products 140 155 166 172 188 3.4 9.7
Food and other 145 155 166 176 196 5.9 11.4

Liquor 137 160 183 177 207 -3.3 16.8
Beverage 148 175 180 207 226 15.2 9.3
Tobacco Products 118 128 135 121 121 -10.1 -0.2

2 Textile, wearing apparel and leather products 179 206 217 258 269 18.7 4.5
Apparel 193 223 235 283 207 20.3 4.7

Textile 171 174 191 199 10.0 4.3
Leather 156 162 172 193 196 1.7 s

3 Wood and wood products 149 170 165 165 163 -0.3 =11
4 Paper and paper products 263 266 279 287 289 2.8 0.8
5 Chemical, petroleum, rubber and plastic products 159 196 224 257 286 14.7 114
Chemicals, paints and fertilisers 129 162 183 212 240 15.9 13.0
Rubber 181 213 253 274 18.9 8.4

Plastic & PVC 134 161 182 210 227 15.1 8.1
Pharmaceuticals, detergent and other 166 204 235 265 297 12.8 12.0

6 Non metallic mineral products 212 228 243 254 267 4.5 5.0
Diamond processing 235 280 270 260 237 -3.7 -8.8
Ceramic products 143 158 181 189 195 4.1 3.4
Cement 182 199 212 232 276 9.4 18.8
Buiiding materials and other 164 180 204 221 241 8.2 9.0

7 Basic metal products 266 305 351 359 389 23 11.1
8 Fabricated metat products 147 150 178 197 18.7 10.7
9 Manufactured products not elsewhere specified 168 193 221 250 262 131 4.8
All Categories 172 192 205 230 246 121 6.9

(a) Provisional

food, beverage and tobacco; chemical, rubber, petroleum and
plastic products and textiles, wearing apparel and leather
products. These categories contributed 86 per cent of the growth
in industrial output.

Private Sector Industries

Private sector industrial output grew by 6.9 per cent, down from
the 12.1 per cent growth in the previous year and accounted for
93 per cent of total industrial production in 1998. The output
growth of BOI industries is estimated at 6.4 per cent in 1998,
compared to 19 per cent in the previous year. The domestic
market oriented non-BOI industries expanded by 7.5 per cent
compared to a 5.2 per cent growth in 1997. The expansion of

i Chart 4.3
Private Sector Industrial Yolume Index
(% change)

Sources: Central Bank of Sri Lanka
Board of Investment of Sri Lanka

private sector industries was in food beverage and tobacco;
chemicals, rubber, petroleum and plastic products; textiles,
apparel and leather products and fabricated metal products.
Employment in the non-BOI sector increased by 2.7 per cent
during the year. The capacity utilisation of this sector was around
84 per cent, as in the previous year, while profitability declined
from 14.9 per cent in 1997 to12.5 per cent in 1998.

Textiles, Apparel and Leather Products

The growth of the textiles, wearing apparel and leather products
category (TWLP) in 1998 is estimated at 4.5 per cent, a
significant slowing down from the 18.7 per cent in the previous
year. This category contributed to 24.4 per cent of the growth
in private sector industrial production in 1998. Shipments in
excess of quotas, in the case of some quota items, to the USA
became a matter for concern in quota administration and some
manufacturers had to defer their exports until 1999. Hence, there
was a stock build up at the end of the year. Year end stocks with
the BOI firms increased by 12 per cent. The BOI apparel and
textile industries registered a moderate output growth of 4.6 per
cent during the year. The availability of apparel and textile
quotas increased by 4.5 per cent in 1998. The rate of quota
utilisation increased from 73.6 per centin 1997 to 74.1 per cent
in 1998. The elimination of duties on imported textiles helped
to reduce Customs delays and price increases of clothing in the
domestic markets., but exposed the textile industry to open
import competition. The problems of some factories were
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compounded, leading to the stoppge of operations and the
redundancy of about 3,000 employees (Veytex and Pugoda).
However, salaries continued to be paid to these employees.

Exports of texiiles and apparel {rom Sri Lanka to the USA
accounted for 2.1 per cent of the USA requirement and 60 per
cent of total apparel and textile exports by Sri Lanka in 1998.
Exports of apparel to the USA increased by 3.4 per cent from
322 million square meter equivalents (SME) in 1997 to 333
SME in 1998. Of these, 77 per cent are under quota. The value
of these exports increased by 8.7 per cent, from US dollars 1,204
million in 1997 to US dollars 1,308 million in 1998. There was
a price gain of 5.5 per cent. This is a favorable development
compared with a decline in the overall import price of apparel
to the USA from all countries. Manufacturers were moving to
higher value added items and Sri Lanka’s apparel attracted
higher prices in the USA under a highly competitive market
environment. Other textile exports to the USA increased from
157 SME in 1997 to 195 SME, indicating 24 per cent growth.
Exports of non-quota items increased by 25 per cent.

The total availability of quotas in 1998 increased by 4.5 per
cent with a 3.2 per cent increase in the US quota, 13.3 per cent
increase in the EU quota and 7.8 per cent increase in the
Canadian quota. The quotas in respect of shirts and blouses,
nightwear, underwear, terry and other pile towels, shop towels
and fabrics, such as spun cell, woven and poplin, to the USA
increased significantly during the ycar. In the EU market, the
availability of quotas, except for men’s and boys’ woven shirts,
increased in 1998. The reduction of quotas in the men’s and
boys’ woven shirt category did not have significant impact on
apparcl cxports because the utilisation rate of this category has
been below 50 per cent. There were significant increases in the
quotas for coats, jackets and rainwear, underwear, sleecpwear and
bath robes and bed sheets to the Canadian market. However, the
quota in respect of high value added items such as coats for
women and men, dressing gowns and trousers, did not reflect
an adequate growth in 1998.

As in the previous year, the rate of utilisation of quotas
shifted from low value added items to higher value added items.
The quotas in the US market were fully utilised in respect of
some items of coats, men’s and boys’ non-suits, women'’s and
gents’ coats, dresses, knit shirts and blouses, men’s and boys’
not-knit shirts, trousers and dressing gowns. In the Canadian
market, the utilisation rates were high in the case of quota items
of trousers, overalls and shorts. The largest demand for other
quota items in 1998 was in the categories of skirts, nightwear,
underwear, shop towels and trousers. The utilisation rates in
respect of low value added items such as pillowcases, dish
towels, not-knit shirts and blouses were low as manufacturers
shifted into high value added items. However, the lower
utilisation rates in respect of parkas, anoraks, windcheaters and
fine suits has been mainly due to the inadequacy of the necessary
technology and skills in Sri Lanka to manufacture these items
with the required quality at competitive prices.

When the quota system is fully phased out by 2005,

international competition is likely to be intense. In order to face
this future challenge successfully, the industry needs to invest
in new technology and enhance its skills to improve
productivity. Improved information systems, would hclp the
industry respond quickly to changing market conditions,
particularly in preferences and designs.

Food, Beverage and Tobacco

The food, beverage and tobacco sub-sector grew by 9.6 per cent
and contributed 28 per cent to private sector industrial growth
in 1998. Sub sectors such as food, liquor and beverage in this
category registered higher output levels. The food sub sector
grew further, reflecting higher production of wheat flour, milk
products, animal feed, biscuits, sweets and desserts, sugar and
processed meat products. The demand for wheat flour increased
due to the increased price of rice and growth in food preparation
industries. Improvement in quality and more effective
distribution channels helped the milk products industry to grow.
Some leading manufacturers in this industry operated three
production shifts in order to meet the growing demand. The
expansion of small scale poultry farming throughout the country
increased the demand for animal feed. The introduction of a
range of new products in chocolates, biscuits, confectioneries
and processed meat were well received by the consumers.
Effective advertising and improvements in packaging also
helped to raise the demand for these products. With the
expansion of capacity, the output of liquor grew by 9 per cent
in 1998. A capacity expansion in the beer industry in 1998
enabled it to meet the growing demand effectively. Several new
brands and varieties of beer were introduced during the year.
Even though prices increased, this did not depress the demand
for beer significantly. In Sri Lanka, beer consumption accounts
for less than 10 per cent of the total alcohol consumption,
whereas in developed countries this ratio is around 80 per cent.
Hence, there appears to be untapped potential in the beer
industry in Sri Lanka. The growth of this industry ca be
facilitated by issuing more licences to increase the network for
retail sales of beer.

The beverage sub sector grew by 9 per cent, reflecting the
growth of the tea processing and soft drinks industries. The tea
processing industry benefited from attractive prices, particularly
during the first half of the year. The output of the soft drink
industry grew by 29 per cent. Effective advertising campaigns,
introduction of new products and improvements in product
packaging led to increased demand. The industry also saw
improvements in productivity and in the distribution network.
Improvements in refrigeration facilities and an increase in the
vehicle fleet strengthened the distribution network. An
improvement in the supply of fruits due to favorable weather
conditions helped the fruit processing industry. With the
introduction of new technology and the expansion of production
capacity, the production of cordials, canned fruits and jams for
export markets increased in 1998. However, the growth potential
of this sector has not been fully exploited due to insufficient
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storage facilitates, lack of commercial cultivation, quality seeds
and closer integration between agriculture and industry. Tobacco
processing remained sluggish for the second consecutive year.
Smuggled cigarettes continued to be a major threat to this
industry. The legal restrictions on advertising tobacco products
and the greater awareness of tobacco related health problems
also reduced the demand for cigarettes especially among the
youth. The value of cigarette sales declined by 3.7 per cent,
while production declined by 1.5 per cent in 1998,

Chemical, Petroleum, Rubber and Plastic
Products

The chemical, rubber and plastic products industry continued to
grow, with an 11 per cent increase in output in 1998. Both BOI
industries and domestic market oriented industries in this sector
grew appreciably. In pharmaceuticals, the high quality and lower
prices of domestic products helped the domestic industry to
maintain its advantage over imports. Improvements in quality,
better packaging and aggressive advertising campaigns helped
to increase the demand for consumer products such as
detergents, soaps, cosmetics and toothpaste.

The expansion of construction activities in 1998 raised the
demand for paints, varnish, PVC and chemical products. The
plastic products industry grew as an ancillary industry, supplying
packaging materials to the other growing industries and trade.
In addition, the domestic production of plastic furniture also
increased in 1998. The demand for ayurvedic drugs continued
to increase during the year.

Other Products

The fabricated metal product category grew by 11 per cent.
Despite the price competition in international markets, BOI
manufacturers were able to sell their products in western markets
due to the strong marketing links they had with major buyers.
The domestic oriented industries, such as those manufacturing
furniture and light engineering products, grew further in 1998.
The increased substitution of steel based furniture for wooden

items due to the scarcity of supply and high price of wood helped
the steel furniture industry. Similarly, in construction activity,
the use of aluminum instead of wood for products such as door
and window frames and partitions increased owing to
advantages of price, durability and appearance. The output of
building materials increased by 9 per cent in 1998. The demand
for electrical items and cables also increased with the growth in
construction activities. The manufacture of boats and boat repair
activities continued to incrcase in 1998 owing to increased
orders placed by the government. However, as in the previous
year, the fabrication of motor coaches and lorries and the
manufacture of bulbs declined owing to competition from
imports.

The output of non-metallic mineral products increased by
5 per cent, a slightly higher rate than the 4.4 per cent in 1997.
The output of processed diamonds, gems and diamond studded
jewellery and some ceramic products continued to decline due
to depressed demand for these products from the Asia-Pacific
region. The output of cement, concrete works, terra-cotta
products, ceramic products and asbestos roofing and ceiling
sheets increased in 1998. The production capacity of the cement
industry expanded in 1998. The growth in building construction
increased the demand for asbestos, concrete products and
ceramic products such as wall and floor tiles, mosaic wall tiles,
sanitary ware and insulators. Productivity in the ceremic sector
improved with the use of new machinery. The domestic sales
of ceramic tiles increased with intensified sales promotion. Sri
Lanka at present supplies less than 2 per cent of the total
requirement in the world market. There is substaatial growth
potential in this industry and attempts should be made to
improve Sri Lanka’s market share by improving its capacity to
meet the requirements of a growing and competitive market.

The output of paper and paper products showed a
significant growth owing to growing demand for printed
materials, labels, exercise books and calendars, the increase in
the circulation of newspapers and the introduction of new
magazines. The expansion of other industries stimulated the

TABLE 4.3

Value of Industrial Production
(Current Prices)

Rs. Million Percentage Change
Categories

1994 1995 1996 1997 1998{a) 1997 1998(a)
1 Food, beverage and tobacco products 45,054 54,927 68,209 75,718 86,994 11.0 14.9
2 Textile, wearing apparel and leather products 80,845 99,602 112,539 142,249 160,543 26.4 12.9
3 Wood and wood products 1,601 1,929 2,171 2,299 2511 5.9 9.2
4 Paper and paper products 4,066 4,595 5,069 5,462 5,593 7.8 24
5 Chemical, petroleum, rubber and plastic products 34,017 38,321 46,936 50,682 59,724 8.0 17.8
6 Non metallic mineral products 14,580 16,740 18,997 21,403 23,830 12.7 11.3
7 Basic metal products 1,909 1,736 2,248 2,439 2.841 8.5 16.5
8 Fabricated metal products, machinery, and transport equipment 7,122 7,977 8,807 11,327 13,241 28.6 16.9
9 Manufactured products not elsewhere specified 4,083 5,271 6,183 7,324 8,137 18.5 111
Total 193,277 231,098 271,159 318,898 363,414 17.6 14.0

(a) Provisional

Sources: Central Bank of Sri Lanka
Board of Investment of Sri Lanka
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~ Chart 4.4
Private and Pi,ll_:lll:tgl Seetor Share in Industrial Production
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demand for labels, corrugated cartons and paper boxes. Despite
the increased supply of imported items, exercise book
production increased owing to the improvement of quality as
well as the price advantage over imported exercise books. The
output of the wood and wood product category showed a slight
decline in 1998, despite the total elimination of import duty on
timber in 1996. The export oriented manufacturers were not able
to reap the full benefit of this measure owing to increased
competition in the international market for wood products.
Although the domestic oriented wood products category
registered a moderate growth during the year, the growth
potential of the industry is severely constrained by the shortage
in the domestic supply of timber.

Public Sector Industries

The public sector industrial output grew by 16 per cent in 1998
compared to a contraction of 15 per cent in 1997. The higher
growth reflected the contribution from the Ceylon Petroleum
Corporation, which accounts for over 90 per cent of total public
sector industrial output. The uninterrupted operation of the
petroleum refinery resulted in an 18 per cent increase in the
output of the Ceylon Petroleum Corporation in 1998. All public
sector manufacturing enterprises, except Lanka Salt Ltd. and the
National Paper Co. Ltd., have registered higher output levels
during the year. Non-metallic mineral products registered the
highest growth (30 per cent) followed by wood and wood
products (23 per cent), chemical, petroleum, rubber and plastic
products (18 per cent) and food, beverages and fobacco (5 per
cent). However, production in the public sector paper and paper
products category declined by 23 per cent.

With the establishment of latex collecting centers in rubber
growing areas in 1997, the Sri Lanka Rubber Manufacturing and
Exports Corporation Ltd. was able to purchase an increased
volume of raw rubber, which enabled it to increase its output by
10 per cent in 1998. The output of the State Timber Corporation
rose by 23 per cent. The Forest Department allocated more forest
areas for felling operations during the year. The output of
Sevanagala Sugar Industries Ltd. rose by 16 per cent in 1998,
reflecting the increased supply of sugarcane. The area harvested

by the Sevenagala factory increased to 2,422 hectares in 1998
fom 2,277 hectares in 1007, while the guantity of cane crughed
rose to 197,000 metric tons from 169,000 metric tons. The
output of Lanka Mineral Sands Ltd. rose by nearly 51 per cent
owing to the availability of more storage facilities and
uninterrupted production in 1998, compared to the previous year
in which production had been suspended for more than seven
months due to the security related problems in the East. The
output of Lanka Phosphate Ltd. increased by 24 per cent, mainly
due to growing demand for phosphate, particularly from the
domestic agricultural sector.

The output of Lanka Salt Ltd. declined by 22 per cent in
1998 mainly due to bad weather conditions. Output of the
National Paper Co. Ltd. declined by 23 per cent due to the
disruption fo the power supply in the Valachchenai mill and the
trequent break down of machinery at Empilipitiya.

4.3 Value Added and Capacity Utilisation

The value added in the industrial sector increased in nominal
terms by 15.4 per cent in 1998 owing mainly to a reduction in
the cost of imported raw materials. Value added, in real terms,
increased by 7.5 per cent during the year. The value addition,
as a percentage of total value of production, increased marginally
to 37.5 per cent in 1998. The value added ratios in wood and
wood products, non metallic mineral products and fabricated
meltal products were above 50 per cenl. In the chemicals,
petroleum, rubber and plastic products it was 24 per cent. In
basic metal products it was 25 per cent. The value added ratios
were relatively high in food, beverages and tobacco products;
paper and paper products and other industrial products.
Domestic value addition in the lextiles, wearing apparel and
leather products was 34 per cent. This has been increasing over
the last five years.

The installed capacity of the non-BOI industrial sector
expanded by a further 4.0 per centin 1998. Benefitting from the
removal of import duties on machinery and equipment under the
Advanced Technology Incentive Programme and the
continuation of the policy of a lower National Security Levy (0.5
per cent), the non-BOI industries have imported a considerable

Chart 4.5
Value Added Percentages in Industrial Production-1998
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TABLE 4.4
Public Sector Major Industry Output Index
1977 = 100
! Rs. Miliion Percentage Change
Categories
1994 1995 1996 1997 1998(a) 1997 1698(a)
1 Food, beverage and lobacco products 9.3 10.2 9.2 8.6 9.4 -6.2 9.0
2 Textile, wearing appare! and leather products - - - -
3 Wood and wood products 220 26.3 31.7 34.0 4.7 7.4 22.8
4 Paper and paper products 187.8 173.2 152.2 136.2 104.4 -10.5 -234
5 Chemical, petroleum, rubber and Piastic products 126.3 118.0 132.0 116.8 137.7 -11.5 17.9
Petroleum products 134.2 124.2 138.9 122.8 144.8 -11.6 179
6 Non metallic mineral products 515 5.9 6.8 4.7 6.0 -31.7 29.6
7 Basic metal products 130.8 95.0 116.5 - =
8 Fabricated metal products, machinery, and
transport equipment - -
All Categories 83.8 76.0 86.2 72.2 83.5 -16.3 15.6
Excluding Petroleum 27.7 24.5 25.1 135 122 -46.4 9.7
(a) Provisional. Source: Central Bank of Sri Lanka
TABLE 4.5
Value Added in Industry
(Current Prices)
Rs. Million Percentage Change
Categories
1994 1995 1996 1997 1998(a) 1997 1998(a)
1 Food, beverage and tobacco products 24,373 29,507 32891 35585 40452 8.2 13.7
2 Textile, wearing apparel and leather products 20,660 24,859 31184 40714 47494 30.6 16.7
3 Wood and wood products 1,081 1,177 1250 1257 1312 0.6 4.4
4 Paper and paper products 2,301 2,458 2580 2633 2578 2.1 =21
5 Chemical, petroleum, rubber and plastic products 5,758 6,898 8957 10745 14274 20.0 32.8
6 Non metaliic mineral products 9,272 9,726 10537 11600 12463 10.1 7.4
7 Basic metal products 356 347 450 598 710 32.9 18.7
8 Fabricated metal products, machinery, and transport equipment 4,344 4,547 4809 5024 6779 23.2 14.4
9 Manufactured products not elsewhere specified 1,838 2,319 2763 3157 3426 14.3 8.5
Total 69,983 81,838 95,421 112,213 129,488 17.6 15.4

(a) Provisional

amount of machinery. As in the previous year, the highest
capacity expansion (of 5.5 per cent) was in the textile, apparel
and leather product sub sector. The installed capacity in many
industrial categories showed improvements during the year. The
major improvements were in food, beverage and tobacco
products (3.9 per cent); paper and paper products (4.3 per cent);
chemical, petroleum, rubber and plastic products (2.8 per cent);
non-metallic mineral products (2.3 per cent) and basic metal
products (3.1 per cent). The overall capacity utilisation ratio of
the industrial sector remained unchanged at 84 per cent in 1998.

4.4 Cost of Production, Profitability and
Employment

The average ex-factory profit ratio (profits as a percentage of
ex-factory value of industrial production) of the 475 non-BOI
firms declined from 14.9 per cent in 1997 to 12.5 per cent in
1998. This is due to the increase in cost of production as well
as slow growth or decline in output prices. In absolute terms,

Sources: Central Bank of Sri Lanka

wages, energy, raw material and other costs increased in 1998,
The cost of imported raw materials as a percentage of total cost
of production, declined marginally to 42.5 per cent in 1998 from
43.0 per cent in 1997. Many exporters had offered higher
discounts to retain their export orders. The increase in the
electricity cost following the imposition of GST also affected
the profitability of the industrial sector. The profitability
declined in many industrial categories during the year.
Improvements in labour productivity in many industrial
categories helped to avoid larger decline in profitability in the
face of increased costs. The highest profitability was in the
textile, apparel and leather product category (20.7 per cent).
However, this was a decline from the 23.9 per cent in 1997.
Profitability of the non-metallic mineral products category
declined from 14.8 per cent in 1997 (0 9.4 per cent in 1998. The
profitability of the paper and paper products category improved
from 10.9 per cent in 1997 to 11.5 per cent in 1998 owing to a
reduction of cost.
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TABLE 4.6
Ex-Factory Profit Ratine of Non-ROI Privata Sector Industries (a)
Total Cosi of Total Value of Factory Profit Ratio
) Production Production (percentage)
Categories (As. Mn.) (Rs. Mn.)

1997 1998 1987 1998 1997 1998
1 Food, beverage and tobacco products 45,713 52,611 52,604 59,180 13.1 111
2 Textile, wearing appare! and leather products 14,571 17,329 19,147 21,866 23.9 20.7
3 Wood and wood products 881 977 1,011 1,097 12.9 10.9
4 Paper and paper products 3,080 3,372 3,457 3,810 10.9 L
5 Chemical, petroleum, rubber and Plastic Products 13,078 15,377 14,828 17,067 11.8 9.9
6 Non metallic mineral products 8,903 12,043 10,450 13,282 14.8 9.4
7 Basic metal products 1,035 1,221 1,192 1,389 13.2 121
8 Fabricated metal products, machinery, and transport equipment 7.070 7,648 8,230 8,740 14.1 125
9 Manufactured products not elsewhere specified 2,867 3,285 3,240 3,642 11.5 9.8
Total 97,198 113,863 114,158 130,083 14.9 i2.56

(a) Based on information received from 475 non-BOI private sector firms.

Sources: Cenlral Bank of Sri Lanka

TABLE 4.7

Domestic Cost Structure of Non-BOI Private Sector Industries (a)
(As a percentage of total cost of production)

Domestic Cost (percentage)

. Power & Fuel Wage Raw Material Interest
Calegories
1997 1998 1997 1998 1997 1938 1997 1998
1 Food, beverage and tobacco products 2.5 2.7 9.3 9.0 413 41.0 2.1 1.7
2 Textlle, wearing apparel and lealher products 4.6 4.6 16.7 16.2 15.4 16.7 2.8 2.1
3 Wood and wood products 8.1 B4 17.9 18.1° 36.6 379" 4.9 39"
4 Paper and paper products 2.0 21 12.4 12.4 141 13.8 5.1 47
5 Chemical, petroleum, rubber and Plastic Products 3.9 41 12.4 125 31.5 29.7 3.9 3.3
6 Non metallic mineral products 16.4 161 16.1 154 20.1 208 4.4 4.4
7 Basic metal products 7.8 7.9 10.1 108 34.6 339 4,2 3.8
8 Fabricated metal products, machinery, and
transport equipment 2.8 31 9.8 10.5 22.3 21.9 4.1 3.8
9 Manufactured products not elsewhere specified 4.7 4.8 12.5 11.9 38.2 39.1 3.2 2.0
Total 4.5 4.7 1.8 11.6 31.7 31.4 3.0 25

(a) Based on information received from 475 non-BOI private sector firms.

The labour cost, as a percentage of total cost of production,
declined slightly from 11.8 per cent in 1997 to 11,6 in 1998. The
share of energy costs increased from 4.5 per cent in 1997 to 4.7
per cent in 1998. The energy cost, in nominal terms, increased
by 24.2 per cent during the year. Energy formed the principal
element in the total cost of production of non-metallic mineral
products; wood and wood products and basic metal products.
The share of energy in the total cost of production is low in food,
beverage and tobacco products and paper and paper products.
The proportion of expenditure on interest declined slightly in
1998, from 3.0 per cent in 1997 to 2.5 per cent in 1998. Some
companies however had obtained capital for investment in new
projects at comparatively high costs and this share of interest
cost in the total cost of production was relatively higher,

Labour Productivity in Industry

The industrial production survey of the Central Bank of Sri
Lanka indicated an improvement of labour productivity by 4.1
per cent. Increases were seen in all major industrial categories.

Sources: Central Bank of Sri Lanka

Measures have been put in place to improve labour productivity.
These took the form of skills development programmes for
workers. Upgrading of machinery, improved work conditions
and improved management which have contributed to labour

_ Labour Producti
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productivity. The labour productivity improved in food,
beverage and tobacco products ( 5.3 per cent); textile, apparel
and leather product ( 3.7 per cent); non-metallic mineral products
(/5.0 per cent) and paper and paper products (3.1 per cent).

Employment in Industry

Employment in the industrial sector increased by 10.5 per cent
in 1998, reflecting increased labour absorption in BOI and non-
BOI industries. Employment in BOI industries increased by 14
per cent, while the employment in the non-BOI sector increased
by 2.7 per cent. According to BOI sources, although
employment opportunities for skilled labour were available in
the export processing zones, the vacancies could not be filled
due to shortage of workers with the required skills. Some
industries were able to reduce their casual labour without
affecting the production during the year, The introduction of
capital intensive new technology also helped to reduce the less
productive workers. Employment in the industrial categories of
wood and wood products and fabricated metal products
increased by over 7 per cent. Employment increases were also
seen in food, beverage and tobacco products (3.4 per cent),
textile, apparel and leather products (3.7 per cent), and basic
metal products (4.5 per cent). There has been a reduction of
employment in non-metallic mineral products by 2.3 per cent
in 1998.

TABLE 4.8

Labour Productivity Index in the
Non-BOI Private Sector (a)

1995 = 100
Categories 1997 1998 % Change
1 Food, beverage and tobacco products ~ 108.2 113.9 5.3
2 Textile, wearing apparel and
leather products 104.0 107.8 3.7
3 Wood and wood products 101.0 101.3 0.3
4 Paper and paper products 96.0 98.0 3.1
5 Chemical, petroleum, rubber and
plastic products 107.1 1125 5.0
6 Non metallic mineral products 97.7 1003 27
7 Basic metal products 100.4 101.6 1.2
8 Fabricated metal products, machinery, and
transport equipment 105.7 107.5 1.7
9 Manufactured products not
elsewhere specified 106.4 104.4 -1.9
Total 101.8 106.0 4.1

Source: Central Bank of Sri Lanka

(a) Based on information received from
475 non-BOI private sector firms

Investment

Foreign Investment

The international environment for foreign private investment in
the Asian region remained depressed. Nevertheless, Sri Lanka
continued to attract a slightly higher amount of foreign private
investment in 1998. The Board of Investment of Sri Lanka
(BOI), which functions as the main government agency for the
promotion of foreign investment, undertook several investment
promotion missions, to the USA, India, Singapore, Germany,

Italy, Thailand and Belgium, in 1998. Business delegations from
the Indian Chamber of Commerce and Industry, and the
Confederation of Asia Pacific Chambers of Commerce visited
Sri Lanka to search for new investment opportunities. Special
missions from Australia, Germany and China also visited Sri
Lanka to look for investment opportunities. The realised
investment of the BOI industries increased by 17.6 per cent in
1998, from Rs. 27,375 million in 1997 to Rs.32,209 million in
1998.

The BOI, under Section 17 of the BOI Law, approved 400
new investment projects, as compared to 328 projects approved
in the previous year. The total investment commitment of
approved projects increased from Rs.73,607 million in 1997 to
Rs.158,107 million in 1998. Of the projects approved in 1998,
82 were entirely foreign owned, 108 were joint ventures and 210
were entirely domestically owned. The expected employment
generation of these projects was estimated at 92,012 persons.
The foreign component of these projects was about 72 per cent
of the total approved investment in 1998. Australia, China,
France, Hong Kong, Japan, Korea, the Netherlands, and the USA
were the source countries for this investment. Among the
approved projects in 1998, 131 projects were in the texlile,
apparel and leather product category, 34 in the food, beverage
and tobacco category and 25 in the chemical, petroleum, rubber
and plastic product category, while the balance was in various
other categories including services.

As in the previous year, the number of contracted projects
also registered a considerable improvement. The BOI signed
agreements in respect of 229 projects with an investment
commitment of Rs.48,635 million in 1998 compared to 185
projects with an investment commitment of Rs 39,820 million
in 1997. The foreign component was estimated at Rs.25,847
million or 53 per cent of the total investment of the contracted

TABLE 4.9
Employment in Private Sector Industries

Categories 1997 1998 % Change

(i) Non-BOI Private Sector (a)

1 Food, beverage and tobacco products 25,282 26,132 3.4
2 Textile, wearing apparel and

leather products 34,599 35,865 a7
3 Wood and wood products 2,166 2,334 7.8
4 Paper and paper products 6,135 6,261 2.1
5 Chemical, patroleum, rubber and

Plastic Products 20,815 21,215 1.9

6 Non metallic mineral products 13,293 12,991 2.3
7 Basic metal products 783 818 45
8 Fabricated metal products 5,968 6,538 9.6
9 Manufactured products not
elsewhere specified 5,624 5,590 0.6
Sub Total 114,665 117,744 27
(i) BOI Enterprises 258,185 294,381 14.0
Total 372,850 412,125 10.5:

Source: Central Bank of Sri Lanka
Board of Investment of Sri Lanka
(a) Based on information received from
475 non-BOl private sector firms
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TABLE 4.10
Realised Investments in BOI Enterprises (a)
No. of Enterprises Foreign Investment  Total Investment (b)
. (Rs. Mn.) (Rs. Mn.)
Categories
1997(c) 1998(d) 1997(c) 1998(d) 1997 1998(d)
1 Food, beverage and tobacco products 92 149 4,253 5,200 7,923 11,392
2 Textile, wearing apparel and leather products 287 386 15456 16,819 21,843 25,021
3 Wood and wood products 21 26 514 671 689 935
4 Paper and paper products 14 22 438 461 688 649
5 Chemical, petroleum, rubber and plastic products 76 101 5,920 7,121 7.173 9,370
6 Non metallic mineral products 48 66 1,035 3,044 1,985 4,841
7 Fabricated metal products, machinery, and transport equipment 25 35 1,185 2,832 1,817 3,616
8 Manufactured products not elsewhere specified 122 171 4,207 5,646 6,179 8,853
9 Services 300 402 45,679 58,438 70,700 86,529
Total 985 1,358 78,687 100,232 118,997 151,206

(a) Cumulative as at end year

(b) Projects approved under Section 17 of the Board of Investment Law
(c} Revised

(d) Provisional

Source: Board of Investment of Sri Lanka

TABLE 4.11
Employment and Export Earnings of BOI Enterprises

Employment Gross Export Earnings (Rs.Mn)
Categories (End Dec) (F.0.B)
1997 1998(a) 1997 1998(a)
1 Food, beverage and tobacco products 8,625 11,699 5,653 9,338
2 Textile, wearing apparel and leather products 161,321 189,395 98,203 114,721
3 Wood and wood products 3,147 2,723 396 380
4 Paper and paper products 1,011 871 1,144 1,133
5 Chemical, petroleum, rubber and plastic products 22,319 25,699 17,260 20.300
6 Non metallic mineral products 9,709 10,920 6,496 5,657
7 Fabricated metal products, machinery, and transport equipment 1,681 2,508 1,685 3,424
8 Manufactured products not elsewhere specified 31,563 31,538 15,143 16,649
9 Services (b) 18,809 19,033 8,908 8,884
Total 258,185 284,381 154,888 181,480

(a) Provisional.
(b) Excluding Air Lanka Ltd.

projects. Of the 1,693 projects contracted up to end 1998, 927
enterprises with an investment commitment of Rs.118,207
million were in commercial operation at end 1998. The foreign

_ Chart 4.7
Realised Investment of the BOI

Rs.Bn.

oromm BRNBREEY

Source: Board of Investment of Sri Lanka

investment component of these projects was estimated at
Rs.73,836 million or 62 per cent of the total investment. The
potential employment of these projects is estimated at 254,505
persons. By the end of 1998, there were 96 projects in the Export
Processing Zone (EPZ) in Katunayake, 58 in the Biyagama EPZ,
11 in the Koggala EPZ, 2 in the Mirigama EPZ, 4 in the
Malwatta Export Processing Park, 4 in the Kandy Industrial Park
and 752 enterprises outside the export processing zones, of
which most are in the garment sector.

During 1998, the BOI had approved 90 projects under
Section 16 of the BOI Law (normal Law). The total investment
commitment of these projects amounted to Rs.5,205 million,
while the foreign component was Rs.2,645 million or 50 per
cent. The estimated employment of these projects was 3,164
persons, compared to 4,046 persons in the projects approved in
the previous year. Of the total approved projects, 42 projects
were entirely foreign owned and 47 projects were joint ventures.
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Under Section 16 of the BOI Law, 397 projects were in
commercial operation at end 1998. The total estimated
investment in these projects was Rs.18,416 million, of which
Rs.9,689 million or 52 per cent was from foreign sources.

Local Investment

The domestic investment commitment of the 400 projects
approved under Section 17 of the BOI Law during 1998 was
Rs.44,122 million and accounted for 28 per cent of the total
investment commitment. The estimated local investment of the
projects that signed agreements in 1998 was Rs.19,787 million
or 40 per cent of the total investment. The share of the local
investment in 927 commercially operated projects under the BOI
amounted to Rs.44,370 million or 38 per cent of the total
investment at end 1998. A significant portion of the investments
was in enterprises located outside the EPZs.

The total investment in 1,731 enterprises registered under
the Ministry of Industrial Development amounted to Rs. 89,728
million as at end 1998. The employment potential of these
industries is estimated at 292,841 persons. These investments
were mainly in the industrial categories of textile, apparel and
leather products; chemical, rubber and plastic products; food,
beverage and tobacco products and non-metallic mineral
products.

4.6 Availability of Credit to the Industrial
Sector

The amount of credit available to the industrial sector from
commercial banks and long-term lending institutions increased
during the year. The National Development Bank (NDB) and
DFCC Bank continued to provide long-term financial facilities
in the form of direct loans and equity participation, while the
commercial banks provided mostly short-term financial facilities
as working capital. In addition, the NDB provided refinance

under the Small and Medium Enterprise Assistance Project
(SMAP), which was launched in 1997, using the funds raised
by the NDB jointly from foreign commercial sources and the
Asian Development Bank (ADB).

During 1998, the NDB and DFCC Bank together have
approved financial facilities amounting to Rs.22,016 million to
the industrial sector compared to Rs.15,575 million approved in
1997, an increase of 41 per cent. The food, beverages and
tobacco product category and chemical, petroleum, rubber and
plastic products category received a large portion of these
financial facilities. Rs.3,864 million has been approved in
respect of 439 projects in the food, beverages and tobacco
category, while Rs.2,743 million has been approved in respect
of 277 projects in the chemical, petroleum, rubber and plastic
products category. During the first nine months of the year,
commercial banks provided credit facilities amounting to Rs.27
billion to the industrial sector, as against Rs.25 billion lent during
1997. The rate of growth of industrial credit granted by
commercial banks during the first three quarters of 1998 was
approximately 12 per cent.

During the year, the NDB approved Rs.1,336 million of
refinance under the SMAP in respect of 1,313 projects. Of this,
credit amounting to Rs.263 million was approved in respect of
225 projects in the food, beverages and tobacco products
category, Rs.170 million in respect of 127 projects in the
chemical, petroleum, rubber and plastic products category and
Rs.107 million in respect of 97 projects in the wood and wood
products category. The NDB provided equity finance amounting
to Rs.1,229 million for 12 projects in 1998, compared to Rs.418
million for 8 projects last year. Of this Rs.1,229 million, about
Rs.530 million was provided for 3 projects in the chemical,
petroleum, rubber and plastic products category. Direct financial
assistance remains the major source of industrial credit from the
NDB. During the year, the NDB approved Rs.14,963 million
worth of direct financial assistance in respect of 809 projects,
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TABLE 4.12
Financial Assistance to the Industrial Sector by the NDB and DFCC Bank - 1998 (a)
Refinance NDB DFCC
AT = . Grand Total
under  Direct Finace Equity Tolal Loan Equity Total
Categories SMAP  Assistance(b) Approvals
No. Amout No. Amount No. Amount No. Amount No. Amount No. Amount No. Amount No. Amount
Rs. Mn. Rs. Mn. Rs. Mn. RBs. Mn. Rs. Mn. Rs. Mn. Rs. Mn. Rs. Mn.
1 Food, beverage and
tobacco products 225 263 65 1,982 1 60 291 2,305 148 1,559 - - 148 1,559 439 3,864
2 Textile, wearing apparel
and leather products 70 70 52 663 1 75 123 808 66 1,039 - - 66 1,039 189 1,847
3 Woad and wood products 97 107 41 102 - - 138 209 42 50 - - 42 50 180 259
4 Paper and paper products - - 27 499 - - 27 499 25 100 - - 25 100 52 599
5 Chemical, petroleum,
rubber and plastic products 127 170 94 1,219 3 530 224 1,919 53 824 - - 53 824 277 2,743
6 Non metallic mineral
products - - 2 17 - - 2 17 13 429 - - 13 429 15 446
7 Basic metal Products - - - - - . 9 51 - - 9 51 9 51
8 Fabricated metal products,
machinery, and
transport equipment - - - - - - - - 74 436 - - 74 436 74 436
9 Manufactured products
not elsewhere specified 794 726 528 10,481 7 564 1,329 11,771 - - - - - - 1,329 11,771
Total 1,313 1,336 809 14,963 12 1,229 2,134 17,528 430 4,488 - - 430 4,488 2,564 22,016

(a) Provisional
(b) Projects and Equipment Finance Loans only

up from Rs. 11,647 million approved in respect of 733 projects
in the previous year. The amount of loans approved increased
by 29 per cent over the previous year, while the number of
projects approved increased by 10 per cent. A large number of
projects in the food, beverages and tobacco products category
and chemical, petroleum, rubber and plastic products category
have absorbed a significant amount of this financial assistance.
The number of projects and the amount of credit approved
by DFCC Bank increased considerably in 1998. During the year,
DFCC Bank approved credit amounting to Rs.4,488 million in
respect of 430 industrial projects compared to Rs.3,380 million
approved in respect of 337 projects in 1997. Of the Rs.4,488
million, Rs.1,559 million was approved in respect of 148
projects in the food, beverages and tobacco products category,
Rs.1,039 million was approved in respect of 66 projects in the
textiles, wearing apparel and leather products category and
Rs.824 million was approved in respect of 53 projects in the
chemical, petroleum, rubber and plastic products category.

4.7 Industrial Policy

The main objectives of the industrial policy of the government
are expansion, diversification and upgrading of the domestic
industrial base, efficient management of physical and manpower
resources, creation of new employment opportunities in both
rural and urban sectors, export promotion and the promotion of
industrialisation at the regional level. These objectives are
expected to be achieved by making the macro economic
environment conducive to rapid industrial growth, encouraging
private sector participation, promoting direct foreign investment,
facilitating the expansion of small and medium sector industries,
promoting regional industrialisation, encouraging

Sources: Development Finance Corporation of Ceylon Bank
National Development Bank

commercialisation of research and development and promoting
linkages between large and small firms.

A Presidential Trade and Tariff Commission was appointed
to rationalise the existing tariff structure. The Commission
recommended a reduction of the prevailing tariff rates and a
move towards a two band tariff structure in two stages. The
government Budget for 1999 also indicated that a two band tariff
structure would be introduced in the year 2000. The standard
duty rates of 10, 20 and 35 per cent were replaced with 5, 10
and 30 per cent, respectively. Accordingly, all imported
industrial raw material and machinery were brought under a duty
rate of 5 per cent. This measure is expected to reduce the cost
of production and thereby enhance the competitiveness of Sri
Lankan products.

The Presidential Trade and Tariff Commission has also
recommended a complete review of the Customs Ordinance and
systems and procedures to improve Customs administration. The
improvement of the efficiency of the Customs would assist
export oriented industries by way of timely delivery of finished
products and quick access to raw materials, which are crucial
to maintaining competitiveness in the global market. In this
regard, the 1999 Budget proposed the appointment of a
committee of experts from both the public and the private sector
to undertake a complete review of the Customs Ordinance and
systems and procedures. The 1999 Budget also proposed
extending the servicing hours of Sri Lanka Customs and the
Ports Authority without any additional cost to the exporters.

The government took several measures to improve
industrial and social infrastructure facilities. The expansion of
telecommunicaiion services, power generaiion, port
development, industrial parks and industrial townships are
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expected to encourage industrial investment. In order to
overcome the problem of a lack of skilled labour, the 1999
Budget proposed to set up a Skills Development Fund to
encourage employers to conduct job entry training, upgrading
and retraining of their employees, as well as to improve
enterprise based training. In addition, measures are needed to
make the labour market more flexible. This would include the
introduction of necessary reforms to the existing labour laws,
which are often viewed as discouraging private investment.

The duties on textiles and other related raw materials were
abolished in the 1998 Budget to overcome the Customs related
problems faced by the export oriented garment manufacturers
who rely heavily on imported raw materials. Accordingly, the
import of yarn, fabrics and all related intermediate and capital
goods was made duty free from November 1997. This measure
is expected to eliminate Customs delays, smuggling and under
invoicing and also to reduce the lead time of exports. A 10 per
cent Customs duty was imposed on imports of ready-made
garments to encourage the domestic garment industry, while a
restructuring programme for the textiles industry was launched
to assist the industry to modernise its mills and to introduce new
generation technology.

Incentives to the Industrial Sector

The fiscal incentives offered through the 1996 Budget were
extended for a further period of two years in the 1998 Budget
in order to encourage the use of advanced technology. This
scheme offers duty free importation of approved machinery and
equipment for new enterprises investing over Rs.4 million and
Rs.1 million for existing enterprises and a five year tax
exemption on incremental profits. The minimum investment
requirements relating to the importation of approved machinery
and equipment were removed in the 1999 Budget with a view
to encouraging small scale enterprises to acquire advanced
technology. However, income tax concessions are extended only
if the investment proposals are above the prevailing minimum
level of investment. Under this scheme, approvals have been
given for 142 new enterprises with a total investment
commitment of Rs.10,883 million, and for 378 existing
enterprises with a total investment commitment of Rs.23,270
million as at end 1998. During this period, Rs.22,465 million
worth of machinery and equipment has been imported under this
scheme. The potential employment of these projects is estimated
to be 31,771 persons.

With a view to encouraging private sector involvement in
training facilities in priority sectors such as gems and jewellery,
electronics, computer software and garments, the 1999 Budget
proposed to amend the BOI incentives to grant a 5 year tax
holiday, provided that each training institute undertakes training
for a minimum of 300 persons. Prior to this amendment, the BOI
provided a preferential tax rate of 15 per cent and a duty free
facility to establish training facilities. It was also proposed to
provide financial assistance to expand and improve existing
training institutions and to establish new training facilities. The

proposed Skills Development Fund is expected to support
employers to conduct job entry training, upgrading and
retraining of their employees as well as to improve enterprise
based training.

Following the recommendations made by the Development
Review Committees of the Advisory Councils for Industry,
certain industries such as electronics and components for
assembling, ceramics and glassware, rubber based industries,
light and heavy engineering, cutting and polishing of gems,
diamonds and manufacture of jewellery were declared as ‘thrust
industries’, Special incentives were made available to promote
such industries in 1998. New enterprises, which establish such
industries in designated zones with a minimum investment of
Rs.50 million, create 50 new employment opportunities and
export over 90 per cent of output, are eligible for a 10 year tax
holiday with other BOI incentives and concessions. Non-BOI
enterprises that have already engaged in a thrust industry are
permitted to import plant and machinery on a duty free basis to
modernise existing factories. In addition to these duty free
concessions, a 5 year tax holiday is granted to those enterprises
which reach the 50 per cent export requirement within a period
of 5 years, while a 10 year tax holiday and full BOI status would
be granted to those enterprises which comply with the 90 per
cent export requirement. Further, investors investing their
undisclosed accumulated income in thrust industries were
declared eligible for a tax/exchange control amnesty. Those
engaged in the gold, gem and jewellery industry were also given
a host of other incentives, including exemption from income tax
and National Security Levy and duty free import of gems and
gold.

The ‘Restructuring Programme for the Textile Industry’,
introduced after the liberalisation of textile imports in 1998, is
expected to encourage domestic textile manufacturers in
introducing new generation technology to increase efficiency
and competitiveness. A special fund known as the Textile Debt
Recovery Fund was set up to transfer all outstanding loans,
together with accrued interest of the textile manufacturers. Upon
transferring the outstanding debt to the Fund the enterprises
become eligible to obtain new financial assistance for
modernisation and restructuring of the mills against the
collateral/mortgage already furnished as security for previous
loans. By end 1998, about 128 entrepreneurs had submitted
applications to avail themselves of relief offered under this
restructuring programme. Of these, 101 applications have been
considered favorably and their total debt outstanding, amounting
to Rs.3,781 million, has been transferred to the Textile Debt
Recovery Fund (TDRF). Of the claims relating to these 101
entrepreneurs, five have already been finalised and the rest are
being processed. The government has already paid Rs.204.2
million to the banks, (Rs.97.6 million principal and Rs.106.7
million interest) in respect of the debts transferred to the TDRF.
By the end of 1998, one entrepreneur had already undertaken a
modernisation project and it is expected that more will start
modernisation of their factories, once the relevant agreements
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TABLE 4.13
Projects Approved under the Advanced Technology Incentive Scheme as at end 1998 (a)
Categories New Existing Total
No Investment Potential No Investment Potential No Investment Potential
Rs.Mn Employ- Rs.Mn Employ- Rs.Mn Employ-
ment ment
1 Food, beverage and tobacco products 20 2,204 1,468 67 6,152 3,810 87 8,356 5,278
2 Textile, wearing apparel and leather products 13 705 1,007 40 1,832 2,640 53 2,537 3,647
3 Wood and wood products 5 220 432 9 203 505 14 423 937
4 Paper and paper products 11 664 838 36 1,437 1,425 47 2,101 2,263
5 Chemical, petroleum, rubber and
plastic products 38 1,642 2,241 110 5,039 5,688 148 6,681 7,929
6 Non metallic mineral products 7 1,408 531 9 428 645 16 1,836 1,176
7 Basic metal Products S 1,004 824 15 1,044 840 20 2,048 1,664
8 Fabricated metal products, machinery, and
transport equipment 12 665 897 50 2,452 2,553 62 3,117 3,450
9 Manufactured products not elsewhere specified 20 1,838 1,827 20 689 803 40 2,527 2,630
10 Services 11 533 609 22 3,994 1,574 33 4,527 2,183
Total 142 10,883 10,674 378 23,270 20,483 520 34,153 31,157

(a) Provisional

are signed. A full interest subsidy for those textile manufacturers
who are classified as good customers of the banks was also
introduced. These manufacturers were also allowed to import
project related machinery, equipment, parts and inputs, including
raw materials and accessories for the textile industry, on a duty
free basis. The government has also decided to procure from
these manufacturers the requirements of fabric materials for
school uniforms, uniform requirements of service personnel and
items such as bandages and gauze for the health sector and
uniform requirements of the Postal and Railway Departments
etc,, commencing from January 1999, until their products reach
the quality standards demanded by international markets. For the
purpose of implementing this procurement plan, a Domestic
Textile Allocation Committee (DTAC) has been set up in the
Ministry of Industrial Development to assess the fabric
requirements of government institutions and to identify the
manufacturers eligible to receive these orders on a quota basis.

To promote regional industrialistion the government has
also introduced an incentive scheme aimed at promoting
geographical dispersion of industries, Accordingly, any BOI or
non-BOI enterprise in commercial operation would be entitled
to receive incentives offered by the BOI, provided that such
enterprise sets up an expansion unit or relocates in a zone
designated as a ‘difficult area’ or a ‘most difficult area’ before
31 December 1998, employs a minimum of 150 persons and
exports a minimum of 50 per cent of the output. The minimum
export requirement will be 90 per cent in the case of the garments
industry. An enterprise in commercial operation setting up an
expanston unit or relocating to “difficult area’ or a ‘most difficult
area’ will be entitled to 5 year and 8 year tax holiday periods,
respectively, along with other BOI incentives. It was also
proposed to grant an additional 5 year tax holiday and other
incentives to existing BOI enterprises currently located in
difficult and most difficult areas for expansion at the same

Source: Ministry of Industrial Development

location for the manufacture of garments, ancillary products or
other related items for the garment industry and for setting up
of specialised training centres in advanced technology, provided
that such enterprises are commissioned before 31 December
1998 and the enterprise provides employment for a minimum
of 100 persons. Although this incentive scheme was to expire
in 1998, it has been extended till 31 December 1999, in the 1999
Budget.

National Productivity Decade Programme

The National Productivity Decade Programme, launched in
1997 with the objective of improving productivity in both the
private and public sectors, continued in 1998. The year 1998 was
considered an important year in the implementation of the
productivity programme, in view of the emphasis placed on
productivity improvement in the public sector, carrying the
message of productivity to peripheral areas and formulating a
strategic Five Year Plan for productivity improvement. The Five
Year Plan aims to improve productivity in the public, private and
non-corporate sectors through leadership improvement, human
resource development, information technology (IT)
improvement, improvement of utilisation of finances and
introduction of reforms to rules, regulations and procedures.
According to the Ministry of Industrial Development, the Five
Year Plan will be implemented from 1999. The Ministry of
Industrial Development paid special attention to popularising
worker participation techniques and enhancing awareness on
productivity themes among employees, manufacturers and the
general public. Productivity cells have been set up in almost
every ministry and liaison officers have been appointed to co-
ordinate the productivity improvement activities of the
respective ministries, departments and public sector
organisations. Radio discussion programmes that stressed the
need for awareness creation among the public on productivity
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improvement themes were given priority. During 1998, 50
English programmes, 50 Sinhala programmes and 52 children’s
programmes were broadcast.

4.8 Industry Location

Many industrialists prefer to locate their factories in the
Colombo and Gampaha districts, owing to the availability of
relatively better infrastructure facilities in these districts and the
close proximity to the sea and air port. The concentration of
industries in these districts has created several economic and
social problems, including congestion in the capital city, scarcity
of labour for industries, environmental pollution and escalation
of real estate prices. The government has taken several policy
measures in the recent past to minimise excessive concentration
of industries in these areas and to discourage migration of people
to those areas for employment and investment purposes. The
most important measures taken by the government in this regard
include the introduction of the Two Hundred Garment Factory
Programme and the Fifty Garment Factory Programme, the
establishment of mini Export Processing Zones or Parks in
Kandy, Malwatta, Watupitiwala, and Mirigama, the introduction
of the regional industrial parks, industrial estates and industrial
township programme, the implementation of the Southern
Development Programme and the provision of fiscal incentives
to set up industries in designated difficult and most difficuit areas
of the country.

To overcome inadequate infrastructure facilities in the
regions, the government launched the regional industrial parks
programme. The Seethawaka Industrial Park established under
this programme has completed its construction work in 1998 by
providing infrastructure facilities such as factory buildings,
access roads, electricity, water, telecommunication and waste
disposal facilities. Selling of factory lots in the Seethawaka
Industrial Park commenced in July 1998. The more environment
friendly industries such as food processing, gems and jewellery,
garments, electronic and electronic products, wooden furniture,
rubber based industries and assembling of electronic
components are encouraged in this park. A preliminary report
on the construction of the Matugama Industrial Park, covering
300 acres, has already been prepared. State land, 105 acres in
extent in Bata-atha in the Southern province, is being developed
to set up an industrial park for the tanning industry, with the
necessary infrastructure facilities including waste water disposal
plant, chrome recovery units and a solid waste disposal system.

The BOT has taken steps to set up mini Export Processing
Zones in Malwatta, Mirigama and Watupitiwala by providing

the required infrastructure facilities. The Malwatta mini EPZ
will accommodate 11 industries, after completion of its
construction work. The potential employment of this project is
estimated at 5,000 persons. The Mirigama mini EPZ, extending
over 40 hectares has a capacity for 15 industrial units. The first
phase of the construction of this park is expected to be
completed in mid 1999. The Watupitiwala mini EPZ consists
of 27 hectares for 20 industrial plots.

Under the regional industrial estate development
programme, construction work in twelve industrial estates at
Homagama, Minuwangoda, Karandeniya, Beliatta, Pannala,
Udukawa, Matale, Dankotuwa, Ampara, Kuruwita, Kalutara,
and Thamankadawa commenced in 1997 and 1998. These parks
will cover 324 acres and will have the capacity to accommodate
around 225 industrial units. At end 1998, 80 blocks of land had
been allocated to potential investors and 17 industrial projects
in these sites were in commercial operation, employing 3,460
persons. Setting up of 15 more industrial estates in the
Kurunagala, Anuradhapura, Nuwara-Eliya, Ampara,
Trincomalee, Batticaloa, Vavuniya, Jaffna, Moneragala and
Kandy districts was being considered. The total extent of land
to be developed under this programme has been estimated at
335 acres. The envisaged employment opportunities in these
industrial estates were estimated at 15,000 persons. The 1999
Budget also proposed to set up several ‘Dedicated Economic
Centres’ in regions in order to promote economic activities
giving more consideration to area specific problems. The
construction of the Divulapitiya and Damdulla Dedicated
Economic Centres commenced in 1998.

There were 160 garment factories registered under the
Two Hundred Garment Factory Programme in 21 districts at
the end of the year. The location of these factories shows wide
regional distribution with 138 factories or 86.2 per cent of the
total of 160 factories being located in districts other than
Colombo and Gampaha. There were factories in difficult
districts such as Moneragala, Batticaloa, Trincomalee and
Ampara. Under this programme, the Ratnapura and
Anuradhapura districts had 15 factories each, while the
Puttalam and Kandy districts had 12 factories each. However,
of the 1,274 enterprises registered under Section 16 and 17 of
the BOI Law, 939 or 73 per cent were located in the Colombo
and Gampaha districts. Of the 1,747 factories registered with
Ministry of Industrial Development under the Industrial
Promotion Act of 1990, 1,511 factories were also located in
these two districts.
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5. ECONOMIC AND SOCTAT. OVERHEADS

5.1 Overview

A lack of infrastructure facilities has been highlighted as one
of the major factors that has affected the external
competitiveness of Sri Lankan products and constrained
faster economic expansion in Sri Lanka. Resource constraints
caused by the continuing military conflict in the North and
the East since 1983 curtailed the development of key
economic infrastructure sectors to a large extent. Public
investment had gradually declined as a percentage of GDP
from 13 per cent in 1985 to 5 per cent in 1997, resulting
in a sharp deterioration in the quality and adequacy of the
infrastructure base. A further fall in public investment may
have adverse implications on future growth prospects as the
overall investment ratio has not been growing sufficiently to
facilitate a growth rate of more than 5 per cent per year in
the next five years. This trend has been arrested to some
extent in 1998. The government strictly adhered to
maintaining capital expenditure as plaoned in the 1998
Budget despite a shortfall in revenue and increased security
expenditure. Accordingly, public investment increased to 5.9
per cent of GDP in 1998, a significant incrcasc comparcd
to 1997. The 1999 Budget envisaged a further increase in
public investment to 7.5 per cent of GDP in 1999.
Nevertheless, the current level of investment is still below
the required level, considering the dilapidated condition of
some of the existing infrastructure and future economic
needs. In this context, private sector participation in
providing economic infrastructure has to be further
encouraged within a clear medium-term policy framework
and a well designed regulatory mechanism.

In 1998, both the public and the private sector made
considerable investments in key infrastructure sectors. Despite
the adverse developments in the global economic
environment, private sector involvement in areas such as
power, telecommunication and ports progressed further
during 1998. The thermal power generating capacity was
increased with the commissioning of a 51 MW power plant
by Asia Power Ltd. at a cost of US dollars 62 million in
1998. In addition, negotiations had been completed in respect
of 165 MW Combined Cycle Power Plant on a BOOT basis
and a 60 MW Barge Mounted Power Plant on a BOO basis
during the year. Further, Kool Air Ventures (Pvt.) Ltd.
installed a 10 MW Diesel Power Plant at Kankasanturai on
a BOT basis in order to restore the power supply in the
Jaffna Peninsula. In addition, the CEB was evaluating
proposals for the construction of a number of small hydro
power projects by the private sector. The performance of Air
Lanka Lid. improved substantially with the divestiturc of a
40 per cent of equity and the management to Emirates Air
Lines during the year. A preliminary agreement between the

Government of Sri Lanka and South Asia Gateway Terminal
(Pvt.) Ltd. has been signed to develop the Queen Elizabeth
Quay (QEQ) on a BOT basis at a cost of US dollars 240
million. The telecommunication sector further improved with
increased private sector participation and improved efficiency
of SLT due to reorganisation of the management of Sri
Lanka Telecom (SLT) by NTT of Japan.

TABLE 5.1
Government Investment in Infrastructure

ESc:rrJ?::n;;c Social Services Total
Year = 5
% of % of % of
Rs. Mn. GoP Rs. Mn. GDP Rs. Mn. GDP
1985 18,950 11.7 1,826 1.1 20,776 12.8
1990 18,798 58 3,019 09 21,817 6.7
1991 26,022 7.0 2,964 0.8 28,986 7.8
1992 20,444 48 6,137 1.4 26,581 6.2
1993 29,600 59 6,075 1.2 35,675 71
1994 29,304 5.1 7,677 1.3 36,981 6.4
1995 36,106 54 9,854 1.5 45,960 6.9
1996 31,409 4.1 10,322 1.3 41,731 5.4
1997 32,481 3.6 11,652 1.3 44,033 4.9
1998 44,677 4.4 15,258 1.5 60,205 5.9

Source: Central Bank of Sri Lanka.

In 1998, public investment in key areas such as power,
telecommunication, roads and ports expanded considerably,
compared with the previous year. Investment in power
generation, (ransmission and distribution grew sharply by 58
per cent. With the commissioning of new thermal power
plants, the power generating capacity of thermal power plants
grew by 4 per cent, reducing the reliance on hydro power
to a level of 69 per cent in accordance with the policy
statements made in 1998, The telecommunication sector grew
rapidly, outpacing the growth of demand, and it is estimated
that the waiting list for telephones will be eliminated by
2002. The total investment in the telecommunication sector,
both private and public, amounted to Rs. 16,162 million in
1998. Consequently, the number of persons per telephone,
including cellular and wireless phones, improved from 41
in 1997 to 27 in 1998. Efforts to maintain the national road
network was strengthened considerably by the investment of
a sum of Rs.5,783 million in 1998, an increase of 3 per cent
over the previous year. Initial work on large road
infrastructure projects such as the Matara — Colombo
Expressway, Colombo — Katunayake Highway and the Outer
Circular Road connecting major highways in Colombo,
commenced in 1998. However, efforts to maintain provincial
and local road networks are still at an inadequate level.
Although measures have been taken to improve the scale of
operations of the passenger transport sector, attention has not
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been given to maintaining the commercial viability of the
industry and this may undermine the expected benefits of the
restructuring programme of the transport sector in the
foreseeable future. The prospects of the Colombo Port being
a major hub in South Asia are severely threatened with the
emergence of new ports in the region. This strongly
emphasises the urgent need for the Colombo Port to expand
its capacity while improving its operational efficiency too.
In order to meet the expanding needs of the commercial and
trading sector, the need for the speedier development of
postal services is well recognised and draft legislation to
restructure the Department of Posts has been prepared in
1998.

In order to maintain the sustainability of social sector
achievements, ambitious reform programmes were executed
in the area of health and education during the year under
review. The need to improve the quality of education is well
recognised and education reforms commenced in 1998.
Under the health sector reforms, the priorities of the health
sector were redirected, taking into consideration the emerging
health needs of the society with an appropriate health care
delivery strategy. Initial work on health reforms began in
1998. It is important to recognise that the allocation of
adequate resources and timely implementation are crucial for
the success of these reforms. In addition, direct private sector
participation in both areas should be effectively encouraged
in order to mitigate the fiscal burden as well as to improve
the efficiency of the sector. Meanwhile, the Presidential Task
Force on Housing and Urban Development emphasised and
recommended the need to enhance the involvement of the
private sector in providing housing facilities, with an
appropriate strategy which would ensure adequate availability
of finances and land. As emphasised in the previous years,
there is also a vital need to confine the benefits of the
government’s welfare programmes to the most deserving,

5.2 Health

Sri Lanka’s health indicators compare favourably with those
of developed countries mainly due to the heavy investment
by the government, especially in the health sector and in
other welfare activities in general, during the past few
decades. Successive governments, since independence, have
maintained a fairly high level of expenditure varing in the
range of 1 - 2 per cent of GDP on the health sector. This
has improved the access to health facilities even in rural
areas. The continuous government involvement in poverty
reduction programmes also contributed to improving the
health conditions of the population. However, the
sustainability of these achievements in the health sector has
been threatened by emerging health hazards due to changing
life styles, demographic transition, poor environmental
conditions and weaknesses in the existing health care
delivery system. The situation is further aggravated by the
large number of casualties in the on going military conflict.

A marked increase in mental disorders, traumatic injuries,
poisoning and suicides has also been seen. Meanwhile, health
problems related to an aging population will be most crucial
in the next two decades. According to various population
projections, the old age population (60 years and over) in
Sri Lanka will gradually increase from 9.1 per cent in 1995
to 21.5 per cent in 2030. This increase in the old age
population will lead to an increased demand for health care
services for cardiovascular, neurological, cancer and
rheumotological diseases and other common physical and
mental problems of the aged. There is an urgent need to
redirect the priority in the health sector with an appropriate
strategy for expanding health care delivery. This need has
been well recognised and the Presidential Task Force (PTF)
on the health sector, appointed in 1997, has made specific
recommendations to address these issues.

A Health Sector Reforms Implementation Unit (HSRIU)
was formed in January 1998 to co-ordinate and facilitate the
implementation of recommendations made by the PTF.
Within the broad aim of the health policy of Sri Lanka, i.e.,
to increase life expectancy and improve quality of life, the
immediate focus of the government is to address health
problems like inequities in the provision of health service,
the problems of the elderly and disabled, the increase in non-
communicable diseases, accidents, suicides and substance
abuse. In order to address these issues, five thrust areas have
been identified for immediate implementation from a series
of recommendations made by the PTFE. They are:
improvement of one hospital in each district, expansion of
the health services to cover special needs (such as the
elderly, disabled, war victims, mental health, estate health
etc.), development of health promotional programmes with
special emphasis on revitalising school health programmes,
reformation of the organisational structure of the health
sector and resource mobilisation and management including
alternative financing mechanisms, rcsourcc sharing between
the private and public sectors and rationalising human
resource development.

During 1998, initial steps were taken by the HSRIU to
address community health needs, through the setting up of
day care centres, preparation of a plan of action for elderly
persons affected by the armed conflict and the disabled,
development of the mental hospital as a teaching hospital
complex and decentralisation of mental health care.
Development work in the Polonnaruwa hospital has already
commenced under the programme to set up at least one well-
equipped hospital in each administrative district. In order to
strengthen the dental services, 40 new dental clinics have
been opened in various regions. In accordance with the
recommendations made by the PTF, 50 estate hospitals have
been identified to be taken over by the government and two
of these have already been acquired. A programme has also
commenced to train 15,000 volunteers to promote community
health care. For effective implementation, broad
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recommendations will have to be broken into clearly defined
tasks assigned 10 identified persons, COmmillees oI
institutions, along with a specified time frame in which to
perform such tasks. In particular, problems that can be
addressed in the short-term must be separated from those that
need long-term solutions. It would also be useful to identify
expenditure estimates and funding sources for each of the
activities.

The number of government hospitals practising Western
medicine increased to 550 with the opening of a Dental
Teaching Hospital at Peradeniya and the acquisition of 2
estate hospitals in 1998. The number of hospital beds per
1,000 population improved to 2.9 from 2.8 in 1997. In
addition, there were 389 central dispensaries by end 1998.
The health sector manpower stands at 69,369, of which 5,104
were recruited during 1998. The number of doctors including
Assistant Medical Practitioners (AMPs) and Interns, at 6,981,
works out to 3.7 doctors per 10,000 people, up from 3.4 in
1997. Although the nursing staff has increased in absolute
terms, the number of nurses per 10,000 population decreased
to 7.7 from 7.8 in 1997. Inadequate nursing staff has been
disturbing inpatient services in hospitals for a number of
years. The private sector health care service also greatly
suffers from a lack of qualified nurses. To address these
issues, the government recruited 1,553 persons to nursing
schools in 1998 to be trained as nurses. At the same time,
the construction of a new nurses’ training school at the Sri
Jayawardenapura hospital also commenced in 1997. The
shortage of qualified para-medical staff, both in government
and private hospitals, hinders the effective treatment of
patients. During 1998, only 42 para-medics were recruited
to government hospitals. However, a record 1,100 persons
have been enrolled for training during the year. Adoption of
a long-term plan to train health personnel is required as the
demand, particularly for nurses, para-medics and technicians,
is growing fast.

TABLE 5.2
Public Health Services

Item 1996 1997 1998 (a)
Hospitals(practising
Western Medicine) (No.) 540 547 550
No. of Beds 52,613 52,635 53,737
Central Dispensaries(No.) 377 371 389
Total No. of Doctors 4,391 4,956 5611
Total No. of Asst.Medical Practitioners 1,464 1,380 1,370
Total No. of Ayurvedic Physicians 14,808 15,078 15,359
Total No. of Nurses 13,846 14,399 14,463
Total No. of Attendants 5,758 6,650 6,717
Number of In-Patients(‘000) 3,339 3,453 na.
No. of Out - Patients (‘000) 35,348 39,503 n.a.
Total Health Expenditure (Rs.Mn) 11,913 12,135 14,419
Current Expenditure (Rs.Mn) 9,260 9,581 10,089
Capital Expenditure (Rs.Mn) 2,653 2,554 4,330

Sources: Ministry of Health and
Indigenous Medicine
Central Bank of Sri Lanka

(a) Provisional.

Efforts to improve primary health care services,
patiicuiarly in remoic atcas, continncd duiing the ycar under
review. The ‘Suva Udana’ health service programme aimed
at providing preventive and curative health services to
underserved areas of the country through specialist services
was held in ten arecas during [998. The National
Immunisation Day for Polio Eradication was held for the
fourth successive year. The country has already achieved its
global target (90 per cent) of immunisation coverage of
infants against six vaccine-preventable diseases. Meanwhile,
dengue haemorrhagic feve showed an increase in incidence.
During 1998 there were 227 confirmed dengue cases,
compared to 193 confirmed cases in 1997. A Dengue
Control and Preventive Week from 22 to 29 June 1998 was
declared. The outbreak of cholera, which commenced in
1997, continued in 1998. The outbreak commenced in the
Puttalam District and in 1998, most of the cases were
reported from the Puttalam, Kurunegala, Moneragala and
Polonnaruwa districts. The main reasons for the spread of
cholera were lack of safe drinking water and sanitary
facilities and poor personal hygiene. There was no significant
change in the incidence of Japanese encephalitis during 1998.
However, immunisation of children between 1-10 years
against the disease was continued during the year. Despite
the control activities undertaken, the incidnece of Malaria
remained high. However, the number of Posifive cases
reported duting 1998 dropped marginally to 211,691.

Total government expenditure in the health sector was
Rs.14,419 million in 1998, indicatding an increase of 18
per cent over the previous year. In relation to GDP,
expenditure rose from 1.3 per cent in 1997 to 1.4 per cent
in 1998. The capital expenditure of the government on the
health sector at Rs. 4,330 million reflected an increase of
70 per cent. Construction work of the National Nurses
Training School at Sri Jayawardenapura, at a cost of Rs.723
million, was in progress in 1998. Construction work is
scheduled to be completed by mid-1999 and the first batch
of 100 nursing students will be recruited during the same
year. A ten-storied building complex with 390 beds for the
Lady Ridgeway Hospital is under construction with financial
assistance from China. The estimated total cost of the project
is Rs.320 million and the construction work is scheduled to
be completed by the end of August 1999. With Korean
financial assistance, steps have been taken to improve the
patient care services of the Gampaha and Negombo Base
Hospitals at a cost of Rs.225 million and to provide basic
medical equipment to peripheral hospitals at a cost of Rs.300
million in 1998. The Government of France has granted a
soft loan of Rs.170 million for improving the cardio-thoracic
unit at the Kandy Teaching Hospital. The IDA/World Bank
funded Health Service Project, which commenced in 1997,
continued in 1998. A large quantum of funds under the
project has been allocated for malaria eradication
(Rs.252 million), STD/AIDS (Rs.603 million), nutrition
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(Rs.200 million), non-communicable diseases (Rs.31 million)
and for health education services (Rs.174 million). The total
cost of the project is estimated to be Rs.1,490 million. The
Health and Population Project funded by the ADB for
improving the health care delivery system in the North
Central, North Western and Central provinces and in the
Kalutara District was nearing completion in 1998. Most
activities financed by foreign funds were for those activities
identified under the health sector reforms. Therefore, timely
and efficient utilisation of foreign resources within the
stipulated time frame will be necessary for the health reforms
to be productive.

Private Sector Health Care

The private health services sector is made up of a network
of private hospitals, nursing homes and private general
practitioners. The government has recognised the importance
of developing the private sector health services in parallel
with its own free health service in order to meet the growing
demand as well as to guarantee easy access to quality health
care. Accordingly, the government has provided various
incentives in the form of duty exemptions for the import of
medical equipment, tax concessions for investments in two
tier private hospitals and the provision of free land etc. in
order to encourage private investment in the health sector.
At the same time, all BOI approved hospital projects are
eligible to receive BOI concessions. Further, an appropriate
public-private mix in the delivery of health services has been
emphasised in the health sector reforms. The decision of
Indian Hospitals Corporation, the owners of the Apollo
Hospital Group of India, to establish a hospital in Sri Lanka
at an estimated cost of Rs. 2,000 million is an important
development in this sector during 1998.

According to Health Ministry sources, there are about
120 private hospitals with a bed capacity of about 2,500. As
one of the major problems in assessing the coverage and
performance of the private sector health services is the lack
of information about the service providers, the Central Bank
conducted a postal survey among 70 selected hospitals in
order to collect data on private hospitals. A total of 36
private hospitals, including all major private hospitals in
Colombo, responded to the questionnaire. The total bed
capacity of these hospitals had improved marginally to 1,600
during 1998. The number of inpatients and outpatients had
increased by 4 per cent and 20 per cent, respectively, fo
72,616 and 1,202,922, respectively during the year under
review, There were [36 permanent doctors, 1,057 visiting
doctors and 185 part-time doctors working in these hospitals
at end 1998. The nursing staff of these hospitals had
expanded by 4 per cent to 970, while the para-medical staff
had risen by 5 per cent to 345 during the year. Almost all
hospitals provide specialist consultation services.

Many private hospitals that were surveyed had stated
that further expansion of their services has been restricted

largely by the lack of suitable land for extension. Small
private hospitals find it difficult to compete with larger
hospitals as these enjoy BOI concessions on their
investments. At the same time, patients, particularly those
whose medical expenses are bome by their employers, prefer
to go to larger hospitals with modern facilities in Colombo,
rather than go to small hospitals located elsewhere. Almost
all private hospitals suffer from a deficiency of trained
nursing and technical staff. Although the government has
recognised the need for training health personnel for the
private sector, there is still no proper plan in place to address
this issue.

Neither the Ministry nor any other institution has been
empowered with the necessary authority to regulate the
private sector health institutions and their activities. The
Ministry of Health and Indigenous Medicine has recently
created a separate unit within the Ministry to oversee the
activities of the private sector health services. However, the
functions of the unit have been largely restricted, as the
necessary legal authority has not yet been established. The
proposed Act for “monitoring, regularising and supervising
private health institutions is still under preparation. In any
event, establishment of a regulatory and monitoring authority
for the private health sector is a pressing need to guarantee
quality health care facilities for the public at an affordable
price, in a situation where the number of private institutions
engaged in the provision of health services is rapidly
increasing.

“Chart 5.1

Expenditure on Health and Education
% of GDP
3.5
3.0 B Educatio’GDP
O leativGDP
25
2.0
135
1.0
0.5
0.0
1994 1895 1996 1997 1998
Year
5.3 Education

A continuous improvement in the quality of education is a
pre-requisite to meet the challenges of a fast moving and
competitive global economic environment. The present
education reforms are considered to be an initial step to
address this challenge. In particular, they are aimed at
reducing the mismatch between educational attainments and
the opportunities available in the labour market. Various
reforms have been introduced from time to time to address
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this situation, but have failed to reach the expected goals
because of the piecemeal nature of such efforts. A
comprehensive reform programme, covering all sections in
the education system, has emerged as an urgent necessity.
Hence, reforms are being introduced in general education,
university education, technical education and vocational
training sectors in order to meet this challenge.

General Education

In 1998, 15 new schools were established and the total
number of government schools reached 10,373, with a
student population of 4,143, 442. On average, there was one
school per 6.3 sq. km., with about 399 students per school.
There were 188,200 teachers resulting in a student-teacher
ratio of 22. About 26 per cent of teachers were graduates,
while the rest were mostly trained teachers, certified teachers
and uncertified teachers who had GCE (O/L) and GCE
(A/L) qualifications. Total government expenditure on
education, including related infrastructure, amounted to Rs.
26,694 million in 1998. This was an increase of 19 per cent
as compared with the previous year. In relation to GDP, total
expenditure on the education sector rose from 2.5 per cent
to 2.6 per cent in 1998. The resource requirement in the
education sector would be larger in the future as the
proposed reforms require new equipment for practical
education, a trained teacher network, library facilities etc.
Several foreign funded projects in the education sector
were in operation during the year. These included (a) the
General Education Project Il funded by the International
Development Association (IDA) at a cost of US dollars 83.4
million, (b) the Secondary Education Development Project
funded by the Asian Development Bank (ADB) at a cost of
US dollars 40.7 million, which includes building new
classrooms, science laboratories and extending available
space in schools and setting of computer centres, (c) the
Primary School Development Project funded by the Swedish
International Development Agency (SIDA) at a cost of Rs.
404 million, which aims at improving the quality of primary
education in rural areas, increasing the enrollment for
primary education and reducing dropouts (d) the SIDA
funded Estate School Development Project, which aims at
developing 484 schools out of the total of 833 schools in
the estate sector by giving priority to the qualitative
development of education in these schools, (e) the Teacher
Education and Teacher Deployment Project, with IDA
funding of US dollars 79 million and (f) the Primary
Mathematics Project and the Primary Education Planning
Project with partial assistance from the Department for
International Development (DFID) in the United Kingdom.
The project for the development of schools at Divisional
Secretariat (DS) level continued in 1998. The objective of
the project is to develop at least two selected schools at DS
level to meet the growing demand for popular schools. These
selected schools are provided with various facilities including

class rooms, laboratories, technical units, libraries and other
infrastructure facilities including water, electricity and play
grounds. The estimated cost of the project is Rs. 2,100
million. The development of 317 schools has commenced
under the first phase of this project. There were 270 National
Schools operating in all provinces at end 1998, compared to
249 schools at end 1997. A plan has been drawn up to
provide computer training for 150,000 students per year in
150 computer centres by the year 2000. The cost of setting
up one center is estimated at Rs. 3 million and 72 units have
already been set up in 1998, with a capacity to provide
training for 60,000 students per year.

Several measures were introduced during 1998 to
improve the training of teachers. Accordingly, the National
Authority for Teacher Training was formulated in 1998,
under the National Teacher Education Act No. 32 of 1977,
to accelerate teacher education. The number of Colleges of
Education is to be increased from the carrent 11 to 14 in
the future. Introduction of new courses and increasing student
teacher enrollments are among the major objectives of this
effort. However, the enrollment for the courses conducted by
the Teacher Training Schools indicates a decline, since the
preference is for distance mode teacher training programmes
conducted by the National Institute of Education (NIE). A
programme for providing foreign training in various
important areas of education for teachers, principals, teacher
educators, education administrators and officers in the NIE
has been implemented.

The government spent Rs.1,989 million for the provision
of free school uniforms, school text books and season tickets
during 1998. A new School Library Service Unit has been
set up under the Education Service Division of the Ministry
of Education to promote library facilities in schools and
educational institutions.

Although resource limitation is considered the major
constraint to the development of the education sector, it has
been observed that on some occasions, even the available
resources have not been utilised as planned. The utilisation
rates of the funds under the two ongoing IDA funded
projects, i.e. the General Education Project II and the
Teacher Education and Teacher Deployment Project, have
not been satisfactory. Efforts need to be intensified to
complete the existing projects and to ensure that resources
available under these projects are utilised effectively.

There are a number of officially approved/certified
private schools, international schools, private tutories and
private pre-schools operating in Sri Lanka as non-state
education institutions. The number of approved/certified
private schools in 1998 increased to 79 from 75 in 1997.
The student population of these schools was 91,536 as at end
1998. These private schools generally follow the same
curricula as government schools and prepare students for
examinations conducted by the government. The international
schools prepare their students mainly for different types of
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foreign examinations. There were 34 international schools
registered with the Registrar of Companies as at end 1997.
Based on the recommendations made by the National
Education Commission (NEC), the Ministry of Education is
preparing a comprehensive Education Act which will
incorporate laws for the regulation of international schools,
to ensure that they maintain standards and quality. As pre-
school education has also grown significantly over the years,
a streamlined system in order to improve the quality of pre-

TABLE 5.3
General and University Education

Item 1996 1997 1998 (a)
General Education
1. Total Schools (No.) 10,936 10,983 11,007
1.1 Govemment Schools 10,312 10,358 10,373
National Schools 238 249 270
1.2 Other Schools 624 625 634
Private 79 75 79
Pirivenas 545 550 555
2. Pupils (No.) 4,265,076 4,260,989 4,286,894
2.1 Government Schools 4,132,749 4,124,125 4,143,442
2.2 Other Schools 132,327 136,881 143,452.
Private 86,707 85,890 91,536.
Pirivena 45,620 50,991 51,916,
3. New Admissions 322,686 353,639(a) 353,047
4. Teachers (No.) 193,720 187,539 196,476
4.1 Government Teachers 185,842 179,589 188,200
4.2 Others 7,878 7,950 8,276,
5. Pupil/Teacher Ratio (Govt. Schools) 22 23 22
6. Total Expenditure on
Education (Rs. Million) (b) 20,402 22,329 26,694
6.1 Current 16,018 17,737 20,582
6.2 Capital 4,384 4,592 6,112
University Education
1. Universities (No.) 12 12 12
2. Students (No.) (c) 32,800 34,139 38,192
3. Lecturers (No.) (d) 2,808 2,927 3,050
4. Graduates (No.) 5,216 6,738 na
4.1. Ants and Oriental Studies 1,999 2,513 na
4.2. Commerce & Management Studies 999 1,219 n.a
4.3. Law 160 182 n.a
4.4. Science 844 882 na
4.5. Engineering 403 496 n.a
4.6. Medicine 505 1,022 na
4.7. Dental Surgery 58 56 na
4.8. Agriculture 165 201 na
4.9. Veterinary Science 27 36 n.a
4.10. Architecture 23 58 n.a
4.11 Quantity Surveying 33 72 na
5. New Admissions for Basic
Degrees (No.) 8,663 9,787 10,450

Sources: Ministry of Education and Higher Education
University Grants Commission
Central Bank of Sri Lanka

(a) Provisional

(b) Includes government expenditure on higher education too.
(c) Excluding the Open University of Sri Lanka

(d) At the beginning of the year.

school education appears necessary. This should include the
opening up of training facilities for pre-school teachers and
the specification of required qualifications. These facilities
should be developed in urban as well as in rural areas.

Higher Education

In 1998, 12 national universities, 6 post graduate institutes
and 5 other institutes, namely the Institutes of Aesthetic
Studies, Computer Technology, Indigenous Medicine,
Gampaha Wickramarachchi Ayurveda and Workers’
Education, were functioning as institutes of higher education.
There were 38,192 university students in 1998. The number
of new entrants to the universities increased by 14 per cent
to 10,450. This was only 15 per cent of the tolal number
of 70,379 students who satisfied the minimum requirements
for university entrance and only about 7 per cent of the
students who sat for the GCE (A/L) examination. The
enrollment of both full time and part time students in post
graduate courses was about 6,500. The Open University of
Sri Lanka (OUSL) had an enrolment of about 19,500
students to follow its courses through the distance mode of
education. About 91,000 students had registered for external
degrees at the Kelaniya, Peradeniya, Sri Jayawardanapura,
Ruhuna and Eastern universities. Several universities added
new courses to their programmes during 1998. The OUSL
introduced a degree programme in Primary Education. The
University of Kelaniya introduced a post graduate course in
Mathematics. The University of Colombo commenced a
degree programme in Pharmacology. The University Grants
Commission (UGC) has formulated an Inter-University
Committee for teaching English.

The Prohibition of Ragging and Other Forms of
Violence in Educational Institutions Act No. 20 of 1998 was
introduced in 1998. The backlog which arose as a result of
the long-term closure of universities due to the political
disturbances during 1987-89 was being cleared, thereby
enabling the universities to follow their normal work
programmes. This was possible due to the continued supply
of additional resources by the UGC to hire staff on a
temporary basis and to obtain other facilities. The
establishment of new universities also helped to ease this
situation.

Steps were taken to improve infrastructure relating to
higher education. This included the continuation of the
development of hostel facilities and expansion of university
space. The target is to provide hostel facilities for 75 per
cent of the student population by 2000. The number of
students who received Mahapola Scholarships in 1998
increased to 23,500 from 19,900 in 1997. In addition,
Government Bursaries were given to other eligible students.
The amount of the assistance provided varies from Rs.1,150
to Rs.1,300 and is provided for a period of ten months in a
year.

The need to change university education has also been
emphasised in the National Education Commission Report.
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A Presidential Task Force appointed in March 1997 has
made recommendations to address the weaknesses in
university education. The proposals cover important areas
such as the expansion of university education, curricula
reform, quality assurance, staff development, career guidance,
counseling and finance. The implementation of the proposals
commenced in 1998,

Under these reforms, the number of universities will be
increased to 14 by setting up two new universities in the
Wayamba and Uva provinces to improve the regional
dispersion of universities. Initial steps have already been
taken to set up the Wayamba University. Subsequently, the
number of students admitted to universities will be gradually
increased to 15,000 in the academic year 2000/2001. Action
has also been taken to convert courses into a unit system.
Accordingly, there will be assignments, practical work,
projects, workshops etc. in addition to the written
examinations held at the end of the year. Further, newly
recruited lecturers will undergo a programme on teaching
techniques at Staff Training Units (STUs). Three such units
have already been set up at the Universities of Colombo,
Peradeniya and Kelaniya. Other universities are also expected
to set up STUs. In addition, there are Career Guidance Units
(CGUs) set up in 5 universities, namely, Sri
Jayawardanapura, Colomho, Kelaniya, Jaffna and Peradeniya.
The main objectives of these CGUs are to provide assistance
in career development to graduates and to help them to find
employment.

T'echnical Education and Vocational Training
(TEVT)

TEVT has become a more important sector in the context
of recent developments in the labour market. As a result,
there is a vital need for restructuring and expanding the
traditional ways of providing technical and vocational
training in accordance with the emerging demand. As the
university education opportunities are very limited and highly
competitive, this sector can provide an alternative route of
development not only to school dropouts, but also to those
who have completed the usual period of secondary education.
It can also help to improve the skills of those alrcady
employed in low skilled jobs, and help them to improve their
jobs or commence self-employment. The importance of
TEVT has been identified by the NEC and the Presidential
Task Force has made proposals for the upliftment of this
sector.

The Department of Technical Education and Training
(DTET), being a premier provider of training in this sector,
extended its services through 36 Technical Institutions and
a staff of 1,562, which comprised 623 academic staff
(lecturers/instructors) and 939 administrative staff. The total
number of students enrolled for various courses at the DTET
was 14,981 as at end 1998. The certificate courses in
Business Studies and Technical courses attracted a large

number of students (71 per cent). Students also followed
trade courses, other diploma courses and short-term Courses.
The Sri Lanka Institute of Advanced Technical Education
conducted courses in Engineering, Accountancy, Commerce
and Agriculture. The total intake of students to this institute
was 2,206 in 1998. The Vocational Training Authority also
enrolled 18,316 students for 92 courses during the year. In
addition, a total of 22,626 students were enrolled in about
180 courses, including situational trades at the National
Apprentice and Industrial Training Authority.

There is a need to improve the quality of training
through reorientation of the programmes to suit current
changes in this sector. To this end, existing facilities should
be expanded with newer facilities to accommodate a greater
number of students to follow courses. New courses in the
areas of Hotel and Tourism, Textile and Garments,
Construction, Gem and Jewellery, Information Technology,
Computer Training and Printing ctc. may be introduced as
there is a greater demand locally as well as in foreign
countries for persons qualified in these areas. Necessary steps
should be taken to expand TEVT into rural areas, enabling
students in those areas also to benefit from this training.

The objectives of the on-going education reforms are
ambitious. Their success will be known only after several
years. A continuing weakncss in the education sector policies
is that no attempt has been made to do away with the public
sector dominance in the sector. While a public sector
presence in the provision of education services is seen even
in developed countries, there the private sector also plays a
major role. Mobilising private sector resources for the
development of university and technical education, as well
as direct private participation in the provision of these
services should be effectively encouraged. Formal links and
staff and student exchange programmes with reputed foreign
academic institutions/technical colleges would also help in
strengthening educational reforms. The idea of ‘Career
Guidance Units’ is a welcome development. This scheme
needs to be promoted through regular dialogue between the
private sector and university/technical college management
and academic staff, which will help in the identification of
labour market requircments and prepare students to meet
these requirements.

Parents as well as students must be clearly aware that,
in the future, the public sector will not be able to provide
employment opportunities for a majority of new entrants to
the labour force. Resources are limited, particularly in the
public sector and hence the relative size of the public sector
will shrink in the development strategy, which aims at
accelerating economic growth through greater private sector
participation. It is only through a coherent collective effort
by all parties concerned, i.e., the government, teachers,
managers, students and parents and the private sector, that
the education system can be reformed to meet the challenges
of the future.
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5.4 Communication Services

The Postal Service

The formulation of a comprehensive restructuring programme
for the Postal Department (PD) was underway in 1998 with
the assistance of the Universal Postal Union and the World
Bank. The draft legislation has already been prepared for this
purpose. Under the restructuring programme, the PD is
expected to be converted into a Postal Corporation, named
the Sri Lanka Postal Corporation, with greater autonomy to
function as a commercial organisation. The new postal
corporation is expected to carry out normal postal services
as well as value added and ancillary services in an effective
manner. A reliable and efficient postal service is essential
for speedier development of trade and commerce.

During 1998, the post office network expanded from

4,313 to 4,362 post offices, mainly due to an increase in
private post offices and Rural Agency Post Offices (RAPO).
RAPO were first introduced in 1996 with the assistance of
Co-operative Credit and Thrift Societies (Sanasa) to expand
the postal services further into rural areas. Since then, the
RAPO network has expanded by adding 76 new post offices
connecting remote areas. Consequently, the area served by
a post office has decreased to 15 sq. kms. The population
served by a post office has also dropped marginally to 4,304
at end 1998.

The domestic postal services also expanded significantly
with the restoration of postal services in the Jaffna peninsula.
At end 1998, there were 30 main post offices and 131 sub-
post offices operating in Jaffna. Meanwhile, the foreign
parcels office was decentralised with the opening of two
foreign parcel offices in Kandy and Galle. Similarly, the mail

TABLE 5.4
Growth of Postal and Telecommunication Services

Percentage Change

Iltem 1996 1997 1998(a)
1997 1998 (a)
1. Postal Service
Delivery Areas (No) 6,729 6,729 6,729 0.0 0.0
Post Offices (No) 4,252 4,313 4,962 1.4 1.1
Public 4,032 4,034 4,036 0.0 0.0
Private 203 216 250 6.4 15.7
Rural Agency Post Offices 17 63 76 270.6 20.6
Area Served by a Post Office (Sq.Km) 15.5 15.3 15.0 -1.3 2.0
Population Served by a Post Office 4,339 4,326 4,304 -0.3 -0.5
Letters per Inhabitant 27 24 23 -11.1 -4.2
2. Telecommunication Service
2.1 SriLanka Telecom Ltd. (SLTL)
No. of Telephone Lines in Service (No.) 254,500 315,241 455,598 23.9 44.5
New Telephone Connections Given(No.) 50,170 72,457 143,075 44.4 97.5
Applicants on Waiting List (No.) 270,800 284,876 224,441 5.2 -21.2
Expressed Demand for Telephones (No.) 525,300 600,117 680,039 14.2 13.3
Telephone Density
(Telephones per 100 persons) 1.39 1,69 2.43 21.6 43.8
2.2 Other Private Sector
Cellular Phones
Operators (No.) 4 4 4 0.0 0.0
Subscribers (No.) 71,028 114,888 174,202 61.8 51.6
Total Cumulative Investment ( Rs. Mn.) 5,307 6,870 8,842 29.5 287
Public Pay Phones
Operators (No.) 4 4 5 0.0 25.0
Telephone Booths (No.) 2,152 2,571 4,610 19.5 79.3
Total Cumulative Investment ( Rs. Mn.) 610 718 1,090 17.7 51.8°
Radio Paging Services
Operators (No.) 5 5 5 0.0 0.0
Subscribers (No.) 10,721 10,829 10,511 1.0 -2.9
Total Cumulative Investment ( Rs. Mn.) 221 222 222 0.5 0.0
Data Communication Services
Operators (No.) 7 8 8 14.3 0.0
Subscribers (No.) 355 11,745 18,019 3,208.5 61.9
Total Cumulative Investment ( Rs. Mn.) 574 665 768 15.9 15.5
Wireless Local Loop Telephones
Operators (No.) 2 2 2 0.0 0.0
Subscribers (No.) 527 26,381 67,931 4,905.9 157.5
Total Cumulative Investment ( Rs. Mn.) 1,743 6,796 9,201 289.9 36.7

(a) Provisional

Sources : Department of Posts
Sri Lanka Telecom Ltd.
Telecommunications Regulatory
Commission of Sri Lanka
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delivery service operated by the Central Mail Exchange has
been decentralised to post offices in Boreiia, Kotanena, Siave
Island and Wellawatte.

The total number of postal articles handled by the PD
dropped by 3 per cent during 1998, mainly due to labour
disputes that prevailed for about two months between March
and May. As a result, the average number of letters per
inhabitant per year dropped to 23 in 1998 from 24 in 1997.
The handling of foreign letters and parcels also dropped by
4 per cent to 65 million articles during 1998 for the same
reason. With the expansion of modern communication
facilities such as e-mail, internet, facsimile and IDD facilities,
particularly for international communication, the use of the
traditional letter post is becoming less attractive. Private
sector courier services were also becoming popular,
especially among financial and commercial organisations.

The PD continued to expand and improve its value
added services during 1998. The post fax services were
extended to cover 177 post offices by end 1998. This facility
expedites the transactions of the post office savings scheme.
The bulk mail facility was also extended to 60 business
organisations in Colombo by end 1998. The fax money order
service was available at 98 post offices. The International
Expedited Mail Service (EMS) handled 77,575 mail articles,
reflecting a 27 per cent growth during the year. However,
the Speed Post Service displayed no progress during 1998.
The post code numbering system has been introduced to all
post offices and sub-post offices. An awareness programme
to promote the use of the post code system is in progress.
The PD is taking steps to provide e-mail and internet
facilities through post offices. Initially, main post offices in
major towns will be connected with e-mail and internet. As
a result of the rationalisation of the free postage facilitics
provided to government ministries and departments, the
volume of free mail has substantially decreased, while at the
same time, accountability in the use of free postage has
increased. A proposal has been made to automate post office
counter duties in 54 selected main post offices shortly. The
PD has also planned to open RAPO in certain arcas in the
estate sector and already 62 estates have been identified for
this purpose.

The total revenue of the PD increased by 15 per cent to
Rs. 1,617 million in 1998, despite a crippling of the postal
service for nearly 2 months due to trade union action. However,
even in a normal year, the total postal revenue is not sufficient
to meet the operational expenses of the department. The
operational expenditure of the PD, which comprises mainly
salaries and wages, expanded by 12 per cent in 1998. The PD
maintains an excessive workforce of 23,458 employees. In the
1999 Budget, the postal charges were raised somewhat to cover
a part of the operating losses. Accordingly, the postage for an
ordinary post normal letter was raised by Rs.1.00 to Rs. 3.50.
The total operating expenditure of the department rose by 12
per cent to Rs. 2,125 million in 1998, resulting in an operating

loss of Rs. 558 million to the department. The capital

ecapendiiure of the depaitineit aimouited o Rs. 228 million in
1998.
Telecommunication

Telecommunication has been one of the fastest growing
sectors in the economy. The liberalisation of the
telecommunication industry in 1991 and the subsequent
divestiture of a part of Sri Lanka Telecom Ltd. (SLT) to
NTT of Japan in 1997 had a major impact on the growth
of the telecommunication sector. The traditional forms of
telecommunication, such as fixed phones, telegraphs, cables
etc. are being replaced by more sophisticated
telecommunication devices and computer-based methods
of information transfer, such as e-mail, internet,
video-conferencing, wireless technology etc. in recent years.
In Sri Lanka, new communication facilities are being
expanded (o non-urban areas as well. However, about 53 per
cent of the SLT subscribers are still located in the Colombo
metropolitan area.

With the re-organisation of SLT management by NTT,
there has been a significant improvement in its overall
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performance. The number of effective direct exchange lines
increased by 45 per cent (143,075 new telephone lines) to
455,598 during 1998. The SLT network capacity also
increased substantially during 1998. The exchange line
switching capacity was augmented by 25 per cent to
543,897, while the number of main cable pairs rose by 23
per cent to 623,036. SLT was able to provide more
telephone facilities to regions during 1998. Of the total
number of new telephone lines, 62 per cent or 86,964 were
given to the regions. The number of persons per direct
telephone line dropped to 41 in 1998 from 59 in 1997.
Notwithstanding these new developments, the numbers in the
waiting list for new telephones remained high at 224,411,
reflecting the growing demand. The waiting time for SLT
telephone connections has been reduced substantially from
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nearly 10 years during the early 1990’s to between 3-12
months by end 1998, depending on the exchange area and
availability of switches. The private wireless telephone
operators provide service within a few weeks and there is
no waiting list. The total number of international circuits was
also increased by 26 per cent to 2,158. With this increase
in access to international telecommunications, constraints on
IDD facilities were substantially relaxed during 1998.

The total investments in the telecommunication sector
by the SLT amounted to Rs.l1,177 million during 1998.
The second telecommunication project had been successfully
completed at a cost of about US dollars 200 million by end
1998. The foreign cost of the project amounting to about US
dollars 120 million was financed mainly by the IDA, while
the co-financiers were the ADB, Overseas Economic Co-
operation Fund (OECF) of Japan, AT&T and UNDP/ITU.
The SLT is currently implementing a number of
telecommunication projects under the ‘Telecommunication
Development Programme 1996 — 2000" with assistance from
donor agencies such as the OECF, French Protocol, the
Swedish International Development Agency (SIDA) and the
Economic Development Co-operation Fund (EDCF) of
Korea, at a cost of Rs.11 billion. The major activities
planned under this programme include an expansion of
external plant capacity by 61,000 primary cable pairs in the
Kandy, Matale, Hatton and Kalutara areas, expansion of
external plant capacity by 28,500 primary cable pairs in
Gampaha, provision of 30,000 subscriber lines and 12,000
trunk lines at the Colombo Central Exchange and the
expansion of the switching capacity by 36,000 additional
lines in the Colombo metropolitan area. In addition, SLT is
implementing a local network expansion project in the
Colombo metropolitan area with OECF assistance to expand
the switching capacity by 144,000 lines in two phases and
to establish a fibre optic transmission system. Further, SLT
is implementing a programme for augmenting the exisling
exchanges by 100,000 lines to meet the escalating demand.

Sri Lanka Telecommunication Services Ltd, (SLTS), a
subsidiary of SLT, continued to implement the 150K line
Telecommunication Development Project aimed at installing
about 200,000 exchange lines and 250,000 main cable pairs
to cover townships and rural areas. The project commenced
in 1996 and by the end of 1998 about 149,200 exchange
lines and 193,000 main cable pairs were added to the
network. A total of 40 telephone exchanges with a capacity
of 68,096 lines were commissioned during 1998. In addition
to the exchange capacities and primary cable pairs of the
telecom network, the traffic carrying capabilities of the
network has also been augmented. A total of 58 Digital
Radio Systems and 50 Optical Fibre Systems have been
established for local transmission in 15 districts under the
150K project.

During 1998, SLT introduced several new facilities. The
Frame Relay Facility and packet switching technology were

introduced for high speed transfer of large volumes of data
among computer networks. The ISDN facility was introduced
for simultaneous transmission and reception of voice/fax/
data and images through a single 2 wire telephone line. This
provides a range of services including high speed image and
data transfer, desktop conferencing and calling line
identification. SLT continued to be active in the installation
of public pay phones, provision of internet and e-mail
services and packet switching facilities. As at end 1998, SLT
had installed 1,587 public pay phones. There were 8,560
subscribers for internet and e-mail facilities and twelve
customers for the packet switching facility. In accordance
with customer requirements, SLT had provided 247 domestic
leased circuits and 39 international leased circuits as at end
1998. SLT has drawn up a 5 - year medium-term expansion
plan covering 1999-2003 based on the medium-term demand
forecast to eliminate the waiting list by end 2002. Under this
plan, SLT expects to invest about Rs.20 billion in 1999.
Delays in obtaining clearance from the Road Development
Authority, delays in obtaining government approvals, bank
guarantees and delays associated with security reasons had
been the constraints to the timely implementation of
telecommunication projects.

The total revenue of SLT increased by 19 per cent to
Rs.16,388 million during 1998. Foreign exchange earnings
accounted for about 33 per cent of the revenue, compared
to 30 per cent in 1997. The increase in revenue is partly
attributable to the tariff revision effected from April 1998,
with a view to balancing the tariffs on domestic and
international calls. The monthly rental was raised from Rs.80
to Rs.180, while domestic call charges were raised from
Rs.1.10 to Rs.1.65 per unit for consumers whose monthly
telephone usage exceeds 200 units. However, as operating
costs of SLT also rose by about 25 per cent, after tax
earnings of the SLT dropped by about 24 per cent to
Rs.1,825 million. Employment at SLT increased by 4 per
cent to 8,648 during 1998. As the new telephone connections
given during 1998 grew faster, the number of telephone lines
per employee increased from 37.8 to 52.7 in 1998.

The performances of private sector operators of
telecommunication services improved further during 1998.
The subscriber network of all services except radio paging
services expanded considerably in 1998. The subscriber
network of the 4 cellular phone operators increased by 52
per cent to 174,202 by end 1998. The total cumulative
investment in cellular services also rose by 29 per cent to
Rs.8,842 million. The total number of pay phones installed
in the country, including those of SLT, increased by 79 per
cent to 4,610 as at end 1998. As a new company also
entered into this service, the cumulative investment rose by
52 per cent to Rs.1,090 million during the year. The
subscriber network of the radio paging services dropped by
about 3 per cent, mainly due to the increased use of other
wireless facilities. Meanwhile, the number of subscribers for
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Box 5

The Year 2000 (Y2K) Challenge

The most striking achicvement of this century is
the remarkable advances made in science and
technology. The advances in computer technology and
communications have significantly changed the
perception of distance and time. Further developments
and advances in the use of science and technology can
be expected in the next millenninm.

Hence, it is ironical that these same technological
advances should contribute towards the creation of the
Y2K problem. This problem occurs when computer
hardware and software and micro chips used in many
plant and equipment, have been programmed using a
two digit year notation which does not provide for
recognition of the millennium change. This problem
can cause compufers to be ‘confused’, malfunction or
even completely shut down.

This problem is not a mere Information
Technology (IT) issue. It is now understood as a
business issue. It is not confined to any country or any
sector of society, but affects the whole world and the
day to day life of the people. It is, therefore, the
responsibility of every organisation to solve this
problem.

The solution is a technical one. It is difficult and
time consuming to locate and rewrite lines of computer
code in existing systems. But the deadline for
compliance is fixed (31 December 1999) aund no
extension of time is possible. Where remediation is not
feasible, systems will have to be replaced by new ones.
Backup plans will also have to be put in place. The
solution is therefore tedious, requiring extensive
financial and human resources.

The complexity of the problem was elaborated by
President Clinton in his address to the National
Academy of Sciences in Washington DC on the Y2K
issue on 14 July 1998. He stated that “with millions of
hours needed to rewrite billions of lines of code for
hundreds of thousands of interdependent organisations,
this is clearly one of the most complex management
challenges in history. Consider just one major bank,
Chase Manhattan. It must work through 200 million
Hnes of code, check 70,000 desktop computers, check
1,000 software packages from 600 separate software
vendors.”

The problem may not be that extensive in Sri
Lanka, However, its impact on government institutions,
banks and the financial sector, airports and sea ports,
telecommunication, power and energy etc. is of a

serious naturc and can cause disruption to the economy
and the day to day life of the people.

On a Cabinet directive, a National Task Force was
appointed under the auspices of the Council for
Information Technology (CINTEC) in May 1998 to
monitor and guide government institutions in dealing
with the Y2K problem. A Task Force was also
appointed in the Central Bank to monitor the progress
of Y2K remediation activities and guide the banking
and financial sector.

The National Task Force presented a report to the
President on 16 December 1998 giving the status of the
Y2K readiness of government and private sector
institutions, including the financial sector, based on
information provided by the relevant institutions.

In May 1998, the Central Bank issued guidelines
to the banks on action to be taken, setting deadlines on
tasks to be met. A consultant was engaged from the
Financial Services Authority of the UK to review and
report on Y2K projects in the banks. A seminar was
also held in August 1998 to create awareness amongst
the senior management including the Boards of
Directors of the banks and finance companics. A press
advertisement was also published in the daily
newspapers to create awareness amongst the general
public.

The Central Bank is working towards a target of
June 1999 by which date all banks in the country
should have their systems fully tested and ready for the
Year 2000 change. The Central Bank commenced
remediation work on its own systems in 1996 and is
now in the process of carrying out intensive testing to
ensure Year 2000 compliance. Officers from the Bank
Supervision Departiment together with officers from the
Information Technology Department are engaged in
continuous monitoring of the Y2K remediation projects
in commercial and specialised barks.

Although it is almost impossible for every
organisation to get every system needing remediation,
Year 2000 ready, it is essential that all the mission
critical applications, i.e., those that are necessary to
keep the business in operation, be remedied, tested,
verified and audited.

This is one situation where it is in the interests of
all competing organisations to work together towards a
common goal. A problem of one can adversely affect
another; hence it is important that collective efforts be
made by sharing information and resources to ensure
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the achievement of Year 2000 compliance. Even if all
the banks get all their computer systems remedied, if
power or telecommunication systems malfunction, the
banks will not be able to function smoothly. Since
there is so much interdependence among financial
systems in countries, disruption in one country can
adversely affect other countries as well,

Many international organisations are involved in
providing assistance to developing countries. The Bank
for International Settlements has a web site providing
information and guidelines, giving check lists of
activities to be carried out and information with respect
to the status of Y2K projects in various important
institutions,

The World Bank, through its ‘Infodev’ programme
offered two grants, a US dollars 100,000 Planning Grant
and a US dollars 500,000 Implementation Grant, to each
developing country that requires such assistance. Sri
Lanka has already received the Planning Grant of US
dollars 100,000 on submission of its plan for Y2K
remediation in the economy. This will be made
available: through CINTEC. CINTEC is also preparing

Box 5 (contd.)

a proposal for the Implementation Grant. In addition,
the Central Bank requested a loan from the World Bank
to help the financial sector and some critical government
institutions to deal with this problem. The World Bank
relaxed many of its normal procedures and processed
this loan within 3 months of the original request. This
loan, for US dollars 29 million, is a soft loan granted
under terms and conditions which are very favourable
to Sri Lanka. The funds will be made available to
banks and certain key government institutions. Two
Project Co-ordinating Units, one for the banking sector
comprising of officers from the Central Bank and the
other for public sector institutions comprising officers
from the Ministry of Finance, are now operational (o
oversee the disbursement of the loan.

This is no doubt the greatest management challenge
that the world has had to face with a concerted effort.
Everybody has to do his or her parl to successfully
overcome this problem. By acting together and acting
promptly, this can become a challenge that is met
successfully.

data communication services grew sharply by 62 per cent to
19,019. The two Wireless Local Loop (WLL) telephone
operators have provided 41,550 new connections during
1998. Consequently, the subscriber network of WLL
increased by 158 per cent to 67,931 by end 1998, while the
investment in this sector rose by 37 per cent to Rs.9,291
million. When both SLT telephone and WLL telephones are
taken together, the telephone density improves to 30 persons
per telephone. The total employment in the private
telecommunication sector was 8,599 as at end 1998.

5.5 Energy

The energy sector benefitted from the decline in petroleum
product prices and satisfactory rainfall in the catchment areas.
In 1998, the Ceylon Electricity Board (CEB) was able to
utilise about 98 per cent of the hydro power potential and
generated 3,908 GWh. With the commissioning of a 51 MW
new private sector power plant on a BOT basis, thermal
power generation capacity expanded to 497 MW in 1998.
Consequently, the overall power generation capacity
increased by about 4 per cent to 1,636 MW. These
developments enabled the CEB to decommission completely
the expensive hired power plants by May 1998. Self-
generation of electricity was also reduced substantially during
the year. The demand for power rose by 12 per cent to
4,509 GWh. in 1998.

Special emphasis has been recently placed on the
expansion of the thermal power capacity, by both the public
sector and the private sector, to reduce over-dependence on
hydro power. The national power policy aims at maintaining
an adequate level of investment in the sector at all times by
harnessing private sector investment to enhance supply
reliability and lower the price to the consumer. The private
sector is expected to play a key role, particularly in the areas
of thermal power and mini-hydro power generation.

Electricity

The installed power generating capacity of the country
increased by 4 per cent to 1,636 MW. during 1998. The
entire increase in the capacity came from independent power
producers (IPP). As a result, the hydro dependency of the
installed capacity further decreased to 69 per cent from 72
per cent at the end of the previous year. Asia Power (Pvt.)
Ltd. commenced operating its 51 MW diesel power plant,
constructed at a cost of US dollars 62 million, in May 1998.
Kool Air Ventures (Pvt) Ltd., which owns the 8.2 MW
diesel power plant at Malabe, established another 10 MW
diesel power plant at Kankasanturai at a cost of US dollars
10 million in November 1998. However, the plant is not
operating at its optimal level as transmission and distribution
lines have not yet been fully restored. Meanwhile, the private
hydro generating capacity also increased to 2.2 MW with the
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TABLE 5.5
Salient Features of the Energy Sector

Percentage Change

Item Unit 1996 1997 1998(a)
1997 1998
1. Electricity
Available Capacity MW 1,453 1,595 1,636 10 3
Installed Capacity " 1,409 1,575 1,636 12 4
CEB - Hydro " 1,137 1,137 1,137 0 0
Thermal ” 272 405 405 49 0
Private - Hydro . - 1.5 2.2 - A7
Thermal y - 30.7 927 - 199
Hired Private Power m 44 20 Q -55 -100
Units Generated GWh 4,530 5,145 5,673 14 10
CEB - Hydro i 3,249 3,443 3,908 6 14
Thermal % 974 1052 1246 8 18
Private - Hydro Y 3 4 5 33 25
Thermal W - 13 388 - 2,885
Hired Private Power " 152 398 18 162 -85
Self Generation W 152 235 108 55 =54
Total Sales N 3,740 4039 4509 8 12
Domestic 3 1,046 1213 1368 16 13
Industrial (b) " 1,513 1430 1612 -5 13
Commercial . 592 689 757 16 10
Local Authorities/LECO W 542 657 722 21 10
Street Lighting W 47 50 50 6 0
2. Petroleum Products
Quantity Imported g
Crude Qil MT'000 2,033 1,814 2,034 -1 12
Refined Products W 729 1,084 692 49 -36
l..P. Gas o 71 87 a8 23 13
Value of Imporls (C&F)
Crude Qil Rs Mn. 16,809 15,584 13,240 -7 -15
US$ Mn. 304 263 205 -13 -22
Refined Products RS Mn 8,465 12,467 5,966 47 -52
US$ Mn. 153 212 92 a9 57
L.P. Gas RAs Mn 1,237 1,635 1,568 az -4
US$ Mn. 22 28 24 27 -14
Average Price of Rs/Barrel 1,116 1,155 884 3 23
Crude Oil (C&F) US $/Barrel 20.19 19.42 13.63 -4 =30,
Quantity of Exports MT'000 661 547 468 -17 -14
Value of Exports Rs. Mn 5,740 6,131 4 665 7 24
US$ Mn. 104 95 72 -8 24
Local Sales MT '000 2,120 2,321 2,436 9 5
Super Petrol i 197 193 203 -2 5
Auto Diesel ] 1,048 1,295 1,181 24 -9
Heavy Diesel(c) N 87 - - - -
Super Diesel - 26 33 38 27 15
Kerosene " 228 225 235 -1 4
Furnace Oil % 336 372 551 1 48
Avtur “ 110 104 111 -5 7
L.P. Gas 5 88 99 117 13 18
Local Price
Super Petrol Rs/Litre 50.00 50.00 50.00 0 0
Auto Diesel m 13.20 13.20 13.20 0 0
Heavy Diesel - 11.70 - - - -
Super Diesel " 18.50 18.50 18.50 0 0
Kerosene - : 10.40 10.40 10.40 0 0
Furnace Oil -
500 Seconds - 7.80 7.80 7.80 0 0
800 Seconds ™ 7.50 7.50 7.50 0 0
1,000 Seconds - 7.20 7.20 7.20 0 0
L.P. Gas Rs/Kg 22.30 23.07 23.07 3 0
(a) Provisional Sources: Ceylon Petroleum Corporation
(b) Excluding Self Generation. Ceylon Electricity Board
(c) From June 1996 onwards heavy diesel sales are also classified under auto diesel Shell Gas Lanka Ltd.

Lanka Marine Services (Pvl.) Ltd.
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commissioning of two micro power projects, namely,
Ritigahaoya (0.112 MW) and Rakwana ganga (0.76 MW)
during the year.

Total power generation, inclusive of self-generation
registered with the CEB, increased by 10 per cent to 5,673
GWh. in 1998, when compared to the 14 per cent growth
recorded in 1997. Hydro power, which accounted for 69 per
cent of the total power generation, grew by 14 per cent
compared with 6 per cent in the previous year. This was the
highest growth recorded after 1993. Thermal power
generation grew further by 18 per cent to meet the growing
demand. Electricity generation from CEB sources rose by 15
per cent in 1998. Meanwhile, power generation by the IPPs
grew sharply to 393 GWh. from a mere 17 GWh. in 1997
as the Lakdhanavi Power Plant (22.5 MW) commissioned at
the end of 1997 was in operation throughout 1998 and the
Asia Power Plant (51 MW) was in operation since its
commissioning in May 1998. The Lakdhanavi power plant
has the capacity to generate 168 GWh. per annum, while the
Asia Power Plant is capable of generating 330 GWh. per
annum. Meanwhile, the CEB allowed self-generation of
electricity during March — June and again during December,
as scheduled. The recorded self-generation of electricity
during 1998 amounted to 108 GWh., which represents a 54
per cent drop when compared to 1997. The cost of thermal
power generated by the CEB and by the hired power plants
dropped sharply by 49 per cent to Rs.2,751 million, mainly
due to the provision of fuel by the CPC at duty exempted
prices from July 1997. Meanwhile, the cost of power
purchases from IPPs amounted to Rs.1,776 million due to
an increase in the volume of power purchases in 1998.
According to the power purchasing agreements, the CEB
purchases a minimum guaranteed 168 GWh. of power per
annum from the Lakdhanavi power plant and 330 GWh. of
power per annum from the Asia Power Plant at a price
determined by taking into account the financial charge/
capacity charge, an energy charge, an operating charge and
taxes to be paid. The all inclusive annual average power
purchasing price has been estimated at Rs.4.58 per KWh. in
1998 which is higher than the average tariff of Rs.4.47 per
KWh. in 1998. However, this did not create a major
problem for the CEB, as the overhead cost per unit of
electricity generated declined in 1998 owing to almost full
utilisation of low cost hydro power and an indirect subsidy
to the CEB from the CPC in the form of duty exempted fuel
supplies. However, the share of power purchases from other
sources out of total electricity available with the CEB (about
7 per cent) was not substantial.

The average tariff for electricity was increased by about
8 per cent in 1998. This increase was mainly an outcome
of the general tariff revision in September 1997, under which
the average tariff was raised by about 11 per cent. In
addition, the imposition of GST on the electricity bills of
those consumers who consume over 90 KWh. per month also

contributed to the increase in the average tariff. At the
prevailing tariff rates, the domestic consumers are highly
subsidised by the commercial and industrial sectors. The
average domestic tariff was Rs.3.11 in 1998 whereas the
average cost, excluding interest payment, was Rs.3.50 per
KWh. The average tariff rates of electricity for general
purposes, at Rs.7.00 per KWh., was twice the average cost.
For industrial purposes the tariff, at Rs.5.20 per KWh., was
49 per cent above the average cost. The actual cost of
electricity generation has been rising on account of increasing
reliance on thermal power. However, the need for another
tariff increase in 1998 was averted as the government agreed
to provide fuel to the CEB at duty exempted prices. The
CEB further benefited as it was allowed to pass the GST
to the consumers without adjusting the tariff for turnover tax
which had been paid by the CEB. Primarily due to the
reasons mentioned above, the average cost of producing a
unit of electricity dropped substantially from Rs.4.50 in 1997
to Rs.3.50 in 1998. However, this type of implicit and non-
transparent tariff changes will not bring a lasting solution to
the existing weaknesses in the CEB tariff system. An explicit
strategy, based on the cconomic cost of power generation,
transmission and distribution, is needed to rationalise the
tariff structure of the CEB.

Total electricity consumption of the country increased
by about 12 per cent to 4,509 GWh. in 1998, mainly due
to the expansion of the consumer base. Electricity sales to
the domestic sector rose by about 13 per cent to 1,368
GWh., while the domestic sector consumer network,
including those of Lanka Electricity Company Ltd. (LECO)
also increased by 10 per cent to 2,053,833 during the year.
(Of the total electricity sales, about 16 per cent was sold
through LECO). This increase in the domestic consumer
network was attributed mainly to the rapid expansion of rural
clectrification projects in recent years. The proportion of
houses with electricity increased to about 52 per cent of the
total houses in 1998. However, a recent survey by the CEB
reveals that only about 36 per cent of the rural houses have
electricity, compared to 95 per cent in the urban areas. While
the rural electrification programmes are costly, there is an
indirect benefit to society due to the increased availability
of power. The cost could be reduced by developing
renewable energy sources and thermal power sources at
regional level, thereby reducing transmission and distribution
losses. Meanwhile, electricity sales to the industrial sector,
exclusive of self-generation, rose by about 13 per cent to
1,786 GWh., of which 174 GWh. was sold by LECO. The
industrial consumer network, inclusive of those under LECO,
grew by 5 per cent to 28,006 during the year under review.
Electricity sales by the CEB to the general purpose category
expanded by 10 per cent to 757 GWh., while sales by LECO
to this category rose by 15 per cent to 118 GWh. The total
general purpose consumer network expanded by 7 per cent
to 252,016, of which 32,750 were under LECO.
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Investment in the electricity sector increased sharply by
about 58 per cent to Rs.14,873 million during the year under
consideration. The total capital expenditure was financed by
foreign sources (Rs.6,029 million), government funds
(Rs.1,000 million), funds generated internally by the CEB
(Rs.6,044 million) and from consumer contributions
(Rs.1,800 million). Construction work for a number of power
projects was in progress during 1998. The 40 MW. second
extension to the Sapugaskanda diesel power station was in
progress in 1998 and is expected to be completed by end
1999. The preliminary work relating to the construction of
access roads etc. of the proposed Kukule Ganga Hydro
Power Plant (70 MW) commenced in 1997 with OECF
assistance and continued in 1998. The main construction
work of the project is scheduled to be started by early 1999.
The estimated cost of the project is Rs.13,000 million.
Meanwhile, the wet blanket remedial works against the right

bank leakage of the Samanalawewa hydro reservoir
commenced in March 1998 and Phase I was completed in
October 1998. As a result, the leakage of 2.8 cubic meters
per second (cumecs) was reduced to 2.2 cumecs and down-
stream ground water pressure was also reduced. The total
estimated cost of the wet blanketing is Rs.1,428 million, of
which Rs.768 million was spent in 1998. Phase II is to
commence after assessing the success of Phase L.

The construction work of the OECF funded 150 MW
Kelanitissa Combined Cycle Power Plant has also been
initiated and this is to be completed by the end of the year
2000. The environmental clearance for the Upper Kotmale
Hydro Power Project has now been granted by the Secretary
to the Ministry of Forestry and Environment. However, a
court case has been filed by a non-governmental organisation
against this decision and the court decision is awaited. The
Technical and Environmental Impact Assessment of the
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proposed West Coast Coal Power Plant was carried out
during 1998 and the Environmental [mpact Assessment
report has been submitted for approval.

The third rural electrification project, which commenced
in 1997 with ADB assistance, continued in 1998, The project
has been designed to provide electricity to at least 110,000
new consumers in rural areas by the end of year 2000. The
total cost of the project is Rs.3,051 million. About 52 per
cent of the work had been completed by end 1998.

Work on several private sector power projects, was
being implemented in 1998. A 10 MW diesel power plant
was installed in KKS on a BOO basis by Kool Air Ventures
(Pvt.) Ltd. towards end 1998. Negotiations are being
conducted to set up a 40 MW diesel power plant at the
regional level at Anuradhapura/Matara/Matugama. A Letter
of Intent (LOI) was signed between the relevant parties to
build a new Combined Cycle Power Plant of 165 MW on
a BOOT basis at Kelanitissa. The major shareholder of this
project is the USA based AES Corporation. Negotiations
were concluded in respect of setting up a 60 MW Barge
Mounted Power Plant at Colombo on a BOO basis at an
estimated cost of Rs.3,500 million. The power generation is
expected to commence by the middle of 2000. In addition,
construction work on another 4 micro hydro projects with a
total capacity of 4.03 MW and one Waste Heat Power Plant
by Haycarb Ltd. (0.390 MW) had been completed during
1998. Proposals were being evaluated in respect of 5 other
mini-hydro projects with a capacity of 27.7 MW. The Power
Purchasing Agreement (PPA) between the CEB and the
developers of the Delgoda mini-hydro power plant (2.5 MW)
was signed during the year, while two other PPA (11.3 MW)
were under negotiations.

Petroleum

The (otal petroleum consumption in the country accounts for
about 32 per cent of the total primary energy consumption
in Sri Lanka. The demand for petroleum products has been
increasing at an average rate of 12 per cent per annum over
the last 5 years. The growth of demand for diesel and
furnace oil has been relatively higher owing to the recent
expansion of thermal power plants and expansion in the
transport sector.

Crude oil imports during 1998 increased by 12 per cent
to 2 million metric tons as the refinery was fully operational
throughout the year. As a result, refined product imports
dropped by 36 per cent during the year. The value of
petroleum imports during 1998 dropped sharply by 36 per
cent to US dollars 345 million primarily due to lower crude
oil prices in the world market. The average price of crude
oil dropped to US dollars [3.63/barrel in 1998 from US
dollars 19.42/barrel in 1997. The price of crude oil as at end
1998 was US dollars 10.97 per barrel.

Although crude oil prices dropped considerably, there
was no corresponding reduction in the local prices of

petroleum products. As a result, the profit margins of the
CPC on all its products expanded. Super petrol was selling
at 60 per cent higher than the cost of production including
taxes. In the case of diesel and furnace oil, the selling prices
were higher by 24 per cent and 19 per cent, respectively.
Meanwhile, despite the sharp drop in international prices, gas
prices also remained unchanged. However, the total profit
accruing to the CPC eroded to some extent due to the
depreciation of the rupee against the US dollar by 9.6 per
cent during the year. In addition, the government absorbed
part of this profit by imposing special levies on the CPC
and increasing the duty on petroleum imports from 235 per
cent to 30 per cent with effect from November 1998. The
CPC also used a part of its profits to reduce its liabilities.
According to provisional data, the CPC has posted a before
tax net profit of Rs.6.6 billion against a Rs.407 million profit
in 1997 and a Rs.3,657 million loss in 1996. In the context
of the increased resource needs of the government, a
downward revision of the prices of petroleum products was
not made in 1998, even though world petroleum prices
declined significantly.

The local sales of petroleum products rose by 5 per cent
to 2.4 million metric tons during 1998. The increase was
clearly seen in furnace oil sales, which grew by 48 per cent,
primarily due to the heavy demand from the new thermal
power plants. This led the CPC to restrict supplies of furnace
oil for bunkering services. As a result, Lanka Marine
Services Ltd. (LMS) could not meet the entire demand for
furnace oil by ships calling at the Port of Colombo for
bunkering, thus losing earnings of foreign exchange. Sales
of furnace oil for bunkering services dropped by 15 per cent
to 189, 000 metric tons and earnings dropped by 33 per cent
to US dollars 16 million. Ships calling at the Port of
Colombo for bunkering services have been decreasing owing
to relatively higher prices charged for bunkering services at
the Port of Colombo. The average price of fuel oil at
Colombo was US doilars 86 per metric ton in 1998. At
present, LMS, which is a subsidiary of the CPC, has a
monopoly for the supply of bunker fuel. In view of the
relatively higher fuel prices and insufficient supplies, there
is a strong demand by shipping lines to liberalise bunker
supplies at the Port of Colombo. In any event, it should be
noted that a consistent policy should be adopted for
providing bunker fuel at a competitive price to attract more
ships for bunkering, as this would help many other economic
activities.

Meanwhile, super petrol sales increased by about 5 per
cent compared with a 2 per cent drop in the previous year,
basically due to an increase in the number of petrol driven
motor vehicles. However, auto diesel sales dropped by about
9 per cent to 1.2 million metric tons during the year on
account of lower demand from the diesel thermal power
projects, particularly from hired thermal power projects. The
demand for diesel for thermal power generation dropped by
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64 per cent to 110,201 metric tons, while that for
t_rgngrr\r)rtgfion activiiee roce hy i1 ner cenf fo 1,042 100
metric tons. Kerosene sales rose by 4 per cent. In the
meantime, Avtur (aviation turbine oil) sales increased by 7
per cent despite the fact that thesc prices are the highest in
the region. Setting of fuel prices at competitive levels is a
pre-requisite if Sri Lanka intends to emerge as a hub air
transit port in the region. The consumption of Liquefied
Petroleum (I.P) gas grew by 19 per cent to 117,269 metric
tons during 1998. LP gas imports rose by 13 per cent to
97,905 metric tons, while purchases from the CPC increased
by 24 per cent to 17,221 metric tons. LP gas sales to the
domestic sector, at 86,090 metric tons, reflected a growth of
L6 per cent over the previous year mainly due to the
expansion in the LP gas usage in houscholds. Industrial gas
sales increased by 28 per cent to 31,179 metric tons during
1998. Conversion of petrol driven vehicles to LP gas is also
partly responsible for the increase in the demand for LP gas.
According to rough estimates, there are some 5,000 vehicles
converted by reputed companies so far to run on LP gas and
the number is on the increase. Therefore, it is now necessary
to introduce regulations and procedures in order to monitor
this industry and to ensure the safety standards of these
conversions.

The CPC implemented several projects to upgrade its
storage facilities and distribution network. Under the project
for emergency rehabilitation of petroleum facilities,
rehabilitation of the damaged tanks at Orugodawatte and
Kolonnawa and construction of a new distribution facility at
Sapugaskanda commenced in early 1998 with ADB
assistance. Rechabilitation of 3 tanks at Orugodawatte and 6
tanks at Kolonnawa are scheduled to be completed by mid-
1999, The Sapugaskanda new distribution facility will be
completed lowards the end of 1999. The total cost of the
project has been estimated at Rs.3,048 million. The CPC has
initiated a project for the improvement of regional storage
facilities with its own funds at a cost of Rs.55 million. A
project to develop an aviation fuelling facility at Katunayake
also commenced in 1998. The total cost of the project has
been estimated at Rs.462 million. 1t has also been planned
to rehabilitate the existing product transfer pipelines from the
Colombo Port to the Kolonnawa terminal at a cost of Rs.150
million.

5.6 Transportation

Transport Network

Transportation by land, sea and air constitutes a vital part
of the economic infrastructure. The provision of
transportation in Sri Lanka is still mainly dominated by the
public sector, although private sector participation has been
increasing in recent years, especially in bus transportation.
The transport sector in 1998 indicated a moderate
improvement, although some sub-sectors reflected setbacks.

The benefits of clustering Peoplised Bus Companies into
Regional Transport Companies (RTCs) in 1997 and the
recent initiatives by Sri Lanka Railways (SLR) towards a
dedicated passenger service are yet to be realised.

About 90 per cent of the demand for transportation in
Sri Lanka is met by using the islandwide road network of
nearly 100,000 kms. The Road Development Authority
(RDA) is responsible for the maintenance and development
of A and B class national highways, which account for
11,285 kms. Approximately another 15,000 kms of roads,
categorised as C and D class roads, are under the purview
of Provincial Councils (PCs). The remaining roads, which
comprise local roads, estate roads and agricultural roads, are
under the local governments and other public and private
institutions including plantation companies, the Mahaweli
Authority, the Irrigation Department and the Wild Life
Department.

The bus fleet of the RTCs stood at 7,942 at end 1998.
This indicated a marginal decrease of one per cent, mainly
due to the sale of a number of buses, which were not in
operational condition. The number of private buses engaged
in passenger transportation in 1998 was nearly 14,000. The
number of motor cars registered at the Department of Motor
Traffic (DMT) since 1980 was 300,532, while the number
of motor cycles amounted to 711,617. The registered number
of gouds transport vehicles during the same period amounted
to 106,438, reflecting its significant contribution towards the
goods transportation service. The total number of three
wheelers so far registered at the DMT amounted to 75,666.
These vehicles have become an important mode of
transportation in both urban and rural areas. The total
number of vehicles including motor cycles and three
wheelers, registered since 1980, was 1,267,496 as at end
1998. The rolling stock position of the SLR comprised 65
locomotives, 26 power sets, 1,262 carriages and 2,575
wagons. The rail network remained unchanged at 1,463 kmns.
Air Lanka, the national carrier, continued its operations to
29 destinations in 21 countries. This covers the geographical
areas of the Indian sub continent, the Far East, Europe and
the Middle East. With regard to sea transportation, Sri Lanka
mainly acts as a facilitator by operating several sea ports
rather than entering into the competitive shipping industry.
The Sri Lanka Ports Authority (SLPA) is the apex institution
in this sector and operates 4 major ports in Colombo,
Trincomalee, Galle and Kankasanturai. The Ceylon Shipping
Corporation and several private sector shipping companies
provide limited shipping services in the country.

Road Development

The RDA was responsible for the development and
maintenance of national highways, which stood at 11,285
kms. in 1998. A total of 138 kms. was added to the national
highways during the year. In addition, 4,200 bridges were
also maintained by the RDA. The total expenditure on roads
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increased by 3 per cent to Rs. 5,783 million in 1998. Of
the total expenditure, 57 per cent was allocated to
rehabilitation and improvement of roads, bridges and
culverts, while 38 per cent was allocated for construction,
additions and improvements of the roads. Meanwhile, the
amount allotted to national road maintenance has increased
by 3 per cent to Rs. 265 million.

Although Sri Lanka has relatively a good road coverage
and road density, road maintenance and improvement have
not kept pace with the increasing need for a better road
network due to resource limitations. There are several other
factors, such as the resistance that has to be faced in
acquiring lands for building of new roads or widening the
existing roads, the waste of funds due to the lack of co-
ordination among highway authorities and utility agencies
and financial constraints faced by contractors, that delay the
completion of some projects. At the local and the provincial
levels, the improvement of the road network is long overdue.
As most of the provincial roads are not designed or built
according to accepted engineering standards, the increasing
number of vehicles, particularly heavy vehicles, cause
damage to these roads. Resource constraints have been the
major problem for the rehabilitation of these roads.

Efforts to develop and maintain the national road
network increased considerably in 1998. A number of foreign
funded road development projects were in progress under the
RDA during this year. Almost all of these projects have been
designed with the view to improving the quality of national
highways. The Third Road Rehabilitation Project for the
rehabilitation of 397 kms. of roads and construction of 19
bridges in the Southern, Western and North Western
provinces was in progress with World Bank assistance during
the year. The work on most contracts had been completed.
The Third Road Rehabilitation and Improvement Project with
assistance from the Asian Development Bank (ADB) was
also in progress. Under this project, rehabilitation of a total
of 82 kms. on the Narammala-Giriulla, Kurunegala-Padeniya,
Katugastota-Matale, Wattegama-Matale, Peradeniya-Gampola
and Kandy-Tennekumbura roads is nearing completion. The
Katunayake-Puttalam road is also being rchabilitated/
improved at a cost of Rs. 1,084 million under the same
project. The total value of the work completed under this
project in 1998 was Rs. 753 million. Phase IT of the Sri
Lanka-Japan Friendship Bridge is also being constructed with
assistance from the OECF and is scheduled to be completed
by 2000. Work on the Baseline Road Rehabilitation Project
(Phase I) was in progress, with assistance from the OECF.
Under this project, a dual 3 lane causeway is being
constructed from the Kelanitissa roundabout to the Kanatta
roundabout with a flyover across the main line railway at
Dematagoda and a pedestrian subway at Borella, The work
on the balance section from the Kanatta roundabout to the
High Level Road will commence in 1999. The total cost of
the project has been estimated as Rs. 1,530 million, of which
Rs. 457 million was incurred in 1998.

The rehabilitation/reconstruction of 28 bridges at a cost
of Rs. 600 million with the assistance of the Kuwait Fund
for Arab Economic Development was in progress during
1998. Meanwhile, a project for the procurement of road
construction machinery and equipment has been completed
during the year with assistance from the OECF. In addition,
the fourth ADB Road Improvement Project is also scheduled
to commence in 1999 with a view to improving 345 kms.
of roads and 47 bridges. The Periodic Maintenance
Programme, involving extensive sand sealing and surface
dressing also continued with the assistance of the OECF. The
cumulative kilometerage completed under this project totaled
3,215 kms, of which sand sealing was for 3,104 kms and
double bitumen surface treatment (DBST) was for 111 kms.
The amount spent in 1998 under the project was Rs. 1,179
million.

The construction and improvement of highways and
bridges under the Consolidated Funds Project continued with
a provision of Rs. 1,658 million for the execution of work
on a provincial basis. Under this, the work on the Marine
Drive along the western coast line was in progress at a total
estimated cost of Rs. 72 million. The Duplication Road
extension was also under construction and the total estimated
cost for this project is Rs. 52 million. In addition, the work
on 50 bridges has been completed and these were opened
during the Independence celebrations. The construction work
of the Kelanisiti Bridge over the Kelani river was in progress
at a cost of Rs. 110 million. Meanwhile, the construction of
a flyover across the main railway line at Ragama at an
estimated cost of Rs. 200 million was nearing completion.
For the first time in Sri Lanka, a pedestrian subway was
constructed in Kandy during 1998 at a cost of Rs. 24
million. More subways of this type are to be built in other
arecas in the country, based on the necessity for safe
movement of pedestrians and to reduce congestion.

Several decisive measures have been taken to cope with
the emerging demand for fast and reliable roadways in the
country. Accordingly, the construction of three expressways
is proposed. The Colombo-Katunayake expressway, which is
designed as a 4 lane dual carriage expressway, will
commence in 1999 at a cost of Rs. 6.5 billion. The final
report of the feasibility study for the Matara-Colombo
expressway is being finalised and the detailed engineering
designs will commence in March 1999. With regard to the
Colombo-Kandy expressway, a pre-feasibility study is
scheduled to be carried out in 1999.

Passenger Transport

For the development of the passenger transport system, the
focus in 1998 was on increasing the number of buses,
streamlining of bus and rail services and providing necessary
support by way of financial as well as infrastructure
development. The lack of attention to commercial viability
has been one of the major inefficiencies in the passenger
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transport sector. The provision of 500 imported 32 seat buses
{or augmenung bus services, particuiariy i tual areas, and
the distribution of 500 engine kits for RTCs to repair their
buses were the major changes made in 1998. Although the
performance was not as satisfactory as expected, the
restructuring of Peoplised Bus Companies into Cluster Bus
Companies has also provided a strong base for future
development. The SLR was also strengthened somewhat
during the year, so as to provide a better rail transport
service, in spite of current difficulties.

Bus Transport

The demand for bus transportation has been increasing over
the years. About 6,340 buses are required to provide a
satisfactory service by the RTCs. However, the average
number of buses operated by the RTCs was only 4,325 in
1998. The operated kilometerage of the RTCs decreased by

6 per cent to 313 million kms. in 1998. The passenger
Kiluticiciage alsu doticased by 8 per ceni w 17,710 Rins.
The total revenue of the RTCs dropped by 3 per cent to
Rs.4,742 million. The RTCs received a subsidy of Rs. 435
million from the government on account of operations on
non-remunerative bus routes and for the issuance of season
tickets at subsidised rates to school children. The total
expenditure of RTCs also decreased by 2 per cent to Rs.
6,362 million in 1998.

A number of steps are being taken under the
restructuring programme of bus transportation by the public
sector with a view to providing an efficient service. A
Voluntary Retirement Scheme (VRS) has been introduced in
the Sri Lanka Central Transport Board (SLCTB) to retrench
approximately 1,500 employees, for which the required funds
have been made available through a supplementary estimate
of Rs. 800 million. A Central Monitoring Unit (CMU) is to

TABLE 5.6
Salient Features of the Transport Sector

Percentage Change

Item Unit
1996 1997 1998 (a) 1997 1998 (a)
1. New Registration of Motor Vehicles
Buses Nos. 1,364 1,999 3,190 46.6 "~ BY9.6
Private Cars " 17,671 31,338 41,151 77.3 3.3
Dual Purpose Vehicles “ 14,250 16,293 18,455 14.3 13.3
Motor Cycles o 31,955 36,755 42,089 15.0 14.5
Goods Transport Vehicles " 5,660 5,561 8,703 -1.7 56.5
Land Vehicles " 8,340 7.652 8,405 -B2 9.8
Private Coaches " 115 60 158 -47.8 163.3
Others G 65 16 62 47.8 163.3
2, Sri Lanka Railways (SLR)
Operated Kilometers '000 7,705 7,787 B.4B7 1.1 BT
Passenger Kilometers Mn. 3,241 3,290 3,538 1.5 7.5
Freight ton Kilometers Mn. 107 96 102 -10.3 6.3
Total Revenue Rs.Mn. 938 1,030 1,190 9.8 15.5
Current Expenditure ai 1,826 1,742 2,256 -4.6 29.5
Operating Loss = 887 712 1,068 -19.7 49.7
Capital Expenditure - 4,624 4,187 3,457 -9.5 174
3. Regional Bus Companies
Operated Kilometers Mn. 348 332 313 -4.6 5.7
Passenger Kilometers " 20,259 19,154 17.716 -5.5 7.5
Total Revenue Rs.Mn. 5,170 4,892 4,742 -54 -3.1
Operational Expenditure - 6,012 6,467 6,362 7.6 -1.6
Operating Loss - 842 1,575 1,620 87.1 29
4. Air Lanka
Hours Flown Hrs. 29,899 31,045 24,118(b) 3.8 n.a.
Passenger Kilometers Flown Mn, 3,809 4,264 3,056(b) 11.9 n.a:
Passenger Load % 69.9 75.9 89.7(b) 8.6 n.a.
Weight Load % 63.1 68.6 62.1(h) 8.7 na.
Freight MT. 25,128 36,959 27.743(b) 471 n.a.
Employment No. 5,089 4,793 4,782(b) -5.8 na.
(a) Provisional. Sources : Department of Motor Traffic
(b) Up to September Sri Lanka Railways
Sri Lanka Transport Board
National Transport Commission
Department of Civil Aviation
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be set up with selected officers who remain with the SLCTB.
The affiliated institutions of the SLCTB will also be
restructured. Accordingly, the Ceylon German Technical
Training Institute and the Driver Training Schools will be
allowed to function independently under the Ministry of
Transport and Highways.

A significant development in the private sector
passenger bus service was seen in 1998. In the provinces, a
total of 11,242 buses were in operation (except in the
Northern and Eastern Provinces) as at end 1998. This
indicated an increase of 19 per cent, as compared to 1997.
The total seating capacity of these private buses also
increased significantly by 29 per cent in 1998. The total
number of permits issued by the Provincial Councils
increased by 17 per cent. The number of routes allocated to
the private sector at provincial level increased to 1,446 in
1998 from 1,335 in 1997. However, the number of bus
owners has increased significantly from 9,432 in 1997 to
10,922 in 1998, reversing the trend of gradual transformation
of the single owners to fleet owners observed in the previous
year. This could have an adverse impact on cost
effectiveness as well as on the monitoring of the private bus
industry. The number of direct employment opportunities in
this sector at provincial level has been estimated as around
27,000 in 1998. Meanwhile, the total number of new
registrations of passenger transport buses at the DMT by
RTCs and private operators increased by 60 per cent to
3,190 in 1998.

The National Transport Commission (NTC), which
advises the government on the national policy on omnibus
passenger transportation, implemented several programmes in
order to improve the present bus service in the country. Steps
have been taken by the NTC with the help of provincial
authorities to operate buses on common schedules for private
operators and the RTCs, using common terminals. The work
on phasing out the existing low roof buses was also in
progress. The NTC continued its islandwide programme to
train private bus crews in collaboration with the SLCTB
Driver Training Schools and with assistance from the World
Bank. As at end 1998, a total of 6,266 drivers and 8,529
conductors had been trained under this programme. In
addition, another 10,000 bus crews attached to the RTCs will
also be trained. The main objective of this programme has
been to enhance productivity, improve service and enhance
road discipline in passenger transportation. A programme for
educating bus owners has been successfully completed in the
Southern Province. Provision of private bus accident relief,
issuance of permits to inter-provincial and intra-provincial
buses and provision of financial support for rural bus
services (Rs. 212 million) are among the other activities
carried out by the NTC during 1998. The NTC has also
proposed the setting up of a Central Bus Information System
on countrywide bus operations, with the assistance of the
World Bank.

The Road Safety Secretariat (RSS), ‘Wwhich was opened
in 1998 and is funded by the Asian Development Bank
(ADB), is engaged in regulating and managing the flow of
traffic on highways. Under the directions of the RSS, a
number of traffic lights were installed at various places in
and around Colombo during 1998. The cost of traffic lights
has been reduced by about 80 per cent as a result of the
local production of traffic lights by the Road Construction
and Development Company (RCDC) and the University of
Moratuwa as a joint project.

A committee appointed to formulate a National Bus
Transport Policy for Sri Lanka has recommended that the
share of the state sector bus service be increased from the
present 50 per cent to at least 60 per cent in order to provide
a better service at a reasonable cost. This is expected to
provide an efficient, user-friendly transport network by
optimising the use of available resources. The need for
setting up private bus companies with a minimum fleet of
50 buses, with a view to improving the productivity and to
ease the monitoring procedures has also been emphasised.
However, the main problem in the bus (as well as railway)
transportation system has been the control of bus fares at
non-remunerative level. This has hindered the development
of the sector through private participation. Without
addressing this basic issue, increasing the size of the public
sector in bus transportation will be a reversal of policies.

Among the current developments in the road transport
sector, it is evident that the use of private vehicles for
transportation is on the increase, mainly due to the prevailing
deficiencies in the public transport system. This trend has
led to heavy congestion in city centres, particularly during
peak hours. As a part of this trend, the number of vehicles,
such as school vans, motor cycles and three wheelers in city
centres is rapidly increasing. Although this trend has a
positive impact on the economy through increasing economic
activities and providing employment, the regulatory network
has not been sufficiently developed to prevent unnecessary
road congestion, and more importantly, to ensure the safety
of passengers travelling by these vehicles. On the other hand,
the usage of road surface by other vehicles is more than 60
per cent, while the passenger transportation buses use only
a very low percentage of the road surface though their effect
is much more significant to the economy. Meanwhile,
employee transportation by the private sector and public
sector commercial organisations has been encouraged by
giving fiscal incentives. The expenditure incurred by these
institutions on purchasing buses is exempted from income
tax. In'addition, these institutions are allowed to import buses
and coaches free of customs duty. The local companies
engaged in the bus assembling industry are also allowed duty
free imports of parts and equipment. It is expected that these
policies would result in decreasing the demand pressure for
passenger transportation, especially during peak hours. In
addition, the duty concession has been further extended to
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the importation of buses with over 40-seat capacity by
nrivate sector hue nperafors

Although the Public Transport Fare Committee
recommended an adequate fare increase in 1996, the
government allowed only 15 per cent and 20 per cent fare
increases for bus and rail transport, respectively, with effect
from July and March 1996. This increase has now been
more than eroded by rising costs due to sharp increases in
the prices of spare parts, increases in wages and due (o the
Goods and Services Tax (GST) introduced in April 1998.
Lower profit margins in the industry have resulted in not
only a deterioration of the quality of the service but also
discouraged new investments in the bus industry. The
continuation of the present fare structure would certainly be
a burden to the government in time to come via subsidies
to the public sector bus companies. The additional expenses
arising from the wage increase of Rs. 1,000 given to the
employees of RTCs with effect from January 1999 will also
have to be borne by the government with increased
budgetary allocations. There is a compelling need o increase
the passenger fares by a reasonable amount, provided the
additional income is satisfactorily used to provide a better
quality and more reliable bus service (o the public.

Rail Transport

During the ycar under review, the SLR showed slight
improvements in several areas of its operations although it
continued to suffer from chronic problems such as
insufficient rolling stock and decaying rail infrastructure.
Accordingly, the operated kilometerage of the SLR increased
by 9 per cent reaching 8.5 million kms. The passenger
kilometerage of the SLR also increased by 8 per cent to
3,538 million while the number of passengers carried
increased marginally by one per cent to 87.4 million. The
operated freight kilometerage indicated an increase of 6 per
cent to 102 million ton kms., while the volume of goods
carried increased by 4 per cent to 1.2 million metric tons
in 1998.

Despite the improvements in the scale of operations of
the SLR during 1998, it continued to experience hardships.
The problems faced by the SLR are manifold. The weak
track, which has resulted in frequent derailments and
enforcement of a number of speed limits, poor performance
of the rolling stock, an obsolete centralised traffic control and
communication system and inappropriate technical
specifications etc. can be identified as major problems of a
technical nature. Poor worker productivity is one of the
major internal social problems, while the unsettied security
situation in the Northern and Eastern Provinces is a major
external social problem faced by the SLR. These problems
are compounded by the unrealistically low rail fares, which
are by no means near a cash recovery charge. It is
unfortunate that a proposal for raising rail fares in the 1999
Budget had to be withdrawn at the last stage.

In order to cope with this situation, several steps have
heen taken, especially in the areas of improving the quality
of the service, strengthening the rolling stock and developing
the infrastructure of the SLR. Accordingly, the train service
on the main line (up country) was rescheduled by
introducing two new trains especially for the convenience of
school children who travel by train between Polgahawela/
Kandy and Nawalapitiya/Galaboda. The introduction of the
express train between Colombo Fort and Gampaha in the
Colombo Suburban Zone helped to ease the evening office
train congestion. A new inter-city train was introduced
between Galle and Colombo Fort. A day train service
operated on the Trincomalee line and the Baticaloa line
terminated at Polonnaruwa due to securily reasons. Five new
sub-stations were opened for train services during 1998. In
addition, steps werc taken to provide new stations in
Kattuwa, Poonawa, Agbopura, Thismalpura and Pinnawala.
Meanwhile, the operation of trains on schedule was improved
as 60 per cent of trains arrived at their destination on time.
The scheduled operations were further improved in the
Colombo suburban areas, where up to 75 per cent of trains
arrived at their destinations on time. The cancellation of
trains accounted for only 5 per cent of total scheduled train
journeys during 1998. Regular discussions with Travellers’
Associations helped to rearrange the train time tables
according to the requirements of passengers.

The SLR continued its efforts to ensure the availability
of rolling stock for the regular services. Accordingly, two
new Indian locomotives were added to the existing flect at
a cost of Rs.180 million, while an M5 type locomotive,
remaining in the re-engining programme was released for
service in 1998. An M2 type locomotive, which was stranded
in Kankasanturai for nearly 10 years, was brought to
Colombo and added to the fleet for normal service after
repairs. Four W3 class locomotives were also added to the
service after rehabilitation under assistance from the OECF.
In addition, a tender was awarded to deliver 10 Broad Gauge
locomotives by mid 2000. Approval for the procurement of
15 Diesel Multiple Units of which 6 units will be supplied
in 1999, was obtained. This will strengthen the power set
fleet. Phase I of the project designed to upgrade the Electric
Locomotive Shed at Maligawatta, which will increase the
quality of repairs, was completed in 1998.

With a view to improving the condition of the rail
track and constructing additional railway lines, the SLR
initiated a number of programmes during the year. The Track
Rehabilitation Project was continued during 1998 with OECF
assistance. In addition, a track length of 40 kms. was also
rehabilitated using local funds. The construction of the
Polgahawela to Rambukkana duplication track was completed
and construction of another duplication track from Panadura
to Aluthgama commenced and was concluded during the
yecar. The work on a double line from Ragama to Negombo
also commenced during the year. The installation of new
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Colour Light Signaling Systems along the coastline was also
in progress. Steps are being taken for the electrification of
the suburban railway network and a Cabinet memorandum
has already been submitted in this connection.

As far as the financial position of the SLR is
concerned, the total revenue of Rs.1,113 million in 1998
showed an increase of 8 per cent over the previous year,
mainly owing to the sharp increases in revenue from goods
transportation and other sources, which accounts for 20 per
cent and 27 per cent, respectively. Current expenditure
increased significantly by 16 per cent to Rs. 2,030 million
due to a 26 per cent increase in maintenance expenditure and
a 2 per cent increase in expenditure on salaries. Meanwhile,
capital expenditure of Rs.3,504 million indicated a significant
drop of 22 per cent compared with 1997, resulting in a drop
of 11 per cent in the total expenditure. Consequently, the
operational loss of the SLR increased by 29 per cent to Rs.
917 million. As such, the efficient usage of existing
resources, as well as a reasonable passenger fare increase is
required to minimise the loses incurred by the SLR.

The SLR intends to take several steps in order to
improve the rail transportation service. Accordingly, the
access to the railway track by freight customers jointly with
the SLR under an Open Access Policy to operate freight
services will be allowed. The main objective of this policy
is to increase the utilisation of the presently under-utilised
railway track enabling the SLR to earn an additional income
through commercialisation of goods transportation. The
Strategic Business Unit has made considerable progress on
implementing this policy during 1998. In addition, the
National Development Council (NDC) has proposed a
management restructuring of the SLR in order to increase
the efficiency further. This proposal is to be implemented
early by providing a certain degree of management autonomy
to the SLR through a Railway Management Council (RMC),
while a new concept of setting up of Performance Centers
will also be initiated.

Civil Aviation

The Department of Civil Aviation (DCA), as the apex
institution in the civil aviation sector of the country, is
primarily responsible for ensuring the international safety
standards for civil air transportation and operational standards
to meet the global industry requirements. The functions of
the DCA include work relating to negotiation of bilateral air
services agreements and air traffic rights, civil aircraft
registration and issuance of airworthiness certificates for civil
aircrafts, investigation of air craft accidents, licensing of
crew, ground engineering and other operational personnel and
air traffic control personnel as well as aerodromes and air
services operators. In Sri Lanka, there are 12 domestic
airports in addition to the Bandaranaike International Airport
(BIA) which functions as Sri Lankas’ gateway to the outside
world. Most of the domestic airports are sparsely used, for

civil flights, while some are mainly used for military
purposes. Several private air transport companies who operate
aircrafts, primarily under lease arrangements, also use some
of these airports in their limited operations.

Ownership of the national airline, Air Lanka Limited,
was diversified in 1998 by transferring 26 per cent of its
shares to the Emirates Air Lines (EAL) for US dollars 43
million. The management of the Air Lanka was also vested
with the EAL. After the diversification and under the new
management, the Air Lanka worked out a massive capital
investment programme under which it is to purchase 6 new
Airbuses, orders for which have already been placed. In
addition, scheduled flights have also been rationalised in
order that the benefits to Air Lanka will be maximized. The
flown killometerage of the Air Lanka increased by 6 per
cent, reaching 22,925,000 kms. in 1998, The freight tons
carried at BIA indicated an increase of 4 per cent as
compared with 1997. The total revenue of the Air Lanka
amounted to Rs. 17,608 million. As the operating expenditure
amounted to Rs.14,640 million, the after tax net profit of
the Air Lanka amounted to Rs.1,642 million.

Although the air passenger transportation sector showed
some improvements with the recent diversification of Air
Lanka, the civil aviation sector as a whole has not been
developed to its potential level to derive the maximum
possible benefit to the country. Hence, the International Civil
Aviation Organisation (ICAQ) has been called upon to audit
safety capabilities and to make recommendations towards
restructuring the DCA. An action plan has also been
prepared by the ICAO and implementation of the proposals
in the plan is in progress. The DCA is to be transformed
into the Civil Aviation Authority of Sri Lanka (CAASL),
which is expected to operate as an autonomous body
managed by a board.

The overall performance of the air transportation sector
has been stagnating for years basically due to the absence
of a committed effort and the inability to adjust suitably to
the rapid changes that are taking place in the world. As far
as passenger transportation is concerned, only the national
carrier has shown some improvements in recent years.
Although private operators are willing to provide expanded
domestic air transport services, and have already invested a
large amount of money, security reasons and the absence of
a clear and consistent civil aviation policy have adversely
affected their performance. However, there is a considerable
potential for developing the aviation sector as a commercially
viable industry, in addition to the present achievements
which have been mainly concentrated on travel and tourism.
Sri Lanka has every possibility of emerging as a hub airport
in the region for passenger and freight transit, as well as for
other air transportation related services. Setting up an
international aviation maintenance facility within the country,
development of aviation related manufacturing industries,
promotion of aviation related service industries and air
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freight services are some of the major potential areas that
will be beneficial to the industry as well as to the country.
As for infrastructurc services, the BOO/BOT system could
be adopted to attract the required funds locally and
internationally to develop the infrastructure needed for the
development of this sector.

Port Services

The Port of Colombo has now been ranked among the first
26 container handling ports in the world, in terms of
container throughput. The port presently operates at its
maximum designed capacity of 1.7 million Twenty Foot
Equivalent Container Units (TEUs) per annum. The strategic
location of Colombo in close proximity to international
shipping lanes and emerging markets in the South Asian
region enabled the Port of Colombo to achieve this position
within a relatively short period of 18 years, since the
commencement of containerisation of the Port of Colombo.
However, the rapid growth in cargo handling during recent
years apparently came to a halt in 1998 owing mainly to

capacity limitations, the impact of the East Asian financial
crisis, reduced operational efficiency and more importantly,
due to heavy competition for transhipment cargo from other
ports in the region. As the Port of Colombo is highly
dependent on transhipment cargo (about 75 per cent of the
total cargo handling is transhipment cargo) any development
in the outside world has a significant impact on its
operations. There are a number of new ports and terminals
being constructed in the region and one such new port at
Salalah in Oman has already been opened for cargo handling
since the latter part of 1998. This port at present has a
capacity to handle 900,000 TEUs per annum and 1.9 million
TEUs per annum on completion by the year 2000. Another
new hub terminal at Aden in Yemen is due to be opened
in early 1999. In India, several projects have been initiated
to upgrade port facilities during the next few years. This
includes a new container terminal called Nhava Sehva with
a capacity of 500,000 TEUs per annum at the Jawaharlal
Nehru Port. The major ports in the Middle East are also
expanding. Singapore is also implementing a programme to

TABLE 5.7
Performance of the Port Services

Percentage Change

Item 1996 1997 1998 (a)
i 1997 1998 (1)

1 Vessels Arrived (No.) 3,857 4,088 4,233 6 4
Colombo 3,467 3,627 3,878 5 7
Galle 84 56 104 -33 86
Trincomalee 306 404 250 32 (38)
2 Total Cargo Handled (MT '000.) 22,722 26,832 26,847 18 0
Colombo 20,885 25,117 24,793 20 (1)
Galle 236 182 402 -23 121
Trincomalee 1,601 1,533 1,652 (4) B
3 Total Container Traffic (TEUs '000) (b)(c} 1,356 1,687 1,714 24 2
4 Transhipment Container (TEUs '000) (d) 980 1,232 1,181 26 (3)
5 Revenue (Rs. Mn.) 9,007 10,974 13,638 22 24
Colombo 8,775 10,731 13.221 22 23
Galle 81 81 218 0 170
Trincomalee 151 162 199 8 23
6 Expenditure (Rs. Mn.) 6,551 8,194 8,500 25 5
Colombo 6,188 7,807 8,163 26 5
Galle 150 152 186 2 22
Trincomalee 213 235 241 10 3
7 Net Profit before Tax (Rs.Mn.) 2,456 2,780 5,048 13 B2
Colombo 2,587 2,924 5,069 13 73
Galle -69 -72 32 4 -145
Trincomalee -62 -73 -42 17 =42
8 Employment (No.) 17,476 19,033 18,957 9 0
Colombo 15,589 17,101 17,181 10 0
Galle 841 831 759 -1 (9)
Trincomalee 1,046 1,101 1,017 5 (8)

9 Productivity Indicators (Main Vessels)
Gantry Moves per Hour (Gross) 14 16 16 14 0
Gantry Moves per Hour (Net) 15 17 18 13 6

(a) Provisional

(b) Containers are handled only in the Pert of Colombo
(c) TEUs = Twenty-foot Equivalent Container Units

(d) Exclusive of Re-stowing

Source: Sri Lanka Ports Authority
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expand its capacity substantially. This scenario illustrates that
the container handling capacity in the region is growing
faster than the rate of growth of transhipment cargo in the
region. Under these circumstances, the Port of Colombo
urgently needs to expand its capacity while improving its
operating efficiency to attract main liners and to continue to
function as the hub port in the region.

The total number of ship arrivals at the ports of
Colombo, Galle and Trincomalee increased by 4 per cent to
4,233 during 1998. The cargo ship arrivals at the Port of
Colombo increased by 7 per cent, while ship arrivals for
repairs, bunkering and other services dropped by 20 per cent
to 74. Ships arrivals at the Port of Colombo for other
services, particularly for bunkering services, have been
consistently decreasing over the past few years, mainly due
to the relatively higher fuel prices and limited fuel supply
at Colombo. Meanwhile, the total cargo handled at the Port
of Colombo dropped marginally during 1998, in contrast to
a 20 per cent rise in 1997. Container handling in 1998 rose
only by 2 per cent to 1,714,000 TEUs, when compared with
a 24 per cent increase in 1997. The transhipment container
handling dropped by 3 per cent to 1,191,000 TEUs, in
comparison to a 26 per cent growth in 1997. However,
domestic container handling increased by about 15 per cent
to 478,698 TEUs owing to expansion in foreign trade.
Meanwhile, the performances at the ports of Galle and
Trincomalee improved satisfactorily during 1998. The cargo
handling at the Port of Galle increased over two fold, while
at Trincomalee it rose by 8 per cent.

There were several factors contributing to the decline
in the transhipment container handling at the Port of
Colombo during 1998. First, the merger of several main
shipping lines such as New World Alliance, and the purchase
of APL by NOL resulted in a loss of nearly 100,000 TEUs
to the Port of Colombo in 1998. Second, with the opening
of the Port of Mina Raysut at Salalah in Oman, the Sealand/
Maersk Consortium diverted a greater portion of their
transhipment handling from Colombo to Salalah, resulting in
a loss of about 35,000 TEUs. Third, due to an accident, the
Jaye Container Terminal (JCT) 2 terminal had to be closed
for several months and as a result some vessels by-passed
Colombo due to berthing delays. Finally, some alliances
withdrew their services from Colombo due to the
disintegration of these services and berthing delays in the
Port of Colombo. This decline in transhipment handling
partly recovered as several new shipping lines commenced
their services to Colombo. Furthermore, the deployment of
additional equipment at JCT, the opening of a new terminal
and the change of the shift system to work 24 hours a day
were helpful in reducing the turnaround time of ships to
some extent and in preventing further diversion of
transhipment cargo.

The SLPA is implementing several projects aimed at
enhancing the productivity and expanding the port facilities

to meet the future demand for port services. These projects
have been designed mainly to enhance the container handling
capacity of the Port of Colombo in accordance with the
master plan for port development. Most of these projects
are funded by JICA. Construction of an eight-high stacking
empty container yard with the necessary equipment is in
progress with assistance from JICA at a cost of Rs.612
million. In order to enhance the capacity and the productivity
of the JCT, additional equipment is being installed at a cost
of Rs.1,750 million. Phase I of the North Pier development
Project has been completed with the opening of a new
container terminal called the Unity Container Terminal
(UCT) in November 1998. The capacity of the UCT is
100,000 TEUs per annum. Phase II of the project is to
commence shortly to add an additional 100,000 TEUs per
annum. The total cost of the project has been estimated at
Rs.2,375 million, of which Rs.828 million has been spent
for Phase [ of the project.

With a view to developing the Queen Elizabeth Quay
(QEQ) with private sector participation on a BOT basis, the
government entered into a primary project agreement with
the South Asia Gateway Terminals (Pvt.) Ltd. during 1998.
Under the project, the Quay wall will be widened inwards
by 100 meters and 3 container berths will be constructed at
an estimated cost of US dollars 240 million. After
completion of the project, the container handling capacity of
the QEQ will be enhanced to 1 million TEUs per annum
from the present 250,000 TEUs per annum. The construction
work of the project is to commence in 1999 and will be
completed in three stages by 2004. Meanwhile, the SLPA
has invited bids to construct an additional feeder berth at the
Port of Colombo at a cost of Rs.1,200 million. In addition,
steps have also been taken to build a jetiy at the Port of
Galle at a cost of Rs.900 million to serve the needs of the
Southern Province as well as to ease the congestion at the
Port of Colombo by diverting break-bulk cargo ships to
Galle. The construction of a new pier at the Trincomalee
harbour at a cost of Rs.2,000 million has also been planned.

It has been proposed to construct a new South Port of
Colombo outside the QEQ to meet the long-term demand for
port services. According to the tentative plans, this port
would have 11 berths with deeper drafts with capacity to
handle 4 million TEUs per annum. The engineering study
for this project will be undertaken shortly. At the same time,
the government has recognised the need for developing a
new outer harbour at the Port of Galle. It has been proposed
that the breakwater and dredging of the approach channel
and harbour base of the port would be constructed by the
government, while construction of terminals would be carried
out by the private sector on a BOT basis.

The gross revenue of the SLPA during 1998 increased
by 24 per cent to Rs.13,638 million mainly due to an
increase in port tariff towards the end of 1997 and an
increase in other income. Total expenditure at Rs.8,590
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million, reflected an increase of 5 per cent. As a result, the
MY ™A 1 ~, ~mn o N0 11t r 1N0N0
LI A pUbLCU d glUbb lJlUllL Ul IWDGJ,UH0  LHILLNULL UL 1T 70,

as compared with Rs. 2,780 million in 1998.

5.7 Irrigation and Settlement Schemes

The main activities of the Mahaweli Development
Programme during 1998 were management restructuring,
systems development and rehabilitation activities. The
Mahaweli Authority of Sri Lanka (MASL) implemented a
voluntary early retirement package as a part of its
management restructuring and re-organisation. The total
expenditure incurred during the year amounted to Rs.1,844
million. The total extent cultivated under the Mahaweli
command area reported a marginal increase from 118,371
hectares in 1997 to 119, 574 hectares in 1998.

During 1998, rehabilitation work in System H under
World Bank funding continued, while development activities
of the Walawe Left-Bank Extension area commenced.
Operations of the Minipe Nagadeepa Irrigation Rehabilitation
Project (MNIRP), the National Irrigation Rehabilitation
Project and the North Western Province Special Irrigation
Project (NWPSIP), the three major foreign funded projects,
continued in 1998 as well. Under these programmes Rs.488
million, Rs.567 million and Rs.65 million, respectively, were
spent during the year. Under the MNIRP, rehabilitation work
on 24 major and medium schemes and 952 minor schemes
had been completed by the end of the year. Under the
NWPSIP, work on 9 schemes was completed. The ‘Yaya’
demonstration pilot programme, in operation since 1994, was
extended to all the Mahaweli System areas during the year.
The MASL also took measures to extend seed paddy
production programmes further. In addition, action has been
taken (o establish farmer companies beginning with a new
Farmer Company Plan established at the Chandrikawewa
Block, Uda Walawe.

5.8 Special Programmes

Housing

The demand for housing, particularly for urban housing, is
growing rapidly with the expansion of the urban population.
According to a recent report of the Presidential Task Force
on Housing and Urban Development, the backlog of urban
housing has been estimated at 169,111 units at end 1996. It
has also been estimated that the housing requirement during
the period 1998 — 2005 would be 511,987 units of which
322,556 units would be in the urban sector. Of the total
housing requirement, the state sector and private developers
are expected to provide about 20 per cent and 23 per cent,
respectively while the balance (57 percent) is expected from
individuals. In order to expand the housing supply
adequately, the housing policy should aim at attracting
private investments into this industry, while facilitating
individual house builders.

During 1998, public sector housing construction
indicated further improvement. The National Housing
Development Authority (NHDA), which is primarily
responsible for the implementation of state sector housing
programmes, implemented seven major housing programmes,
namely, Janaudana programme, Rural Housing Programme
(RIIP), Urban Housing Programmc (UHP), Estate Housing
Programme (EHP), Direct Construction Programme (DCP),
Disaster Housing Programme (DHP) and Fisheries Housing
Programme (FHP), during 1998. The performance of the
public sector housing development programmes showed a
significant progress in terms of the number of housing units
commenced and units completed during the year under
review. The total number of housing units commenced under
the public sector housing programmes rose sharply by 52 per
cent to 51,630 housing units, while the number of units

TABLE 5.8
Expenditure on Selected Major Foreign Funded Irrigation Schemes

Source of Aid (a) Total Foreign Aid Expenditure Expenditure Cumulative
Name of Project Commitment in 1997 (b) in 1998 (c) Expenditure
(In Mn.) (Rs.Mn.) (Rs.Mn.) at end 1998
(As.Mn.) (c)
1. Minipe Nagadeepa
Irrigation Rehabilitation Project
(i) Mahaweli Bridge 283 256 961
(iiy Irrigation OECF J.Yen 1,850 78 232 815
2. North Western Province
Special Irrigation Project CEC ECU 6.3 105 65 628
3. National Irrigation IDA Rs.1,406.9 512 567 2,199
Rehabilitation Project EEC Rs.1,622.6
Source: Irrigation Department.
(a) JICA - Japanese International Co-operation Agency (b) Revised

OECF- Overseas Economic Go-operation Fund (Japan)
CEC - Commission of European Communilies

IDA - International Development Association (World Bank)
EEC - European Economic Community

(c) Provisional
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Box 6
Greater Colombo Housing Approval Index (GCHATI)

Housing construction is an important economic
activity and is an important part of domestic capital
formation. There is no suitable criterion to gauge the
volume and trends in housing construction in the
country at present. While certain field surveys contain
some information on dwellings, it is nevertheless
difficult to obtain those data on a continuous basis. The
Central Bank of Sri Lanka (CBSL) collects data relating
to building approvals by the Colombo Municipal
Council (CMC), including apartment complexes, and
these are published in the monthly Bulletins. The
coverage and the presentation of these data are limited
and need to be improved. The limited availability of
land and the high prices restricted housing construction
within the CMC. Hence, it is necessary to widen the
coverage, at least to include the Greater Colombo area,
to obtain more representative information on the subject.
In addition, an index for housing construction would be
helpful in analysing the relationship between housing
construction and general economic trends, in forecasting
future economic trends and in identifying housing
investor sentiment in response to changes in economic
policies.

proximity to Colombo were the main criteria used in
selecting the LGAs. The population of these 15 LGAs
represented 54 per cent of the population in the Westem
Province and 15 per cent of the total population of the
country.

A simple housing approvals index was computed
for different categories of floor area (Table I).
Monthly and quarterly indices were also prepared.

The GCHALI (1995 = 100) had dropped to 93.3 in
1996 and risen somewhat to 95.7 in 1997 and further
to 96.7 in 1998. Approvals of medium size houses
(1000 - 2000 sq. ft.) had increased by about 3 per cent
during this perfod. Approvals of small houses (less
than 1000 sq. ft.) had declined by about 16 per cent,
while approvals of larger houses exceeding 2000 sq. ft.
had grown by 3 per cent during this period. Although,
there was an expansion in housing construction in 1997
and 1998 after a setback in 1996, housing approvals in
1998 were lower than in 1995. The change in the
GCHAI is comparable to the growth rates in the
construction sector.

An index of approvals for all categories of
buildings (residential, commercial, and other) was also

TABLE |
Greater Colombo Housing Approvals Index for Residential Buildings (GCHAI)
(1995 = 100)
Period Noaquapomyals QCRAIL1995 £100) Overall Index
<1000 sq. ft::  1000-2000  >2000 sq. ft Total <1000 sq.ft  1000-2000  >2000 sq. ft.
sq. ft. sq. ft.

1995 3,462 4,094 3,101 10,657 100 100 100 100
1996 2,895 3,906 3,144 9,945 836 95,4 101.4 933
1997 2,986 4,152 3,066 10,204 86.3 101.4 98.9 95.7
1998 2,908 4213 3,186 10,307 84.0 102.9 102.7 96.7
1997 Q1 620 924 702 2246 79.2 94.7 93.7 89.5
Q2 773 1019 750 2542 98.7 104.4 100.1 101.4
Q3 831 1112 860 2803 1081 118.9 114.8 111.8
Q4 762 1097 754 2613 97.3 1124 100.7 104.2
1998 Q1 673 976 754 2,403 859 100.0 100.7 95.8
Q2 647 895 77 2,259 82.6 91.7 95.7 90.1
Q3 765 1,202 973 2.940 97.7 123.2 129.9 117.2
Q4 823 1,140 742 2,705 105.1 116.8 99.1 107.6

With the objective of preparing an index for computed (Table II). This index also follows the same

housing construction, the CBSL collected monthly data
from 1995 relating to housing approvals by 1S Local
Government Auithorities (LGAs) comprising 4 Municipal
Councils (MCs), 3 Urban Councils (UCs) and 8
Pradeshiya Sabhas (PSs) in the Colombo, Gampaha and
Kalutara districts. The density of population and

trend as the index for residential buildings.

The ideal index to meet the: objectives stated above
would be a Housing Starts Index (HSI), which shows
the actual commencement of construction of houses.
However, the information needed for compiling such an
index is not available with LGAs or with ‘any other

LIQLILISLD

89



www.padippakam.com

Part 1 Central Bank of Sri Lanka Annual Report — 1998
Box 6 (contd.)
TABLE Il institutions. Some LGAs, especially MCs, keep records
Greater Colombo Housing Approval Index for all of the issuance of Certificates of Conformity (COC),
Buildings which are normally issued by LGAs at the completion
(1995=100)  of construction work. However, it has been observed
Period No. of Approvals  Index (1995 = 100) that COC issues are highly under recorded due to the
1995 13.379 100.0 fact that some individuals do not apply for a COC even
1996 11,243 24-0 though they have completed construction work.
1997 11,173 3.5 ~ AT
1998 11,620 36.0 T!?us. ll?c GCI{P‘LI sI](m!(t be trcatlcd as an
approximate index to identify the trends in housing
1998 Q1 2,747 85.4 3 = :
Q2 2593 80.6 construction. This index will be regularly updated and
Qs 3278 101.9 published by the CBSL.
Q4 3,002 93.3

completed rose by 17 per cent to 39,807 housing units.
Total loans and grants provided under public sector housing
programmes amounted to Rs.888 million, recording, a 39 per
cent growth, compared to 1997. In 1998, the performance
of the Janaudana programme and RHP slowed down,
compared to 1997, as much attention was paid to solving
the urban housing problem. However, as at end 1998, a total
of 196 Janaudana villages with 11,484 housing units had
been completed. Under the UHP, a sum of Rs.65 million.
was granted during 1998, as against Rs.16 million in 1997.
Accordingly, construction of 7,300 housing units were to
commenced during the year, while 5,070 housing units were
completed by end 1998. Keeping in line with the government
policy of providing own houses for estate workers, the
NHDA, jointly with the Plantation Housing and Social
Welfare Trust (PHSWT), implemented the EHP. Under the
EHP, each beneficiary is given a loan of up to Rs.30,000
at an interest rate of 15 per cent per annum and recoverable
within 15 years, During 1998, under the EHP, 2,224 housing
units were begun, while 1,397 units were completed. Total
loan disbursements under the EHP increased by 4 per cent
to Rs.20 million by end 1998. The NHDA was directly
involved in the construction of houscs to be sold at a
reasonable price, particularly to urban middle class families,
under its DCP. During 1998, the construction of 810 such
housing units was begun and 400 units were completed at
a cost of Rs.339 million. The DHP has been designed
especially to provide houses to displaced families in the
Northern and Eastem Provinces. Some of these families have
opted to resettle in the Southern region so that housing
facilities were provided there. Under the DHP, 2,351 housing
units were completed, while the construction of 82 new units
was begun at a total cost of Rs.25 million.

Meanwhile, several other agencies, such as the PHSWT,
ihe Mahaweli Auihority of Sri Lanka and the Ministry of
Fisheries and Aquatic Resource Development, implemented

several housing programmes to cater to the needs of specific
sections of the population during the year. The PHSWT
continued to provide housing loans and infrastructure
facilities, such as survey of land, access roads, water supply
and sanitation facilities for estate workers, under the Social
Welfare Programme I (SWP II). Under this programme, 794
new housing units were constructed and 1,075 units were
upgraded during 1998, compared with 298 new housing units
and 420 upgraded units in 1997.  Further work on 1,135
housing units was in progress by end 1998. A sum of
Rs.41 million was spent for these programmes under the
SWP II during the year. The Ministry of Fisherics and
Aquatic Resource Development introduced a new ‘Diyawara
Gammana’ housing project in 1997 for the benefit of those
engaged in fishing. During 1998, a total of 741 housing units
was completed at a cost of Rs.107 million under this project.
There were no new settlements under the Mahaweli
Programme during [998. Meanwhile, action has been
initiated under the Clean Settlement Project to resettle an
estimated 60,000 households living in slums and shanties
within the Colombo Municipal limits. The project has been
designed to provide housing facilities to these households
without creating a burden to either the government or the
beneficiary, through the creation of a financial instrument
backed by the land released due to resettlement.

Housing construction undertaken by individuals also
expanded during 1998. According to the Greater Colombo
Housing Approval Index (GCHAI), compiled by the Central
Bank, housing approvals by the Local Government
Authorities in the Greater Colombo area improved by 4 per
cent to 11,620 during 1998. ( Please see Box 6) Commercial
banks and other financial institutions actively participated in
granting housing loans for construction of individual houses
during 1998. In addition to the two state banks, other
financial iusfitutions such as the State Mortgage and
Investment Bank (SMIB), National Savings Bank (NSB),
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TABLE 5.9
Public Sector Housing Programme

Units Commenced (No.)

Units Completed (No.) Disbursements (Rs.Mn.)

Sub Programme

1997 1998(a) 1997 1998(a) 1997 1998(a)
Janaudana Programme 6,582 16,083 9,751 9,010 142 180
Rural Housing Programme 23,307 23,102 20,705 19,933 305 211
Scattered Loan & Grant Programme
Urban Housing Programme 1,279 7,300 845 5,070 16 65
Scattered Loan & Grant Programme
Estate Housing Programme 1,008 2,224 883 1,397 19 20
Direct Construction Programme 562 810 92 400 123 330
Disaster Housing Programme (Southern Province) 184 82 1,571 2,351 23 25
Fisheries Housing Programme 1,006 2,029 180 1,646 10 48
Total 33,928 51,630 34,027 39,807 638 889

(a) Provisional

Housing Development Finance Corporation of Sri Lanka Ltd.
(HDFC), the Insurance Corporation of Sri Lanka and some
private commercial banks were involved in financing the
construction of houses. People’s Bank introduced five new
housing loan schemes namely, “Siyatha” (for Sri Lankan
returnees from Kuwait), “Videsika” (for Sri Lankan
employees abroad), “Shakthi” (for Employees of Associated
Motorways, Kalutara), a loan scheme for members of the Sri
Lanka Working Journalists’ Association and a loan scheme
for employees in the government sector. People’s Bank also
continued its former housing loan schemes. In total, the bank
had granted 16,359 housing loans worth Rs.904 million by
end September 1998. According to People’s Bank, the
repayment of housing loans granted against EPF balances is
unsatisfactory. In 1998, the number of housing loans granted
by the SMIB dropped by about 6 per cent to 8,913,
although the value of loan disbursements rose by 11 per cent
to Rs.1,590 million. In addition to the normal housing loan
facilities, the SMIB has started a new housing loan scheme
for estate sector employees against their individual EPF
balances. Generally, a loan of Rs.25,000 is given under this
scheme and as at end 1998, more than 5,000 such loans had
been granted under this project. The major problem that
confronts the SMIB is the mismatch of funds.

There has been a growing demand for housing loans
provided by the NSB in 1998 largely due to the relatively
low interest rates (between [4-15 per cent) charged by the
NSB in relation to other housing financing institutions and
due to the expansion of its branch network. The total number
of housing loans granted by the NSB rose by 93 per cent
to 1,851 in 1998. The total value of loans disbursed also
grew twofold to Rs.711 million. Meanwhile, the HDFC had
granted 4,745 housing loans by end October 1998 as against
4,368 housing loans granted in the previous year. The total
value of housing loans granted by the HDFC during 1998
at Rs.530 million, indicated an increase of 11 per cent over
the previous year. The average rate of interest charged by

Source: National Housing Development Authority

the HDFC remained unchanged at 16 per cent per annum
during the year. A high incidence of non-performing loans
and a lack of low cost funds were some of the problems
faced by the HDFC in expanding its housing finance
programme.

Urban Development

The Urban Development Authority (UDA) was established
in 1978 for the purpose of promoting the integrated planning
and development of major urban areas in Sri Lanka.
Accordingly, the development of infrastructure facilities
within the 14 Municipal Councils (MCs) and some selected
34 Urban Councils (UCs) and 68 Pradeshiya Sabha (PSs)
areas are carried out under the purview of the UDA. The
UDA has the prime objective of creating a sustainable,
healthy and dynamic urban environment. Accordingly, the
UDA continued to implement projects such as construction
of administrative and commercial complexes, town
improvement projects, industrial complexes, integrated
projects and social and cultural projects during 1998. In
addition, the UDA undertook infrastructure development
projects on behalf of clients and implemented the ADB
funded Urban Development Sector Project. The UDA also
continued to maintain the Land Bank. The total cost of
implementing these programmes amounted to Rs.778 million
in 1998, compared to Rs.765 million in 1997.

Of the total investment of the UDA, 77 per cent or
Rs.602 million was spent on projects undertaken on behalf
of clients. Of this, almost 63 per cent (Rs.492 mn.) was
spent under the Urban Development Sector Project (UDSP)
which is partly funded by the ADB. The UDSP was
launched with the objective of providing infrastructure
facilities to 17 small and medium scale towns in the island.
Developing water supply and sanitation facilities for low cost
houses, upgrading shanties, constructing roads and bridges,
constructing drainage networks, solid waste management,
town centre development and opening industrial estates are
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Box 7

Real Estate Development and Bank Kinancing

The real estate sector witnessed a significant expansion
during the last few years in response to rising demand
and generous fiscal incentives offered to property
development activilies. Attractive tax incentives offered
by the BOI encouraged both local and foreign
entrepreneurs to invest in the real estate sector.
Consequently, a total of 147 projects with a value of
Rs. 99 billion had been approved by the BOI by the
end of 1997. The Central Bank conducted a survey to
examine the present status of some major real estate
development projects located in Colombo and the
suburbs, with spectal attention to the rate of occupancy
and financial viability of the projects. A tatal of 33
large property development firms located in the
Colombo City and suburbs were covered under this
survey, The survey was conducted during July-August
1998. Sample was selection was based on information
obtained from the BOI and a few banks. The main
selection criterion was the cost of the construction
project. New consfruction projects with costs exceeding
Rs.200 million were included in the survey. Following
are the findings of the survey.

Of the 33 companies surveyed, 14 had residential
construction projects, 11 had office buildings and 3
were commercial building projects, while the rest of the
projects were combinations of residential/commercial
and/or office projects. Overall, the 33 projects had a
total office and commercial fioor area of 2.8 mn. sq.
ft. and 2,230 apartment units. Of the projects surveyed,
73 per cent were fully owned by locals, while foreign
investors and domestic and foreign joint venture
companies owned the rest. All companies except 2 had
BOI status. The total project costs amounted o Rs.
31,000 milkion. Of the 33 projects surveyed, only 23
projects were in full commercial operation. The average
occupancy rate for commercial/office floor area was 70
per cent, while for residential units it was 64 per cent.
Of the total establishments, 25 buildings were under-
occupied. Negotiations were in progress with
prospective tenants for the sale, rent or lease of the
property in the case of 17. Agreements had already been
reached with clients in the case of the remaining 8
establishements. About 50 per cent of the buildings had
full occupancy.

In order to examine the financial viability,
indicatiors such as the sources of funds, repayment
capacity, outstanding loan amounts and loan
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capital funds for the projects surveyed were - share
capital, own capital and long-term loans. Two
companies had issued debentures, while 8 companies
had obtained foreign loans. The total amount of long-
term loans taken by all companies surveyed was
Rs.7,554 million, of which Rs.6,006 million was
outstanding at the time of the survey. Of the outstanding
loan amount, about 56 per cent was due from residential
property developers, while 21 per cent was duc from
commercial cum office property developers. The main
sources of long-term loans for projects surveved were
commercial banks (both domestic banking units and
foreign currency banking units) and Development
Finance Institutions. Over 50 per cent of property
developers had taken loans from commercial banks. The
total amount of loans extended by commercial banks to
the property development projects surveyed amounted to
Rs.2,834 million, while the two major long-term
lending institutions had provided Rs.1,680 million.

Some developers had not yet commenced loan
repayments. About 25 per cent (7 projects) of property
developers surveyed has applied for loan rescheduling,
while about 45 per cent indicated that they had no
difficulty in repaying their loans. The total outstanding
local loan amount of those who had applied for loan
rescheduling was Rs.1,598 million. Half of the requests
were from residential property developers.

According to the survey, the average raie of rent/
lease of commercial/office spaces was Rs.61.75 per
sq.ft. with a highest rate of Rs.87.50 per sq.ft. for
property in Colombo 4. The lowest rate was recorded
in Colombo 3.

The general security situation and slow growth in
demand due to economic slow down were the major
reasons for the low rate of occupancy. Increasing costs
of building materials, slow recovery of tourists arrivals,
some legal barriers (e.g. the Condommium Act restricts
the lease/sale of apartments below the 6th floor to
foreigners) were some other immediate constraints
experienced by real estate developers. Demand for office
and commercial premises has been adversely affected by
the security situation, whereas demand for residential
premises has been affected by the economic slow down.

Many property developers expressed concern
regarding the high inferest rates. They were of the view
that at the present level of interest rates, property
development projects were not viable unless at least 75
per cent of the project cost was raised by way ol equity.

92

LIQLILI&LD




www.padippakam.com

Part 1

Central Bank of Sri Lanka Annual Report — 1998

Almost all property developers expressed concern about
the complicated administration procedures and
bureaucratic red tape, which had increased the cost of
construction and resulted in unnecessary delays.

There was an excess demand for low and middle-
income houses. In this regard, a major problem appears
to be the difficulty faced by prospective homeowners
to obtain bank loans, as banks are reluctant to grant
loans  on mortgages of apartments. Demand for
commercial and office premises has been restricted as
many residences in and around Colombo have been
converted into office or commercial premises: This has
resulted in various other problems as due consideration
has not been paid to environmental and socio-economic
consequences of such conversions. Despite all these
drawbacks, several property developers mentioned that
they would engage in new investment once the
economy recovers from the current depressed situation.

Some broad conclusions can be drawn from the
survey. results. The average rate of occupancy of
commercial/office and residential premises is 70 per
cent and 64 per cent, respectively. At this level of
occupancy, most companies are in a position to cover
only the operating expenses, excluding debt repayments.
As a result, about 21 per cent of the surveyed

Box 7 (contd.)

companies have already applied for loan rescheduling,
In order to increase the occupancy, some companies
have reduced their rental charges, which, in turn, could
lead to further reduction in their income. Several
companies have housed offices of their subsidiaries in
under-utilised buildings to minimise the loss. Loan
repayments by several companies have also been backed
by parent companies. Unless the occupancy rate
improves further, the financial position of the real estate
sector would be weak.

According to the survey, total long-term loans
taken by real estate development companies amounted
to Rs.7,554 million, of which Rs.3,854 million was
from local sources. Of the local loans, 59 per cent or
Rs.2,284 million was taken from commercial banks.
According to the Central Bank's Quarterly Survey of
Bank Advances, by end September 1998, credit for
property developnient and construction of business
premises amounted to Rs. 7,338 million (3.2 per cent
of credit to the private sector), while total credit to the
entire real estate sector was 13 per cent of credit to the
private sector. Therefore, although the exposure of
commercial banks to the real estate sector does not
appear to be excessive al present, caution should be
excercised in further expanding the provision of credit
to this sector.
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some of the activities carried out under this project.
Meanwhile, the UDA spent Rs.53 million during the year for
the further improvement of facilities of the administrative
complexes at Battaramulia and Pelawatte. The development
of the Avissawella urban area and Dambulla town was
carried out at a cost of Rs.15 million. The expenditure on
the improvement of low cost housing, public servants’
housing and middle income housing schemes amounted (o
Rs.20 million. The UDA also undertook several industrial
development projects at Homagama and Ratmalana.
Meanwhile, a sum of Rs.82 million was spent by the UDA
on integrated projects and Rs.22 million for acquisition of
lands for the Land Bank.

The UDA completed the formulation of a
comprehensive regional structure plan for the Colombo
Metropolitan Region during 1998. The major objective of
this plan is to reduce the high population concentration in
the City of Colombo and its suburbs. In addition, Regional
Draft Structure Plans have also been prepared in respect of
the Sabaragamuwa, Uva, Central, North Western and
Southern provinces, Further, the UDA has commenced
formulation of urban development plans at district level.
Accordingly, urban plans are being prepared in respect of
22 selected towns in 7 provinces. Under the integrated
planning and physical development programme, the UDA
undertook the work relating o the Gampaha District
Integrated Urban Development Project, compilation of the
Kandy sacred area development plan, the Warakapola Town
Development Project, the Balangoda Town Extension Project
and the Nuwara Eliya Lake Gregory Development Project.
The UDA is also responsible for the planning and co-
ordination of the Ruhunupura Project as identified by the
Southern Development Authority. In the meantime, the UDA
acts as the co-ordinator for the Sitawakapura Industrial Estate
Project under which 168 acres of land are being developed
for the purpose of locating 77 small, medium and large scale
industries.

Water Supply and Sanitation

The demand for a reliable supply of pipe-borne water is
growing rapidly due to the expansion in the population as
well as due to the escalating demand from the commercial
and industrial sectors. At present, the total water production
of the National Water Supply and Drainage Board
(NWS&DB), is growing at about 3 per cent per annum.
According to the recent Consumer Finances and Socio
Economic Survey 1996/97 of the Central Bank of Sri Lanka,
only about 31 per cent of the population has access to pipe-
borne water. As stated in the Report of the Presidential Task
Force on Housing and Urban Development, the annual
investment in the water supply sector has to be increased by
about three times the present level to meet the present
demand for safe drinking water.

The NWS&DB is the prime institution responsible for

planning, designing, constructing, operating and maintaining
the water supply facilities in the country. During 1998, it
managed 276 water supply schemes. The total water
production of the NWS&DB, at 297 million cubic meters,
indicated only a 3 per cent increase over the previous year.
The total number of connections given by the NWS&DB
rose by 11 per cent (47,694) to 438,384 as a large number
of major and minor water supply schemes was completed
during the year. About half of the new connections were
given to the rural sector,

The government’s goal is to provide safe drinking water
for all by the year 2010. By end 1998, about 66 per cent
of the population had access to safe drinking water (pipe
borne, tube wells and protected dug wells). In the urban
areas, 90 per cent of the population had access to safe
drinking water, while in the rural sector only about 57 per
cent enjoyed this facility. This emphasises the need for
further expansion of water supply facilities in the rural sector
in order to improve the hygienic conditions of the rural
population. The expansion in urban population, inadequate
availability of safe drinking water in rural areas and high
growth in industrial and commercial activities have forced
the authorities to engage in urgent expansion of the water
supply facilities in the country. With this end in view, the
NWS&DB spent a sum of Rs.2,533 million on the water
supply sector during the year under review. Of the total
investment, 58 per cent was financed from foreign sources
such as IDA, ADB, OECF and ODA on concessional terms.
The major water supply schemes (WSS) completed by the
NWS&DB during the year included the Matara WSS,
Nilambe WSS, Towns East of Colombo WSS, Udunuwara
— Yatinuwara WSS, Deraniyagala WSS, Balapitiya -
Demodara WSS, Udappuwa WSS and Marandagahamula
WSS. The second water supply and sanitation project funded
by the ADB (o carry out rehabilitation work on 16 water
supply schemes in the Western and Central provinces was
in progress during 1998. The third water supply and
sanitation project, also funded by the ADB aims at
strengthening the private sector, local authorities and
community organisations to monitor and manage their own
water supply schemes in rural areas. Preliminary studies are
being conducted in respect of the Kalu Ganga Project to
enhance the water capacity of the Colombo WSS by 6,000
cubic meters per day through the intake of water from the
Kalu Ganga, Meanwhile, with the objective of expanding the
water supply facilities in rural areas, the Community Water
Supply and Sanitation Project (CWSSP), funded by the IDA
continued to be implemented during 1998 under several sub-
programmes, such as the Village Water Supply and
Sanitation Programme, the School Water Supply and
Sanitation Programme and the Small Town Water Supply
and Sanitation Programme. The CWSSP aims at providing
water and sanitation facilities to 680,000 people living in
2,800 villages and in 12 small iowns in the Badulla, Maiara,
Ratnapura and Moneragala districts.
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Total revenue of the NWS&DB rose by 19 per cent to Rs.
2,404 million in 1998. This increase in revenue was largely
attributable to the upward revision of the water tariff with
effect from 1 March 1998. In this tariff revision, the tariff
applicable to the domestic sector was raised by 20 —~ 39 per
cent. The tariff rates applicable to the industrial and
commercial sectors were raised by a low rate of 9 per cent,
while the tariff for tourist/guest house category increased by
10 per cent. The main objective of the water tariff increase
was to recover a part of the increased cost of water
production, due to increased electricity bills and rising
emoluments to employees. Another objective of the tariff
revision was to reduce the cross subsidy between different
categories of water consumers. In addition, the tariff revision
was also intended to motivate people to conserve water and
reduce wastage by giving an economic value to water.
Another concern over the water supply sector of the country
is the high proportion of unaccounted water, amounting to
42 per cent, mainly due to unattended leakages, illegal
tapping, stand posts etc. The NWS&DB would benefit
significantly if the proportion of unaccounted water is
reduced to an acceptable level through timely and effective
maintenance of the distribution network. Private sector
participation, particularly in the areas of distribution,
maintenance and revenue collection within some franchised
areas, could enhance the productivity in this sector.

The operational and maintenance expenditure of the
NWS&DB grew by 13 per cent to Rs.1,952 million in 1998.
Accordingly, the operational surplus of the NWS&DB,
before interest and tax, amounted to Rs.488 million as
compared with Rs. 316 million in 1997.

Integrated Rural Development Programme

The Integrated Rural Development Programme (IRDP)
commenced in 1979 as a district programme with heavy
investment in infrastructure development. The objective of
the programme was to widen economic opportunities and
enhance general living standards of the people in rural areas
and to reduce inter and intra district disparities to promote
a balanced growth with an effort to encourage local initiative
and meet local needs. The programme developed gradually,
and since 1989, the focus had been on increasing private
sector participation and strengthening a participatory
approach. From 1997, the IRDP was reoriented towards a
rural economic advancement programme, focussing more
attention on employment and income generating activities.
At present, the IRDP consists of 19 projects covering
15 districts. The total expenditure incurred under the IRDP
during 1998 was Rs.1,508 million as against Rs.1,375 million
spent during 1997. The Area Based Growth with Equity
Programme (ABGEP) in the Uva Province and the Batticaloa
District Rehabilitation and Development Project commenced
in 1998. The UNDP funded ABGEP has an estimated project
cost of Rs.328 million and is spread over a five year period.

ABGEP has a national and a provincial component. During
the year a sum of Rs.3 million had been spent under the
programme. The Rehabilitation and Development Project of
the Batticaloa District is funded by the NORAD. An
investment of Rs.520 million over a six year period is
envisaged under this programme. During the year, Rs.53
million had been spent under this programme.

The Southern Province Rural Development Project
(SPRDP) completed its eighth year of implementation in
1998. The amount expended under the SPRDP during the
year was Rs.531 million and accounted for over one third
of the total expenditure incurred under the JRDP during the
year.

The expenditure incurred under the Asian Development
Bank funded North Central Province Rural Development
Project amounted to Rs.238 million.

Samurdhi Programme

In Sri Lanka, the successive governments since independence
have implemented various programmes to support the poor
by way of income transfers in kind or in cash. The Samurdhi
Programme was introduced in 1995 in order to reduce the
problems of the under-privileged, by providing benefits in a
meaningful way to uplift their economic and social
conditions, as well as to address their problems relating to
unemployment. Accordingly, almost all the social benefit
schemes hitherto operated by different institutions were
brought under this Samurdhi Programme. The total number
of beneficiary families in the Samurdhi Programme as at end
1998 was 1,973,183, which was a marginal decline,
compared o 1997. This decrease was a result of the policies
implemented during 1998 in order to bring the total number
to a realistic level by restricting new entrants and removing
non-eligible families. Despite this decrease, Samurdhi
beneficiaries still account for about 51 per cent of the total
number of families though it is estimated that the number
of families in the low income group should be around 30 -
40 per cent of the total. This situation has adverse effects
on the entire programme by preventing the really deserving
groups from receiving improved benefits. Therefore, more
emphasis should be placed on better targetting.

During the past 4 years, the Samurdhi Programme has
grown into a massive poverty alleviation programme, dealing
with a wide array of activities. It has now changed from a
simple income transfer scheme to a much more
comprehensive programme including banking, insurance,
savings, training, infrastructure development and self
employment. The institutional framework of the Samurdhi
programme has also been set up to facilitate policy
formulation and implementation, monitoring and measuring
the feedback. The Ministry of Samurdhi, Youth Affairs and
Sports (MSYAS) is primarily responsible for formulating
policies relating to the Samurdhi Programme. Three other
institutions, namely, the Department of Poor Relief (DPR),
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the Samurdhi Authority of Sri Lanka (SASL) and the
Dopartment-of the Somurdhi Commissiorer Genern! (DSCE),
are responsible for the execution of the Samurdhi Programme
at national level under the direction of the MSYAS. The
district Samurdhi offices at District Secretariats and the
divisional Samurdhi offices at Divisional Secretariats function
as the second and third level implementing branches of the
Samurdhi Programme. The Samurdhi Zonal Offices which
operate under Samurdhi Zonal Managers, are the fourth level
of the organisational structure. The Samurdhi Task Forces
functioning at the Grama Niladhari divisional level act as the
fifth level of operation of the Samurdhi Programme.

The DPR is responsible for the identification of
beneficiaries and implementation of relief programmes,
special nutritional programmes and distribution of dry ration
cards to displaced families. The DPR implements the
Samurdhi Relief Programme (SRP) in all districts except
those in the Northern Province where the programme is
operating only in the Vavuniya South Divisional Secretariat
(DS) Division. The total cost of the SRP at Rs. 7,963 million
in 1998, was a decrease of 3 per cent, compared to 1997,
Under the relief programme, about one per cent of the
beneficiary families who were considered as ultra poor
received Rs.[,000 per month, while another 45 per cent or
896,783 families received Rs. 500 per month. In addition,
another 323,710 tamilies received Rs. 200 per month, while
216,445 families received Rs. 100 per month, depending on
the number of members in the household. Meanwhile,
521,886 families, including former Janasaviya recipients,
received a monthly allowance of Rs. 250. The DPR also
continued issuing dry ration cards to displaced families at a
cost of Rs. 1,265 million, while 78,430 nutrition cards worth
Rs. 75 million were distributed under the nutritional
allowance programme during 1998.

The DSCG is basically responsible for the operation of
human resource development and institutional development
programmes for effective implementation of the Samurdhi
Programme. In addition, implementation of the social security
network, initiation of family based economic, social and
cultural development programmes as well as planning,
monitoring and evaluation of the Samurdhi Programme are
the responsibility of the DSCG. By end 1998, 21,257
Samurdhi Animators had been appointed in 13,560 Grama
Niladhari divisions by the DCSG to carry out programmes
identified under the Samurdhi Programme at village level.
This includes 6,667 permanent Samurdhi Animators and 841
permanent Govi Animators. The DSCG also continued the
operations of the Samurdhi Social Security Fund (SSSF),
which was set up with a view to assisting beneficiaries to
meet the expenses of their urgent social obligations. A total
of Rs.212 million had been paid in respect of 80,675 claims
during 1998. The new Samurdhi Janatha Project (SIP)
Programme begun in 1998, had approved [,536 projects,
while the expenditure incurred as at end 1998 amounted to

Rs. 199 million. The SJP programme aims to create
employment cpportunities in the aoricultural cector by way
of improved irrigation facilities in relevant areas in order to
enhance agricultural production and income levels of the
poor.

Among the major activities of the SASL are the
development of community organisations and human
resources. In line with this, the SASL continued its activities
with regard to two types of savings schemes, namely, the
Compulsory Savings Scheme and Voluntary Savings Scheme
for Samurdhi beneficiaries. Beneficiaries who receive Rs,
1,000 and Rs. 500 per month respectively are required to
save Rs. 200 and Rs. 100, respectively, under the
Compulsory Savings Scheme. The total savings under this
scheme increased by 40 per cent to Rs.3,818 million by end
1998. The Voluntary Savings Scheme, on the other hand, is
intended to motivate Samurdhi beneficiaries to save through
small groups at the grassroots level. At end 1998, a total of
Rs. 407 million had been saved under the Voluntary Savings
Scheme.

The Rural Community Projects programme (RCP),
aimed at providing small scale rural infrastructure facilities
for the benefit of low-income groups, continued during 1998.
Under this programme, 6,045 projects were completed at a
cost of Rs. 350 million in 1998. In addition, the Small
Industry Development I'rogramme (SIDP), which was
introduced in 1998, has now been extended to 8 DS
divisions. Under the SIDP, the Samurdhi beneficiary families
are provided with the necessary capital funds and marketing
[acilities 1o set up sall industries with a view o improving
their income levels. As at end September 1998, there were
about 311 persons engaged in those small industries and an
amount of Rs. 8 million had been provided as credit.

The system of Samurdhi Banking Societies (SBSs)
continued to function under the SASL. These societies
envisage to educate the poor regarding banking practices,
promote savings among them, improve the income levels
through increased investments and strengthen their production
capacity through the provision of necessary support services.
At the end of 1998, the total number of SBSs amounted to
517 with a membership of 639,106. The amount of deposits
was Rs.457 million at end 1998. Further, the SBSs have
provided 68,300 members with credit amounting to Rs.237
million to carry out projects in agriculture, fisheries etc. The
SBSs have grown significantly owing to the increased
amount of deposits and active participation by Samurdhi
recipients. This progress has been greatly supported by the
assistance provided by the government, especially by way of
infrastructure facilities. As a removal of these facilities could
make the scheme unviable, the SBS may themselves need
to acquire these facilities to strengthen the system. In
addition, adequate auditing, monitoring and evaluation
procedures should be put in place to avoid any possibility
of financial mismanagement.
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Meanwhile, with a view to assisting Samurdhi
recipients to start and improve their existing income
generating activities, the Samurdhi Development Credit
Scheme (Sasana) is being implemented by the SASL. By end
September 1998, a total of Rs. 449 million had been granted
to 76,270 sub-borrowers in Samurdhi families. These loans
carry a concessionary interest rate of 10 per cent per annum
with a maximum repayment period of 2 years. The Samurdhi
Entrepreneurship Development Credit Scheme (SEDCS) was
also implemented in collaboration with the Bank of Ceylon
(BOC) and the People’s Bank (PB). This aims at providing
opportunities to Samurdhi recipients to raise funds for self
employment and to develop entrepreneurship. Under this
programme, BOC and PB had provided loans totaling Rs.6
million by end August 1998. The maximum loan amount
under the SEDCS is Rs 50,000, while the interest rate is 10
per cent. The loan has to be settled within 3 years,
depending on the income generated.

The total expenditure on SRP in 1998 amounted to
Rs.7,963 million. In addition, a sum of Rs.420 million had
been incurred as salaries for Samurdhi Niyamakas, while the
capital expenditure of the programme was Rs.780 million in
1998.

5.9 Environment

The important relationship between the environment and
macro-economic variables such as economic growth,
employment and prices, has been increasingly recognised in
policy formulation and project implementation in recent
times. Even at a low income level, where people tend to
value output more than the quality of the environment, Sri
Lanka has been able to establish a relatively strong legal and
institutional framework to protect the environment and
manage the natural resource base of the country effectively.
The National Environment Act (NEA) was enacted in 1980,
and subsequently, in 1981, the Central Environment
Authority (CEA) was established for the conservation and
management of the environment. Further, a Ministry for
Environment was set up in 1990 with a view to co-
ordinating environmental activities at the national level and
setting national environment policies towards achieving
sustainable development. Accordingly, the Ministry prepared
a National Environment Action Plan (NEAP) in 1994 and
updated it in 1998 to identify the issues and necessary policy
intervention relating to land and water, forest and bio-
diversity, coastal and marine resources, industrial and urban
pollution and the energy and minerals sectors. Currently,
serious environmental problems exist in the areas of
municipal solid waste disposal, urban air pollution,
deforestation and water pollution, which require urgent
atlention.

In 1998, the Ministry of Forest and Environment carried
out several programmes to improve the environment. The
Ministry updated the NEAP in consultation with all relevant

stakeholders and made a series of recommendations. A
number of policy studies have also been undertaken during
the year to analyse issues and to make more specific
recommendations. In order to review the recommendations
made in the NEAP and the policy studies further, eight
committees on Environment and Environment Policy
Management have been established. These committees, in
turn, are expected to report to the Committee on Integrating
Environment and Development Policies. The Ministry has
also initiated action to study the impact on the environment
of globalisation and the other commitments arising from
global and regional agreements, conventions and freaties.

A draft national solid waste management strategy has
been developed in collaboration with other relevant
authorities. The Ministry also continued to assist local
authorities to develop solid waste management strategies at
the local level. Action is being taken to launch a compost
bio-gas production project, with NORAD funding, in the
Maharagama Predeshiya Sabha area. The Ministry continued
to implement the Basel Convention on the control of trans-
boundary movements of hazardous wastes and their disposal
and the Montreal Protocol, which is aimed at eliminating the
use of ozone depleting substances in industry and trade.

Meanwhile, the CEA processed 32 Environmental
Impact Assessments (EIA) and 32 Initial Environment
Evaluations (IEE) and approved 11 EIAs and 7 IEEs during
the year under review. The CEA has taken steps to amend
the NEA with a view to expediting the processing of IEE.
In the proposed amendment, this is to be achieved by
removing the 30 day period given for public comment on
IEE reports. However, it may be more advisable to reduce
the time period allocated for public comment, rather than
removing it altogether, in order to guarantee transparency in
project implementation. Meanwhile, the CEA issued 194 new
Environmental Protection Licences (EPL) and renewed 370
EPLs in 1998, compared with 163 and 309, respectively, in
1997. The CEA continued monitoring the discharge of
effluents, air emissions and noise by industries, and analysed
354 industrial affluent samples, against 219 during 1997.
Further, the CEA monitored the Seethawaka Industrial Estate
Development Project, the LPG Import Terminal Project at
Kerawalapitiya, the Kukuleganga Hydropower Project and the
Alupotha Sanitary Land Filling Project during 1998. The
ambient air quality monitoring programme and the
monitoring of major water bodies in the country were also
continued. Meanwhile, the CEA received 1,221 public
complaints on environment related problems. Action has been
taken in respect of 461 of those by the CEA. The rest were
referred to the respective Local Government Authorities and
other relevant organisations. Further, the CEA trained 100
officers of Local Government Authorities in the issue of EPL
and selection of sites for industries. A number of
programmes were conducted by the CEA in 1998 (o enhance
environmental awareness, change attitudes and develop skills,
particularly among school children.
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6. PRICES AND WAGES

6.1 Prices

Inflation continued to decline in 1998 owing to a slowing
down of growth of money supply, decline in imported
inflation and increased availability of imported consumer
goods. The slowing down of the rate of monetary expansion,
together with higher positive real interest rates, reduced the
demand pressure on prices. Meanwhile, a sharp reduction in
import prices of many essential commodities such as wheat,
crude oil, fertiliser and sugar kept the domestic prices of
these items from rising in spite of a larger depreciation of
the rupee in 1998. Price increases subsided, particularly
during the second half of the year, and the consumer price
inflation remained below 6 per cent from August 1998. Food
prices continued to remain high, despite a slowing down of
the rate of increase in prices towards the latter half of the
year. While the aggregate consumer prices increased by 7-
9.5 per cent, average food prices increased by 8-10 per cent
and contributed to about 80 per cent of the increase in
consumer prices in 1998. The rate of increase in food prices
had decelerated to around 2-4 per cent by the end of the
year, due to improved domestic supplies including the
successful paddy harvest both in the Maha and the Yala
seasons, as well as the increased availability of imported
food items. The tariffs on electricity were revised upwards
in September 1997 and the direct and indirect impact of this
increase was felt in 1Y98. Price increases of clothing,
footwear, telecommunication and health services have
declined considerably due to improved performance of these
sectors. The introduction of the Goods and Services Tax
(GST) raised consumer prices by 2-3 per cent although about
80 per cent of the items in the Colombo Consumers’ Price
Index basket have been exempted from GST.

All available consumer price indices reflected an easing
of inflation in 1998. The Colombo District Consumer Price
Index (CDCPI) computed by the Central Bank of Sri Lanka
indicated an annual average increase of 7.3 per cent in 1998,
marginally down from 7.4 per cent in 1997. The Colombo
Consumers’ Price Index (CCPI), the official measure of the
cost of living computed by the Department of Census and
Statistics, recorded an annual average increase of 9.4 per cent
which was also slightly lower than the 9.6 per cent increase
recorded by this index in 1997. The Greater Colombo
Consumers’ Price Index (GCPI), which is an alternative
consumer price index also computed by the Department of
Census and Statistics, indicated an increase of 6.9 per cent
in 1998, again slightly below the 7.1 per cent increase
registered by the same index in 1997. Meanwhile, at the
primary market level, the Wholesale Price Index (WPI)
increased by 6.1 per cent in 1998 as compared with an
increase of 6.9 per cent in 1997.

The normal seasonal pattern of price behaviour was
observed in 1998 with the price level declining according to
all consumer price indices during the February- March
period, which corresponds to the Maha harvesting period,
and the July - September period, which corresponds to the
Yala harvesting period. It is notable that in the first half of
the year, all indices pointed to a slight acceleration of
inflation when compared with the first half of 1997, As at
June 1998, the point to point increase of the CCPI (June
1998 over June 1997) was 14.1 per cent, while the
corresponding increases registered by the CDCPI and GCPI
were 9.5 per cent and 10.1 per cent, respectively. However,
the inflationary situation turned more favourable in the
second half of the year, with the overall rate of inflation at
end 1998 being in fact slightly below that of 1997. As at
December, the point to point increase of the CCPI
(December 1998 over December 1997) dropped to 3.7 per
cent while the corresponding figures for the CDCPI and
GCPI declined to 4.0 per cent and 3.5 per cent, respectively.
On the demand front, the slowing down of the growth of
real income under depressed world market conditions,
containment of the growth of money supply to around 13
per cent, compared with 14.9 per cent in 1997, and higher
positive real interest rates, contributed to an easing of
demand pressure on prices.

TABLE 6.1
Annual Average Price Changes (%)

CCPI GCPI CDCPI WPI| GNPD
1980 26.1 - - 33.7 18.2
1981 18.0 - - 17.0 20.6
1982 10.8 - - 5.5 10.2
1983 14.0 - - 25.0 14.7
1984 16.6 - - 25.6 17.4
1985 1.5 - - -156.2 0.8
1986 8.0 - - -2.9 5.5
1987 77 - - 134 6.8
1988 14.0 - - 17.8 1.5
19689 11.6 - - 9.0 9.7
1990 215 24.6 - 22.2 20.0
1991 12.2 1.5 - 9.2 1.2
1992 1.4 9.4 - 8.8 10.0
1993 1.7 8.4 - 7.6 9.5
1994 8.4 4.8 B 5.0 9.4
1995 7.7 3.9 - 8.8 8.4
1996 15.9 147 - 20.5 12.2
1997 9.6 71 7.4 6.9 8.7
1998 9.4 6.9 7.3 6.1(a) 8.4(a)

(a) Provisional Sources: Department of Census and Statistics
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Sri Lanka is yet to achieve a sustainable reduction of
inflation. Although the average consumer price inflation has
declined, according to the CCPI, to 10.2 per cent during the
last five years from 13.5 per cent during the five years 1989-
93, a steady reduction of the inflation rate to below 5 per
cent would be required for the country to disentangle itself
from the inbuilt inflationary bias. Sri Lanka’s inflation rate
has been higher than the average inflation rate of her trading
partners and competitors. This has forced the exchange rate
to depreciate at a rate of about 5-6 per cent per year for
Sri Lanka to remain competitive in the world commodity
markets. As mentioned in the 1997 Annual Report, the
exchange rate depreciation has a feedback effect on inflation
as Sri Lanka is a highly trade dependent economy where
exports and imports together account for about 70 per cent
of GDP. The internal wage setting mechanism, which links
many wages directly or indirectly to inflation rather than to
labour productivity, has been another channel in this
inflation-wage-exchange rate nexus. These, together with
continuing high budget deficits, have made it a challenging
task to eliminate high inflationary expectations among the
public. Hence, measures have to be in place for a sustainable
reduction in inflation by containing the fiscal deficit at below
5 per cent and introducing a productivity based wage setting
mechanism. These have to be supplemented with other
measures to eliminate structural weaknesses in the labour
market - measures which would make the labour market
more flexible, while providing equal protection to both
workers and employers in a competitive environment.

Colombo District Consumer Price Index

In 1998, the Central Bank finalised the computation of an
alternative price index, the Colombo District Consumer Price
Index. This index is based on 12 months data of the
Consumer Finances and Socio-Economic Survey 1996/97.
The commodity basket for the index was chosen using the

consumption pattern of the lowest 40 per cent of households
(when ranked by income) in the Colombo District covered
by the survey. All non-durable items were taken into account
in computing the weights of the index. These itlems were
grouped into 9 sub categories for which separate sub-indices
are computed. These categories are food; clothing; fuel and
light; rent; liquor, tobacco, betel and arecanut; personal care
and health; transport; education and recreation; and
miscellaneous items. In terms of the CDCPI, the rate of
increase in prices decelerated in all categories other than
food, fuel and light and miscellaneous items.

Food prices increased by 8.9 per cent during the year
and contributed 71.5 per cent of the overall increase in the
CDCPI in 1998. In 1997, the increase in prices in the food
category was lower at 7.3 per cent. The price of wheat flour,
which was revised upward in August 1997 remained at that
level throughout 1998. The increase in the price of rice, the
staple food, was slight during the year with prices of some
varieties actually declining, due to the increase in paddy
production by about 20 per cent when compared to last year.
The contribution of rice to the overall increase of the CDCPI
was only 1 per cent, while the contribution of bread and
wheat flour was just below 5 per cent. In contrast, prices
of most varieties of vegetables increased sharply during the
first half of the year. Heavy rains in the closing two months
of 1997, the very warm weather conditions in March/April
and the windy conditions in the Nuwara-Eliya area which
came earlier than usual, adversely affected the production of
vegetables. In the second half of the year, however,
vegetable prices declined due to improved supplies.
Vegetables are estimated to have contributed to around 13
per cent of the overall increase of the CDCPI during the
year.

Among major subsidiary foods, the prices of dried
chillies and red onions registered increases exceeding 30 per
cent, while the price of big onions increased by over 70 per

TABLE 6.2

Colombo District Consumer Price Index
(Oct 1996 - Sep 1997=100)

Average Index

Point to Point
Percentage Change

Annual Average
Percentage Change

Contribution to

increase in
Itern Weights 1998
1987 1998 1997 1998 Dec.1997 Dec, 1998 (%)
All ltems 100.0 102.0 109.5 7.4 7.3 8.3 4.0 100.0
Commodity Wise
Food & Drink 58.7 102.0 1111 7.3 8.9 8.3 3.8 71.5
Housing 13.2 101.7 105.0 4.4 3.3 6.7 1.1 5.9
Fuel & Light 4.9 104.3 118.7 8.9 13.8 16.8 25 9.5
Clothing & Footwear 6.2 101.8 104.2 10.1 2.4 6.7 25 2.0
Liquor,Tobacco,

Betel & Arecanut 4.4 103.2 111.0 14.1 7.6 11.8 19.8 4.7
Personal Care &

Health Services 3.8 103.1 109.1 14.4 5.8 12.6 6.6 341
Education & Recreation 2.8 101.1 102.3 46 1.2 4.5 2.4 0.4
Transport 3.7 100.1 100.3 1.4 0.2 0.5 0.1
Miscellaneous 22 101.7 111.3 7.0 9.5 5.1 13.9 2.9

Source: Central Bank of Sri Lanka
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cent. The price of potatoes also increased sharply. The
upsurge in prices of subsidiary food items was brought about
by the sharp drop in domestic production in response to
depressed prices registered last year, as well as the relatively
higher import prices that prevailed owing to production
shortfalls in several supplying countries. Major subsidiary
food crops like dried chillies, onions and potatoes contributed
19 per cent of the increase in the CDCPI . The price of
coconuts increased by about 12 per cent during the year
following a further drop in domestic production. These price
increases were slightly offset by the decrease in the price
of sugar due to lower world market prices.

Chavt 6.1
Colombo District Consumer Price Index
(Oct 1996 - Sep 1997=100)
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Prices in the fuel and light category increased by 13.8
per cent in 1998 when compared with a lower increase of
8.9 per cent last year. The impact of the increase in the tariff
on electricity in September 1997 was a major reason for the
increase in the fuel and light category during the year. Price
increases in this category were found to have contributed 9.5
per cent of the increase in the overall index.

Prices in the housing; clothing and footwear; liquor,
tobacco, betel and arecanut; personal care and health;

education and recreation; and transport categories all
decelerated, registering increases of 3.3 per cent. 2.4 per cent
7.6 per cent, 5.8 per cent, 1.2 per cent and 0.2 per cent,
respectively, as compared with 4.4 per cent, [0.1 per cen,
14.1 per cent, 14.4 per cent, 4.6 per cent and 1.4 per cent,
respectively, last year. The deceleration in the rate of
increase in the clothing and footwear category could be
mainly attributed to the liberalisation of the textile sector in
the 1998 Budget. Prices in the miscellaneous category,
however, accelerated, registering an increase of 9.5 per cent
in 1998 as compared with 7.0 per cent last year.

Colombo Consumers’ Price Index

The Colombo Consumers’ Price Index (CCPI), which
recorded an annual average increase of 9.4 per cent in 1998,
registered a point to point increase of 3.7 per cent in
December 1998 as compared to a much higher point to point
increase of 10.7 per cent registered at the end of last year.
The CCPI has consistently indicated a higher inflation rate
than both the CDCPI and GCPI. This could be attributed to
both the greater impact of the overall food category, as well
as of some individual food items such as vegetables (which
registered sharp increases in 1998) in this index when
compared to both the CDCPI and the GCPL

Food prices, which contributed to 84 per cent of the
increase in the overall index, rose by 10.9 per cent during
the year. This increase was similar to the increase registered
for food prices in the CCPI last year. Higher prices of
vegetables, coconut and subsidiary foods, such as dried
chillies, red oninns and potatoes, were mainly responsible for
the rise in food prices during the year.

Prices in the clothing, fuel and light and miscellaneous
categories decelerated, registering increases of 1.0 per cent,
3.2 per cent and 7.5 per cent, respectively, as compared with
sharper price increases of 2.7 per cent, 4.5 per cent, 8.2 per
cent, respectively, registered last year. The contributions

TABLE 6.3

Colombo Consumers’ Price Index
(1952=100)

Annual Average Point to Point Contribution to

o —— Average Index Percentage Change Percentage Change inc:%zs; ™
1997 1998 1997 1998 Dec.1997 Dec. 1998 (%)
All ltems 100.0 2089.1 2284.9 9.6 9.4 10.7 .7 100.0
Commodity -wise
Food 61.9 2336.9 2592.1 10.9 10.9 13.3 2.3 84.0
Clothing 9.4 844.0 852.3 27 1.0 1.4 1.6 0.4
Fuel & Light 4.3 3752.8 a872.8 4.5 3.2 4.7 0.2 2.6
Rent 5.7 109.8 109.8 - - -
Miscellaneous 18.7 2157.8 2319.9 8.2 7.5 4.7 12.7 13.0
Source: Department of Census and Statistics
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towards the increase in the CCPI in 1998 from the fuel and
light and miscellancous categories were approximately 3 per
cent and 13 per cent, respectively.

Chart 6.2
Colombo Consumers’ Price Index
(1952 = 100)

Greater Colombo Consumers’ Price Index

In terms of the GCPI, food prices rose by 7.7 per cent in
1998 compared with 7.5 per cent in 1997. Prices in the fuel
and light category increased by 6.4 per cent in 1998 as
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compared with an increase of 5.2 per cent in 1997,
Reflecting the impact of the liberalisation of textile imports,
price increases in the clothing category decelerated to 1.9 per
cent in 1998 from 4.0 per cent last year. Price increases in
the liquor, tobacco, betel and arecanut; personal care and
health services, household goods and services; transport and
communication and miscellaneous categories also decelerated.

Wholesale Price Index

The annual average increase of the Wholesale Price Index
(WPI) declined to 6.1 per cent in 1998 from 6.9 per cent
in 1997. The drop in paddy prices, the lower import prices
for wheat grain and rice, the relatively lower increase in tea
prices, the decline in rubber prices and unchanged prices for
petroleum products were some of the contributory factors for
the slow down in prices at the primary market level. Prices
in the alcoholic drinks, textiles and footwear, chemical and
chemical products, metal products, and fuel and light
categories, also showed lower increases in 1998,

Prices in the food group increased by 8.0 per cent in
1998, a lower increase in comparison to the 8.8 per cent rise
registered last year. In the food group, the open market
producer price of paddy dropped by around 6 per cent due
to enhanced production during the year. The CIF prices of
imported rice and wheat grain also declined due to lower
international commodity prices. Meanwhile, prices of both
mid-grown and low grown tea registered lower increases of
13 per cent and 10 per cent as compared with increases of
20 per cent and 13 per cent last year. These developments
were the main contributory factors for the deceleration in
food prices in the Wholesale Price Index. As in the case of
retail prices, however, prices of subsidiary food crops and
vegetables accelerated at the primary market level.

Prices of alcoholic drinks, textiles and footwear,
chemical and chemical products, metal products, and fuel and
light categories showed lower increases in 1998. However,
prices in the paper products, machinery and miscellaneous
categories, which had registered declines in 1997, registered
increases in 1998.

TABLE 6.4
Greater Colombo Consumers’ Price Index

(January to June 1989 = 100)

Iltem

Weights

Average Index

Annual Average
Percentage Change

Point to Point
Percentage Change

1997 1998 1997 1998 Dec.1997 Dec. 1998
All ltems 100 220.1 235.2 7.1 6.9 7.9 3.5
Commodity Wise
Food & Drink 69.3 232.2 250.1 7.5 7.7 8.9 24
Liquor, Tobacco, Betel & Arecanut 3.8 273.4 295.8 9.0 8.2 4.2 21.4
Housing 8.9 109.9 110.0 0.1 0.1 0.2 -
Fuel & Light 5.4 2271 241.6 52 6.4 9.2 0.6
Clothing & Footwear 2.8 2271 231.4 4.0 1.9 2.7 6.8
Personal Care & Health Services,
Household Goods and Services 4.9 227.0 242.7 11.9 6.9 10.9 5.9
Transport & Communication 2.8 195.0 196.0 7.3 0.5 0.4 0.8
Miscellaneous 2.1 179.2 183.5 3.1 2.4 1.5 11.3

Source: Department of Census and Statistics
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TABLE 6.5
Wholesale Price Index (1974 = 100)
Annual Average Point to Point
Average Index
tem Weights Percentage Change Percentage Change
1997 1898(a) 1997 1898(a) Dec 1997  Dec 1898 (a)
All ltems 100.0 1224.3 1298.7 6.9 6.1 6.6 0.9
Commodity Wise
Food 67.80 1132.2 1223.2 8.8 8.0 8.1 0.2
Alcoholic Drinks 2.86 1361.3 1398.3 158 27 - 211
Textile & Footwear 4.02 633.8 634.5 1.2 0.1 - 0.2
Paper Products 1.97 902.9 915.0 =151 1.3 -0.7 2.0
Chemicals & Chemical Products 5.16 717.3 772.0 8.5 7.6 8.4 8.4
Petroleum Products 6.42 1528.2 1628.2 1.2 - - .
Non Metallic Products 1.78 2387.6 2655.8 6.6 11.2 241 8.5
Metal Products 0.93 806.1 8163 2.8 1.3 2.1 0.4
Transport Equipment 0.80 937.3 933.9 3.2 -0.4 1.2 -4.6
Electrical Appliances & Supplies 0.96 800.6 837.9 4.3 4.7 4.3 15
Machinary 1.33 596.1 651.3 -14 93 1.3 11.6
Fuel & Light 1.79 2694.8 2824.7 11.8 4.8 17.1 111
Miscellaneous 4,78 2582.5 2587.5 -5.4 0.2 - 27 0.4
Sectorwise No.l
Domestic Group 50.31 1059.1 11116 6.5 5.0 8.0 2.8
Import Group 27.17 933.5 9341 8.2 0.1 3.7 01
Export Group 22.52 1944.5 2156.7 6.7 10.9 6.5 -0.9
Sectorwise No. Il
Consumer Goods 75.30 1190.4 1280.8 8.9 7.6 8.2 0.9
Intermediate Goods 20.52 1324.6 13287 1.2 03 -1.0 0.4
Investment Goods 4.18 1342.7 14735 5.6 9.7 18.7 6.5

(a) Provisional

Sectorwise, prices in both the domestic and import
groups increased slowly in 1998. Prices in the export
category accelerated in 1998. The improvement in the export
price of coconuts was a major contributory factor for this
acceleration.

In the end-use classification, price increases in the
consumer and intermediate categories decelerated, while
prices in the investment category accelerated in 1998.

TABLE 6.6
Retail Sales Prices of Selected Food ltems
(All Island) Riigees
ltem Unit 1997  1998(a) c';’;"gg?:,'“

Rice (Ordinary par boiled)  Kg. 22.26 22.03 -1.0
Bread, 450 gm. Loaf 7.57 8.26 9.0
Eggs (Ordinary) Each 4.48 421 -5.6
Coconut {(Medium) Each 8.82 0.76 10.7
Vegetables

Bitter Gourd Kg. 26.98 32.00 18.6

Cabbages . 24.64 31.00 20.5

Carrots ) 34.90 43.42 24.4

Green Beans L 33.40 41.34 23.8

Leeks . 31.72 39.39 242

Potatoes " 32.29 37.28 155

Red Onions (Medium)  * 46.65 65.50 404

Dried Chillies (Gr. ) # 98.86 125.78 27.2
Sea Fish

Kelawalla Kg. 149.16 150.49 0.9

Mullet - 118.71 121.37 22

Hurulta " 83.74 B7.87 4.9

Salaya g 61.00 £64.83 5.5

(a) Provisional Source : Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka
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Regional Price Variations

As in the previous year, regional variations in the prices of
less perishable items such as rice, dried chillies and potatoes
were relatively low, while substantial variability was
observed with respect to prices of vegetables and fish.
Regional variation in prices of eggs and coconuts was
observed to have widened in 1998 when compared with
1997.

In conformity with the regional production patterns,
samba rice was lowest in price in Anuradhapura, while
Matara recorded the lowest prices for kekulu rice. The
highest prices for rice were registered in Colombo. Prices
of vegetables were iower in regional centres when compared
to Colombo with lowest prices being registered in
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TABLE 6.7
Average Retail Prices of Selected Food ltems in Selected Markets in 1998 (a)
Item Prices (Rs./Kg.) Difference from Colombo(%)
Colombo Kandy Matara Anuradhapura Kandy Matara Anuradhapura
Samba Rice 29.96 29.71 28.95 27.22 -0.8 -3.4 -9.1
Kekulu Rice 24.61 24.05 21.11 22.57 -2.3 -14.2 -8.3
Beans 53.711 44.61 41.59 39.89 -16.9 -22.6 -25.7
Cabbages 40.98 33.26 33.64 31.69 -18.8 -17.9 -22.7
Brinjals 35.13 24.72 21.50 20.15 -29.6 -38.8 -42.6
Pumpkins 24.51 23.44 19.38 17.11 -4.4 -20.9 -30.2
Red Onions 66.16 73.55 66.08 61.11 11.2 -0.1 -7.6
Big Onions 42.22 42.33 41.88 42.03 0.3 -0.8 -0.5
Potatoes 32.72 33.12 32.20 32.20 1.2 -1.6 -1.6
Dried Chillies 130.00 136.38 130.75 129.33 4.9 0.6 -0.5
Kelawalla 138.85 165.17 158.00 165.28 19.0 13.8 19.0
Hurulla 80.48 98.56 71.06 94.33 225 -11.7 17.2
Eggs (each) 3.42 363 4.03 3.62 6.1 17.8 5.8
Coconut (each) 13.40 11.22 13.07 10.50 -16.3 -2.5 -21.6
(a) Provisional Source: Central Bank of Sri Lanka
s (e ::'; i o i e : G
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Anuradhapura. Prices of eggs were lowest in Colombo. A
notable feature in price variation with respect to eggs was
tial comipaalively high prices prevalied n uie viaara market
in 1998.

Seasonal variations were fairly similar in the four
markels considered. However seasonal variations in the price
of rice seemed less pronounced than in 1997. Prices of beans
displayed a sharper seasonal behaviour in 1998 than in 1997
in all markets, with prices declining from relatively high
levels in January to low levels in March - April and
thereafter increasing sharply again to reach a peak level in
June. Prices dropped thereafter and were relatively low in
the second half of the year. This pattern of price behaviour
was observed in the case of most vegetables. Prices of beans
in Colombo were found to be notably higher than those
prevailing in the regional markets throughout the year. Prices
of red onions displayed a clear seasonal pattern as in the
previous year. However, due to the lower production, prices
did not plummet to such low levels as in 1997 during the
glut season. It is also notable that prices of red onions in
the Kandy market exceeded those in the Colombo market
during most of the year. Prices of potatoes also indicated less
seasonality than in 1997 due to lower production and the
availability of imports throughout the year.

Variation of commodity prices across regions as well
as within regions during the year has declined somewhat in
the last three years. Further reduction of this variability
would be useful for both consumers and producers since
traders who have a high degree of influence in the market
can exploit market conditions when prices are highly variable
due to weaknesses in marketing arrangements. This situation
can be improved for the benefit of both consumers and
producers if commercial production and marketing systems
are developed by improving extension services and regional
marketing infrastructure including the development of

packing, handling and storage facilities with increased private
sector participation. Mechanisms for developing an efficient
{urward wiatket for agricuitural products shoutd aiso be
explored.

6.2 Wages

Both nominal and real wages improved in the public sector
in 1998. This was the outcome of the nominal wage increase
given to all categories of public sector employees following
the implementation of the second phase of the B. C. Perera
Salary Review Committee proposals. In the organised private
sector, minimum wages applicable to a large number of
Wages Boards were revised upwards and as a result, a
substantial increase in wages was recorded for most
categories of workers. The growth in overall wages in the
organised private sector was sharper than in 1997. Real
wages of workers in agriculture, industry and comimerce
improved. In the informal sector, wages increased in nominal
terms in most major activities. Significant real wage
improvements were registered in major activities in paddy,
tea and coconut cultivation. A reduction of real wages was
observed in building construction activities as well as in
major activities in rubber cultivation.

Public Sector

In the public sector, the restructuring of salary scales
proposed by the Salary Review Committee was implemented
in a phased manner. The first phase took effect from I
January 1997, when 40 per cent of the increase
recommended, subject to a minimum of Rs.325 per month,
was granted. In the second phase of the revision, the balance
of the recommended increase was granted on 1 January 1998
to all employees excepting those whose consolidated annual
salaries exceeded Rs.90,000 according to the revised scalcs.
For the latter calegory the second phase of the salary
revision came into effect from I July 1998.

TABLE 6.8

Wage Rate Index Numbers
(December 1978=100)

Nominal Real Percentage Change In 1998
1997 1988(a) 1997 1998{a) Nominal (a) Real (a)
1. Government Employees
Central Government Employees 906.5 1001.4 104.0 104.9 10.5 0.9
Non-Executives 842.9 959.6 96.7 100.5 13.8 3.9
Minor Employees 966.7 1029.1 110.8 107.8 6.5 2.7
Government School Teachers 778.5 805.5 89.3 84.4 3.5 5.5
2. Workers in Wages Boards Trades
All Wages Boards Trades 849.1 953.3 97.3 99.9 12.3 2.7
Workers in Agriculture 971.8 1097.7 111.4 116.0 13.0 3.2
Workers in Industry & Commerce 710.8 807.7 81.4 84.6 13.6 3.9
Workers in Services 487.2 506.4 55.9 53.0 3.9 5.2

(a) Provisional

Soirces: Department of Labour
Central Bank of Sri Lanka
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As a result of these wage increases, wages in the
government sector, as measured by the Nominal Wage Rate
Index, increased by 10.5 per cent in 1998 following an
increase of 10.8 per cent in 1997. Given a consumer price
inflation of 9.4 per cent (in terms of the CCPI) during the
year, this represents a moderate real wage improvement of
0.9 per cent which follows the improvement of 1.0 per cent
last year. Wages in the non-executive category increased by
a substantial 13.8 per cent, which represents a real wage
increase of 3.9 per cent. In the previous year, this category
of workers had received a nominal wage increase of 11.3
per cent which represented a real wage improvement of 1.5
per cent. Wages in the minor employee category increased
at a slower rate of 6.5 per cent representing a real wage
deterioration of 2.7 per cent. In the previous year, although
the increase in the nominal wages of this category was 10.0
per cent, their real wage improved only by 0.2 per cent.
Nominal wages of government school teachers, which
increased moderately by 3.5 per cent, represented a real wage
deterioration of 5.5 per cent in 1998.

Organised Private Sector

In the organised private sector there was a major revision
of wages in the plantation sector. Plantation workers covered
by the collective agreement that was effected in settlement
of the industrial dispute in plantations were granted a wage
increase with effect from 1 January 1998. Under this
agreement, the daily wages of adult workers were increased
from Rs.83 to Rs.95. In the case of workers in the tea sector,
an additional price share supplement of Rs.6 per day also
became payable. This payment is, however, subject to review
at the end of 18 months or earlier if there is a serious down-
turn in tea prices. For workers in the rubber sector, a price
share supplement is also payable on a fluctuating basis at
the rate of 30 cents for each one rupee increase in the price
of rubber (RSS No.l), over the threshold price of Rs.65.
These price share supplements, however, do not attract
Employces’ Provident Fund or Employces’ Trust Fund
benefits. The collective agreement covered workers in
plantations in the Sri Lanka State Plantations Corporation,
Janatha Estates Development Board and Regional Plantation
Companies.

Plantation workers not covered by the above agreement
are covered by the relevant Wages Boards. Their minimum
wages, which had also been fixed at Rs.83 per day, were
increased to Rs.95 from October 1998 in the case of the tea
growing and manufacturing trade and from November 1998
in the case of the rubber growing and manufacturing trade.
Minimum wages were also increased in 1998 by 19 other
Wages Boards. These were the Wages Boards covering
Paddy Hulling, Match Manufacturing, Building, Janitorial
Services, Baking, Biscuit and Confectionery Manufacturing,
Hosiery Manufacturing, Hotel and Catering, Cinema, Ice and
Aerated Water Manufacturing, Garment Manufacturing, Tyre

and Tube Manufacturing, Engineering, Motor Transport,
Nursing Home, Retail and Wholesale Trade, Coir Mattresses
and Fibre Export, Coconut Growing and Liquor and Vinegar
Manufacturing.

Wage movements in the organised private sector are
monitored by the Minimum Wage Rate Indices in Wages
Boards Trades. As a result of the above-mentioned revision
in minimum wages of a large number of Wages Boards, the
Minimum Wage Rate Index of all workers covered by
Wages Boards increased by 12.3 per cent in nominal terms
in 1998. This increase is significantly higher than the
increase of 5.9 per cent registered for these workers in 1997.
In contrast to the previous year, when real wages had
deteriorated by 3.4 per cent, an overall improvement in real
wages of 2.7 per cent was registered in 1998. Wages of
workers in agriculture improved by 13.0 per cent in nominal
terms representing a real wage improvement of 3.2 per cent
due to revisions in plantation wages. Minimum wages for
workers in industry and commerce improved by a substantial
13.6 per cent in nominal terms representing a real wage
improvement of 3.9 per cent. Workers in services received
a more moderate nominal wage increase of 3.9 per cent,
indicating a decline in real wages.

Informal Sector

Information on daily wages in the informal sector is collected
through the Countrywide Data Collection System of the
Central Bank. According to provisional data, daily wages of
carpenters and masons in small scale construction activities
increased on average by 7 per cent and 8 per cent,
respectively, in 1998. Wages for skilled helpers in carpentry
and masonry increased by 9 per cent and 7 per cent,
respectively. Meanwhile, wages for unskilled helpers in
building construction registered increases of between 7 and
8 per cent. In paddy cultivation, wages for different major
activities registered increases ranging from 9 to 15 per cent.
Real wages were reported to have improved for workers
engaged in ploughing, broadcasting, spraying, weeding,
harvesting and threshing. In small scale tea plantations,
wages for major activities improved significantly, reflecting
both the impact of the increase in minimum wage rates
applicable to the tea sector and the buoyant tea prices. Daily
wages for preparation of land and for female pluckers
increased by 10 per cent and 12 per cent, respectively. In
contrast, in rubber smallholdings, wages for tapping declined
slightly in nominal terms reflecting the deterioration in
rubber prices (in some cases, payment for tapping is tied to
the value of latex tapped). Reflecting the improvement in
coconut prices, wages in activities in coconut cultivation
improved substantially with wages for digging of pits
increasing by 13 per cent and wages for plucking.(with
sticks) increasing by over 20 per cent. Accordingly, real
wages improved substantially for workers engaged in these
activities in coconut cultivation.
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7. POPULATION, LABOUR FORCE AND EMPLOYMENT

7.1 Population

The mid year population in 1998 has been estimated at 18.8
million. This shows that population growth declined to 1.2 per
cent from 1.3 per cent in 1997. The decline was a result of a
reduction in the natural increase in population. There has been
an addition of 222,000 to the mid year population in 1998. The
population density, which is estimated as the number of persons
per sq. km. of land, increased to 299 in 1998 from 296 in 1997.
While the demographic transition, together with improvements
in other socio-economic conditions, has substantially reduced
the growth rate of the population to well below that of most other
developing countries, an annual addition of over 200,000 to the
population has become a burden on other limited resources. As
mentioned in last year’s Annual Report, there are several socio-
economic issues associated with the current structure and trends
in population. Unemployment, land fragmentation, the high cost
of social welfare such as education, health and housing and
problems associated with an ageing population continue to be
some of the major issues. The ageing of the population and a
rising old age dependency ratio require a well planned strategy
and a carefully designed social security system to avoid
excessive hurdens on the working population and an erosion of
standards of living during old age. ‘I'his has to be done in a
context of policies designed to make labour markets more
flexible, adaptable to the changing labour market needs and
complementary to other growth-oriented policies.

7.2 Labour Force

A series of quarterly labour force data is available from the
surveys conducted by the Department of Census and Statistics
since 1990. According to this survey, the labour force is defined
as the economically active population aged 10 years and above.
The labour force at the end of the third quarter of 1998 was
estimated at 6.7 million. This estimate is not strictly comparable
with previous estimates, as the latest survey includes unpaid
female family workers, such as housewives engaging in

TABLE 7.2
Labour Force Participation

Total Labour | abour Force Participation Rate (%) (a)

Year Force
('000 persons) Total Male Female
1990 6,001 51.9 67.7 36.2
1993 6,032 49.1 65.3 33.1
1994 6,079 48.7 65.4 32.0
1995 6,106 47.9 64.4 31.7
1996 6,242 48.7 65.9 31.6
1997 6,229 48.4 65.4 31.7
1st Quarter 6,237 48.5 65.2 31.8
2nd Quarter 6,226 48.4 65.7 31.6
3rd Quarter 6,218 48.3 65.7 31.2
4th Quarter 6,236 48.8 64.8 32.3
1998(b) 6,637 51.5 67.3 36.4
1st Quarter 6,647 51.6 66.6 376
2nd Quarter 6,574 51.0 67.7 34.8
3rd Quarter 6,693 51.9 67.5 36.7

Source: Department of Census and Statistics

(a) Labour force as a percentage of household population aged 10
years and above.
(b) Average of first three quarters

supporting family income generating activities, especially in the
agricultural sector, who were counted as ‘not in lahour force’
in previous years. The labour force participation rate, i.e., labour
force as a percentage of household population aged 10 years and
above, has been estimated at 52 per cent in the third quarter of
1998. The labour force participation rate has fluctuated within
a range of 48-52 per cent during the period since 1990. While
there has been an increase in labour force participation from 49
per cent in 1997 to 52 per cent in 1998, this increase was partly
a reflection of the improved coverage of the workforce. The
growing entry of females to the labour force appears to be an
important reason for this increase.

7.3 Employment

The quarterly labour force surveys define an employed person
as one who works for pay, profit or unpaid family gain for one

TABLE 7.1
Basic Demographic Indicators

Year Population Annual Change Crude Birth Rate Crude Death Rate

('000) (%) (per'000) (per'000)
1871 2,417 0.8 28.5 20.0
1946 6,657 1.5 35.4 14.3
1953 8,098 2.8 48.0 10.4
1963 10,582 27 341 8.5
1971 12,690 22 30.4 7.7
1981 14,847 1.7 28.2 5.9
1991 17,247 1.5 20.6 5.5
1995 18,136 1.4 18.9 5.8
1996 18,315 1.0 18.6 6.5
1997 18,552 1.3 17.9 6.1
1998(a) 18,774 1.2 n.a. n.a.

(a) Provisional Sources: Registrar General's Office

Department of Census and Statistics
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hour or more during the week preceding the collection of data
from that person. Persons who are temporarily absent from work
are also considered as employed. Employees, employers, self-
employees (own account workers) and unpaid family workers
are the broad categories of the employed. According to the
surveys, employment has risen steadily from 84.1 per cent of the
labour force in 1990 to 90.9 per cent by the end of the third
quarter of 1998. Correspondingly, the unemployment rate has
fallen from 15.9 per cent of the labour force to 9.1 per cent
during that period.

Manufacturing, construction, trade, hotels, insurance, real
estate and personal services were key areas of employment
generation. Enterprises under the BOI, with 137 new projects
commencing operations in 1998, generated direct employment
for nearly 36,200 persons. The manufacturing sector is estimated
to have generated around 27,000 new employment opportunities.

The construction sector also had generated about 5,400 new jobs.
New employment provided by the public sector was estimated
at about 19,000. The number of casual workers (those not in the
permanent cadre) accounted for 9.1 per cent of the total public
sector employment in 1998.

While data on the change in the agricultural sector are not
available, the total employment in this sector is estimated at 2.4
million and represented 38 per cent of the employed work force.
A little over 15 per cent of the employed workforce were in the
manufacturing sector, while the balance 47 per cent were in the
services sector. Data also revealed that the employment
generation was particularly evident in small scale business and
manufacturing activities throughout the country.

The share of public sector employment (government and
semi-government) in total employment continued to decline in
1998. The public sector share in total employment has fallen

TABLE 7.3
Employment by Economic Activity
('000 persons) Percentage of Total Employed
ltem

1995 1996 1997  1997(a) 1998(a) 1995 1997(a)  1998(a)

Employment by Industry
Agricullure 1,966.8 20722 20691 19715 23916() 36.7 35.4 38.2
Mining and Quarrying 89.2 86.8 77.8 80.1 79.1 1.7 1.4 1.3
Manufacturing 788.6 806.7 870.1 904.4 9311 14.7 16.2 152
Electricity, Gas and Water 248 275 323 216 36.5 0.5 0.4 0.7
Construction 285.5 297.1 301.0 298.9 304.3 53 5.4 4.6
Trade and Hotels §52.8 663.6 715.8 690.3 712.0 12.2 124 11.7
Transport, Storage and Communication 252.2 270.7 269.9 294.0 279.9 4.7 53 4.2
Insurance and Real Estate 81.3 109.7 92.0 112.5 121.7 1.5 2.0 2.0
Personal Services and Other 12158 1,2029 1,151.3 1,197.8 1,2353 227 215 221
Total Employment 5357.1 55374 55800 5571.4 60854 (b) 100 100 100

% of Labour Force 87.7 88.7 89.6 89.6 90.9 (b)

(a) Third Quarter Source: Depariment of Census and Statistics

(b) Data are not comparable with those of the previous years due to a definitional change that has been made in the
Sri Lanka Labour Force Survey to improve the coverage of the employed labour force.

TABLE 7.4
Labour Force and Employment

Thousand Persons

1993 1994 1995 1996 1997 1998 (a) (b)
Total Popuiation 17,619 17,865 18,136 18,315 18,552 18,774
Household Population aged 10 years and above 12,278 12,493 12,736 12,831 12,864 12,896
Labour Force 6,032 6,079 6,106 6,242 6,229 6,693
Employed 5,201 5,281 5,357 5,637 5,580 6,085
Public Sector 1,295 1,325 1,307 1,161 1,080 1,091
Government 676 700 738 752 762 790
Semi-Government 619 625 569 409 310 30
Private Sector 3,906 3,956 4,050 4,376 4,500 4,994
BO! Enterprises 180 206 233 242 258 294
Other 3,726 3,750 3,817 4,134 4,242 4,700
Unemployed 830 798 749 705 649 GO7
Memorandum ltems
Labour Force Participation Rate, % 491 48.7 47.9 48.6 48.4 51.9
Unemployment Rate, % 13.8 13.1 12.3 11.3 10.4° 9.1
Unemployment Rate excluding Unpaid Family Workers,% 15.1 14.3 13.4 124 11.4 10,3

(a) Third Quarter Source: Department of Census and Statistics, Central Bank of Sri Lanka

(b) The large increase in labour force and employment in 1998 was partly due to the increase in coverage of female unpaid family
workers in the agricultural sector. in the sector-wise breakdown, this is shown in the private sector ‘other’ category. Therefore, the total labour force
and the employed in the private sector ‘other’ category are not comparable between 1998 and other years.
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TABLE 7.5
Status of Emplovment
e Percentage
Year Public Sector Private Secior Employers Self Unpaid Family T
otal
Employees Employees Employed Workers

1990 21.5 33.7 1.8 29.2 13.8 100
1991 22.9 39.5 2.2 25.4 10.0 100
1992 20.0 40.0 1.6 271 11.2 100
1993 17.4 428 2.0 274 104 100
1994 16.4 44.3 23 27.2 9.8 100
1995 15.6 44.3 25 28.3 9.4 100
1996 15.0 458 2.3 26.8 10.0 100
1997 15.2 440 2.4 29.1 9.3 100
1st Quarter 15.0 44.7 1.7 29.0 9.7 100

2nd Quarter 15.6 44.2 24 27.5 10.2 100

3rd Quarter 16.5 42.9 2.7 28.8 9.1 100

4th Quarter 13.7 443 2.7 312 8.2 100

1998(a) 13.8 41.7 2.0 28.8 13.5 100
1st Quarter 13.1 41.8 1.7 28.8 147 100

2nd Quarter 14.4 41.6 2.3 28.7 12.9 100

(a) Average of first two quarters

from 25 per cent of employment in 1993 to nearly 18 per cent
in 1998. The decline has taken place particularly in the semi-
government sector with the ongoing public enterprise reforms
with private sector participation and the expansion of private
sector economic activity. A larger part of the new employment
opportunities generated has been in the private sector. This trend
is confirmed by both the Department of Census and Statistics
survey and the Central Bank’s survey data. Public sector
employment in 1998 was estimated at 1.09 million, recording a
marginal increase of 1.8 per cent over 1997. The employment
in the government sector (central and local) increased by 3.7 per
cent, a higher rate of increase than in the previous two years.
Semi-government institutions recorded a marginal decline of 2.9
per cent in their employment level following considerable
declines in the previous three years.

7.4 Unemployment

A steady decline in unemployment in recent years has been a
reflection of the rapid economic growth and the resultant growth
of employment opportunities in the country, Persons who are
looking for or are available for work but do not have
employment are considered as the unemployed. The
unemployment rate (unemployed persons as a percentage of the
labour force) has declined from 15.9 per cent in 1990 t0 9.1 per
cent in the third quarter 1998, recording a drop of 6.8 percentage
points. The estimate of the unemployment rate in 1998 had some
downward bias due to increased coverage of unpaid family
workers as employed persons in the labour force. When these
data are adjusted to exclude unpaid family workers, the
unemployment rate was estimated at 10.3 per cent in the third
quarter of 1998 compared to 11.4 per cent in 1997. Thus, in
1998, the unemployment rate has, in fact, declined notably by
about one percentage point.

According to the survey, the decline in unemployment in
the country was seen in both male and female unemployment
although unemployment among females was twice as high as for
males. The male unemployment rate declined from 11.8 per cent
in 1990 to 7.1 per cent in the third quarter of 1998, whereas the

Source : Department of Census and Statistics

female unemployment rate fell from 23.4 per cent to 12.7 per
cent during the same period. It is noteworthy that the female
unemployment rate has declined faster, reducing the female-
male gap in the unemployment rate from nearly 12 percentage
points in 1990 to 6 percentage points in 1998,

Another salient feature in recent trends in unemployment
has been the continuously higher unemployment among persons
with higher formal educational qualifications. Although
unemployment rates at all levels of education have declined over
time, the unemployment rate among persons with qualifications
of GCE (A/L) and above has remained at a significantly higher
level than that of the unemployment rate in the population as a
whole. In fact, the proportion of persons with qualifications of
GCE (A/L) and above in total unemployment increased from 15

TABLE 7.6
Unemployment Rate

Percentage of Labour Force

Year

Male Female Total

1990 11.8 23.4 159
1991 10.2 23.0 14.7
1992 10.7 22.9 14.6
1993 9.7 21.7 13.8
1994 9.7 20.1 13.1
1995 8.8 18.8 12.3
1996 8.5 18.0 11.3
1997 7.6 16.2 104
1st Quarter 8.0 16.2 10.7

2nd Quarter 7.2 16.3 10.2

3rd Quarter 7.4 16.7 10.4

4th Quarter 7.7 15.5 10.3
1998(a)(b) 6.9 14.6 9.7
1st Quarer 71 16.2 10.6

2nd Quarter 6.6 14.9 9.5

3rd Quarter 71 12.7 9.1

Source: Department of Census and Statistics

(a) Average of first three quarters

(b} Data are not comparable with those of the previous years due to a
definitional change that has been made in the Sri Lanka Labour Force
Survey to improve the coverage of the employed labour force.
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TABLE 7.7
Unemployment Rate by Level of Education

Percentage of Labour Force

Period No Grade 0-4 Grade5-9  GCE (O/L)  GCE (A/L) Total
Schooling Year 1-5 Year 6-10 NCGE HNCE and
Above
1990 3.4 5.2 17.2 23.8 29.4 15.9
1991 4.0 49 14.9 25.0 24.7 14.7
1992 35 5.4 16.1 21.8 20.7 14.6
1993 3.0 4.9 13.7 21.3 23.2 13.8
1994 26 5.0 13.0 19.6 23.8 13.1
1995 1.9 3.0 12.8 18.4 19.9 12.3
1996 27 3.4 122 16.4 18.9 1.3
1997 1.3 2.3 10.8 15.7 19.0 10.4
1st Quarter 24 1.5 1.1 15.6 21.2 10.7
2nd Quarter 0.2 2.2 11.0 16.1 18.9 10.2
3rd Quarter 0.5 3.1 10.2 14.6 19.3 10.4
4th Quarter 2.2 2.6 10.8 16.7 16.7 10.3
1998(a) 0.2 26 10.2 135 16.2 9.7
1st Quarter 0.1 2.9 12,0 15.8 14.9 10.6
2nd Quarter 0.5 1.9 9.1 14.4 18.9 9.5
3rd Quarter 0.0 3.0 9.4 10.3 14.8 9.1

(a) Average of first three quarters

per centin 1990 to 21 per cent in 1998, whereas the proportion
of persons with these qualifications only rose from 8 per cent
to around 13 per cent for the entire labour force. A similar trend
is seen, when those in the labour force with qualifications of
GCE (O/L) and above are considered, although the differences
are somewhat less severe. This indicates the mismatch between
academic training and employment opportunities.

The current education system appears to have contributed
largely to this situation. The current education system is based
on testing the textbook knowledge of students in traditional
subjects that do not equip them adequately to function
effectively in an increasingly competitive and dynamic modern
work environment. Meanwhile, a greater demand exists in the
emerging private sector labour market for persons qualified in
professional and technical fields such as accountancy, finance,
management, marketing, computer applications and the English
language. Consequently, the system tends to create expectations
among students that cannot be fulfilled by their inadequate
traditional academic training. Such students often wait for white-
collar jobs after leaving school. Therefore, the higher the formal
academic qualifications acquired under the existing education

TABLE 7.8
Unemployment Rate by Province 1997

Percentage of Labour Force

Province
Male Female Total
Western 9.0 145 10.7
Central 8.8 18.5 12.3
Southem 9.1 22.3 13.6
North Western 6.2 136 8.5
North Central 45 118 6.7
Uva 5.4 11.5 7.8
Sabaragamuwa 6.2 18.0 10.0
Total 7.7 16.1 10.5

Source : Department of Census and Statistics

Source : Department of Census and Statistics

system, the less could be the opportunities for gaining the
expected employment. This is a highly simplified description of
the unemployment problem among the higher educated in the
country, which is considered most acute. The current education
reforms are aimed at addressing this issue as well as other
aspects, so that the education system would produce persons
who are readily employable in the market.

Recent estimates based on the Labour Force Survey
indicate differences in unemployment among the provinces in
the country. The rate of unemployment was lowest in the North
Central Province (6.7 per cent), while the highest unemployment
was in the Southern Province (13.6 per cent).

7.5 Foreign Employment

According to the Sri Lanka Bureau of Foreign Employment
(SLBFE), migration for foreign employment through recorded
sources increased gradually until 1995, reaching the highest
level of about 172,000 persons per annum, While there had been
a decline in the number of people leaving for employment
abroad during 1996 and 1997, this number is estimated to have
increased by about 7 per cent to around 158,000 persons in 1998.
The Bureau has also intensified its surveillance through counters
at the airport so that persons migrating for foreign employment
will have the required registration with the Bureau.

During the year, the government continued to provide pre-
employment training and welfare services for employees abroad
and their families. In 1998, twelve welfare officers were
appointed to assist Sri Lankan employees in the Middle Eastern
countries and Singapore. The SLBFE has introduced a number
of support facilities for migrant workers and their families. These
included the provision of training facilities to prospective
migrant workers, an insurance scheme for migrant workers
registered with the SLBFE, provisions of air fare to employees
who return before the expiry of their contract periods, a
scholarship programme for children and funding a low cost
housing programme implemented through People’s Bank.
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8. FISCAL POLICY AND BUDGETARY OPERATIONS

8.1 Overview and Policy Strategy

The successful fiscal deficit reduction achieved in the last
two years could not be maintained in [998. The 1998 Budget
expecled to reduce the overall deficit to 6.5 per cent of GDP
while generating a surplus in the current account. This was
an ambitious target considering the high degree of
uncertainty that prevailed in late 1997 about the prospecis
for the world economy, domestic security expenditures and
revenue implications of the impending Goods and Services
Tax (GST). The reduction of the fiscal deficit was to be
achieved through better financial control, enhancing revenue
buoyancy, containment of the growth of current expenditures,
further progress in public enterprise reforms with private
sector participation and the strengthening of debt
management. The 1998 Budget also envisaged an increase
in public investment to 6.9 per cent of GDP, as inadequate
infrastructure facilities were emerging as a constraint for
faster economic growth.

In terms of the overall deficit, the fiscal performance
in 1998 was a setback. However, on the policy side, progress
was made in the structural reforms relating to the tax system,
debt management and public enterprise reforms. The budgel
deficit (before grants and excluding privatisation proceeds)
increased to 9.2 per cent of GDP, indicating a substantial
fiscal slippage of 2.7 percentage points, when compared with
the target of 6.5 per cenl of GDP. The curreul account
continued to be in deficit, rising to 2.4 per cent of GDP from
2.2 per cent in 1997. While a slippage could not have been
avoided in 1998 owing to revenue and other implications of
the slowing down of the economy as a result of the crisis
in the global economy, the magnitude of the slippage was
worrisome, It thwarted the objective of ecasing the high
interest rates to promote investment and employment. In fact,
during the year, interest rates on government debt
instruments and the prime lending rate started rising,
reflecting the increased domestic resource needs of the
government for deficit financing. A further relaxation of
monetary policy to dampen the increase in interest rates was
not possible, as this would have had adverse implications on
price stability and the exchange market. Given these
developments and the weaker prospects for economic growth,
the target of 6 per cent of GDP for the overall deficit in
1999 as expected in the 1999 Budget appears difficult to
achieve. Early measures may have to be taken to contain the
budget deficit at a realistic level of around 7.5 per cent of
GDP in 1999.

In absolute terms, the budget deficit increased by
Rs.23,086 million to Rs.93,147 million. Increased security
expenditures and revenue shortfalls were the major reasons
for the enlargement of the deficit. Additional security related
expenditures accounted for 29 per cent of the increased

deficit. Revenue shortfalls, reflected mainly in lower than
anticipated turnover taxes/GST, income taxes and import
duties, accounted for about 58 per cent. Higher expenditures
on non-security related salaries and wages and transfers to
loss making public sector entities (Sri Lanka Railways and
the Postal Department) also contributed 7 per cent. The
inflationary pressures of the enlarged budget deficit were not
clearly seen in 1998 as the country benefited from the sharp
reduction in import prices, particularly for crude oil, wheat
grain, fertiliser and sugar, under depressed world market
conditions. These price reductions helped to contain the
growth in the import bill, despite a 9.6 per cent depreciation
of the rupee against the US dollar, thus leaving more
resources with the banking system. It appears that the
resources thus freed by these reductions and the relatively
slow growth of private sector credit enabled the banking
system to finance a large portion of the enlarged budget
deficit without exerting excessive pressure on interest rates.

However, several desirable tax policy reforms, aimed at
further simplifying the tax structure, reducing tax rates,
improving the tax base and increasing transparency of the
tax system, were implemented during 1998. The move
towards lower rates of taxation was expected to raise savings
and private investment. The major structural change made
in the tax system was the introduction of the GST with
effect from 1 April 1998 to eliminate the cascading effect
of the turnover tax and to operate on the destination
principle, where all exports are zero rated, while domestic
consumption is subject to taxation. Initially, unprocessed
agricultural products, public transport, fertiliser, cement,
pharmaceuticals and some essential food items were
exempted. Tmports for the processing of exports, which were
exempted under turnover tax by a laborious administrative
action, were brought under the GST system with a refunding
mechanism. Importers of such goods are entitled to a
deferment facility of 45 days to settle their tax liabilities (this
period was later increased to 60 days). The banking and
financial services sector continued to be under turnover tax,
but the tax rate applicable was further reduced from 2 per
cent to 1 per cent with a view to reducing the cost of funds.
Initially, a single GST rate of [2.5 per cent was applied.
Although this rate yield was less than the former turnover
tax system, it was considered prudent to start with a lower
rate in order to achieve greater public acceptance.

With the introduction of GST, excise tax rates on some
items were raised to offset the revenue loss arising from the
change. Accordingly, the excise tax on petrol was increased
from 25 per cent to 50 per cent, while the excise tax on
liquor was raised from 12.75 per cent to 20.2 per cent. In
the case of cigarettes, the GST rate was applied to the excise
inclusive value.
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In order to further rationalise the income tax structure,
the 1997 Budget announced a reduction of both the corporate
profit tax and the maximum personal income tax rate from
35 per cent to 30 per cent in 1998 and then to 25 per cent
in 1999. However, owing to revenue considerations, the
proposal was not implemented in 1998. Instead, income tax
concessions were granted to selected priority sectors.
Accordingly, the corporate tax rate for enterprises in
agriculture, fisheries, livestock and tourism was reduced to
15 per cent. The regional industrialisation programme was
further strengthened in 1998 with fiscal incentives for
relocation, setting up of new garment factories and for the
establishment of dedicated economic centres. In addition,
generous BOI concessions were granted to selected thrust
industries such as electronics, ceramics, glassware, rubber
based industries, light and heavy engineering industries,
cutting and polishing of gems and diamonds and jewellery
manufacturing.

In order to assist the development of the capital market,
companies seeking a listing on the Colombo Stock Exchange
(CSE) and those already listed were given an income tax
bonus of 5 percentage points. Capital gains arising from the
sale of equity held in unquoted companies was exempted
from income tax, while expenses incurred by companies in
seeking a listing were treated as deductible expenses. As the
cost of share transactions was considered high, the stamp
duty on initial public offers was reduced to 50 cents for
every Rs.1,000 and the cess imposed by the Securities and
Exchange Commission (SEC) was reduced from 0.15 per
cent to 0.10 per cent. Listed companies were allowed to
operate their own provident funds. In order to encourage the
participation of individuals in stock market activities, a
deduction from the assessable income was re-introduced in
respect of investments in new shares of listed companies. To
bolster investor confidence in the settlement of market
transactions, a Settlement Guarantee Fund and a
Compensation Fund were established in 1998 to reduce
settlement risks.

Unit Trusts, which mobilise funds from small investors,
were given a further extension of their tax holiday status in
view of their role in mobilising resources for the
development of the equity and debt securities market. In
order to promote the private sector debt securities market,
private sector companies were granted an exemption from
income tax on capital gains arising from the sale of
debentures and other debt instruments issued by registered
companies. Stamp duty on repurchase agreements, pro-notes,
bills of exchange, mortgage backed securities and mortgage
bonds on lease agreements were substantially reduced with
a view to lowering the cost of financial market transactions
and improving the secondary market for government
securities.

The Presidential Tariff Commission, appointed in 1997
to recommend a more rational tariff structure, submitted its
final report in 1998. The main recommendation was to move
to a two-rate band tariff structure in two stages. The

government decided to adopt a two-rate band tariff structure
in the year 2000. Meanwhile, tariff rates other than for
agriculture, were reduced further by replacing the existing
three-rate structure of 10, 20 and 35 per cent with a 5,10
and 30 per cent rate structure. All imports of industrial raw
materials and machinery not manufactured in Sri Lanka were
brought under the 5 per cent band, while imports of
transport, communication and medical equipment were
classified as zero rated. Duty on motor cars and jeeps was
brought down from 50-100 per cent to 30 per cent, while a
10 per cent additional excise tax was enforced on all vehicle
imports to offset revenue shortfalls resulting from this
reduction. With a view to protecting the domestic agricultural
sector, the duty on agricultural products was maintained at
35 per cent, while the 20 per cent rate also continued for
some imports. Hence, in the interim period until the two-
rate structure is established, effectively, Sri Lanka has a five-
rate tariff system.

Textile imports were fully liberalised with the objectives
of increasing large scale production of textile and other
materials locally, eliminating customs delays, reducing
corruption and smuggling, reducing the lead time in exports
to improve the competitiveness of exporters and preparing
textile manufacturers and exporters to face a more
competitive international trading environment in the future
that would result from the phasing out of restrictions
imposed under the Multi Fibre Agreement. Under this
liberalisation process, the import of yarn, fabric and all
related intermediate and capital goods was made duty free,
while the tariff rate on imports of ready-made garments was
fixed at 10 per cent to protect the non-export garment
industry. A restructuring programme for the textile industry,
designed to operate through commercial and development
banks, was also drawn up to assist textile indusiries to
modernise and adopt new technology. Under this
restructuring programme, a Textile Debt Recovery Fund
(TDRF) has been set up by the government to mitigate the
adjustment problems faced by the local textile manufacturing
industry.

In 1998, the government continued with its welfare
programmes by providing vulnerable groups with basic needs
such as food, housing and health, The Samurdhi Programme,
the key poverty alleviation programme, covered nearly 2
million families. It has diversified its role by launching
several credit schemes and leasing facilities for Samurdhi
beneficiaries to promote self-employment activities. The
setting up of Samurdhi banking societies (which are like
savings and loans associations) was also continued with a
view to popularising the savings habit among the low income
groups. Several housing development programmes were
started, targeting specific groups such as fishermen,
plantation workers and under-served settlers in urban centres.
Private sector participation in free public health services was
encouraged by introducing the concept of a two tier private
hospital system under the BOI regulations, one tier being
dedicated to free health care for the poor with in-door and
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out-door facilities and the other tier being a fee based health
care service.

Expenditure controls were continued with the imposition
of a 10 per cent cut on recurrent expenditurc other than
salaries, pensions and household transfers. The expenditure
cut was imposed on all public sector spending agencies other
than those in the Ministry of Health and Education. Specific
borrowing limits were enforced on public enterprises to
improve financial discipline. In spite of this, transfers to
some public corporations and institutions such as Sri Lanka
Railways and Sri Lanka Transport Board increased further
in 1998. With the objective of reducing the interest cost to
the government, the option of early retirement of Rupee
loans was exercised in 1998. Thus, Rupee loans worth
Rs.16,000 million, carrying interest rates of 15 to 16 per cent
per annum, were retired early. New Rupee loans at lower
interest rates were also issued with a similar option for early
retirement.

Progress was made in making the government debt
programme more market oriented. Most of the new deficit
financing needs of the government were met through
Treasury bonds. This was reflected in an increase in the
share of Treasury bonds in the total net domestic borrowings
from 33 per cent in 1997 to 59 per cent in 1998.

Several measures were taken to improve the market
orientation of Treasury bonds. The direct participation of the
Ewmployees’ Provident Fund (EPF) at the Treasury bond
auctions was discontinued in 1998. This stopped the
submission of non-competitive bids, i.e., bids without a rate,
which was not consistent with market principles. The
maturity period of Treasury bonds was gradually extended
from 2 to 4 years, with the expectation that there would be
a further extension to at least 6 years in 1999. A system of
‘Jumbo’ issues of Ireasury bonds (one large block of
Treasury bonds with a given maturity, but sold in smaller
lots at different periods) was introduced with the objective
of giving greater flexibility to investors in the management
of their portfolios. Commercial banks were permitted to hold
Treasury bonds as part of their liquid assets. In addition,
commercial banks and Primary Dealers were permitted to use
Treasury bonds for transactions at the Central Bank’s
secondary window for investment of excess funds or to
obtain temporary liquidity.

8.2 Budget Out-turn

As mentioned earlier, fiscal performance, in terms of the
deficit, recorded a significant setback in 1998. A slow
growth of tax revenue, together with large expenditure
overruns, particularly in the area of security, derailed the
fiscal consolidation process that was secen during the last
three years. Total security expenditures increased from
Rs.47,718 million in 1997 to Rs.56,390 million in 1998,
raising its ratio to GDP from 5.4 per cent in 1997 to 5.6
per cent in 1998. The current account deficit increased to
2.4 per cent from 2.2 per cent of GDP in 1997. Meanwhile,
increased capital expenditure and net lending also added 1.1

percentage points to the overall budget deficit. Consequently,
the overall budget deficit (before grants and privatisation)
rose to 9.2 per cent of GDP from 7.9 per cent in 1997 as
against a target of 6.5 per cent envisaged in the 1998
Budget. The primary budget deficit, i.e., deficit excluding
interest payments, rose to 3.8 per cent of GDP in 1998 from
1.7 per cent in 1997.

Following the trend since 1995, total revenue as a ratio
of GDP further declined to 17.3 per cent in 1998 from 18.5
per cent in 1997. The revenue target for 1998 was 18.4 per
cent. The shortfall in revenue was entirely the outcome of
a sharp reduction in tax revenues, from 16 per cent of GDP
in 1997 to 14.5 per cent of GDP in 1998. The GST failed
to generate sufficient revenue owing to a less than revenue
neutral tax rate, transitional problems and a large number of
exemptions. Numerous tax exemptions and concessions
granted in lieu of income taxes contributed to some erosion
of the income tax base. Import tax revenue declined, mainly
as a result of exemptions and concessions and a reduction
in import values, reflecting the decline in prices of Sri
Lanka’s major import commodities. Non-tax revenue
registered a marked increase of 23 per cent owing to
additional profit transfers from public enterprises, increased
rent payments from plantation companies and the timely
collection of other non-tax revenue such as interest, levies
and dividends.

Curreat expenditure as a ratio of GDP declined by
about 1 percentage point owing to lower interest costs and
subsidies. Interest payments as a ratio of GDP declined from
6.2 per cent to 5.4 per cent in 1998, reflecting the favourable
impact on interest cost of improved fiscal performance
duting the last two years. The growth of transfers to
households was also contained in 1998, and these as a ratio
of GDP declined by 0.6 percentage points to 3.7 per cent
of GDP in 1998. However, the wage bill increased from 5
per cent of GDP in 1997 to 5.3 per cent of GDP in 1998
both in respect of security personnel and other public
employees. This was the result of increased employment in
the public sector and wage increases granted during the year.

Public investment in 1998 (6.7 per cent of GDP) almost
reached the 1998 Budget target of 6.9 per cent of GDP. This
was a significant increase compared with a decline during
the last two years to 5.9 per cent of GDP. The maintenance
of public investment at a higher level was possible due to
increased utilisation of foreign aid during 1998. While gross
foreign aid disbursements increased by Rs.6,590 million in
1998, the aid utilisation rate increased from 79 per cent to
82 per cent. In the past, the public investment programme
slowed down mainly due to resource constraints. However,
as the government was committed to maintaining the
investment programme, unlike in the past, the required rupee
resources were released and this was reflected in a 41 per
cent increase in rupee funds in 1998, compared with 11 per
cent in 1997. Capital expenditure was mainly concentrated
in key areas such as energy, transpori, telecommunication,
port and water supply and drainage. Investment in these
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TABLE 8.1
Summary of Government Fiscal Operations (a) .
Rs. Million
1994 1995 1996 1997 1998 1998 1999
Approved Provi- Approved
Estimates -sional Estimates
Total Revenue 110,038 136,258 146,279 165,036 188,437 175,082 214,320
Tax Revenue 99,417 118,543 130,202 142,512 164,048 147,368 185,410
Non Tax Revenue 10,621 17,715 16,077 22,524 24,389 27,664 28,910
Expenditure and Lending minus Repayments 170,764 203,483 218,659 235,096 255,085 268,179 283,263
Current 127,084 154,159 175,148 184,749 187,090 199,648 199,205
Capital and Net Lending 43,680 49,324 43,511 50,347 67,995 68,531 84,058
Public Investment 40,455 52,809 45,973 51,260 70,997 68,278 84,556
Other Capital 3,225 -3,486 -2,463 -913 -3,002 253 -498
Current Account Surplus/Deficit (-) -17,046 -17,901 -28,869 -19,714 1,347 -24,616 15,115
Primary Account Surplus/Deficit (-) -22,695 -29,000 -23,457 -14,815 -11,282 -38,250 -9,163
Overall Deficit (before grants ) -60,726 -67,225 -72,380 -70,061 -66,648 -93,147 -68,943
Financing 60,726 67,225 72,380 70,061 66,648 093,147 68,943
Foreign Financing 20,035 30,252 17,898 17,287 25,426 17,396 20,283
Net Borrowings 11,778 21,224 10,160 9,958 16,426 10,196 12,283
Grants 8,257 9,028 7,739 7,329 9,000 7,200 8,000
Domestic Financing 37,696 33,972 49,754 30,275 33,221 71,362 40,660
Market Borrowings 38,362 33,424 39,391 39,644 33,221 72,282 40,660
Non Bank 37,205 26,359 26,301 41,816 33,221 53,338 40,660
Bank 1,157 7,065 13,090 -2,171 . 18,954 -
Monetary Authority 1,764 7,662 9,873 -13,991 - 5,609 -
Commercial Banks -607 -597 3,218 11,820 - 13,345 -
Other Borrowings -666 548 10,363 -9,369 - -930 .
Privatisation Proceeds 2,996 3,001 4,728 22,499 8,000 4,389 8,000
As a percentage of GDP
Total Revenue 19.0 20.4 19.0 18.5 18.4 17.3 18.5
Tax Revenue 17.2 17.8 17.0 16.0 16.0 14.5 16.0
Non Tax Revenue 1.8 27 2.1 2.5 2.4 2.7 2.5
Expenditure and Lending minus Repayments 295 30.5 285 26.4 24.9 26.4 24.5
Current 21.9 231 228 20.8 18.3 19.7 17.2
Capital and Net Lending 7.5 7.4 57 5.7 6.6 6.8 7.3
Public Investment 7.0 7.9 6.0 5.8 6.9 6.7 7.3
Other Capital 0.6 -0.5 -0.3 -0.1 -0.3 0.0 0.0
Current Account Surplus/Deficit(-) -2.9 2.7 -3.8 -2.2 01 -24 1.3
Primary Account Surplus/Deficit(-) -3.9 -4.3 -3.1 -1.7 -1.1 -3.8 -0.8
Overall Deficit (before grants ) -10.5 -10.1 -9.4 -7.9 -6.5 -0.2 -6.0
Financing 10.5 10.1 9.4 7.9 6.5 9.2 6.0
Foreign Financing 3.5 4.5 23 1.9 2.5 1.7 1.8
Net Borrowings 2.0 3.2 1.3 1.1 1.6 1.0 1.1
Grants 1.4 1.4 1.0 0.8 0.9 07 0.7
Domestic Financing 6.5 5.1 6.5 3.4 3.2 7.0 3.5
Market Borrowings 6.6 5.0 5.1 4.5 3.2 71 35
Non Bank 6.4 3.9 3.4 4.7 3.2 53 35
Bank 0.2 1.1 1.7 -0.2 - 1.9 -
Monetary Authority 0.3 1.1 1.3 -1.6 - 0.6 -
Commercial Banks -0.1 -0.1 0.4 1.3 B 1.3 =
Other Borrowings -0.1 0.1 1.3 -1.1 - -0.1 -
Privatisation Proceeds 0.5 0.4 6 2.5 0.8 0.4 0.7

(a) The format of this table has been changed in line with 1996 GFS guidelines. Accordingly, privatisation proceeds Source: Central Bank of Sri Lanka
have been shifted from the capital expenditure and net lending category to the financing section.

areas increased sharply by 41 per cent and accounted for 62 grants and privatisation proceeds, more than doubled in 1998
per cent of the total public investment. The increase in public to Rs.81,558 million or 8 per cent of GDP. The utilisation
investment was particularly important in a context where of foreign resources for financing the budget deficit remained
private investment has slowed down due to depressed world almost unchanged at 1 per cent of GDP in 1998.
market conditions. Consequently, the borrowing requirement from domestic

The total net borrowing requirement of the government, sources rose considerably to 7 per cent of GDP in 1998 from
which is equivalent to the overall budget deficit after foreign 3.4 per cent in 1997. The increased demand for domestic
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resources by the government led to a marked increase in
bank borrowings. Generally, such a large increase in bank
borrowings would have added strong pressure on interest
rates. However, as private sector credit had slowed down, a
sharp increase in interest rates could be avoided with a
moderate monetary expansion.

8.3 Revenue and Grants

Total government revenue in 1998 at Rs.175,032 million
recorded a slow growth of 6 per cent, in comparison to the
13 per cent rise in 1997. Revenue as a ratio of GDP, which
had declined in the recent past from a peak of 20.4 per cent
in 1995 to 18.5 per cent in 1997, deteriorated further to 17.3
per cent in 1998. The decline was entirely due to a drop in
tax buoyancy. Tax revenue as a percentage of GDP declined
further to 14.5 per cent of GDP in 1998, reflecting mainly
the deterioration of the revenue base. Correspondingly, the
share of non-tax revenue rose from 2.1 per cent of GDP in
1996 to 2.7 per cent of GDP in 1998. The emerging trends
in government revenue clearly highlight the compelling need
for an improvement of the tax base and strengthening of tax
administration, Foreign grants utilised for budgetary purposes
were estimated at Rs.7,200 million in 1998 as compared to
Rs.7,329 million in 1997.

Tax Revenue

Tax revenue at Rs.147,368 million recorded a marginal
increase of 3 per cent in 1998 in comparison to a 9 per cent
increase in 1997. As a share of total revenue, tax revenue
has declined continuously in recent years from 89 per cent
in 1996 and 86 per cent in 1997, to 84 per cent in 1998.
Similarly, tax revenue as a ratio of GDP declined to 14.5
per cent in 1998 from 17.8 per cent in 1995 and 16 per cent
in 1997. This was the lowest recorded tax/GDP ratio since
1950. Various tax exemptions and concessions granted during
the last few years with a view to enhancing investment and
developing the capital markel and the transformation of the
turnover tax system to a GST with a less than revenue
neutral tax rate of 12.5 per cenl were the major contributory
factors to the slowing down of tax revenue in 1998. The

slowing down of economic growth also contributed to this
decline in revenue.

A major step taken during the year with a view to
rationalising the tax structure was the introduction of the
GST from 1 April 1998. This new consumption tax,
introduced with a standard rate of 12.5 per cent, is levied
on the incremental value added at every stage in the
production and distribution of goods and services. Although
the GST replaced the tumover tax, financial services in the
non-manufacturing sector continued to be under the turnover
tax system. The implementation of the GST was also
accompanied by revisions to excise taxes with a view to
maintaining revenue neutrality. However, a marked shortfall
in GST collections (by Rs.7,787 million compared with the
expected target for the year) resulted in a lacklustre
performance of this tax in 1998. Total revenues from the
turnover tax and GST at Rs.39,343 million recorded a 9 per
cent drop in 1998 as compared to a 16 per cent growth
observed in TT collections in 1997.

In the manufacturing sector, the combined revenue
from the turnover tax and GST declined by 4 per cent in
1998. The overall tax revisions made to excisable products
in order to overcome the revenue shortfall arising from the
exemption of petroleum products from GST and the
reduction in the liquor tax rate from 18 per cent to 12.5
per cent resulted in a revenue shift of about Rs.800 million
from GST on manutacturing activities to excise duty in
1998. Moreover, the provision of input credit facilities for
service inputs in the manufacturing sector also contributed
towards this decline. Meanwhile, in the non-manufacturing
sector, TT/GST revenue declined by 5 per cent in 1998 as
compared with a substantial growth of 37 per cent in 1997.
The exclusion of certain service sectors from the GST, such
as shipping, airlines and a major segment of the services
rendered by the Ports Authority and Airport and Aviation
Services, together with the input tax credit facility newly
introduced under the GST can be cited as the major reasons
for the decrease in this revenue source. Moreover, the full
impact of the reduction of the turnover tax rate from 2 per
cent in 1997 to 1 per cent in 1998 on financial activities
was felt in 1998, thus contributing to the lower collection
from the non-manufacturing sector. Revenue from GST/TT
on imports amounted to Rs.25,358 million, while refunds
on account of imported inputs totalled Rs.7,826 million.
Accordingly, the net revenue collection on account of GST
on imports at Rs.17,532 million registered a drop of 15 per
cent in comparison to an increase of 9 per cent observed
in the import turnover tax revenue collection in 1997. The
abolition of the 10 per cent mark up margin (which was
25 per cent before November 1997) for the computation of
the import tax base under the GST system, together with
the increase in exemptions, have lowered the effective GST
base. Possible irregularities in the refund process and the
increasc in the deferment period from 45 days to 60 days
on the request of exporters may have also contributed
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TABLE 8.2
Summary of Revenue by Component Rs. Million
ltem 1994 1995 1996 1997 1998 1898 1999
Approved Provi-  Approved
Estimates -sional Estimates
Tax Revenue 99,417 118,543 130,202 142,512 164,048 147,368 185,410
Income Taxes 15,277 17,161 20,751 21,548 24,064 20,429 24,192
Personal 5,621 7,358 7,315 8,183 8,639 8,089 9,934
Corporate 9,656 9,803 13,311 13,038 14,850 11,788 13,544
Save the Nation Contribution - - 125 327 575 542 714
Taxes on Property 4,386 5,162 5,279 6,392 8,056 7,079 9,293
Tax on Treasury Bills held by Central Bank 471 1,050 1,604 1,080 - . -
Taxes on Domestic Goods and Services 56,685 70,797 77,105 86,750 100,968 91,708 120,798
General Sales and Turnover Tax/GST 32,300 36,429 37,631 43,492 47,130 39,343 58,111
Manufacturing 9,171 9,906 8,874 9,475 10,255 8,121 11,993
Non Manufacturing 6,445 7,074 9,711 13,328 10,800 12,690 19,590
Imports 16,684 19,449 19,046 20,689 23,975 17,532 26,528
Excise Tax 14,632 19,436 22,067 24,775 31,464 30,293 34,544
Liquor 4,686 6,298 5,839 6,181 8,369 7.665 9,192
Tobacco 7,888 8,788 12,833 14,139 16,295 15,051 17,002
Other 2,058 4,350 3,395 4,455 6,800 7.577 8,350
National Security Levy 9,693 14,408 16,441 17,338 20,500 21,079 26,700
Licence Fees 60 524 966 1,145 1,874 991 1,443
Taxes on International Trade 22,598 24,373 25,464 26,743 30,960 28,154 31,127
Imports 22,598 24,365 25,459 26,739 30,960 28,154 31,127
Exports - 8 5 4 - - -
Non Tax Revenue 10,621 17,715 16,077 22,524 24,389 27,664 28,910
Property Income 7,360 12,011 10,059 15,022 15,178 18,462 18,895
of which: Central Bank Profits 1,200 1,200 1,700 1,500 2,650 2,650 3,000
Interest Income 4,560 6,991 5,222 8,002 7,108 7,786 7,050
Fees and Charges 988 1,751 2,827 2,800 2,858 2,890 3,329
Other Non-tax Revenue 2,273 3,953 3,191 4,702 6,353 6,312 6,686
Total Revenue 110,038 136,258 146,279 165,036 188,437 175,032 214,320
As a percentage of GDP

Tax Revenue 17.2 17.8 17.0 16.0 18.4 14.5 16.0
Income Taxes 26 2,6 2.7 2.4 2.7 2.0 24
Personal 1.0 1.1 1.0 0.9 1.0 0.8 0.9
Corporate 1.7 1.5 1.7 1.5 1.7 1.2 1.2
Save the Nation Contribution - - - - 0.1 0.1 0.1
Taxes on Property 0.8 0.8 0.7 0.7 0.9 0.7 0.8
Tax on Treasury Bills held by Central Bank 0.1 0.2 0.2 0.1 - = -
Taxes on Domestic Goods and Services 9.8 10.6 10.0 9.7 113 9.0 104
General Sales and Turnover Tax 5.6 5.5 4.9 4.9 5.3 3.9 5.0
Manufacturing 1.6 1.5 1.2 11 1.2 0.9 1.0
Non Manufacturing 1.1 1.1 1.3 1.5 1.2 1.3 1.7
Imports 2.9 2.9 2.5 2.3 2.7 1.7 2.3
Excise Tax 2.5 29 2.9 2.8 3.5 3.0 3.0
Liquor 0.8 0.9 0.8 0.7 0.9 0.8 08
Tobacco 1.4 1.3 1.7 1.6 1.8 1.5 1.5
Other 0.4 0.7 0.4 0.5 0.8 0.7 0.7
National Security Levy 1.7 2.2 21 1.9 2.3 2.4 2.3
Licence Fees - 0.1 0.1 0.1 0.2 0.1 0.1
Taxes on International Trade 3.9 3.6 3.3 3.0 35 2.8 2.7
Imports 3.9 3.6 33 3.0 3.5 2.8 2.7
Exports B - - N - x -
Non Tax Revenue 1.8 27 2.1 2.5 27 2.7 2.5
Property Income 1.3 1.8 1.3 1.7 1.7 1.8 1.6
of which: Central Bank Profits 0.2 0.2 0.2 0.2 0.3 0.3 0.3
Interest Income 0.8 1.0 0.7 0.9 0.8 0.8 0.6
Fees and Charges 0.2 0.3 0.4 0.3 0.3 0.3 0.3
Other Non-tax Revenue 0.4 0.6 0.4 0.5 0.7 0.6 0.6
Total Revenue 19.0 20.4 19.0 18.5 21.2 17.3 18.5

Source: Central Bank of Sri Lanka
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towards the revenue shortfall from this source in 1998. It is
therefore essential to improve GST collections hy
strengthening lax administration and adopling strict
monitoring and auditing procedures.

The revenue collection from excise taxes at Rs.30,293
million registered an increase of 22 per cent in comparison
to a 12 per cent growth in 1997. As a share of total tax
revenue, excise taxes increased from [7.4 per cent in 1997
to 20.5 per cent in 1998. Revenue from cigarette excise
taxes, however, recorded a lower increase of 6 per cent in
1998 in comparison to 10 per cent in 1997. This was mainly
due to two reasons. First, it reflects the impact of downward
adjustments in excise tax rates on cigarettes to maintain
revenue and price neutrality with the implementation of the
GST. Accordingly, the shift in tax collection from excise to
GST is estimated to be about Rs.1,100 million. Second, price
increases on cigarettes in July and November 1998 (the
overall price increase was 22-25 per cent) adversely affected
the growth in sales. Sales of cigarettes, which grew by 5 per
cent during the first half of the year, dropped to less than |
per cent during the second half of 1998. In contrast, the
excise tax revenue mobilised through liquor rose by 24 per
cent in 1998, compared to a 6 per cent growth in 1997. This
was the combined outcome of the upward revision of the
excise tax on hard liquor under the Excise (Special
Provisions) Act from 12.75 per cent to 20.20 per cent in
April, a further increase of the excise tax by 10 per cent
on all varieties of hard liquor and the introduction of an
excise tax on malt liquor on a strength basis from November
1998. Moreover, the increase in the production of all hard
liquor varieties and malt liquor helped to increase liquor
excise revenues. The production of hard liquor increased by
12 per cent, while the production of mall liquor increased
substantially by 45 per cent with the commissioning of two
beer factories with an annual production capacity of 28
million bulk litres in 1998. Revenue collection under the
Excise (Special Provisions) Act, excluding cigarettes and
liquor, recorded a significant increase (70 per cent) in 1998.
The excise tax on petrol, one of the major revenue sources
under this category, was increased from 25 per cent to 50
per cent in April 1998 to offset the revenue losses arising
from the exemption of petrol from the GST. This revision,
combined with a 4 per cent increase in petrol sales, has
resulted in a revenue shift of about Rs.1,500 million from
the GST to excise taxes. An additional excise duty of 10
per cent levied on all imported private vehicles from
November 1998 also contributed towards the increase in
revenue under the Excise (Special Provisions) Act.

The National Security Levy (NSL) generated Rs.21,079
million, recording a significant growth of 22 per cent in
1998. As a ratio of GDP, NSL collections accounted for 2.1
per cent, while its share in total tax collection was 14 per
cent. The expansion of the services sector, logether with the
upward revision of the price structure of taxable services
(telecommunication and electricity) and the increase in the

NSL rate from 4.5 per cent to 5.5 per cent during the latter
nart of 199R. contributed to the increase in revenne from thic
source. Thus, revenue from NSL on domestic activities
increased by 20 per cent in 1998, while that on imports
registered a slower growth of 18 per cent. Consequently, the
share of NSL on imports declined to 63 per cent of total
NSL collections from 65 per cent in 1997.

Despite the moderate growth in the value of imports by
10 per cent in 1998, the duty collected on imports increased
only by 5 per cent, as in the previous year, to Rs.28,154
million. The average duty rate, i.e., the ratio of total import
duty to total value of imports, dropped marginally to 7.4 per
cent in 1998 from 7.7 per cent in 1997. The slow growth
in import duty collections can largely be attributed to the
removal of import duties on yarn, fabric, intermediate and
capital goods for the textile industry and the grant of similar
concessions to assist priority sectors such as agriculture,
fisheries, industry, telecommunication, computer software
manufacturing and tourism. The new duty exemptions limited
the growth of dutiable imports to 5 per cent in 1998,
Consequently, the share of dutiable imports to total imports
declined to 35 per cent in 1998 from 37 per cent in 1997,
while the average effective duty rate remained unchanged at
20.9 per cent in 1998. Moreover, the rationalisation of the
tariff structure, which brought about a downward revision of
the tariff rates from 10, 20 and 35 per cent in 1994 to 5,10
and 30 per cent in November 1998, together with the lower
international prices for Sri Lanka’s major dutiable imports
in 1998, also contributed towards the slow growth in import
duty collections.

The revenue from income taxes at Rs.20,429 million
showed a 5 per cent decrease in 1998 owing to a marginal
reduction in non-corporate income taxes to Rs.8,099 million
and a 10 per cent decline in corporate income taxes to
Rs.11,788 million. Collections from the Save the Nation
Contribution grew from Rs.327 million to Rs.542 million.
Income taxes as a percentage of tax revenue declined to 13.8
per cent in 1998 from 15.1 per cent in 1997, while as a
percentage of GDP, income tax revenue dropped from 2.4
per cent in 1997 to 2 per cent in 1998. The unification of
the tax threshold at Rs.144,000 for all tax payers, the
widening of tax slabs to Rs.100,000 and the decrease in the
withholding tax rate on interest income from 15 per cent to
10 per cent in 1997, contributed to the decline in the
collection from personal income taxes. Corporate income
taxes showed a decline of 11 per cent in 1998. Reduction
of the corporate tax rate on priority sectors such as
agriculture, fisheries, livestock and tourism to 15 per cent,
investment tax allowances granted for manufacturing
enterprises and tax incentives granted to develop thrust
industries under BOI facilities, software industries and for
regional industrialisation can be identified as major reasons
for the declining trend in the corporate income tax collection.

Stamp duties, totalling Rs.7,069 million in 1998, showed
an increase of 11 per cent, compared to a 21 per cent growth
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7 Chart 8.2
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in 1997. The reduction of stamp duty on financial
instruments such as promissory notes, repurchase agreements
relating to Treasury bills and mortgage backed securities and
the subsequent removal of the stamp duty on the issue of
listed debt instruments such as debentures, promissory notes
and repurchase agreements on Treasury bills in November
1998 led to a deceleration in the stamp duty collection,
Moreover, the slower growth of imports in 1998 also
affected the stamp duty collection from imports.

Despite an increase in the vehicle stock liable for diesel
and luxury taxes, revenues from this source declined by 14
per cent to Rs.991 million. The unification of the dual levy
on diesel vehicles at the lower rate of Rs.5,000 with effect
from 1 April 1997 partly contributed to this decline.
Weaknesses in the monitoring of this tax also appear to have
been another reason for this decline.

Non-Tax Revenue

Non-tax revenue in 1998 registered a growth of 23 per cent,
increasing from Rs.22,524 million in 1997 to Rs.27,664
million in 1998. Its share in total revenue rose to 16 per cent
as compared to 14 per cent and 11 per cent in 1997 and
1996, respectively. As a percentage of GDP, non-tax revenue
at 2.7 per cent in 1998, was marginally higher than in 1997.
This growth in the non-tax revenues offset, to some extent,
the shortfall in the tax revenue. Property income, which
accounts for 67 per cent of total non-tax revenue, rose by
23 per cent mainly due to higher interest receipts, rent,
profits and dividends collected from public enterprises.
Interest receipts at Rs.7,786 million were higher than the
estimate of Rs.7,108 million in 1998, due to the collection
of arrears and the strict enforcement of time limits on
payments due from public enterprises such as the Ceylon
Electricity Board (Rs.3,069 million) and the Sri Lanka Ports
Authority (Rs.727 million). Central Bank profit transfers
increased from Rs.1,500 million in 1997 to Rs.2,650 million
in 1998. The increase from this source of revenue offset the
revenue loss arising from the abolition of the withholding
tax on Treasury bills held by the Central Bank. Profits,
dividends and levies, excluding Central Bank profit transfers,
increased from Rs.4,284 million in 1997 to Rs.6,190 million
in 1998, an increase of 44 per cent. Major contributors were
the Sri Lanka Ports Authority (Rs.2,350 million), Ceylon
Petroleum Corporation (Rs.500 million) and Air Lanka Ltd.
(Rs.632 million). Meanwhile, a levy of Rs.1,000 million was
collected from Bank of Ceylon under the Finance Act. The
government also recovered Rs.658 million from the Bank of
Ceylon and Rs.572 million from the People’s Bank out of
interest payments made on account of restructuring bonds to
these two banks. Receipts from rent income increased by 66
per cent to Rs.1,410 million, mainly due to rent collected
from privatised plantation companies. Revenue collected from
other non-tax sources, such as fees and charges, social
security contributions and non-industrial sales, also recorded
a considerable increase of 23 per cent totalling Rs.9,202
million in 1998. These sources contributed to the increase
in non-tax revenue in 1998,

Foreign Grants

Total foreign grants utilised for budgetary purposes during
1998 at Rs.7,200 million registered a decline of 2 per cent,
reflecting a reduction in the flow of non-debt creating foreign
aid in 1998. Grants in relation to GDP, at 0.7 per cent, were
marginally lower than in 1997. Receipts on account of
project grants, which funded the public investment
programme, amounted to Rs.4,750 million. Japan continued
to be the largest donor of grants, accounting for 46 per cent
of the total, followed by India with a 22 per cent share in
1998.

8.4 Expenditure

Total government expenditure and net lending increased by
14 per cent to Rs.268,179 million in 1998. As a per cent
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of GDP, overall expenditure at 26.4 per cent was at the same
level as in 1997. However, this was higher than the 24.9 per
cenl of GDP expected in the 1998 Budget. The increase in
expenditure was mainly due lo additional securily expenses,
a higher wage bill and a considerable increase in public
investment. However, current expenditure as a ratio of GDP
declined in 1998 to 19.7 per cent from 20.8 per cent in
1997, mainly owing to lower interest payments. Public
investment rose to 6.7 per cent of GDP in 1998 from 5.8
per cent of GDP in 1997.

Current Expenditure

Current expenditure increased by 8 per cent to Rs.199,648
million in 1998, as compared to a 5 per cent rise in 1997.
As a percentage of total expenditure, current expenditure
declined to 74.4 per cent in 1998 from 78.6 per cent in the
previous year. The drop in interest payments and current
transfers and subsidies helped to avoid large increases in
current expenditure. Interest payments declined marginally to
Rs.54,897 million in 1998. As a percentage of GDP, interest
payments declined from 6.2 per cent of GDP in 1997 to 5.4
per cent in 1998. Current transfers and subsidies, at
Rs.46,984 million in 1998, indicated a decline to 4.6 per cent
from 5.1 per cent in 1997. Defence and other security
related expenditure increased by 13 per cent and accounted
for 26 per cent of total current expenditure in 1998. As a
percentage of GDP, defence expenditure remained at 5 per
cent in 1998, around the same level as in 1997. Meanwhile,
expenses on account of salaries of central and provincial
government employees and other goods and services incurred
by ministries and departinents also recorded a considerable
increase of 21 per cent in 1998, compared to 5 per cent in
1997.

The total salary bill rose by 21 per cent to Rs.53,880
million in 1998. The increase in 1997 was 17 per cent. As
a ratio of GDP, salaries rose to 5.3 per cent in 1998 as
compared to 5 per cent in the previous year. The increase
in the salary bill was due to enhanced outlays on account
of allowances paid to defence personnel for security
operations carried out in the Northern and Eastern Provinces
and the implementation of the second stage of the salary
increase recommended by the Salaries Commission in 1995.

The new salary structure for public sector employees,
which came into place in 1998, was implemented in two
stages. In the first stage, 40 per cent of the proposed salary
increase was granted to all employees from January 1997.
The second stage, comprising the balance 60 per cent of the
increase, which was scheduled to be implemented from
January 1998, was sequenced due to resource constraints.
Accordingly, all employees in the defence services and other
public sector employees drawing less than Rs.7,500 per
month were granted the increase with effect from January
1998. For those drawing salaries in excess of this amount,
the balance increase was granted from July 1998 onwards.

- Chart8.3
Compaosition of Expenditure
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The progress made in reducing the fiscal deficit during
the previous two years, a relatively lower inflation rate and
improved monetary and debt management helped to reduce
the interest burden. Interest payments on government debt
decreased marginally to Rs.54,897 million, owing to lower
interest payments on domestic debt. This was a result of
lower interest rates in 1997. Domestic interest payments, as
a ratio of end year total domestic debt, declined to 11 per
cent from 12.7 per cent in 1997. An improvement in debt
management, particularly the popularising of government
securities as risk free savings instruments among the people,
could help to reduce interest costs further. The importance
of reducing the fiscal deficit needs to be re-emphasised in
this regard.

In spite of an incrcase in the outstanding Trcasury bill
stock by Rs.5,000 million in 1998, interest expenditure on
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Treasury bills registered a notable reduction of 31 per cent
in 1998. Interest payments for Treasury bills, as a ratio of
end year Treasury bill stock, declined from 15.7 per cent to
10.3 per cent in 1998. The retirement of Rs.10,000 million
of Treasury bills in 1997 reduced the interest expenditure in
1998 by Rs.350 million.

Interest payments on Rupee loans rose by 10 per cent
to Rs.33,100 million in 1998, reflecting a rise in the stock
of Rupee loans (Rs.33,500 million in 1997 and Rs.11,000
million in 1998). Interest payments on Rupee loans as ratio
of the end year Rupee loan stock increased from 12.6 per
cent to 3.2 per cent in 1998. The retirement of Rupee loans,
which carried high interest rates of 15.0-16.0 per cent, and
their replacement with new Rupee loans at lower interest
rates of 11.0-12.25 per cent under the early retirement option
reduced the interest cost by Rs.180 million in 1998. Interest
payments on account of Treasury bonds increased from
Rs.327 million in 1997 to Rs.2,100 million in 1998, mainly
due to the increase in the stock of Treasury bonds, which
partly replaced fixed interest Rupee loans.

Interest expenditure on account of foreign debt rose only
by 9 per cent to Rs.7,300 million, despite a 20 per cent
rise in the foreign debt stock in 1998. The annual average
interest rate on foreign debt was 1.6 per cent as compared
to 1.8 per cent in the previous year, reflecting the
concessionary nature of such debt.

Total current transfers and subsidies increased by 3 per
cent to Rs.46,984 million in 1998. As a ratio of GDP,
however, the expenditure dropped to 4.6 per cent from 5.1
per cent in 1997. The efforts made to consolidate welfare
programmes of the government, such as the improved
screening process for Samurdhi recipients which led to a
reduction of beneficiaries by 44,671 in 1998, helped to
contain the growth of transfers to households.

Transfers to households, consisting mainly of pensions,
assistance under the Samurdhi Programme, the fertiliser
subsidy and other welfare payments, declined marginally by
Rs.662 million to Rs.37,719 million in 1998. Accordingly,
the household transfers to GDP ratio declined from 4.3 per
cent in 1997 to 3.7 per cent in 1998. Outlays on account of
pension payments increased by 9 per cent to Rs.19,477
million in 1998 due to the addition of 5,705 new retirees at
the end of 1998 and the payment of arrears on account of
the cost of living increase granted to pensioners in 1995.
Pension payments, as a percentage of GDP, decreased from
2 per cent to 1.9 per cent in 1998. The number of families
receiving Samurdhi benefits amounted to 1,973,183 while
Samurdhi payments in 1998 marginally declined to Rs.7,963
million. Total transfer payments on account of the Samurdhi
Programme also declined from Rs.8,718 million in 1997 to
Rs.8,652 million in 1998. The fertiliser subsidy payments
increased by 14 per cent to Rs.2,152 million in 1998. In
spite of a sharp decline in the international price of urea,
from US dollars 182 per metric ton in 1997 to US dollars

133 per metric ton in 1998, the higher outlay incurred was
the combined effect of a 4 per cent increase in the usage
of urea and the settlement of the 1997 arrears. Other
transfers to households, which consist of payments in respect
of refugees, school uniforms, school textbooks, school season
tickets and other development subsidies, amounted (o
Rs.7,438 million in 1998. Payments on account of refugees
amounted to Rs.2,117 million. The cost of the school
uniform programme and the school textbook programme was
Rs.1,736 million in 1998. The distribution of dry rations to
displaced families in the Northern and Eastern Provinces
continued. There were 113,558 recipients and the total
expenditure under this programme amounted to Rs.1,054
million in 1998.

Transfers to institutions and corporations rose from
Rs.5,350 million in 1997 to Rs.7,287 million in 1998. While
transfers to corporations reflected an increase of 10 per cent
during the year, transfer payments to public institutions
increased by 63 per cent to Rs.4,320 million in 1998. The
increase in transfer payments can largely be attributed to the
accommodation of the new salary structure in these
institutions. However, the reclassification of a major portion
of Mahaweli Authority transfers to current from capital was
also responsible for the increase in such expenditures to
public institutions. Meanwhile, payments made to settle
pension, EPF and ETF arrears at the Sri Lanka Central
Transport Board (SLCTB) also contributed towards the
increase in transfers to corporations (excluding Sri Lanka
Railway and Postal Department), which rose from Rs.726
million in 1997 to Rs.1,324 million in 1998. A sharp
reduction in wheat grain prices in the international market,
to an annual average of US dollars 143 per metric ton (cif)
in 1998 from US dollars 175 per metric ton in 1997, helped
the government to completely phase out the flour subsidy in
1998, thus moderating the increase in transfers to
corporations. Transfer payments to local governments also
rose by 2 per cent to Rs.1,977 million owing to higher
salaries and wages.

Current operational losses of Sri Lanka Railway (SLR)
and the Postal Department increased to Rs.1,643 million as
a result of higher wage bills and lower charges. A proposal
to increase railway fares in the 1999 Budget by 25 per cent
had to be withdrawn eventually. However, the postal rates
were raised by 40 per cent from December 1998 and action
has also been initiated to improve the commercial viability
of the Postal Department by corporatisation. An upward
revision of railway fares and a restructuring of the SLR are
long overdue.

Expenditure on other goods and services, which
represent day to day operational expenditure of government
ministries and departments (excluding defence) rose by 38
per cent to Rs.15,930 million.

In terms of the functional classification, current
expenditure on social services declined to 6.3 per cent of
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TABLE 8.3
Economic Classification of Expenditure and Lending minus Repayment (a) Qe Millian

Item 1994 1995 1996 1997 1598 1998 1999
Approved Provi- Approved
Estimates -slonal Estimates

Current Expenditure 127,084 154,159 175,148 184,749 187,090 199,648 199,205
Expenditure on Goods and Services 54,700 75,447 80,003 83,831 85,604 97,768 91,976
Salaries and Wages 29,309 34,909 38,332 44,677 47,855 53,880 54,292
Other Goods and Services 25,391 40,538 41,671 39,154 37,749 43,888 37,684
Interest Payments 38,031 38,225 48,923 55,246 55,367 54,897 59,780
Foreign 5,511 6,162 6,739 6,692 7,418 7.300 8,060
Domestic (b) 32,520 32,063 42,184 48,554 47,949 47,598 51,720
Current Transfers and Subsidies 34,180 40,487 46,223 45,672 45,419 46,984 47,749
To Pubiic Corporations 2,634 7.841 8,232 2,693 2,374 2,967 2,486

To Public Institutions 1,976 2,182 2,284 2,657 5,381 4,320 6,033

To Other Levels of Government 1,307 1,157 1,592 1,941 1,624 1,977 2,103

To Households and Other Sectors 28,263 29,307 34,114 38,381 36,140 37,719 37,127
Food Stamps, Food Subsidy etc. 4,654 1,799 591 - - - -
Janasaviya/Samurdhi 5,369 5,130 8,591 8,718 9,670 8,652 8,374
Pensions 13,271 14,549 15,465 17,916 18,285 19,477 19,321
Fertilizer Subsidy 630 1,345 1,500 1,895 1,500 2,152 1,500

Other 4,339 6,484 7,967 9,852 6,685 7,438 7,932
Provision for Under Expenditure / Contingency - - . . 700 - -300
Capital Expenditure 30,391 41,722 37,638 43,982 57,339 54,160 68,736
Acquisition of Real Assets 16,747 22,589 20,938 25,468 35,185 32,246 37,734
Capital Transfers 13,644 19,134 16,701 18,514 22,153 21915 33,597
To Public Corporations 4,246 7,614 6,017 5,880 6,396 6,801 9,828

To Public Institutions 8,433 10,446 9,603 11,041 13,980 13,285 19,261

To Other Levels of Government 914 1,057 1,042 1,511 1,745 1,764 1,975
Other 51 17 39 83 32 65 2,533
Provision for Under Expenditure - - - - - -2,595
Lending minus Repayment 13,289 7,602 5,873 6,366 10,656 14,370 15,322
Advance Accounts 2,462 -1,580 630 1,226 500 2,784 500
On Lending 10,064 11,087 8,335 7,278 13,658 14,117 15,820
Restrucluring Cost 3,739 3,191 90 2,193 1,500 3,608 3,980
Loan Repayments -2,876 -b,09/ -3,182 -4,331 -5,002 -6,218 -4,978
Total Expenditure and Net Lending 170,764 203,483 218,659 235,096 255,085 268,179 283,263

As a percentage of GDP

Current Expenditure 21.9 23.1 22.8 20.8 18.2 18.7 19.6
Expenditure on Goods and Services 9.4 11.3 10.4 9.4 8.3 9.6 9.1
Salaries and Wages 5. 5.2 5.0 5.0 47 53 54
Other Goods and Services 4.4 6.1 5.4 4.4 37 4.3 3.7
Interest Payments 6.6 5.7 6.4 6.2 5.4 5.4 5.9
Foreign 1.0 0.9 0.9 0.8 0.7 0.7 0.8
Domestic (b) 5.6 4.8 5.5 5.5 47 4.7 5.1
Current Transfers and Subsidies 5.9 6.1 6.0 5.1 4.4 1.6 4.7
To Public Corporations 0.5 1.2 141 0.3 0.2 0.3 0.2

To Public Institutions 0.3 0.3 0.3 0.3 0.5 0.4 0.6

To Other Levels of Government 0.2 0.2 0.2 0.2 0.1 0.2 0.2

To Households and Other Sectors 4.9 4.4 4.4 4.3 3.5 37 3.7
Food Stamps, Food Subsidy etc. 0.8 0.3 0.1 - - - -
Janasaviya/Samurdhi 0.9 0.8 1.1 1.0 0.9 0.8 0.8
Pensions 2.3 22 20 2.0 1.8 19 1.9
Fertilizer Subsidy 0.1 0.2 0.2 0.2 0.1 0.2 0.1

Other 0.7 1.0 1.0 11 0.6 0.7 0.8
Provision for Under Expenditure /Contingency - - - - 0.1 - -
Capital Expenditure 5.2 6.2 4.9 4.9 5.6 5.3 6.8
Acquisition of Real Assets 2.9 3.4 2.7 2.9 3.4 3.2 3.7
Capital Transfers 2.4 2.9 22 2.1 2.2 2.2 3.3
To Public Corporations 07 1.1 0.8 0.7 0.6 0.7 1.0

To Public Institutions 1.5 1.6 1.3 1.2 1.4 1.3 1.9

To Other Levels of Government 0.2 0.2 0.1 0.2 0.2 0.2 0.2
Other - - - - - - 0.2
Provision for Under Expenditure - - - - e -0.3
Lending minus Repayment 23 1.1 0.8 0.7 1.0 1.4 1.5
Advance Accounts 0.4 -0.2 0.1 0.1 - 0.3 -
On Lending 1.7 1.7 1.1 0.8 1.3 1.4 1.6
Restructuring Cost 0.6 0.5 - 0.2 01 0.4 0.4
Loan Repayments -0.5 -0.8 -0.4 -0.5 -0.5 -0.6 -0.5
Total Expenditure and Net Lending 29.5 30.5 28.5 26.4 24.9 264 27.9

(a) In accordance with the 1996 GFS guide lines, privatisation proceeds, which had previously been treated as a

Source: Central Bank of Sri Lanka

net lending item, are now considered as a financing item and hence, this item has been removed fron the above expenditure table.
(b) From 1996 onwards, includes interest payments on long-term bonds issued to the two state banks and the NSB.
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GDP in 1998 from 6.7 per cent of GDP in 1997.
Expenditure on social services accounted for 32 per cent of
total current expenditure. Education and health absorbed
almost 50 per cent of the total expenditure on social services.

Current expenditure on economic services showed a
marked increase of 42 per cent to Rs.10,547 million during
the year. Expenditure on transport and communication,
agricufture and irrigation and energy and water supply
indicated sharp increases in 1998. Outlays on general public
services grew by 12 per cent to Rs.66,158 million in 1998.
Expenditure on defence and public order and safety at
Rs.50,960 million accounted for 77 per cent of the
expenditure on general public services.

Public Investment

Public investment, consisting of capital expenditure and
on-lending to public enterprises, recorded a sharp increase

of 33 per cent to Rs.68,277 million in 1998. Expenditure
directly incurred by ministries and departments under the
Public Investment Programme (PIP) for construction and
development of fixed assets recorded a 27 per cent increase
in 1998 to Rs.32,246 million. Capital transfers to
commercially oriented public corporations and boards rose
by 16 per cent to Rs.6,801 million. Over 75 per cent of these
transfers went to the National Water Supply and Drainage
Board (Rs.2,390 million), Ceylon Eleciricity Board (Rs.432
million), Land Reclamation and Development Corporation
(Rs.1,552 million) and the National Housing Development
Authority (Rs.867 million). Meanwhile, capital transfers to
non-commercial public institutions rose by 20 per cent to
Rs.13,285 million in 1998. Principle users of these resources
were the Road Development Aathority (Rs.7,479 million),
Mahaweli Development Authority (Rs.1,049 million), Urban
Development Authority (Rs.492 million), the Restructuring

TABLE 8.4
Functional Classification of Expenditure »
Rs. Million
1998 1998 1999
Item 1994 1995 1996 1997 Approved Provi- Approved
Estimates -slonal Estimates
Current Expenditure
General Public Services 30,444 47,888 53,915 58,926 56,948 66,158 58,070
Civil Administration 4,637 6,562 10,207 13,956 12,577 15,186 14,721
Defence 19,415 35,186 38,117 37,062 36,457 42,496 35,619
Public Order and Safety 6,392 6,140 5,691 7,908 7,914 8,466 7,730
Social Services 47,656 57,648 59,294 59,742 64,356 63,595 66,763
Education 14,836 15,784 16,018 17,757 21,920 20,582 22,231
Health 7,666 8,818 9,260 9,581 10,269 10,089 10,651
Welfare 24,560 32,106 32,824 31,251 30,858 at472 31,168
Housing - - - - - - -
Community Services 593 941 1,191 1,154 1,309 1.451 2,713
Economic Services 6,195 8,078 8,807 7,418 10,756 10,547 9,862
Agriculture & Irrigation 2,506 3,826 3,894 3,723 4,969 5,444 4,963
Fisheries 99 105 148 156 350 175 184
Manufacturing and Mining 351 252 282 599 767 325 436
Energy and Water Supply 518 990 590 486 874 757 876
Transport & Communucation 2,024 2,014 2,423 1,674 2,672 2,934 2,060
Trade & Commerce 72 172 891 159 243 167 306
Other 625 719 580 622 880 745 1,037
Other 42,789 40,546 53,132 58,662 54,332 59,348 64,811
of which; Interest 38,031 38,687 48,923 55,246 55,368 54,897 59,780
Provision for Under Expenditure - - - - 700 - -300
Total Current Expenditure 127,084 154,159 175,149 184,749 187,091 199,648 199,206
Capital Expenditure and Lending
General Public Services 2,390 5,776 3,161 3,442 7,527 6,243 8,149
Civil Administration 1,753 3,962 1,935 3,442 7,527 6,243 8,149
Public Order and Safety 637 1,814 1,226 - - - -
Social Services 7,677 9,854 10,322 11,552 15,059 15,528 16,969
Education 2,877 3,124 4,384 4,592 5,957 6,112 7,304
Heaith 1,619 2,134 2,538 2,554 4,308 4,330 4,774
Welfare 1,681 1,690 868 751 396 967 141
Housing 802 1,610 1,174 792 1,647 1,314 1,514
Community Services 798 1,297 1,359 2,863 2,751 2,804 3,236
Economic Services 29,304 36,106 31,409 32,479 46,633 44,677 57,526
Agriculture & Irrigation 5,179 6,060 4,718 3,780 6,730 6,018 9,726
o/w Mahaweli Project 2,598 3,090 1,940 1,626 1,265 1,049 2,127
Fisheries 368 361 311 480 773 562 876
Manufacturing and Mining 22 250 356 1,442 2,167 2,191 836
Energy and Water Supply 5,518 5,003 6,035 6,816 10,203 8,804 12,627
Transport & Communucation 14,522 18,888 12,636 12,946 20,536 18,908 23,013
Trade & Commerce 182 20 105 182 909 230 394
Other 3,513 5,524 7,247 6,835 5,316 7.965 10,055
Other 1,084 1,074 1,081 3,787 1,778 1,829 4,508
Provision for Under Expenditure - - - - - -2,595
Total Capital Expenditure and Lending 40,455 52,810 45,973 51,260 70,998 68,277 84,556

Source: Central Bank of Sri Lanka
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and Rehabilitation Authority of the North (Rs.996 million)
and the Board of Tnvestment (Rs.326 million).

The government’s on-lending programme, which
channels foreign resources to public enterprises, showed a
twofold increase in 1998 to Rs.14,117 million. The target in
the 1998 Budget was Rs.13,658 million. The Ceylon
Electricity Board (CEB) utilised Rs.5,648 million for power
generation and transmission projects, while on-lending to the
Sti Lanka Ports Authority was Rs.3,356 million. However,
Sri Lanka Telecom (Rs.2,426 million) was able to utilise
only 71 per cent of its budgetary allocation due to delays
in project implementation.

Public investment for economic services rose by 38 per
cent to Rs.44,677 million (4.4 per cent of GDP). These
investments were largely concentrated in the areas of
transport and communication (Rs.18,908 million), energy and
water supply (Rs.8,804 million) and agriculture and irrigation
(Rs.6,018 million), accounting for 76 per cent of the total
investment in economic services. Expenditure incurred on
development of the road network through the Road
Development Authority was Rs.7,479 million, while funds
released to develop railway, port and telecommunication
services amounted to Rs.9,239 million. Investments in the
energy and water supply sectors through the CEB and the
National Water Supply and Drainage Board rose by 29 per
cent to Rs.8,804 million in 1998. Expenditure incurred by
these two iustitutions accounted for over 95 per cenl of (lal
public investment in the energy and water supply sector in
1998. Capital expenditure on account of social services
increased by 34 per cent to Rs.15,528 million in 1998.
Investments in the health (Rs.4,330 million), education
(Rs.6,112 million), community services (Rs.2,804 million)
and housing (Rs.[,314 million) sectors accounted for over 90
per cent of the total expenditure on social services.

Under the public enterprise restructuring programme, a
sum of Rs.3,688 million was spent in 1998. A major portion
of restructuring expenditure was provided for the
retrenchment of personnel at the Mahaweli Development
Authority and for restructuring of the textile sector. Reflows
of funds on account of loan repayments by public enterprises
amounted to Rs.6,218 million. These were from the CEB
(Rs.2,137 million), Sri Lanka Telecom (Rs.1,413 million),
National Development Bank (Rs.1,162 million), DFCC Bank
(Rs.562 million) and the Ports Authority (Rs.476 million),
accounting for 92 per cent of total repayments. Meanwhile,
operations on advance account activities resulted in a net
outflow of Rs.2,784 million, in comparison to a budgetary
estimate of Rs.500 million in 1998. The higher borrowing
capacity of public sector employees owing to the salary
increase and the reduction in interest rates on loans granted
to public sector employees led to increased borrowings
through the advance account.

8.5 Provincial Councils

The revenues of Provincial Councils (PCs) increased by 11
per cent to Rs.6,002 million, covering 22 per cent of their

resource requirement. Their expenditures rose by 14 per cent
to Re26.736 million in 1998 The PCs had an aggregate
overall deficit of Rs.20,734 million in 1998, an increase from
Rs.18,060 million in 1997. The deficit was financed through
block grants, criteria based grants and matching grants from
the Central Government.

Revenue

Major revenue sources of provincial councils were
turnover taxes, licence fees and stamp duties. Reflecting an
expansion of wholesale and retail businesses, the turnover tax
collections increased by 9 per cent to Rs.2,980 million in
1998 and accounted for 50 per cent of the total. Revenues
from licence fees increased by 13 per cent mainly due to a
substantial increase in the registration of vehicles. Reflecling
an increase in the value of property transactions during the
year, revenues from stamp duty at Rs.1,267 million showed
an increase of 21 per cent. Stamp duties accounted for 21
per cent of the revenue in 1998. Sales and charges, including
court fines and fees increased by 18 per cent to Rs.481
million in 1998.

The Western provincial council mobilised Rs.3,981
million, accounting for 66 per cent of the total PC revenues,
while the Central, Southern and North Western provincial
councils, each accounted for about 8 per cent in 1998,

Expenditure
Current Expenditure

Current expenditure, at Rs. 25,230 million accounted for 94
per cent of the total expenditure as in 1997. There was a
14 per cent increase in current expenditure, in comparison
to 6 per cent in 1997. This was entirely due to enhanced
expenditure on personal emoluments by 16 per cent to
Rs.19,744 million in 1998. The implementation of the second
stage of the salary increase proposed in the 1997 Budget was
mainly responsible for the higher salary bill. On a functional
basis, education (Rs.13,507 million), health (Rs.3,737
million) and divisional administration (Rs.651 million)
accounted for 92 per cent of total personal emoluments in
1998. Other recurrent expenses such as travelling, supplies,
contractual services, transfers etc. registered a decline as
compared to a growth of 6 per cent witnessed in the
previous year.

Expenditure on social services consisting of education,
health and other social activities at Rs 21,787 million rose
by 14 per cent accounting for 86 per cent of total recurrent
expenditure. Meanwhile, outlays on account of provincial
administration and economic services grew by 22 per cent
and 14 per cent to Rs.2,377 million and Rs.1,067 million
respectively, during the year.

The current expenditure of the Western Provincial
Council at Rs.5,687 million accounted for the largest share
of 23 per cent of total current expenditure of ali PCs. While
the Central provincial council was responsible for the next
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largest share of 14 per cent, all other provincial councils
each accounted for 11 per cent of total current expenditures
in 1998.

Capital Expenditure

The capital expenditure programme of the PCs decelerated
in 1998. Capital expenditure, which includes equipment
outlay, land improvement and structures outlay, capital
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transfers and subsidies and maintenance of capital assets, at
Rs.1,507 million, registered a moderate increase of 8 per cent
in comparison to a higher growth of 18 per cent recorded
in the previous year. The slow growth in the capital
programme was mainly due to resource constraints. PCs have
been assigned certain work related to capital expenditure with
the necessary funds being provided under the Medium-Term
Investment Programme (MTIP) of the respective line
ministries.

Central Government Transfers

PCs in 1998 had an overall deficit of Rs.20,734 million, as
compared to a deficit of Rs.18,060 million in 1997. The
Central Government provided a block grant of Rs.19,194
million to meet the current expenditure requirements in 1998.
Of the total grants, block grants accounted for 95 per cent.
Meanwhile, the balance financial requirement for capital
expenditure was provided through criteria based grants and

£ E 2 ) 3 o
: 8 3 §g £ matching grants amounting to Rs.1,163 million and Rs.237
2 < million, respectively, in 1998,
TABLE 8.5
Budget Out-turn for Provincial Councils -
Rs Million
1995 1996 1997 1998(a)
1 Total Revenue 4,440 4,884 5,395 6,002
1.1 Tax on Production and Expenditure 3,181 3,416 3,744 4,114
Turnover Taxes 2,335 2,464 2,734 2,980
Licence Fees 840 946 1,000 1,127
Other Taxes 6 6 10 8
1.2 Profits and Dividends 68 67 175 129
1.3 Sales and Charges 317 355 408 481
1.4 Stamp Duty 867 1,036 1,051 1267
1.5 Other % 10 7 1
2. Total Expenditure 20,852 22,128 23,455 26,736
2.1 Current Expenditure 19,795 20,941 22,055 25,230
Functional Basis 19,795 20,941 22,055 25,230
Provincial Administration 2,067 1,942 1,941 2,377
Economic Services 755 834 939 1,067
Social Services 16,973 18,166 19,175 21,787
Economic Basis 19,795 20,941 22,055 25,230
Personal Emoluments 16,031 16,263 17,067 19,744
Other 3,765 4,679 4,988 5,486
2.2 Capital Expenditure 1,057 1,187 1,400 1,507
Acqusition of Capital Goods 594 757 729 773
Capital Transfers 66 53 55 75
Other 397 377 616 658
3. Financing 15,288 16,873 18,348 20,594
3.1 Block Grants 14,066 15,831 16,855 19,194
3.2 Criteria Based Grants 897 800 1,168 1,163
3.3 Matching Grants 325 242 325 237

(a) Provisional

Source: Ministry of Provincial
Councils & Local Governments
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8.6 Public Enterprise Reforms

. . Im——— o
Public enterprise reforms continued in 1998,

virithh 4l
divestiture of the shares of some major public enterprises,
Air Lanka Ltd., plantation companies and Orient Lanka Ltd.
However, there was a slowing down of the process due to
uncertainty in the global economic environment and the weak
stock market. The proceeds from the sale of shares amounted
to Rs.4,387 million as compared to a target of Rs.8,000
million in the 1998 Budget.

The divestiture of a 40 per cent equity stake in Air
Lanka with a 10 year management contract constituted the
single largest privatisation agreement concluded in 1998.
While the government received a cash offer of US dollars
70 million for a total of 40 per cent of Air Lanka shares,
26 per cent of the shares were sold in 1998 for a sum of
US dollars 45 million (Rs.2,816 miliion). The remaining 14
per cent stake, amounting to US dollars 25 million, is to be
transferred before end December 2000. Under the Air Lanka
restructuring and refleeting programme, a sum of US dollars
600 million is expected to be invested on the modemisation
of the Air Lanka fleet in 1999 and 2000. The required
resources for this investment are expected to be raised from
external sources.

The divestiture of 20 per cent of shares in each of the
five plantation companies, namely, Madulsima Plantations
Limited, Hapugastenne Plantations Limited, Balangoda
Plantations Limited, Uda Pussellawa Plantations Limited and
Malwatta Plantations Limited through a public share issue
generated Rs.232 million in 1998. Further, three plantation
companies, viz.,, Watawala Plantations Limited, Maskeliya

Plantations Limited and Balangoda Plantations Limited,
transferred 19 per cent of their shares held by the
government to the highest bidders on the Colombo Stock
Exchange (CSE), collecting Rs.557 million towards
government revenue in 1998. However, the annual public
enterprise reform programme targetted for plantation
companies in 1998 could not be completed during the year
due to weak conditions prevailing in the stock market.
Among the 21 privatised plantation companies, 13 were
listed on the CSE with public offers of 20 per cent of the
issued share capital. The market capitalisation of the 13 listed
plantations amounted to Rs.5,061 million and accounted for
about 4 per cent of the CSE’s market capitalisation in 1998.
The divestiture of plantation companies, which was begun
in late 1995, has so far generated Rs.6.5 billion as
government revenue.

The re-divestiture of failed privatised enterprises
continued in 1998. Colombo Commercial Company
(Engineering) Limited, which was sold to Cargo Boat
Dispatch Company Limited (60 per cent of shares) in 1993,
but acquired by the government as a failed privatised public
enterprise in 1995, was re-divested through the sale of 90
per cent of its shares to Serendib Engineering Agencies
Private Limited generating Rs.38 million to government
revenue in 1998. Lanka Loha Hardware Limited was also
redivested through the transfer of the entire ownership to
Ceylon Heavy Industries and Construction Company Limited
(CHICO). However, this transaction did not generate revenue
for the government as the liabilities of the company exceeded
the value of assets.

TABLE 8.6
Realisation of Privatisation Proceeds in 1998(a)

Public Share Issue

Name of Enterprise Sale of Majority Share Holding Total
Amount
% Local Foreign % Amount Realised
Divested  Rs.Milion  Rs.Milion  Divested Realised — Rs. Million
Rs. Million
Plantation Companies
Watawala Plantations 19 231.80 231.80
Maskeliya Plantations 19 171.00 171.00
Madulsima Plantations 20 60.00 60.00
Hapugastenna Plantations 20 40.00 40.00
Balangoda Plantations 39 233.90 233.80
Udupussellawa Plantations 20 19.00 19.00
Kahawatta Plantations 20 33.00 33.00
Other Enterprises
Colombo Commercial Co (Eng) 90 38.50 38.50
Air Lanka 26 2,816.16 2,816.16
Orient Lanka 37 740.00 740.00
Hingurakgoda Seed Paddy Farm 3.88
TOTAL 38.50 3,556.16 788.70 4,387.24

Source: Public Enterprise Reform Commission

(a) The Government accounts show net receipts from divestiture proceeds after payment of commission to Colombo Stock Exchange, other service
charges etc. The table shows only the proceeds received through the Public Enterprise Reform Commision. In addition to this, instalment payments

are received directly by the Treasury.
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The 1998 Budget proposed to improve commercial seed
paddy production through the long lease of selected
government farms to the private sector. The Hingurakgoda
Seed Paddy Farm was leased to CIC Fertiliser (Private)
Limited and generated Rs.3.88 million (Rs.3 million for
movable assets and Rs.0.88 million for long-term lease of
land and fixed assets) as government revenue in 1998.

8.7 Financing of the Deficit

The Budget deficit (before grants and privatisation proceeds)
in 1998 rose sharply to Rs.93,147 million from Rs.70,061
million in 1997. Gross foreign borrowings amounting to
Rs.28,548 million were utilised for financing the deficit in
1998, an increase of 23 per cent over 1997. However, due
to a repayment of Rs.18,351 million, net foreign borrowings
during the year amounted to Rs.10,196 million. Net domestic
financing of the deficit increased by Rs.41,087 million to
Rs.71,362 million in 1998 in contrast to a decline of
Rs.19,480 million witnessed in the previous year.
Accordingly, net domestic financing as a percentage of GDP
witnessed a substantial rise from 3.4 per cent in 1997 to 7
per cent in 1998. While net borrowings through domestic
sources consisted of Rs.52,408 million from non-bank
sources, bank borrowings amounted to Rs.18,954 million.
This was in sharp contrast to a repayment of Rs.2,171
million effected to the banking sector in 1997.

Gross borrowings from domestic sources in 1998
totalled Rs.113,908 million. Gross borrowings from non-bank
domestic sources amounted to Rs.94,954 million in 1998 in
comparison to Rs.57,048 million in 1997. Rupee loans,
Treasury bonds and Treasury bills continued to be the major
instruments of resource mobilisation from domestic non-bank
sources in 1998. The market orientation of medium-term debt
was further enhanced with the mobilisation of Rs.34,509
million through Treasury bonds in 1998 as compared to a
sum of Rs.8,224 million in 1997. While the coupon rates on
2, 3 and 4 year maturities of Treasury bonds were fixed at
11.0, 11.5 and 12.0 per cent, respectively, the weighted
average yield rates for these securities hovered in a range
of 10.81 - 13.94 per cent, 12.44 - 13.93 per cent and 12.93
- 13.94 per cent, respectively, during the year. A
considerable deviation between the coupon rate and the
weighted average yield resulted in a cash shortfall of
Rs.1,156 million during 1998. Major subscribers to the
Treasury bond programme continued to be the institutional
investors, with the Employees’ Provident Fund (EPF) and
saving institutions investing Rs.8,812 million and Rs.8,763
million, respectively, in 1998. Reflecting the increased
popularity of this instrument, subscriptions to Treasury bonds
by other non-bank investors in the private sector amounted
to Rs.17,320 million in comparison to Rs.3,503 million in
1997.

Gross borrowings through the floatation of Rupee loans
raised a sum of Rs.52,300 million in 1998. However, a

repayment of Rs.41,231 million inclusive of a sum of
Rs.16,000 million on Rupee securities in respect of which
the government exercised the option of early retirement,
resulted in a net borrowing of Rs.11,069 million during the
year. In 1997, net borrowings through Rupee loans amounted
to Rs.33,500 million. The budgetary pressures during the
year were reflected in the Rupee loan interest rate structure
which increased from 11.00-11.25 per cent during the
beginning of the year to 12.00-12.25 per cent in the latter
part of 1998. As in the previous year, the principle
subscriber to the Rupee loan programme was the EPF with
a gross investment of Rs. 38,672 million in 1998. Investment
by the National Savings Bank (NSB) amounted to Rs.9,528
million, while the balance Rs.4,100 million was taken up
largely by other institutional investors.

Resource mobilisation through new issues of Treasury
bills in 1998 amounted to Rs.7,000 million. However, the
retirement of Treasury bills to the value of Rs.2,000 million
during the year resulted in a net issue of Rs.5,000 million
in 1998. Adjusting for secondary market operations, Treasury
bill holdings of the Central Bank increased by Rs.1,016
million to Rs.8,238 million. In contrast, the Treasury bill
holdings of commercial banks registered a decline of
Rs.6,938 million from Rs.20,490 million in 1997 to
Rs.13,552 million in 1998. Consequently, the share of
Treasury bills held by the banking sector diminished from
33 per cent in 1997 to 20 per cent in 1998, while that of
the non-bank sector increased from 67 per cent to 80 per
cent between the two years.

In the wake of a large resource gap in 1998, the
government resorted to borrowings from the banking system
to finance the deficit. Accordingly, net domestic borrowings
from the banking system totalled Rs.18,954 million
(including a FCBU loan of US dollars 100 million) in 1998.
Despite the contractionary impact exerted by a reduction in
cash items in the process of collection by Rs.660 million,
the combined effect of the use of provisional advances by
Rs.1,885 million, increase in Treasury bill holdings by
Rs.1,016 million and a drawdown of government deposit
balances by Rs.3,368 million resulted in a net borrowing of
Rs.5,609 million from the Central Bank in 1998, contributing
to the expansion of reserve money in the economy.

Net credit to the government from commercial banks
which increased by Rs.13,345 million in 1998, was reflected
in increased utilisation of import bills (Rs.9,892 million),
increase in Treasury bond holdings by commercial banks
(Rs.3,232 million) and the rundown of government deposits
by Rs.2,083 million.

Gross foreign borrowings increased by 23 per cent to
Rs.28,548 million in 1998, meeting 91 per cent of what was
expected in the 1998 Budget. In net terms, foreign resources
available for financing the deficit in 1998, at Rs.10,197
million, amounted to | per cent of GDP and were sufficient
to finance only 12 per cent of the deficit in 1998. A higher
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level of on-lending and acceleration of the government’s
investment as expected in the Budget and the allocation of
required domestic funds for capital expenditure can be
identified as major reasons for the higher utilisation of
foreign aid.

Chart 8.5
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8.8 Government Debt

Total government debt stood at Rs.907,426 million in 1998,
As a percentage of GDP, it increased to 89.4 per cent from
86 per cent in 1997. This was inclusive of a sum of
Rs.47,961 million of long-term bonds issued for the re-
capitalisation of the two state banks and the National Savings
Bank in 1993 and 1996. The outstanding debt, excluding
these bonds, amounted to Rs.859,465 million showing an
increase of 21 per cent. Domestic debt, excluding
restructuring bonds, stood at Rs.398,586 million and
accounted for 46 per cent of total debt, compared to 47 per
cent in 1997. Total domestic debt consisted of Rs.!146,961
million of short-term debt and Rs.251,625 million of medium
and long-term debt. Accordingly, the share of short-term debt
decreased from 40 per cent in 1997 to 37 per cent in 1998,
while medium and long-term debt increased their share from
60 per cent to 63 per cent. The stock of foreign debt
increased by 20 per cent to Rs.460,879 million in 1998.

Domestic Debt

Domestic debt, net of restructuring bonds, increased by 19
per cent to reach Rs.398,586 million in 1998. Of this,
medium and long-term debt comprised Rs.202,609 million of
Rupee securities, Rs.48,915 million of Treasury bonds and
a liability of Rs.12 million on account of Treasury
Certificates of Deposit. The debt stock on account of Rupee
securities, exclusive of those issued for restructuring
purposes, stood at Rs.202,609 million in 1998 registering an
increase of 6 per cent over 1997 as compared to a rise of
21 per cent witnessed during the previous year. Rupee loans
with a longer maturity of 4-10 years were issued during the
year at an interest tate of 11-12.25 per cent, as against the

issuance of 2-8 year maturities in 1997 with an interest rate
ranging from 11725-14 5 ner rent Major anherribers to the
Rupee loan programme continued to be the EPF and the
NSB.

The stock of Treasury bonds rose to Rs.48,915 million
in 1998, reflecting the progress made towards market
orientation of debt. As a share of medium and long-term
debt, Treasury bonds rose from 5 per cent in 1997 to 19
per cent in 1998. Subscriptions to Treasury bonds have
shifted from principal subscribers in 1997 such as the EPF,
NSB and the banking sector, to other non-bank investors in
1998. The decision to permit commercial banks to treat
Treasury bonds as liquid assets and the acceptance of these
bonds for transactions relating to the repurchase and reverse
repurchase facility of the Central Bank increased the
commercial bauks’ demand (or Treasury bonds.

The outstanding liability on account of Treasury
Certificates of Deposit continued to decline as in the
previous year, with the debt stock in 1998 amounting to
Rs.12 million as compared to Rs.83 million in 1997,

Short-term debt, consisting of Treasury bills, provisional
advances and borrowings from FCBUs rose from Rs.133,303
million at the end of 1997 to Rs.146,961 million at end
1998. The debt stock on account of Treasury bills increased
to Rs.119,996 million due to new issues of Rs. 5,000 million
of Treasury bills in 1998. Short-term debt on account of
provisional advances rose from Rs.18,307 million in 1997 to
Rs.20,192 million in 1998.

The debt held by the banking system, inclusive of the
restructuring bonds, decreased to Rs.100,903 million from an
outstanding liability of Rs.101,966 million as at end 1997.
The debt stock, exclusive of long-term bonds, totalled
Rs.52,942 million, registering a marginal decrease of 2 per
cent over the debt of Rs.54,005 million at the end of 1997,
The debt held by commercial banks registered a decline of
7 per cent to Rs.71,753 million in 1998, mainly due to a
reduction in the debt outstanding on account of Treasury bill
holdings of commercial banks from Rs.30,857 million in
1997 to Rs.14,850 million in 1998. The decrease in the
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commercial bank debt was in spite of an increase in their
cutstanding liability on account of Treasury bonds by
Rs.4,020 million and the debt of Rs.6,773 million arising
from the FCBU loan of US dollars 100 million contracted
in 1998. Meanwhile, the debt held by the Central Bank rose
from Rs.24,999 million in 1997 to Rs.29,150 million in 1998
mainly due to an enhanced liability on account of Treasury
bills by Rs.2,266 million and provisional advances by
Rs.1,885 million.

Foreign Debt

The foreign debt at Rs.460,879 million registered an
increase of 20 per cent over the debt stock of Rs.383,116
million as at end 1997. The rise in the outstanding liability
on account of foreign debt was due to a net borrowing of

Rs.12,645 million and a substantial increase of Rs.65,118
million arising from exchange rate variations. In comparison,
the increase in the debt stock due to exchange rate variations
in 1997 was Rs.2,004 million.

Concessional loans increased by 23 per cent to
Rs.445,938 million in 1998, compared to 4 per cent in 1997.
As a percentage of total foreign debt, debt on concessional
terms rose marginally from 95 per cent in 1997 to 97 per
cent in 1998. Debt to multilateral sources accounted for 47
per cent of the total, while the balance was from bilateral
sources. Major multilateral sources comprised institutions
such as the ADB, IDA and IFAD, while the principal
bilateral sources included Japan, the USA and Germany. The
debt stock on account of non-concessionary loans reduced
to Rs.14,941 million in 1998.

TABLE 8.7
Outstanding Central Government Debt (at end year) ]
Rs. Million
1994 1995 1996 1997 1998

Provisional
Total Domestic Debt(a) 249,119 285,759 349,007 382,962 446,547
Short Term 108,725 127,470 142,689 133,303 146,961
Medium and Long term 140,394 158,289 206,318 249,659 299,586
By Debt Instruments 249,119 285,759 349,007 382,962 446,547
Rupee Securities 137,554 157,928 205,975 239,475 250,570
Treasury Bills 98,896 113,771 124,996 114,996 119,996
Treasury Bonds - - - 10,000 48,915
Other 12,669 14,060 18,036 18,491 27,066
By Institutions 249,119 285,759 349,007 362,962 446,547
Banks 100,043 113,355 103,553 101,966 100,803
Central Bank 21,345 28,684 34,807 24,999 29,150
Commercial Banks(b) 78,698 84,671 68,746 76,967 71,753
Sinking Fund 137 100 100 100 100
Non-Bank Sector 148,939 172,304 245,354 280,896 345,544
National Savings Bank 46,407 48,406 47 794 62,498 67,260
Employees' Provident Fund 79,745 95,000 113,236 134,867 157,711
Other 22,786 28,898 84,324 83,531 120,573
Total Foreign Debt 301,812 346,286 359,390 383,116 460,879
Project Loans 246,075 286,848 302,666 321,122 399,890
Non-Project Loans 55,737 59,438 56,724 61,994 60,989
By Type 301,812 346,286 359,390 383,116 480,879
Concessional Loans 293,556 336,795 350,024 362,435 445,938
Non- Concessional Loans 8,256 9,491 9,366 20,681 14,941
By Currency 301,812 346,286 359,390 383,116 460,879
SDR 95,340 115,537 130,818 142,733 172,375
US Dollars 67,546 72,488 74,623 89,896 89,757
Yen 89,291 101,537 99,868 98,738 139,548
Deutsche Mark 25,009 29,114 27,313 25,746 29,432
Other 24,626 27,610 26,768 26,003 29,767
External Supplier's Credits 950 1,020 923 499 575
Total Outstanding Govt. Debt 550,931 632,045 708,397 766,078 907,426
Total Outstanding Govt. Debt Net of Sinking Fund 550,794 631,945 708,297 765,978 907,326

Memorandum item: Debt/GDP(%)
Domestic Debt 43.0 42.8 45.4 43.0 44.0
Foreign Debt 52.1 51.9 46.8 43.0 454
Total Debt 95.1 94.6 92.2 86.0 B89.4

Source: Central Bank of Sri Lanka

(a) Inclusive of Rs. 24,088 million and Rs. 23,873 million of Long Term Bonds issued in 1993 and 1996 respectively

(b} Inclusive of Rs. 6,773 million (US$ 100 million) borrowings from FCBUs.
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TABLE 8.8
Effect of Exchanae Rate Variation on Fareinn | nans (a)
i = R Rs.Million

Item 1984 1995 1996 1997 1998(b)

Gross receipts 19,384 24,359 23,992 24,642 30,996

Repayments 7,606 8,477 8,939 10,004 18,351

Net receipts 11,778 15,882 15,053 14,638 12,645
Change in liability due to

exchange rate variations 19,810 28,592 -1,654 2,004 65,118

Liability as at end of period 301,812 346,286 359,685 383,116 460,879

Source: Central Bank of Sri Lanka

(a) Data are based on value date recording system provided by the Public Debt Department of the Central Bank of Sri Lanka

(b) Provisional

Project loans increased by 25 per cent to Rs.399,890
million in 1998 and accounted for 87 per cent of foreign
debt. The largest bilateral source for project financing was
Japan, with gross disbursements of Rs.11,960 million in
1998, while the ADB and the IDA together accounted for a
total disbursement of Rs.14,086 million. Non-project loans
in the form of cash, commodity and other loans decreased
from Rs.61,994 million in 1997 to Rs.60,989 million in
1998.

Debt Service Payments

The debt service payments of the government increased by
24 per cent o Rs.114,866 million. Of this, Rs.59,968 million
was for amortisation payments, accounting for 52 per cent
of total debt service payments. Interest payments marginally
declined to Rs.54,898 million. Interest payments as a ratio
of current expenditure of the government declined to 27.5
per cent in 1998 from 29.9 per cent in the previous year.
As a ratio of GDP, debt service payments increased to 11.3
per cent in 1998 from 10.4 per cent in the previous year.
Total amortisation payments at Rs.59,968 million,

consisted of Rs.41,617 million on account of domestic debt
and Rs.18,351 million on account of foreign debt. The
repayment (o the domestic sector increased by Rs.17,596
million in 1998 mainly due to the early retirement of Rupee
loans with an optional maturity. Amortisation payments to
the foreign sector included a sum of Rs.5,434 million on
account of deferred payments for purchases of defence
services.

Total interest payments on domestic debt and foreign
debt in 1998 amounted to Rs.47,598 million and Rs.7,300
million, respectively. In spite of the increase in the volume
of outstanding domestic debt by 17 per cent in 1998, interest
payments on domestic debt in 1998 showed a marginal
reduction to Rs.47,598 million, compared to Rs.48,555
million in 1997. The interest expenditure on Treasury bills
declined by Rs.5,776 million to Rs.12,398 million in 1998,
reflecting the impact of lower interest rates on the
government interest cost. Meanwhile, interest on account of
medium and long-term debt rose by Rs.4,819 million to
Rs.35,200 million. Interest payments on foreign debt rose by
9 per cent to Rs.7,300 million.

TABLE 8.9
Government Debt Service Payments
Rs.Million
Item 1994 1985 1996 1997 1998(a)
Debt Service Payments 66,213 77,663 81,263 92,519 114,866
Amortization Payments 22,671 36,546 33,240 37,272 59,968
Domestic 15,065 28,069 22,749 24,021 41,617
Foreign 7,606 8,477 10,491 13,251 18,351
Interest Payments 43,542 41,117 48,023 55,247 54,898
Domestic 38,031 34,955 41,284 48,555 47,598
Short Term 18,712 13,947 18,053 18,174 12,398
Medium & Long- Term 16,699 21,008 23,231 30,381 35,200
Foreign 5511 6,162 6,739 6,692 7,300
Interest /Current Expenditure(%) 34.26 26.67 27.42 29.90 27.50
Debt Service/GDP(%) 11.43 11.63 10.57 10.39 11,32
Foreign Debt Service/Exports{%) 8.27 7.50 7.60 7.27 B.37

(a) Provisional

Source: Central Bank of Sri Lanka
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9. TRADE, BALANCE OF PAYMENTS AND TOURISM

9.1 Overview

Sri Lanka’s balance of payments showed a further reduction
in the trade and current account deficits and a surplus in the
overall balance in 1998. In line with a sharp contraction of
world exports, the growth rate of Sri Lanka’s exports also
decelerated to 2 per cent. Despite an increase. in the import
volume, the value of imports increased marginally (0.5 per
cent) as prices of major import commodities such as crude
oil, wheat, fertiliser and sugar declined sharply under
depressed world market conditions. Thus, the trade deficit
declined in 1998. The services account continued to register
a surplus, though somewhat lower than in the previous year.
In addition to the compensation payments of US dollars 78
million, received on account of the Sri Lankan workers
displaced from Kuwait by the Gulf war in 1990, private
transfers continued to increase, making a positive
contribution to the balance of payments. Consequently, there
was a further significant reduction in the current account
deficit in 1998. Foreign long-term private capital inflows
continued to increase while there was a net outflow of short-
term capital through the share market. Meanwhile, the rupee
depreciated by nearly 10 per cent against the US dollar, a
faster rate compared to the previous five-year average of
around 6 per cent. Sri Lanka’s exchange and money markets
remained relatively stable, as domestic monetary and
exchange rate policy was effective in maintaining financial
market stability. A lower trade deficit, a considerably lower
current account deficit, a surplus in the balance of payments
and a stable foreign exchange market were the highlights of
external sector developments in 1998,

The external sector developments displayed Sri Lanka’s
ability to withstand external shocks to a certain extent, but
the adverse impact of the depressed world market conditions
was being felt seriously during the second half of 1998.
Export growth, which was around 8 per cent during the first
half, declined to 2 per cent by the end of the year. Imports
increased by one half of one per cent in 1998. The slow
down in imports was mainly the outcome of low world
commodity prices. The noteworthy increases in the volume
of imports, particularly in investment goods, during the first
few months of 1998, reflected the response by investors to
fiscal incentives proposed in the 1998 Budget. However, a
gradual slow down has been noticed since then. Meanwhile,
the terms of trade improved by 14 per cent due both to
higher export prices and lower import prices. Consequent to
these developments in external trade, the trade deficit
narrowed from 8.1 per cent of GDP in 1997 to 7.2 per cent
in 1998.

The services account registered a surplus of US dollars
143 million in 1998. Net factor income outflows, which

consist of interest payments and profits and dividends,
increased by 12 per cent. Net current transfers increased by
8 per cent owing to aggressive promotional campaigns by
commercial banks to increase their market share of such
funds, as well as compensation payments to 31,279 Sri
Lankan workers who were displaced from Kuwait by the
Gulf War in 1990. Consequently, the current account deficit
of the balance of payments improved considerably from 2.6
per cent of GDP in 1997 to 1.8 per cent in 1998, continuing
its downward trend for the fourth consecutive year.

Net inflows in the financial account were lower in
1998, reflecting the fact that inflows in 1997 included a large
volume of privatisation proceeds amounting to US dollars
301 million, compared to US dollars 56 million in 1998. In
view of the uncertainty in the capital markets, a further sale
of Telecom shares was deferred until [999. Net short-term
private capital outflows showed a reduction in net short-term
liabilities of commercial banks by US dollars 48 million, an
outflow of US dollars 24 million through the share market
and a small increase in other short-term private capital
inflows. It is noteworthy that long-term private capital
inflows, including foreign direct investment, continued to
increase in 1998, reflecting the growing foreign investor
confidence in Sri Lanka’s medium-term development
strategy. Over half the FDI inflows of US dollars 150
million were to the telecommunication sector, with significant
inflows to the energy and manufacturing sectors as well.
Investment outflows to approved projects amounted to around
US dollars 13 million. Long-term concessional capital
inflows to the government increased during the year. Net
capital inflows to government declined by 17 per cent as a
result of a drop in non-concessional capital inflows and
somewhat higher amortisation payments.

Long-term capital flows to the private sector included
a Floating Rate Notes (FRN) issue by DFCC Bank for US
dollars 65 million in international capital markets and loans
amounting to US dollars 43 million raised by Sri Lanka
Telecom. Net long-term capital flows to this sector however,
declined due to higher outflows arising mainly from an
advance payment of US dollars 48 million by Air Lanka Ltd.
towards its refleeting programme.

Sri Lanka’s stock of external debt increased by more
than the net increase in debt creating capital flows, mainly
due to the impact of the appreciation of the yen, raising the
debt to GDP ratio by 1 per cent in 1998. The appreciation
of the yen alone increased the debt stock by around US
dollars 200 million. The debt/GDP ratio stood at 56 per cent.
The stock of short-term debt accounts for only 6 per cent
of total debt. Sri Lanka’s debt service ratio in 1998 was
estimated at 11 per cent, the same as in 1997.
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TABLE 9.1

Balance of Payments-Analvtic Presentation
(Incorporating FCBUS of Commercial Banks as Part of the Domestic Banking System)(a)

US Doliars Miliion Rupees Million
5 1994 1995 1996 1997  1998(b) 1994 1995 1996 1997  1998(b)
Trade Balance -1,559 -1,505 -1,344 -1,225 -1,15¢  -77,022 -77,109 ~74,276 -71,833 =73,945
Exports 3,209 3,807 4,095 4,639 4,735 158,554 195,092 226,801 274,194 306,329
Imports 4,767 5,311 5,439 5,864 5,891 285,576 272,201 301,077 346,026 380,274
Services, net 180 152 105 159 143 8,884 7,796 5,805 89,386 9,201
Receipts 745 821 765 875 913 36,793 42,045 42,358 51,692 58,986
Payments 566 669 660 716 770 27,910 34,250 36,553 42,306 49,786
Income, net (c) -162 -170 -197 -160 -178 -8,068  -8,717 -10,923 -9,417 -11,468
Receipts 171 226 186 234 214 8,473 11,596 10,258 13,792 13,882
Payments 333 396 383 393 392 16,541 20,312 21,182 23,210 25,350
Goods, Services and Income (net) -1,541 -1,5622 -1,436 -1,225 -1,192  -76,207 -78,030 -79,395  -71,864 76,212
Private Transfers, net 622 675 710 768 848 30,766 34,593 39,230 46,494 54,843
Receipts (d) 707 790 832 922 999 34,992 40,482 46,003 54,445 64,685
Payments 85 115 122 135 151 4,226 5,889 6,773 7.951 9,742
Official Transfers (net) 58 61 49 44 65 2,890 3,114 2,709 2,625 3,490
Current Account -860 -786 -677 -393 <289 42,551 -40,324  -37,456 22,745 -17,880
Capital and Financial Account 943 699 459 6802 395 46,569 36,647 25,725 30,691 25321
Capital Account 113 117 96 87 61 5,589 6,009 5,286 5,140 3,862
Capital Transfers(net) 113 117 96 87 61 5,589 6,009 5,286 5,140 3,862
Receipts 116 121 100 a1 65 5,720 6,191 5,495 5,386 4,164
Payments 3 4 4 4 5 131 182 209 246 301
Financial Account 830 581 363 515 334 40,979 30,638 20,439 25,550 21,459
Long-term: 705 502 381 716 398 34,849 25,939 20,962 37,029 25,904
Direct Investment 158 53 120 430 183 7.815 2,931 6,606 26,504 12,379
Foreign Direct Investment 158 16 86 129 137 7,815 1,011 4,756 7,587 8,848
Privatisation Proceeds 0 37 33 301 56 0 1,920 1,850 17,918 3,533
Private Long-term (net),(c) 295 91 2 47 7 14,554 4,648 88 3,054 711
Inflows (e) 384 194 156 150 149 18,992 9,937 8,628 8,741 9,873
Outflows 90 103 155 102 142 4,438 5,289 8,539 5,687 9,162
Government, Long-term (net) (f) 253 358 259 239 198 12,479 18,359 14,268 8,471 12,814
Inflows 440 674 497 500 487 21,757 34,526 27,442 24,761 31,525
Qutflows 187 315 238 262 290 9,278 16,166 13,174 16,291 18,711
Short-term: 124 79 -18 -201 -64 6,131 4,699 -523 -11.479 4,445
Portfolio investment 28 -2 7 13 -24 1,334 -90 353 749 -1521
Private Short-term (net),{c) 172 33 -44 -20 8 8495 1,702 -2426 -1195 414
Commercial Bank Assets (net),(c) -158 14 59 -323 180 -8160 -2731 1,127 23384 5,035
Commercial Bank Liabilities (net),(c) 82 35 -40 129 -228 4,461 5,818 423 12,352 -8374
Government Short-term (net),(c) - - - - - - - - - -
SDR Aliocations

Valuation Adjustments -1380 6,394 4,213 -662 B,559
Errors and Omissions 157 139 150 -46 -69 11,062 5,091 7,527 8,461 2,201
Overall Balance (g) 240 52 -68 163 37 13,700 7,809 9 15,845 13,800
Monetary Movements (g) -240 -52 68 -163 -37 -13700 -7809 -9 -15845 -13,800
Exchange Rate Rs/US$ - - - - - 49.42 51.25 55.27 58.99 64.59

Ratio to GDP in percentages
Trade Account - - - - - -13.3 -11.5 -9.7 -8.1 7.3
Current Account - - - - - -7.3 -6.0 -4.9 -2.6 -1.8
Current Account without Grants - - - - . -7.8 -6.5 -5.2 -2.8 =21

Source: Central Bank of Sri Lanka.

(a) This presentation conforms as far as possible to the Balance of Payments Manual, 5th Edition (1993) of the International Monetary Fund.
In addition, beginning 1994, Foreign Currency Banking Units (FCBUs) have been treated as a part of the domestic banking system.
(see technical note in Box 8)

(b) Provisional

(c) From 1994 onwards Foreign Currency Banking Units (FCBUs) have been treated as a part of the domestic banking system in the
compilation of balance of paymenls stalistics. Accordingly, lransactions involving FCBUs and non-residents are taken into account in the compilation
of balance of payments statistics, while those involving FCBUs and residents are excluded. For details please see the technical note on "Redefining
FCBU Transactions in the Compllation of Balance of Payments Statistics” in Box 8.

(d) Includes US dollars 64 mn. and US dollars 78 mn. receivad in 1997 and 1998 as compensation of US dollars 2,500 per person to 26,101
and 31,279 Sri Lankans, respectively, who lost employment in Kuwait due to the Guif War in 1990.

(e) Includes adjustment to capital inflows in 1993,1994 and 1995 on account of the import of five aircraft for which advance payments had been made in
previous years.

(f) Data since 1994 have been revised to incorporate additional information.

(g) All transactions in the Monetary Sector are converted at the end of year exchange rates.
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Box 8

Redefining FCBU Transactions in the Compilation of Balance of Payments Statistics

The Balance of Payments is a summary statistical
statement of all economic transactions (those relating to
goods, services, fransfers, financial assets and liabilities
and capital) of an economy with the rest of the world.
In the compilation of balance of payments statistics, the
relevant transactions are identified as those between
residents and non-residents. Individuals who are in a
country for more than one year are generally treated as
residents. Business enterprises, including foreign
financial institutions operating in a country, even if they
are incorporated elscwhere, are treated as residents
because it is the location of the enterprise engaged in
economic activity that matters for balance of payments
purposes.

Countries have been applying the resident/non-
resident distinction flexibly in the compilation of
balance of payments statistics. This has made the
international comparison of balance of payments
statistics difficult. Similarly, in Sri Lanka in the past,
foreign currency banking units (FCBUS) of commercial
banks operating in Sri Lanka were treated as non-
residents or pure off-shore units in the compilation of
both monetary and balance of payments statistics,
although conceptually, they should have been treated as
residents. This was because FCBUs were expected to
undertake mainly off-shore transactions, while also
catering to companies operating in Export Processing
Zones under Section 17 of the Board of Investment
(BOI) Law, which were predominantly foreign owned,
at that time. This treatment was reconsidered in the
context of increasing transactions over time between
FCBUs and the domestic economy. It was felt that it
was timely to treat FCBUs as resident enterprises and
make the corresponding changes to the monetary and
balance of payments statistics.

Accordingly, as a first step in treating FCBUs as
resident enterprises, in 1996, FCBU transactions were
incorporated in the monetary aggregates, gencrating a
broader concept of money supply (M2b) (Box 10 of the
Central Bank’s Annual Report of 1996). The treatment
of FCBUs as resident enterprises in the compilation of
balance of payments statistics is the next step. External
data have now been adjusted to treat FCBUs as resident
enterprises. Under this revised definition, transactions
involving FCBUs and non-residents, i.e., banks and
other institutions abroad, are included in the compilation
of balance of payments statistics. Transactions involving
FCBUs and residents are excluded, as those are

domestic transactions denominated in foreign curency.
This technical note explains the justification for the
definitional change and its implications on the balance
of payments and other external sector indicators.

The justification for the treatment of FCBUs as
resident entities in the balance of payments and
monetary statistics is as follows:

(a) This treatment will make the balance of payments
statistics conform to the standard international
classification of external sector transactions as laid
down in the Balance of Payments Manual and the
UN System of National Accounts (SNA), which
would be a step forward in further improving Sri
Lanka’s economic statistics.

FCBUs have become an integral part of the
domestic banking system, catering largely to
resident enterprises, mainly BOI enterprises
approved under Section 17 of the BOI Law. (It
should be noted that BOI enterprises have always
been treated as residents in the compilation of
balance of payments statistics). Nearly 70 per cent
of the assets of FCBUs at end 1998 represented
their claims on resident enterprises, as compared
with about 30 per cent on non-resident enterprises.
This is in contrast to the situation in the early
1980s. In 1985, 62 per cent of the assets of
FCBUs were claims on non-residents.

Most FCBU transactions are undertaken by
domestic commercial banks. Accordingly, at end
1998, 66 per cent of the assets, representing their
lending to resident enterprises, were held by the
FCBUs of domestic banks while the balance 34
per cent were held by the FCBUs of foreign
banks operating in Sri Lanka.

FCBUs mobilise a larger part of their resources
from the domestic economic system, in the form
of domestic banking unit (DBU) placements of
their foreign currency deposits in FCBUs and
deposits belonging to other resident enterprises,
mainly BOI firms. Placements of foreign
exchange funds by DBUs, mainly funds in Non-
Resident Foreign Currency (NRFC) accounts,
provide nearly 30 per cent of FCBU resources.
(Over 50 per cent of NRFC accounts, themselves
are held by residents.) A larger part of the
remaining FCBU resources was in the form of
deposits belonging to BOI enterprises.

(b)

(c)

(d)
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) Increasingly, a large number of domestically owned
enterprises or domestic-foreign collaborations are
registering as BOI enterprises and are becoming
eligible for FCBU facilities, thus leading to
increased integration of FCBUs with the domestic
economy. FCBU dealings with non-residents
accounted for only about 30 per cent of total
FCBU transactions at end 1998.

In view of the foregoing, it is appropriate to
include only the transactions of FCBUs with non-
residents in the balance of payments statistics, and to
exclude transactions of FCBUs with residents. The
following are the implications of this definitional change
on the balance of payments and other external sector
economic indicators (Table 1).

(a) Income Account: Changes stem from changes in
interest receipts and payments by commercial
banks and the private sector. Interest receipts and
interest payments by commercial banks rise, as
both foreign assets and foreign liabilities of
commercial banks increase when FCBUs and
DBUs are amalgamated. Interest receipts and
payments by the non-bank private scctor decrease
as interest payments on borrowings from FCBUs
by non-bank residents, mainly BOI enterprises, and
interest receipts on deposits held with FCBUs by
such residents are excluded. The net outcome of
these changes is a reduction in the deficit in the
income account in 1998, and a corresponding
decline in the current account deficit.

(b} Financial Account: Changes stem mainly from the

borrowings by BOI and non-BOI enterprises and

the government from FCBUs being excluded and
the new defiition of the assets and liabilities of
commercial banks to include both FCBUs and

DBUs.

» Private Long-term Capital: There is no change
in the net position due to the definitional
change in 1998 in private long-term capital
inflows. This is a coincidence.

s Private Short-term Capital: Private short-term
capital inflows and outflows decline
considerably, as FCBU transactions with the
domestic private sector, in particular BOI
enterprises, as well as certain public
corporations, in particular the Ceylon Petroleum
Corporation, are now treated as transactions
between residents and are not included as short-
term foreign capital inflows, unlike in the old
definition. The outcome is a change in net

(c)

(d)

Box 8 (cnnfd,)

private short-term capital from a deficit in the
old presentation, to a small surplus in the
revised presentation, in 1998.

» Government Long-term Capital: Government
borrowings from and repayments to FCBUs are
excluded and are reflected under domestic
sources of financing. The syndicated loan from
FCBUs to the government of US dollars 100
million raised in November 1998 has been
classified under the new definition as a
domestic borrowing.

« Commercial Banks: Assets are redefined to
exclude placements of DBU balances in the
FCBUs, while balances held by FCBUs and
DBUs with non-residents are included as
foreign assets. Liabilities exclude all foreign
currency deposits of residents, but include those
of non-residents in both FCBUs and DBUs.
Under the revised presentation, both gross
foreign assets and gross foreign liabilities of
commercial banks are considerably higher.
Gross foreign assets are higher because the
assets held abroad by FCBUs are added to
assets held abrdad by DBUS. Foreign liabilities
of FCBUs are added to the foreign liabilities of
DBUs. However, as explained in Box 10 of the
Annual Report of the Central Bank for 1996,
the increase in foreign liabilities under the
revised presentation is less because foreign
currency deposits of residents are treated as
domestic liabilities of DBUs denominated in
foreign currency.

The net outcome of these changes in the financial

account is a substantial drop in net financial flows

in 1998 under the new definition.

Overall Balance: It should be noted that this

treatment of FCBUs as residents in the compilation

of balance of payments statistics does not affect
the overall balance.

External Debt and Debt Service Payments: As

FCBU lending to domestic enterprises is

considered as debt to the domestic banking system,

the overall external debt stock declines by 5 per
cent of GDP. The debt service ratio also declines
by 1 percentage point, as interest payments on
borrowings from FCBUs by domestic entities are

treated as resident to resident transactions (with a

corresponding increase in domestic debt obligations

and domestic debt service payments of the
government and the private sector to the banking

sector).
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Box 8 (contd.)
TABLE 1
Balance of Payments - 1998 (a)
Previous Presentation New Presentation
(FCBUs being treated as off-shore units) (FCBUs being treated as part of the domestic banking system)
ltem US Doliar Million item US Dollar Million
Credit  Debit Net Credit  Debit Net
A  GOODS 4,735 5,891 =1,157 A GOODS 4,735 5,891 -1157
SERVICES 913 770 143 B SERVICES 913 770 143
Transportation 400 263 137 Transportation 400 263 137
Passenger Fares 139 124 15 Passenger Fares 139 124 15
Freight 34 57 -23 Freight 34 57 -23
Other 227 82 145 Other 227 82 145
Travel 230 202 28 Travel 280 202 28
Insurance Services 34 18 16 Insurance Services 34 18 16
Other Business Services 224 253 -29 Other Business Services 224 253 -28
Government Expenditure n.i.e. 25 34 -9 Government Expenditure n.i.e. 25 34 -9
C INCOME 214 423 -209 C INCOME 214 392 -179
Compensation of Employges 12 13 -2 Compensalion of Employees 12 13 -2
Direct Investment 2 o1 -89 Direct Investment 2 91 -89
Other 200 319 -119 Other 200 288 -88
D CURRENT TRANSFERS 1,054 151 903 D CURRENT TRANSFERS 1,064 151 903
Private 999 151 848 Private 993 | 151 848
General Government 55 0 55 General Government 55 0 55
CURRENT ACCOUNT 6,915 7,235 -320 CURRENT ACCOUNT 6,915 7,204 -289
CAPITAL AND FINANCIAL ACCOUNT 1,918 1,291 627 CAPITAL AND FINANCIAL ACCOUNT 1,676 1,282 395
A CAPITAL ACCOUNT 65 5 61 A CAPITAL ACCOUNT 65 5 61
Capital Transfers 65 5 61 Capital Transfars 65 5 61
General Government (Other) 55 0 55 General Government {Other) 55 0 55
Other Sectors (Migrant Transfers) 10 5 5 Other Sectors (Migrant Transfers) 10 5 5
B FINANCIAL ACCOUNTS 1,853 1,287 566 B FINANCIAL ACCOUNTS 1,611 1,277 334
Private Investment 1,266 989 276 Private Investment 1,124 988 136
Long - Term 373 174 200 Long - Term 355 155 200
Direct Investment 150 13 137 Direct Investment 150 13 137
Privatisation Proceeds 56 0 56 Privatisation Proceeds 56 0 56
Other Private Long-term 167 160 7 Other Private Long-term 149 142 7
Short - Term 893 B16 77 Short - Term 768 832 -54
Portfolio Investment 70 93 24 Portfolio Investment 70 83 -24
Other Private Short-term 452 460 -7 Other Private Short-term 183 175 8
Commercial Bank - Assets 141 219 -78 Commercial Bank - Assets 386 206 180
Commercial Bank - Liabilites 229 44 186 Commercial Bank - Liabilities 130 358, -228
Central Governmant 587 297 290 Central Government 487 290 198
Long-Term 466 157 308 Long-Term 466 157 308
Other Long-Term 121 140 -18 Qther Long-Term 22 182 -110
Short - Term (0} [0} 0 Short - Term 0 0 0
MONETARY SECTOR 607 644 -37 MONETARY SECTOR 807 644 -37
Government - Assets 12 13 -1 Government - Assets 12 13 -1
Government - Liabilities 0 0 0 Government - Liabilities o] 0 0
Central Bank - Assets 302 257 46 Central Bank - Assets 302 257 46
Central Bank - Liabilities 293 291 1 Central Bank - Liabilities 293 291 1
Transactions with IMF 0 B3 -83 Transactions with IMF 0 83 -83
Allocation of SDRs 0 0 0 Allocation of SDRs 0 0 0
Valuation Adjustments 0 0 0 Valuation Adjustments 0 0 0
Monetary Gold 0 0 0 Monetary Gold 0 0 0
Errors & Omissions 0 -270 270 Errors & Omissions 0 -69 -69
Disbursed and Outstanding External Debt (a) External Debt Service Payments(a)
ltem Old New ltem Qld New
1998 1988 1998 1998
1.Total Dabt 9,615 8,753 1.Debt Service Payments 811 754
1.1 Government 7,000 6,897 1.1 Amortization 492 487
1.2 Private Long-term 1,119 1,002 1.2 Interest Payments 319 288
1.3 Private Shori-term 1,129 487
1.4 IMF Drawings 367 367 2, Debt Service Ratio -
2.Total Debt'as a % of GDP 61.1 55.6 2.1 Overall Ratio 14.4 13.4
(a) Provisional
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Box 9

Monthly Trade Indices

Monthly trade indices provide useful information on the
changes in the economy and are an importanl input o
decision making, research and other policy studics on
the economy. Monthly trade indices provide an
understanding of the seasonal variations in trade,
provide inputs for the estimation of national income on
a moare frequent basis than annually and help undetstand
terms of trade pass-through on monthly inflation in the
economy.

The Central Bank of Sri Lanka (CBSL) first
introduced trade indices in 1953 in its publications, and
confinued to publish these indices until 1969. The
indices were presented on both monthly and annual
bases, and were published in the Monthly Bulletins and
the Annual Reports of the CBSL. In 1969 the
classification of exports and imports was changed from
the Standard International Trade Classification to the
Brussels Tariff Nomenclature (BTN) which was
introduced at that time'. This resulted in a delay in
releasing the detailed data on exports and imports on
monthly basis by the Sri Lanka Customs, and
publication of the monthly indices was abandoned”.
Since 1969, only the annual trade indices have been
published.

In view of the usefulness of monthly trade indices,
the CBSL embarked on compilation of monthly trade
mndices in 1997. This endeavor was facilitated by the
inwnovations in information technology which enabled
timely processing of large volumes of monthly data by
the Sri Lanka Customs. Monthly indices have been
compiled from January 1996 up to December 1998, and
are given in the Statistical Appendix tables 70, 71 and
72 of this report’,

Coverage of Indices

The CBSL monthly series comprises six indices,
namely, value, volume and unit value indices for both
exports and imports. The total number of Harmonized
Commodity Description and Coding System (H.S.) items
at 8 digit level classified under exports and imports
were 5,229 and 8,624, respectively, as at end 1997.

Export items were sub-divided into three major
categories, Agricultural, Industrial and Mineral. The
three main categories were further sub divided into 16
major sub categories and 70 sub-sub categories. Import
items were divided into three major categories,
Consumer Goods, Intermediate Goods and Investment
Goods. These three categorics were further divided into
18 major sub categories and 16 sub-sub categories.
Value, volume and unit value indices were computed
for each major category, sub category and sub-sub
category. Indices of the major categories and some
important sub categories are published in this report.

Currently, the sub categories and sub-sub categories
cover 97 per cent of exports and 68 per cent of imports
based on 1997 values. The base year and index
coverage are expected to be reviewed and revised, as
necessary, every three years. The coverage of imports
is expected to be expanded in the future.

Computation of Indices

The base values for calculating monthly indices were
taken as the average monthly values and volumes of
19974, Average monthly value shares in 1997 were used
as weights. The number of Customs entries in the base
year data for exports and imports were 204,382 and
279,592 respectively.

In each category, the value index was computed as
a simple index of the ratio of values between the
current month and the base period. The index was

2 Pit Qj

defined as 1
ZPioQio
1

, where Pn and Qil are price and

quantity of the i good at time t, respectively, and P_
and Q_ are the price and quantity of the i" good in the
base period.

The volume index was calculated as a Laspeyres
index. Operationally, weights (value shares of the base
period) were multiplied by the ratio of the quantities
between the carrent month and the base period, i.e., the
volume index for the sub category, was the weighted

1. In 1989 the Customs classification underwent a further.change from the BTN to the Harmonized Commodity Description and Coding System (H.S).

2. Asdiscussed in the Central Bank of Sri Lanka, Annual Report, 1969 - Appendix Table 49 / Foot note No.2

3. The recording system of units of exports and imports was changed after 1995 by the Customs. To avoid complications that would arise in calculating
volume indices due to this change, computation of past indices was limited to 1996.

4. The year 1996 was not used as a base year since the trade patterns (especially exporls) were abnormal in that year due to the prolonged drought

~t wraila
that prevailed.
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average of the volume indices of sub-sub categories.
The volume index for the major category, was the
weighted average of the volume indices of the sub
categories. The volume index was defined as

PioQio | Qir

Q.
2 £ ll_z
: 2 PioQio | Qio
1

S

where w. is the value share in the base year, This
simplifies to the Laspeyres index given by

zi:PioQit
zi“PiOQio

For homogeneous categories, monthly volumes
were divided by respective base volumes to abtain
indices. Difficulties arise in calculating volume indices
for categories consisting of heterogencous goods. For
those categories, indices were calculated as the weighted
averages of the volume indices of the individual items
in the category. However, in certain categories, where
the number of items was very extensive with
considerable price variation, volume indices were based
on samples of H.S. items in the categories selected on
the basis of value shares as well as a clear identification
of such H.S. items. The monthly volume indices of
those selected H.S. items weighted by their value shares
were used to calculate the volume indices for each
category.

The unit value index was calculated effectively as
a Paasche index by dividing the value index by the
volume index®,

Quarterly and Annual series were calculated on the
same basis.

Main Trends Observed Using the Index

Monthly export value indices given in Figure 1
reflect clear seasonal increases in summer and winter
months in Sri Lanka’s exports, attributable mainly to
increases in volumes of garment exports. Monthly
import value indices given in Figure 2 show increases
just preceding the festival seasons in April and
December due mainly to increases in the volume of

Box 9 (contd.)

food and other consumer goods imports. The peak in
the import volume in October 1996 shows the
importation of a large volume of rice towards the end
of the period during which import duties on rice were
completely waived®. Importation of a large number of
machinery parts is reflected in the second peak in
import volume in May 1998 which resulted in a slump
in the unit value. As seen in the two figures, the value
indices of both exports and imports move closely with
volume indices, while unit value indices did not vary
greatly.

Figure 1
Monthly Export Indices
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Figure 2
Monthly Import Indices
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5. The unit vaiue index is computed as the ratio between the value index and the volume index, thus becoming the Paasche index given by the formula

Ei:PilQi:
‘,‘f:[’iOQit.

6, The duty waiver of rice was first granted for a six months period from 15.4.96't0 15.10.96 and was [urther extended for another two months later.
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(a) Growth rates are given in U.S. dollar terms.
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Exchange rates among key currencies continued to be
highly volatile in the international exchange markets.
Although this posed a challenge in the management of
exchange rates for developing countries, with the flexibly
managed exchange rate system in place, Sri Lanka was able
to maintain relative stability in the domestic exchange
market. The rupee depreciated by 9.6 per cent against the
dollar. The real effective exchange rate of the Sri Lanka
rupee against the 24 currency basket depreciated by 12 per
cent in 1998, offsetting the appreciation that was seen in
1997 due to the large depreciation of some of the East Asian
currencies.

The overall balance of the balance of payments
registered a surplus of US dollars 37 million in 1998. Gross
official assets were sufficient to finance 4.0 months of
imports of the same year. Total gross external assets at US
dollars 2,907 million, which include official assets and those
of commercial banks, were sufficient for 5.9 months of
import cover.

9.2 Exports

The export growth in 1998 was 2.1 per cent compared to
the 13 per cent growth experienced in 1997. Export earnings
recorded an 8 per cent growth in the first half of 1998 but
slowed down in the second half, recording a negative growth

of 3 per cent. This situation was the result of slow growth
in textiles and garments and tea, and the negative growth
in natural rubber and some of the rubber based products,
coconut products, gems, diamonds and jewellery. These
sectors were affected by the lower global aggregate demand
and the increased competition from the East Asian countries.
Earnings from the single largest export item, i.c., textile and
garments, which began to slow down in late 1997, showed
a recovery towards July 1998 but again slowed down
thereafter. Tea prices, which remained buoyant till July 1998,
came down during the last quarter of the year mainly due
to world production surpluses and the Russian crisis that
began in mid August. Although slowed down, textiles and
garments, tea, minor agricultural products, food beverages
and tobacco and travel goods showed positive growth, but
their impact on overall export performance was negated by
the negative growth in earnings from rubber, coconut
products, gems, diamonds and jewellery.

Industrial Products

Industrial exports led by textiles and garments continued to
be the largest contributor to export earnings, accounting for
75 per cent of total exports. Earnings from this sector grew
by 3 per cent in 1998 compared to 14 per cent in 1997.
Textiles and garments, the largest category in the sector,

TABLE 9.3
Composition of Exports

US Dollars Million Rs. Million
Category

1994 1995 1996 1997 1998(a) 1994 1995 1996 1997 1898(a)
1. Agricultural Exports 702 829 961 1,060 1,088 34,692 42,478 53,206 62,667 70,225
Tea 424 481 615 719 780 20,964 24,638 34,067 42,533 50,280
Rubber 72 111 104 79 44 3,582 5,713 5,753 4,640 2,808
Coconut 76 103 110 117 24 3,761 5,270 6,091 6,939 6,110
Kernel Products 50 69 81 82 56 2,476 3,520 4,469 4,864 3,632
Other 26 34 29 35 38 1,285 1,750 1,622 2,075 2,478
Minor Agricultural Products 129 134 132 145 170 6,385 6,857 7,295 8,555 11,027
2. Industrial Exports (b) (c) 2,399 2,870 3,006 3,436 3544 118,544 147,094 166,543 203,114 229,437
Food,Beverages and Tobacco 86 98 95 91 118 4,262 5,040 5,272 5,354 7,588
Textiles and Garments 1,552 1,853 1,902 2,274 2,460 76,685 94,946 105,341 134,455 159,303
Petroleum Products 80 85 104 97 73 3,959 4,374 5,740 5,743 4,662
Rubber Products 102 153 169 178 178 5,026 7,851 9,357 10,513 11,528
Ceramic Products 39 46 48 55 54 1,920 2,371 2,677 3,246 3,478
Leather and Footwear 90 118 139 183 214 4,456 6,054 7,690 10,812 13,855
Machinery and Equipment 93 124 154 204 182 4,572 6,348 8,572 12,076 11,811
Diamonds and Jewellery 170 196 192 142 68 8,419 10,023 10,643 8,384 4,421
Other Industrial Exports 187 197 202 212 197 9,245 10,087 11,251 12,531 12,793
3. Mineral Exports 87 87 96 90 60 4,292 4,447 5,292 5,271 3,863
Gems 79 78 86 84 56 3,917 3,972 4,771 4,899 3,577
Other Mineral Exports 8 9 10 6 4 375 475 521 372 286
4. Unclassified (c) (d) 21 21 32 53 43 1,026 1,073 1,760 3,141 2,803
Total Exports 3,209 3,807 4,095 4,639 4,735 158,554 195,092 226,801 274,193 306,328

(a) Provisional. Sources : Sri Lanka Customs

(b) Adjusted.
(c) Revised.
(d) Includes re-exports

Ceylon Petroleum Corporation
Central Bank of Sri Lanka
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Box 10

Indo-Lanka Free I'rade Agreement

The Indo-Lanka Free Trade Agreement (FTA), officially titled
the Free Trade Agreement Between the Democratic Socialist
Republic of Sri Lanka and the Republic of India, was signed
on 28 December1998 by the Sri Lankan President Chandrika
Bandaranaike Kumaratunga and the Indian Prime Minister Shri
Atal Bihari Vajpayee.

A bilateral free trade agreement is an agreement between
two countries on the reduction of border tariffs and other non-
tariff and para-taiff measures for a specified set of goods. The
primary objective is the promotion of long-run economic
growth and development of a country by removing barriers
to trade with the preferred trading partner. The removal could
take place immediately or gradually over a period of time. An
agreement could exclude some tradable products on the basis
of concerns such as the potential injury to important domestic
industries due to the removal of trade barriers, and also for
national security reasons. Lists of those excluded items are
called ‘negative lists’. Those items on negative lists do not
receive concessions bul are traded subject to normal terms of
trade. Since the purpose of a preferential trade agreement is
the promotion of the countries’ own products, the agreement
specifies rules of origin criteria. Thus, to receive concessions,
a product should either be wholly obtained in a country or
go through a substantial transformation within a country if it
contains any material imported from a third party country. The
required degree of transformation is specified under the rules
of origin criteria in the agreement.

There are several justifications for choosing India as Sri
Lanka's first partner of free trade. India is Sri Lanka's closest
geographic neighbour, as well as a close economic neighbour.
India has been among Sri Lanka’s most important import
suppliers during the last several years, reaching the top in the
last three years. This proximity and low border tariff facilitate
trade and investment between the two countries, as well as
investment by any third country in Sri Lanka aiming for the
Indian market.

Proponents of the FTA believe that countries like Sri
Lanka and India can no longer achieve higher growth by
emulating experiences of newly industrialised countries. Some
of the important factors include the deceleration of the
developed economy markets, increased protectionism in those
countries, increased competition among developing and
emerging economy exporters, emergence of trading blocs
centred around economically powerful countries and stagnant
or declining net foreign aid. Thus, developing countries should
seek each others co-operation in promoting exports and
economic growth. India, being a large economy and a market
with a significantly large group of middle income earners,
could provide opportunities for the expansion of Sri Lanka’s
exports by offering preferential tariffs to Sri Lanka.

The FTA demonstrated the political commitment of the
two countries, at the highest level, to promote free trade. It
signals the manufacturing and business ties of the two
countries, the need for improving their competitive edge to
face challenges posed by the intensifying process of
globalisation. The FTA does not remove all tariffs on all
goods at once. As in the North American Free Trade
Agreement (NAFTA), it removes tariffs on a phased out

schedule. India will remove tariffs entirely on some goods
immediately, while partial concessions will be granted to
some selected products. The Lurifls on those products will be
removed gradually over a period of three years. Sri Lanka
will also fully remove tariffs immediately for some products,
and will grant partial concessions on some other producls.
Sri Lanka will gradually remove tariffs on those products
over a period of eight years.

The FTA provides protection to some industrialists by
establishing negative lists. The negative lists contain products
on which no tariff concession will be granted. Though such
negative lists hinder the effectiveness of the FTA, it has
become obvious that they are an unavoidable component of
the agreement at this stage. These could avoid destabilising
effects by providing an opportunity to delay the exposure of
some of the domestic industries to foreign competition.
Therefore, the next best option would be to minimise the
negative lists. The negative lists of the two countries were
to be finalised.

Among other important criteria, the FTA has adopted
the principle