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A number of terms. sone. old arxd some relaavely new or used in a

'dtfferem sense, crop up in any a‘tscusmrr of the fi mmeml markets
= loday Here are some ferms used in me preredmg amcles" '

: A?bl!?( g :
The s:muiraneam or near srmu{rzmeous purchase of asseis in one market
and their sale in another market to take aa’vmx.'age of price di Hierences in

the twa markets. Such operauom .*ake pz'ace with respm:: 1o currencies or
securmes N o :

Bank‘er‘s acceptance:

A time draft not exceeding six months, across the face of which the bank
has written the word "aecepted " to Indicate thar the bank will honor the
draft upon presentation at marurity.
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l Bonds:

l * Eurobond: A long-term bond markered mz‘eramrmrza{!) in countries
| amer than the counﬂy of the carrem'y in wWhich it is denominated. The
issue Is not subject to narfmza.! restrictions.

I = Zerp coapan bonds: These bonds pay no periodic interest thence their
I name), so thar the mra! vield is obtained em‘:reiy as capital gain on the
| final maturiry date.

| * Dual currency bonds: Dual currenc_)' bonds are denominated in one
|
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|

_currency, but pay lInterest In another currency at a fived rate of

exckaf:ge Dual cyrrency brmd s can also pay redemption proceeds in a
different currency from the currency of denomination.

* Floating rate bonds: The most commonly issued Instrument, the
_ interest coupons on which are adjusted regularly according ro the level

of some base inrerest rate plu.r a fixed spread

Cor;aomte receivables: :
The amounts owned to a firm by its clients .
- Currency. swap: ' :
A transaction in which mo parﬂes excfzange .\pec:f ic amounts of wo
different currencies at the outset and repay, over time, according to a
. predetermmed rule which reflects interest payments and amomma‘wu of
principal.

 Eurocommercial paper:
A short-term unsecured note issued by a nonbank in the Euromarkets.

Eumcnrrency
A currency held in the ferm of time deposits in ﬁnanaal institutions
outside the home counrry of the CUTTENCY.,

: Eumdeaars' ;

Dollars held in the form of time deposits in banks outside the United
 Siates. These bfmh can be foreign-owned or overseas branches of US
bcmks
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| European Currerwv Unit (ECU)

I A currency ba sket composed of Specific quantities of the currencies of
Eampean Monetary System members. The ECU is used as part of the

| System's dnergence indicator (for measuring relative movements of

|-_ member currenczes) and prowdes a unit of account used to value

l. members exchange reserve gssers.
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Exit bond'

A bond muea' by a a’ebmr country 1o a creditor bank in place of a bank

credit that allows the creditor bank to be exempred from future requesis
- for new money and reerrucmrmg

Forward camtmc':.

An agreement to exckange ara speﬂﬁed future date d:ﬁerem CHITencies

ata .spec:,ﬁea? contractual exchange rare. (rhe [forward rate),

— —— —— — —
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A Glossary of Selected chmczal Terms

Forward cover'
The agreement to purchase or sell at a future date at an agreed pr:ce a

fixed amount of a particular fore:gn currency in order to fnsure against

the possibility of exchange rate movements having an impact on the
domestic currency value of the foreign currency.

Forward exchange market:
This marker mum‘vev contracts for :‘he purchiase or sale of currency at
some date in the future.

Futures contract: _
A highly standardized foreign exchange contract written for a fived
number of foreign currency units and for delivery on a fixed date.

Gilt-edged market:
Mainly used in the United Kingdom, {0 mean atl marketable government

securities except Treasury bills,

Hedge or hedgmg

A method of buying and seftmg commodmes, securities, or currencies to
redice the risk of negative price movements that might reduce a trader’s
profiss. (See "forward cover, " above)

Interest rate swap
A transaciion in which two pames exchange interest payment streams of
differing character based on an underlying prmc‘tpai amount. The three

‘main types are coupon swaps (fixed rate to floating rate in the same

currencyj, basis swaps (one floating rate index to another floating rate
index in the same currency), and cross-currency interest rate swaps (fixed
rate in one currency and floating rate in another).

London interbank offered rate (LIBOR): _ -

The interest rate at which prime banks offer deposits to other prime banks
in London. This rate Is often used as the basis for pricing Eurocurrency
loans. *

Market maker:

An institution thar stands willing to buy or sell an asger at some price, or
an institution that deals 5o frequently and in such volume in an asset that
it makes it possible for others to buy or sell that asset ar almost any time.

Menu approach:
The initiation of a broader range-the "menu” of financing modalities into
the debi-restructuring process,

New money/concerted money:

Equiproportional increase in exposure of a group of banks arranged
through a bank advisory committee responsible for negotiating a new
loan package for countries that have lost Spontaneols aceess to external
financial resources.

Note issuance facility:

A medium-term arrangement enabling borrowers to issue short-term
paper, tipically of three or six months' maturity, in their own names. A
group of underwriting banks may guarantee the availability of funds to
the borrower by purchasing any unsold notes at each rollover darte, or by

Pproviding a stand by credit,

Prioritization of debt: :
Preferred treatment of one or more categories of claims to other claims.

Securitization: e
The term is most often used rtarmw!y to mean the process by which
traditional bank assets, mainly loans or mortgages, are converted into
negotiable securities. More broadly, the term refers to the devefopmeg.
of markets fora varzery of new negortab!e instruments,
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“ Rs. 100,000

Totai'deposins

" This will enable the bank to lend
more money (another Rs 100,000/ )and e
portfoho up - fo.
Rs. 200,000/- and this in turn will

13159 “its  assets
create more and more deposits and
hank assets, enabhng the bank to lend
more and more rnoney

Behavlour of lnterest Rates :

_'Interest rate'is the pnce of money,
which is the tangible form of finance.
The financial market is the central
cover of markel economy in the
classical economic system. Therefore

interest rates can be identified asa

major determinant factor of the
market economy system.

Interest rates are referred to asreal
and ‘nominal. Nominal interest is in-
deed considered in any financial
activity. Thereal rate of interest is the
return that an investor gets when the
nominal rate iy adjust(*d by the rate of
inflation. If the hominal rate of
mterest ie. the mterest actually paid
after one year on a loan ¢ or a deposit is
15%, and if thereis 12% | prlce inflation
over the year then the ‘real” rate of
nterest is 3% :

Banks as well as other financial
institutions which deal in the market
. operate different interest rates. The
government treasury bill rates and
government bond rates are the most
determinant factor in this market.
However, commercial banks maintain
a prime lendmg rate which is the
indicative rate that a-bank offerstoits
_ important corporate customer. But in
practice the prime lending rate cannot

- be considered as a general indicator of

. interestrates as the proportionofloans
given at the prime lending interest

rate is negligible compared to the

. amount given at rates higher tha_n the
pnme rates

However if_ banks are allowed t:,é,-

create money in this way the financial

market will not be subject to any

control, Therefore, the regulatory sys-

_ tem of most countries have provision -

- for supervision and regulation over

" banks and other financial institutions.

* The Central Bank in any country is
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- vested with these powers. In this task
v Central Ranks use direct or mdl_rect..
* controls over the financial mstl{:utmns

as are smtable

Theqe controls focus on the follow-:
- ingthreedifferent and conﬂlctmg alms -
which banks must Judlc:ously pursue.

Those are : :
¥ Profi tablhty
# Liguidity

" % Security and Capﬁal Alequacy

Prefitability ensures the pr_owslon'
of benefits for its share halders and
liquidity enables the bank to settle its
debts. The need for securits 0y arises be-
cause peop]e deposit their money with
banks as they are regarded as stable
and safe mnstitutions. Therefore, banks
should securely and wisely utilise the
depositors funds. Capital adequacy

refers to the need for a bank to have

sizeablebaseof capital funds to protect
against ‘r'lsks of 1n&01ven{:y,t bad debts
and losses. :

Inter-Bank Market

This is a market in unsecured loans

transactéd between banks (including

discount houses). Alarge proportion of
inter-bank dealing covers the need for

short term funds (overnight money)

although some loans are for longer
periods. Interest rates are quoted for
overnight money through spot deci-
sions. The role of Inter-bank market
{also known as inter-bank Call Money
Market) is to help to smooth out fluc-
tuations in receipt and payments by
thebanks. A well-established bank can
use the market to borrow funds in its
own name and lend the funds at a
higher rate of interest. It also helps to

_forecast the likely future trends in the
interest. rates of the ﬁna-.ncial market,'

leerallzmg Capltal 'h'ansactlons :

In addltmn to hberahzmg trade,

more countries are also gradually re-
moving restrictions on cross-border

rovements of capital, either unilater-

ally or as part of regional 1n1t1a‘t1ves

The number caf' countries with !1beral
or mostly liberal cap1ta1 regimes hags

grown from nine to thirty in the past -

two decades, while the number of
countries with. relatively restrictive

rules has dropped sharply, from sav-

enty-three to fifty-three

Just as countries differ markedly

- with respect to growth in trade, so
there is considerable digparity in

countries' ability to attract foreign

capital. Although worldwide private

and official capital flows have expanded
by about a factor of ten in the past two
decades, developingregions have fared
unequally in attracting these flows.

‘Much of the expansion has been in

private flows, and armong developing
regions most of these go to East Asia
and Latin Amenca One Lshmabe sug-
gests that more than half the pﬁpula—
tion cf the deve]opmg world has been
little  touched by this aspect of
g]obahzatmn

Of partlcular concern to developmg
countries is the compomtmn of these
gr{}wmg pr'lvate capltal flows. Whereas
many developing countries actwely'
seek forelgn direct investment, they
regard portfolio investment w:th am-.
bivalence. Foreign portfolio investors
can help develop local finant:lal mar-
kets by providing liquidity and by in-
fluencing the regulatory framework
and corporate governance. But they
also bring the risk of sudden capital
ﬂlght whose destabilizing effects were
dramatically illustrated f)y Mexico's
crisis of 1994- 95

' Managing the risk of capital flight,
and of large capital flows generally,
has been a challenge for most devel-
opmg countries. Increasingly the risk
is regarded as a welcome source of
governmgnt dlsmplme which discour--
ages capricious and irresponsible
policies, and many countries have re-
laxed capital cont_rols _Stﬂ] large flows
in either direction can accentuate a
wuntry 8 vulnerabxhtles through 1arge
external 1mba]ances, rising inflation
or interest rates, or exu_berant eredit’
expansion that could compromise the
soundness of banks. - '

The means at governments' disposal
to keep themselves out of trouble are
almost all a matter of domestic policy;
in particular, prudent fiscal policies,
credible monetary and exchange rate
regimes, a sound and prﬁde'nt banking
system, and posmb’ly, measures that
reduce the publics' expectation that
the government will bail them out if
investments turn sour.

Cont’d on page 10
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There are two separate types .of
financial institutions within the or-
ganised ﬁnanma_l ‘sector. T}_i_ey are

institutions. The}céntral bank and the
commercial banks comprise the bank-
ing sector. In_th’e latter category of

non-banking financial institutions are

savings banks, development banks, *

pension funds, leasing companies,
merchantbanks, insurance companies,
finance companies and other formal
finanical institutions. (See note on the
structure of the organsied financial
sector). The special  feature that
distinguishes these two types of
financial institutiong ig that in the
banking = sector, liahilities, which

include demand deposits and cash, are.

available to them to be used as a
medium of exchange. These liabilities
are utilised for lending and economic
transactions. While the institutions in
the ‘non-banking sector primarily
engage in financial intermediation,

" gome institutions maintain special .

financial services for their clients.
These are leasing services, insurance,
merchanthankingetc. Neitherdothese
ingtitutions. accept demand deposits
nor do they provide credit.

The organised financial market in
Sri Lanka can be classified into two
main sections according to the maturity
of the financial instruments that are
offered in the market. These two
sections are: the financial market and
the capital market. Transactions in
the financial market are limited to
financial instruments, which have a
maturity period of one year or less. In
the capital market, the financial

instruments have a maturity period

exceeding one year.

Marcia Stigum defines the financial

market as a low risk, high liquidity,.

wholesale market, which exists for the

purpose of obtaining short term loans.

Among the short term financial
instruments and transactions in the
Sri Lankan' financial market are
commercial ‘paper, hills of exchange,
inter- bank call money loans and for-

- eign exchange dealings. The Central |

Bank of 8ri Lanka has classified the

{inancial marketinto four main sections

s followa:

1. Inter-bank call money market

2. Internal forcign exchange market
3. Treasury bill market, and the

4. Off-shore bank market:
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Anwng ¢ thes capltal market
tranqaLtmm are the primary . and
qec.ond__ary m a_rket_n. for government

_ securities, bonds and shares. Thus, the

capital market isa place whichprovides
long term fu nds. The capital market,
‘which comprises share capital and loan
capital has the primary function of
“investing savings productively. As the
issue of shares can lead to the
establishmentof large companies with
the ability fo enhance technical
efficiency, managerial know-how and
ability, and research capability, the
opportuaity thus arises for low risk,
large scale investments. The most
develaped sector of the capital market
in Sri- Lanka is the credit or ‘the
‘mon-security market. But it has
several
inadequacy, the lack of a suitable
financial service mix, and the lack of
trained: personnel. (See note on the
Structure of the Capital Market in
i Lankals i o i
Recent Developments in the '
Financial System of Sri Lanka =

Prior to the extensive and far
reaching economic reformsintroduced
in the period after-mid- 1977, the

financial sector in Sri Lanka was.

characterised by alimited institutional
framework, markets and financial
instruments. - Its transactions were
limited. The economic activities of the

country ‘were .algso at a low level,

especially during the 1970 - 76 period.
The Central Bank of Sri Lanka is the
controlling authority of all financial
institutions, The . Currency Board
System was in operation until the
Central Bank was established in 1950
after Sri Lanka gained independence
from British rule in 1948. While the

deficiencies of the currency board

system  we.e . evident - to | the

authorities, they also realised the -

necessity of an independent financial
system. During this period, the foreign
owned commercial banks, which were
almost exciusively financing the
plantation sector and the import-
.export trade, were at the helm of
banking business. Of ~ the 12
commercial banks that were operating
in 8ri Lanka in 1950 as many as 10
were branches of foreign hanks. At the
same time, the commercial banks were
confined to the city of Colombo with a
few branches functioning in provincial
towns. The number of financial
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drawhacks such as capital

_banking

institutions was very low. Also, they
were . not. _developed. . Thus .when
Sri Lanka ceased to be a crown colony,

the financial institutional framework
had the characteristics of a developing
country and was very weak. The main
local bank that was operating at that
time was the Bank of Ceylon, whxch

'was estabhshed in 1939

The year 1961 marks a significant

‘landmark in the history of banking in
{ 8ri Lanka. The Bank of Ceylon, which

wasnationalised in that year became a
state owned bank. The People's Bank,
another _ state  bank, was also

‘established in the same year by an Act

of Parliament. Thereafter, following
British banking practice, of branch
banking, a rapid expansion of bank
branches was witnessed throughout
Sri Lanka. Due to the state ownership
of the two local banks, and their rapid
growth, - their market = shave of

: commercial banking business in the
19605 was approximately 75%. By the

end of the 1960s, these two banks held
71% of the total bank deposﬂss and 72
Sh of the total advances

However, it is ewdent that: the
strong growth ofthe branch network of
these two banks was not a result of
an institutional expansion due to mar-
ket forces inthe economy, butwas, toa
great extent, due to the intervention of
the government to. democratise the
banking  system. . Consequently,

‘though this goes against economic
- principles, such an interventiongseems

reasonable as the fore1gn banks were
not interested in operating a wide
geographical branch network.

With the implementation of new

_ economic policies in 1977, farreaching

reforms = were  introduced in  the .

financial sector as well. Under these

new economic policies, free trade zones
were established and as greater

reliance was placed on foreign direct

investment, recogniged foreign banks

_were permitted to openbranches in Sri

Lanka. One result of these policies -
was the establishment of off shore
in 1979, The primary
objectives of these policies were to
develop Colombo as an international
financial centre, and to-attract and
transfer surplus resources for the
development of the country. By 1994,
the number of foreign bank branches
operating in Sri Lanka had increased
: Cont’d on page 28
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Lanka over the past 13 years. Although the

private sector began to play an increasingly
important key role since the launching of
economic liberalisation in 1977, there was
still large government involvement in major
lead projects and the role of the public
sector confinued to be significant in the
economy even 2 decade or more thereafter.
To  illustrate, the  total = government
expenditure had stifl been-around a third of
the GDP by the end of the decade of the
eighties. - The substantial - excess
government expenditure over its income
resulted in higher annual deficits which as
explained above were around 10 per cent of
the GDP in that decade.

Deficit financing has been a feature of Sri
Lanka’s fiscal, management. As shown
abave, during the 1980s, exceptionally high
fiscal deficits of over 10 percent of the GDP
were the norm. These fuelled inflation,
crowded out private investment in favour of

relatively unproductive pubiic investment

and increased the public debt. The most
destabilizing fiscal outrun in recent years
was in"1988, whose overall deficit reached
15.7 per cent. This required inflationary
borrowing from the monetary system of 4.6
per: ceni of the GDP. which parily

contributed to the 21.5 per cent mﬂatron
rate: recorded in 1990,

In" this baékground',ﬁse'a] policy ‘was
‘oriented to the need to reduce the deficit
and was a turnaround in ﬁs_cdi management,
Fiscal operations in the period commencing
1989 resulted in an 'overall deficit of 10.4

per cent of the GDP‘ which was
considerably -lower than the dgficits
experienced  since 1978 'Since 1989

government revenue has averaged around
20:7 per cent. However, during this period
current expenditure also remained high at

around Z2.2 per cent of the GDP. But a-

lower capital expenditure during this period
contributed towards sustaining lower. bueget
deficits.fn hn;mcmg these deficits, the
gtgvel nment relied ‘on. both foreign “and
domestic sources. The use of foreign loans
since 1989 averaged at ar ound 4 per cent of
GDP while foreign grants ' remained - at

around 2.1 per cent of GDP. The most
noteworthy feature of the post-1989 period

is the elimination of borrowings from the
banking system for financing fiscal deficits.

Fiscal operations have also had an impact
on the size of the public debt, The
continuing high budget deficits in the period
_since 1977 contributed to great increase in
total public debt from Rs 24,434 million in

of .

“social stability. As the government’s

1978 to Rs 404,863 million at the end of
1992, In relation to GNP it rose from 57
per cent in 1977 to 97 per cent in 1992.

The magnitude of the budget deficits and the

indicated the need for reforms not only to
reduce public expenditure as a fraction of
GDP but also for increasing tax revenues.
In the coniext of the on going process of
econemic reform the need for fiscal reform
became increasingly @ imperative.
Accordingly the government appointed the
Taxation Commission in July 1989. The

Commission was «required,among other -

matters, to inquire and report on the [he-:
existing system of faxation including the
overall incidence of tax, the mix of taxes,
the revenue potential and the actual revenue
performance of the various taxes, the tax
structure meluding the base and rates, as
well as the methods of assessment and
collection of taxes. In its report presented in
November 1990, the Comm[ssmn observed,
inter alia, that:

_"Within the broad framework of national
development policies and strategjes, it is to
the private secior that the country would
look, in the ﬁ}tﬁre to underiake the
ncf‘essary investment for the expansion of
pra(lu..tlon and_the rapid generation of
employment opportunities which are a sine
gua nen for future economic. growth and
policy
pronouncements clearly state, the era when

it was sought to achieve these objectives

through taxing the private seemr and using
such tax revenues for investment by the
public sector is over”.

he Taxation Commzssion had observed (in

_1990} that fiscal pouey in Sri Lanka "has

recently been movmg in the direction of a
low. raie system with the gradual limitation
of tax incentives". The Commission was of
the view that the trend towards the
elimination of the incentives should continue

and that the tax system should move further
in the direction of a broad based, neutral

and low rate system. It recommended a
systern with lower rates applied to a broader
base in order to establish a better foundation
for adjustments necessary on fi sca{ pnllcy
grounds.

In the context of liberalisation of trade, the
Commission had recommended that (i)
export duties should be scaled down and
should be used only sparmg{y and when
reqmred in the national interest; also, the
export duty tariff should be qlmphﬁed and

(ii) expori cesses should be phased out, and
the institution for which these cesses are
earmarked, should set up their own funding
mechanisms and institutional arrangements,

for research and development.
consequent increase in the public debt

Fina_]'li:ial Refurme

Prior to 1977, the financial system was

“repressed with negative real interest rates

“and relatively slow expansion of finaneial
assets, as reflected in their low ratio to the
GDP. The nominal rates were in the range
of 7 to 7.3 per cent on one year time
deposits mostly held by two of the siate
owned banks. Bank lending ‘rates were
higher than deposit rates, ranging befween
9.5 to 14 per cent and in the context of the
prevailing inflation rate then, they were
‘negative in real terms. Most credit (o
private sectors was ‘subsidized through
selective ' credit pdlleles The subsidy was
financed by the Central Bank through the
liberal and unrestricted accommodation the
banks en]nyed with” the” former at
concessmnary retmanee rate. : .

The financial ilberalssatwn policy started
with the removal of restrictions placed on
the foreign banks and also on the domestic
private banks as regards the opening of new’
‘branches. Many new foreign banks entered
the country under the licensing system to
open new banks, The main accent on Sri
‘Lanka’s financial reform was the removal of
resirictions on  interest rates.With  the
economic liberalisation, it became NECESsary
to allow market forces to determine interest

“rates so as to mobilise domestic savings to

meet the growing investment needs of the
economy. This necessitated the adoption of
measures  to  eliminate  administrative
controls on inferest rates. The bank rate was
ralsed from 8 5t0 10 per cent per annum.

This gave the signal to other market rates of
interest’ and there was a sharp rise in the
interest rates on deposits of the National

‘Savings Bank (NSB), the most demmam

mnbllmer of fi nanelal savmgs

S:multaneously, the haslc exchange rate and
the premium value (FEEC) were first

. unified at an initial rate of SL Rs 16 to the

US dollar and then the exchange rate was
allowed to float. The depreciated exchange
rate and increased domestic interest rates
helped to reduce’ the llicit outflow “of
financial assets and to strengthen the

‘domestic financiz! intermediary process. At
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nspite of lofty statements by

persons in authority ahout

making Colombo a financial

centre for South Asia, there is

little market development. The
stock market is highly automated with
screen based trading and a cenfral
depositary for shares. The brokers of-
fices are computerised with an elec-
tronic order entry system where or-
ders can be entered from the brokers
office itself and confirmation of trades
can be obtained instantly. Until a few
months ago, the brokers had tomeeton
the floor of the Stock Exchange and bid
against each other under the open out-
cry system of auctioning of shares.
Confirmation of trades to the clients
wag available only after close of busi-
ness at the end of the day. Now thereis
on-line trading and also an on-line
market information system which cli-
ents can access while trading is going
on. Customers can also access their
portfolio on-line and can place orders
and have them executed instantly if
they match a buy or gell quotation for
the required guantity. The customer
can also aceess his financial account to
find out how much he owes the broker
or the latter owes him. Brokers can
now isste monthly account statements
showing a]l their transactions for the
month

. The mechanics of trading are now
easy. But the Stock Exchange doesn't
allow the standard market practices
followed in other stock markets. In
most markets payment for the shares

‘purchased is on delivery - with the
money changing hands at the same
time as the shares: In our bourse, the
shares purchased or sold are trans-
ferred at the end ofthe day by electronic
book transfers in the Central Deposi-
tary. although the financial settlement

‘s on T + & (lrade date plus 5 days) for
purchases and T+ 7 (trade date plus 7
days) for sales. The settlement date is
therefore for financial settlement and
not for delivery of the shares purchased.
In other markets the settlement date
is the same for purchases and sales.
The present practice has arisen to help
the broker firms to obtain money on
purchases before they pay out on sales
of the same day. The system of deliv-
ery versus payment is more conducive
to market develepment since it makes
short sales possible, giving time for the
short seller to borrow the shares.

FINANCIAL
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The Need for Reform

by

RMB Senanayake

Margin Trading

The purchase of shares in developed
markets involves either an outright
purchase where the full sum is paid on
settlement day or a purchase
on margin, where for example a Fi-
nance Company may guarantee the
payment by a letter. A more formal
instrument such as a promissory note
would be more legally binding. It would
cover say up to 50% of the value of
shares purchased by the’client. The
present practice is for the broker and
the lending  institution to' sign an
agreement under which the gales pro-
ceeds aresent tothelending institution
instead of the client and the lending
institution undertakes to pay for the
purchase. The broker firms should be

allowed to engage in such margin trad-

4ing. They are in a much better position
to do this business with less hassle for
the clients - It also gives an additional
source ofincome to the broker firms. At
present the rules of the Stock Exchange

require compulsory sales of shares not
paid for by T + 15. This should be left

to the discretion of the broker firms
provided sufficient margin by way of
cash or securities is available in his
account and it is the margin that per-
haps could be specified by the Rules.

In other stock markets short selling
of shares is permitted. This is gener-
ally done by brokers lending the shares
to clients who wish to sell short (sell
shares which they do not have because
they think their share prices will come
down and they could repay loan by
-purchas_t, at a lower price, giving them
a profit). The broker firms make a
charge for such lending. Financial
institutions like the Unit Trusts, Mer-
chant Banks etc. could lend shares Lo
the brokers for on-lending to their cli-
ents. Short selling allows clients who
wish to speculate to do so. A client who
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tekes a view of the market ehould be

able to sell even without having the

share if he feels a particular share is
overvalued andits priceistoohigh and
should come -down. ;

4

It is noticed that stock markets in
the world recover fast after a steepfall.
We saw how the New York market
bounced back the very next day after a
steep fall of 7%. This is because short
selling is permitted. Our stock market
however, exhibits long periods of slow
declines in prices although it can and
has fallen steeply at times. Prices are
not adjusted fast enough to new infor-
mation, particularly for individual
shares apart from general market
movements, If a company puts out
adverse results or results below ex-
pectations, then its stock price will be
downgraded. It is better for it to be
adjusted speedily. Speculators and
other active market players sell on
being aware of adverse results orwhen
they suspect advice results. The mar-
ket price should settle down soon in
line with the new realities. In our
market the decline is slow and pm-
tracted. :

~ Another weakness in the market is
that broker firms are not allowed to
trade on the firms account. This prac-
ticeis allowed freely in other countries
and is responsible partly for the lower
volatility of share prices in such mar-
kets. Brokers realise early when there
are bargain prices and if they are free
to buy, they will do so without waiting
for clients to come along who will real-

ise these prices are too cheap. Of course

there is a risk that broker firms will
put their interest first, before the in-

ferests of their clients. But this can be

regulated as elsewhere, This facility
should be allowed at least for the most
liguid shares, Accurdmg to our com-
pany law a company is not allowed o
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insignificantlyin the stock market prior
to the Stock Exchange introducing
screen based trading. They were also

traded in insignifieant quantities and -

only once in a way. New issues of long
term debt, the primary market, are
taken up mostly by the captive gov-
ernment institutions like the Employ-
ees Provident Fund, the Employees
Trust Fund, the Insurance Corporation
and the National Savings Bank. These
ingtitutions hold such securities to ma-
turity even though the interest rates
may change giving them sometimes
theoppertunity for capital gains. These
institutions as well as the banks donot
mark down the value of such securities
in their Balance Sheets when'interest
rates rise above the original coupon
rates. The Banks and Insurance Com-
panies also hold such securities to
maturity since they do not write down
the value of the investments on the
‘basis of the current yield of 13-14% for
long and medium term securities. The
loss on the hol&ing of securities is no
longer hidden then and the profits
would be reduced. Thereafter these
ingtitutions no longer have an incen-
tive to hold such securities to maturity.
Buch a measure would aclivate the
secondary market in debt securities
and provide a bench-mark for pricing
of corporate debentures. A Corporate
debentures market cannot develop in
the absence of a developed secondary
market in gevernment bonds.

The Reserve Bank of India insists
that the government long and medium
term securifies in the portfolio of the

banks should be valued on the basis of

a yield of 14% for a 10 year loan and
13.5% for-a 2 year loan. The govern-
ment should also issue mediam and
long term debt through auctions and
the captive government institutions

should have the freedem to invest in
such securities or not and make com-

petitive offers. A free competitive pri-
‘mary market for debt securities is ess
essential for a corporate debt market
to emerge. Corporate bonds being un-
secured are not rigk free like govern-
menthonds. Thereisthe risk of default
when the maturity date comes along.
Sothere willbe arisk premium on such
-corporate debt. It iz also necessary to
establish a eredit rating agency. This
" is a financial infrastructure require-
mentwhere the government must take
the initiative. Objective credit ratings
can be made only if the agency 18 inde-
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pendent and not controlled divectly or
indirectly by cdrporates.

Some compames have 1ssued con-
vertible debentures, convertible into

shares on maturity on the assumption
that the share market would have im-

proved from the time the issueis made.
Sometimes warrants are attached to
make the debentures more attractive.

The lack of an effective clearing

system and a depositary centre for

government debt securities also hin-

_ders the development of & secondary

market in debt. Listed corporate debt

. securities have such a system. But the
major players in government bends,

the hanks and financial institutions
are nol participants in the clearing

mechanism of the Stock Exchange. In

the case of shares such a clearing i3
operated by ANZ Grindlays Bank on
hehalf of the Stock Exchange. Perhaps
a similar clearing is necessary for
trading in debt securities.'It could in-
clude Treasury Bills as well and should
include the primary dealers and any
other large players like EPF, ETF and
the Insurance Companies. The present

system of paper transfers is clumsy

and extremely slow.

The government seems to have at
lastrealised thatfinancial instruments
should not be taxed although financial
institutions should be taxed. Second-
ary markets can't develop if the
financial instruments are taxed. With-
holding tax on debt securities hasbeen
withdrawn inthe recent budget. Capi-
tal gains on the sale of debt securities
will also be tax free from next year. But
this tax exemption is confined only to
primary dealers. It should ba extended
to the public investors as well, to en-
courage them to sell in the secondary
market instead of holding such debt
securities to maturity. It 15 necessary
for the Inland Revenue Department to
define interest, discount and capital
gaing S0 that the public understood
how the tax system operates. It is only
then that the public can decide ration-
ally when to hold a security to re-
demption and when to sell in the sec-
ondary market.

There is also no reason to debar
foreign investors from the debt secu-
rities market when they are allowed
into the stock market. There will be no
rush to enter because of the exchange
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risk, risk of inflation and the country
risk. It might also attract non-resident
SriLankanstoinvest. As the economy
grows faster, foreign funds will bé at-
‘tracted which will relieve the pressure
on local funds which are required by
the corporate sector. The corporate
debt market will emerge only when a
-bench-mark interest rate for medium
and long term government debt is es-
tablished, Long term interest rates are
affected by the public's expectations of
future inflation., A more informed fur-
ther opinion will arise if foreigmers
also have aceess to such a market.
Once a bench mark interest rate is

established the companies can decide -

whether they can borrow through the
issue of debentures at a more favour-
able rate than currently obtainable
from the banking system and develop—
ment banks. :

A debt market should develop with
the Finance Companies, Insurance
Companies, Unit Trusts and foreign
investors as major players. The gov-
ernment debt market presently con-
sists mainly of the primary dealers
‘who are expected tobe market makers,
But they cannot quote two way prices
owing to the smallness of the second-
ary market. They do not quote a daily
asking/bidding price for any debt secu-
‘rity. The prices of government bonds in
the secondary market are now reported
in the newspapers. But the pric'es_ are
not widely disseminated and the prie-
ing structure is fragmented. The Cen-
tral Bank operates are-purchase mar-
ket for Treasury Bills to provide li-
quidity. It. should he extended to all
government debt securities. The Repo
market participants are linked to the
banks. Other recognised financial
institutions may also be brought in.

Repos should perhaps lower a longer:

term to maturity, say up to one month
- No details are published which show
the distribution of Repo transactions
according to their maturities. The
Central Bank should do so.

Therecentfall ininterest rateshave
-exposed the banks to the risk of inter-
est rate mismatch on their assets and
liabilities. They payinterest on Savings
and Fixed Deposits at a fixed rate to
maturity. Theyreceive intereston their
overdrafts and loans. Theinterest rates
can be ehanged only when they come

. Cont’d on page 32.
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indicated by this data may be war-
ranted.

Volume of Activities

The data on secondary trading ac-
favities by Primary Dealers indicate
that the market has progressively in-
creased its volumes of trading. For
example total secondary market sales
for the period up to 31st July, 1997
amounted only to Rs. 1,084 million.
This volume of transaction was for a
period of 5 months. The total volume of
- trangsactions for the two month period
from 01st August to 30th September,
1997 amounted to Rs. 2:150 million.
This amountis almost twice the volume
tortheformer period. With theincreasge
in primary issues of Treasury Bonds,
market will have larger volumes for
more trading in the future. In a situa-
tion where availability of Treasury
Billsis becoming less due toretirement
and non issue of new Treasury Bills,
Treasury Bonds will be the main in-
strument available to the market for
tradmg purposes.

Market Making
The Statement of Responsibilities

and Privileges for Primary Dealers
(SRPPD) requires the Primary Deal-

erstobe market makersin Government

debt securities. Infact, market making
iz the main function of Primary Deal-
ers. As -an initial step taken by the
CBSL in this regard, guidelines have

Per Hs 100
": 1eld to Maturity % per annum

been issued requiring the Primary
Dealers to quote two way prices for

“Treasury Bonds.

Table 3 provides statistics released

by the CBSL on twg way prices quoted
by Primary Dealers. This Table con-
taihg averages of daily prices quoted
by selected Primary Dealers and to
that extent they are only indicative
prices. It is evident ﬁ'nm these quotes
that the spreads between buying and
selling prices have been too broad. In
more developed markets buying and
selling spreads are very narrow.

Volume of trading is a determinant

{ the profit level. High buying prices

and low selling prices discourage
trading. Hence, it is in their own in-
terest that the dealers quote competi-
tive prices.

Bettle-necks in the market

Although the market has shewn en-

couraging trends, there remain some
major hottle-necks. The physical issue
of paper hased certificates has been a
bottle-neck for trading activities. At
the primary auction the issue of scrip
hag not bheen a constraint since the
bonds arg made available to the Pri-
mary Dealers immediately after the
settlement has been made. The prob-
lems oceur in the secondary market
where physical delivery of scrips is
required as and when transactions take
place. Thiz problem may be totally

Table 3

his ILpOI‘» iz bused on two-way r;unts-c @ubm.tted by 'Fne anar}r ﬁealers
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addressed by a system of scripless se-
curities. The CBSL is now examining
this proposition. The isstie relating to
physical delivery may be partially ad-
dressed by a custodial system where

. the custodian maintains the serips of

all dealers. However, such a system is
not in place at present. :

Primary Dealers normally consider
Treasury Bonds as a relatively less
liguid instrument in relation to Treas-
ury Bills. The reasons for this are as
follows

(a) As in the case of Treasury Bills,
Treasury Bonds are not used by
the CBSL for Open Market Opera-
tions. The CBSL cannot purchase
Treasury Bonds at primary auc-
tions due to legal restrictions.

Hence, for the CBSL to acquire a-

stock it must buy Treasury Bonds
in the secondary market. Upto
now CBSL has not used Treasury
Bonds for its Open Market Opera-
tions and therefore, at present

CBSIL does not have a stock of

Treasury Bonds. The position of
the CBSLis clear in this regard as
-it has indicated to the market that
Treasury Bonds will be used for its
monetary policy operations once
the proposed system of Open
-Market Operations isimplemented
‘in the near future.

Bonds .

(b) Treasury . have longer
maturities than Treasury Bills.
Conventionally, the length of

matfrity has an inverse relation-.

ship with the liquidity of the in-
strument. However, in developed
markets, maturity peried has no
bearing on the liguidity of the in-
strument. This situation will eage
gradually as the market develops.

Treasury Bonds are not taken into
account in computing the liquid
asset ratio of commercial banks.

‘tance on the part of commercial
banks to acquire and maintain
-stocksof Treasury Bonds. Accord-
ing to the Banking Act, securities
with maturity less than 12 months
are accepted as liguid assets and
as maturities gradually get reduced
pveriime to less than 12 months
Treasury Bonds will become eligi-

Therefore, there is a general relue-.

ble for the purpose liquid asset

natio: Cont'd on pags 30
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The table shows a considerable
mederation in PEs in the Asian mar-

kets. Only two markets had PES of

above 20x1n 1995: Philippinesof 21.8x
and Malaysia of 21.8x. Earnings growth
had also slowed considerably. Only
Korea and Philippines -had a growth
over 20% in 1995. Coinciding with po-
litical instability in the country then,
Sri Lanka was hit harder than most
other markets. The ASI collapsed and
declined to close at 663 at end 1995
from 983 at end 1994. (See Table 5)

medium term growth of these sectors

iy expected to be 2% to 3% in agricul-.

ture, 10% to 15% in manufacturing
and 6% to 7% in the services sector:
Savings are unlikely to see a signifi-
cant: increase. and the investment

' ratio is expected to be in the range of

95% to 27%. (around 5% of investment
will be financed through Direct For-
eign Investment). Under. these condi-
tions the trend line GDP is estimated
at between 5% to 6%.

Table 5

1996 — One of the worst Years = -

196 has been one of the worst years
for the economy and the market. Hit by
one of the worst droughts, and the
resultant energy crisis the economy
grew by 3.8% which was the lowest

growth rate in the period. The energy .

crisis caused severe hardships to the
industrial and consumer oriented
Companies. The bombing of the Cen-

tral Bank and the commuter train in

Dehiwala, killed all chances of a re-

coveryin tourism. As a result earnings

grew by only 6%. The market PE de-
clined to 10x. ASI followed suit drop-
ping to 603 at end 1996. -

1997 and forward
It is evident from the above discus-

sion that PEs are directly related to
earnings growth. i.e. ifearnings growth

prospects were promising then PE ra- =

tiog were high andvice versa. It follows
that the future direction ofthe market,

will be determined by the ability, and .

the level of the country to post sus-
tainable levels of earnings growth.
Earnings will be dependant largely on
interest rates, inflation, taxation and
economic performance.

- Economic Growth

The agriculture, manufacturing and
services secctors account for around

20%, 20% and 50% of the economy. The

Economic Review Dec.1997

. Interest Rates %

' The interest rates are currently at

low levels. Most corporate bodies have
experienced a sharp reduction in the
short term lending costs. The decline
in short term borrowing will result in
cheaper working capital and lower in-
terest burden. However, uncertainty

prevails as to how long the rates can be

maintained at current levels. As a re-

sult lenders have been reluctant to’

reduce long term rates. Given the
cont'in'uam_on of the low interest rate
environment, long term rates will also
drop. The declining interest burden
will see improved profitability.

The hanking sector is experiencing
squeezing margins. Experiencing high
levels of asset growth, they have not

been able to drop interest rales on
deposits. However, the lending rates
haye declined, putting pressure on
margins. However, they will look to

compensate through higher growth in-
- assets. Thus the banks with stronger’
- networks and expesure to international

trade will record the best performance.

()\»eraﬂ the borrower will benefit the -

most from the low interest rates. The

financial sector will record stronger

performance once the economy recov-

ers to a higher level, at which point it

is expected that banks will loosen their

Y over cautmuslondlngenabhngthem to
t recnrd strong gmwth in volumes.

Inﬂation

Inflation has moderated in 1997.
However, cost push inflationary pres-
sures are still high. The produection
costs are thus rising. Cost of fuel, en-
ergy and transport has increased. Thus
wages will inerease. Corregponding
increases in rents will also be seen.
Thus production and operating costs
are expected to rise. Higher inflation
will also mean less consumption. Thus
growth in' domestic demand will also
be sluggish and companies catering to
the domestic market are unlikely to
see sharp growth in volumes. ‘While
1897 will show a recovery in demand,
the picture for 1998 is still not clear.

Taxation

The Government has announced its
intention to reduce tax rates by 1998/

99. The reduction will result in lower
tax bills. Itis estimated that the reduc-
tion in tax bills alone could contribute
around 1% to 3% growth in earnings.

7]
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Venture Capital - Concept,
Practice and Future

Directions

by
Nissanka Weerasekera
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" [see, for example, Gupta and Sapienza
(1992), Norton and Tenenbaum (1993)
and Ruhnka and Young (1991)]. They
suggest that the specialization of ven-
ture capitalists makes it prudent for
the venture capital investor to diversify
across venture capitalists to eliminate
the risk inherent in gpecialization.

Other papers have examined the
activities of venture capitalists in
evaluating new opportunities. Most
notable has been the work of Tyebjee
and Bruno (TB) (1984), who examined
90 deals made by 41 venture capitalists.
They point out five principal activities
carried out by the venture capitalists;
1. Deal organization; 2, Deal screen-
ing; 3. Deal evaluation; 4. Deal strue-
turing; and 5. Post-investment. Re-
centresearch on venturecapital in the
finance literature as focused on steps

‘four and five., A body of literature also

exists that focuses on steps two and

three [for example, see Roberts (1991)
“and MacMillan, Zemann and Subban-
arasimha(1987)].

Venture capitalists manage other
people'smoney to achieve high returns,
In order to do so, they invest in risky
investment opportunities. An impor-
tantindicator of the success of venture

 capital, therefore, is the realized rate
of return in relation to riskiness of
investments in venture capital funds;
have venture capitalists provided re-
turns adequate to compensate of the
riskineurred ? Huntemand and Hoban

{1980) examined 110 investments by

three venture capital firms over the
period 1960-1975. They showed that
venture capital returns depend on
outliers. While the average return
overthe period was 18.9%, eliminating
the top 10% of investments resulted in
an average return of 0.28%. In other
words, venture capital successishighly
dependent on finding a few outstand-
ing investments, and diversificationis
vital. Huntsman and Heban provide
no formal tests of the superiority or
inferiority oftheir returns with respect
to a formal model of returns.

One way to find data on venture’

capital activities is to identify TPOs in
which venture capitalists have been
investors in the offering firm. For
;example, using IPO  listings from
‘Venture Economics, the major provider
of data on the venture capital indus-
try, Barry, Muscarella, Peavy, and

Vetsuypens (1990) developed an ex-
haustive set of initial public offerings
(IPOs) by venture-backed companies
over the period 1978-1987. They ex-
amined whether the presence of expe-
rienced venture capitalists on theboard
of a firm going public affects the result

of the offering. FEwvidence indicated

that the marketrecognized the quality
of the venture capitalists because IPO
underbracing was lower when the firm
had more experienced venture capi-
talists who had heen investors.

Sahlman (1990) describes a myriad
of agency conflicts in venture capital.
Sahlman explains why conflicts exist,
and he explains the mechanisms to
deal with such conflicts. There are
conflicts between theinvestors and the
venture capitalists as well as conflicts
between managers of portfolio firms
and venture capitalists.
demonstrates that there is a similarity
in the mechanisms for addressing such
conflicts, and herelates agency costsin
a venture capital context to agency
izsues in other settings:

3. The Venture Capltal Industry
in Sri Lanka

The venture capital industry in Sri

Lanka is relatively young. Currently -

there are about 8 venture capital firms
in the country. Most of them were
established after the government pro-
vided certain fiscal incentives for the

formation of venture capital firms.

There was widespread belief amongst

the financial community that the

prevalent high interest rate regime,
the absence of ready sources of equity

capital for unquoted companies, and a.

conservative banking culture, com-
bined to retard industrial growth and

discourage pnvate busmess initiative

and innovation. Concessionary loan
schemes such as the SMI operating
through the commercial banking sys-
tem did not cater to this particular
scale of companies lying between the
SMI sector and the public quoted
companies. The 1990 amendments to
Section 22/DDD of the Inland Revenue
Act provided investment reliefinclud-
ing a ten-year tax holiday to venture
capital companies established under
guidelines specified in the Act. Section
22/DDD defines venture capital as:

(a) equity or equity featured capital
seeking investment in companies

which promote new products, new

Sahlman-

processes or new markets;

(b) typically mclud.mg an equity fea-
ture whichmeansa chance for total
loss of capital invested as well as a
chance to participate fully in the
business's growth; and

~ (c) capital invested with an eye to fu-

ture divestment, i.e. when a risky
venture has matured.

"To be eligible for the fiscal incen-
tives, venture capital companies should
havea minimum issued capital of Rs.50
million and offer proof of professional
management by way of :

(a) a technical service agreement with
a management company with nec-
essary expertises and/or

(b) professional staff trained by a for-
eign venture capital company; and/
or

(c) loeal professional personnel with
venture cap1ta.‘. management expe-
rience.

Furthermore, the Act restricts ven- -
ture investments to the following
areas

(a) mamufacturing activities involving
new products, new processes, and
new markets,

(b) manufacture of non-traditional
products for export; .

(¢) export trading houses dealing in-
non-traditional products; and

- (d) specified service activities per

‘annexure' (the annexure contains
11 specific service activities rang-

ing from communieation infra-

structure to the provision of post-

harvest technologies to the agri-

‘cultural sector).

In addition to the formal venture
capital firms that are covered under
Section 22/DDD, many merchant

-banks, investment banks and even

some commercial banks engage in
venture financing. In the case of these
institutions, the main purpose of
equity investments appear to be the
debt-equity adjustment of client firms
in their lending portfolios.

Cont'd to page ‘32
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Debentures, new horizons to
long-term investors
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realise the 'iqve’sted capital without &
capital loss at the end of three yearsif

-the market mterest rates are hlgher

Shortcommgs
against a strmght debenture

As in any other ﬁnanmal mstru- g

ment, there are shertcomings and ¢riti-
cisms ‘of debentures. There could he
capital losses arizsing from the changes

in the general level of market interest .

rates, if an investor wants to sell the
instrument at a wrong time. Market
interest rate is the interest rate ex-
pected by investors for similar matu-
rity and risk profile investment. The
price of a debenture is determined by
calculating the present value of the
future cash flows of ‘a debenture.

Therefore, as market interest rates
rise the price of a debenture will fall
and as market interest rates fall the
price of 'a debenture will rise. If an
investor sells a debenture prior to
maturity when the market interest
rate is higher than the debenture in-
ferest rate then the investor may
incur a capital loss. g

1f a debenture is attached with a
Call Option, the issuer will have the
right to replace the debenture with a
lower interest security. Therefore, the
investor would be in an uncertainty of
getting the money back early than the
specified period. In the case of a con-
vertible debenture the holder of the
debenture will have an opportunity to
convert the debentures to ordinary
shares. In the event that the firm is
liquidated, dissolved, or reorganised,
debt security holders have a priorclaim
on the asgsets of the firm over eqmty
capltal helders

Whai: harm'iifhen the debenturee'
are issued on an unsecured basis

The corporate debt market is show-
ingsigns of development as Sri Lan.ka s
third public issue'of quoted deben-
turemare approved,

Secured debt instruments has an
asset thatis assigned through a mort-
gage, which would be liquidated in
case of a default by the borrower.
Other than the lower liquidation risk,
of debentures, the other risks affili-
ated with it are similar to those of a
secured debenture. As a matter of

FINANCTAL
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and cntmlsms' :

- fact, theother nsks i
ﬁxed mceme secu

l ed ‘with any

those of any unsecured debenture and
_{even term. depomts w1th Commermal'-
' '~ ing the tenure. The Put Optmn is a
- 'nght butnotan obhgatlon given to the
oo e sE g o L0 investor to surrender the debentureto
Ih Sri Lar’ika "R'S. 261',907 millionis

invested with Commercial Banks and
another Rs 10,202 million with Fi-

- nance companies on fixed deposits as
at 31 December 1996. These public
funds have no specific security other
than the credibility of the financial
institution, But the close supervision
on the activities ‘of ' these financial
institutionsbythe Central Bank, gives
a higher confidence to the investing
public.

-Nevertheless thecrashesof Finance

companies which we experienced in
May 1980’s and the still unsettled credit
iz an example of the unsecured statue
c»f these mstruments =

. Thus, the inv'esting' public should
not fear the unsecured’ debentures.
However, the investor beé rational
enough to investigate the credit wor-
thiness of the issuer prior to making
the investment. Asquoted debentures
are allowed to be issued only by public

quoted companies, their financial per-

formance, the market conditions'in
which they operate, and the potential
to grow in the future canbe gauged, by
investors. Once the above are properly
evaluated the investors can establish
the level of risk and the return of the
investment.

The CSFSL has received the ap-
proval from the Colombo Stock Ex-
change and the Securities and Ex-
change Commission for the proposed
quoted debenture issue. The Company
i planning to raise Rs. 100 ‘million
through a public issue of debentures
with an option taretain afurtherRs 50
million if the issue i3 oversubseribed.

The funds are to be utilised for financ-
ing its existing and future lease portfo-
lio, where a funding mismatch exists.

The debenture will carry an interest
around 17.5% payable every sixmonths
yeilding an effective rate 6f18.27% per
annum. Deutsche Bank A. G. will act
as trustees to the issue while the Bank
of Ceylon is the bankers to the issue.
The issue is expected to be opened for
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The issue is umque]y charactensed
with a Put Option to the investor dur-

the issuer and redeem at the par
value. The option is available at-the
end “of ‘the 3¢ year of the 4 year
debenture.

This igonly the thi'rd publicissue of
debentures and CSFSL is the second
company following VANIK's siccess-

ful two issues. Corporate debenture

market can be another alternative to
fixed deposits, although the investors
are not very familiar with this'instru-
ment. Theoretically both instruments
carry a mid or a long term tenure,
though in actual sense quoted deben-
tures have a flexibility, as it canbe
traded in the stock exchange like a
quoted share, therefore the investor
has an opportunity of divesting and
reclaiming of the capital and interest
componentbefore maturity. Practlcally
the investor is benefited by the high
interest offered by the issuer to accom-
modate the full term of the debenture,
although he can divest via the Stock
Exchange in the short term still earn-
ing the same interest rate while any
capital gains made are tax free. This
advantageis not available with invest-
ments in fixed deposits, because in the
event an ‘investor decides to recover
principal sum early, he/she will be
penaliged and will receive interest only
ata much lower rate

A further advantag_e to the investor
is the current very high interest rates
attached to these debentures. This is
done as a means of ~inducement to
invest in a somewhat unfamiliar
product in the early stage of its life
cycle. This should be viewed as an
opportunity that should be eapitalised
on by the investors as the premium
interestrates offered on quoted deben-
tures can be expected to move down in
the future when the local issuers and
investors beceme more fannhar with
the 1nstrument :
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~ the domestic market for the period up

to August 1997 wus Rs. 112.36 per
kilogram. This represents an increase
of 12.3 percent over Lhe comparative

‘period in 1996. The average price of

tea, which further increased by Sep-
tember 1997, was Rs. 129.44 per kilo-
~gram. The price of low country tea was
Rs. 138,62 per kilogram.?

Rubber

The acreage under rubber cultiva-
tion has being decreasing gradually.
While the area under rubber cultivation
in 1888 was 200,248 hectares, in 1996,
this extent had decreased to 162,000
heetares. The extent of land re-planted
ranges hetwecen 1,600 and 6,200
hectarcs. e

- Rubbher préduction . which continued
to fall after 1989 recorded a production

increase of 112.4 million kg in 1996
and represents a 6 per cent increase

over Lhe previous year. Improved

productivity w itnessed in recent years -

is mainly attributable to this higher
pmd uction. l-‘rocluctlwty for 1996 was
870 kg per hectare. A factor which
contributed to the fall in rubber pro-
duction was the use of rubber lands for
the cnnf-,tructlon of houses and facto-
ries.

Rubber production rose by 4 per
cent during the first five months of
1997. This was 50.7 million kg. Sheet
rubber and latex crepe production rose
hy 3 per cent. and 6 per cent

regpectiviey.

Expurtearnings from rubber in 1996
amounted to Rs. 5.753 mn. The hzgher
increase over the previous year is
mainly due to the increase in the
amount exported. The increaseis 7 per
cent. The export price of rubber in
1995 was Rs. 83.69 per kilogram. In
1996 the price fell to Rs. 79.78 per
kllugram During the ﬁrat four months
of 1997, exporl earnings from rubber
amounted to Rs, 2087 mn.. which rep-
resents a 10 per cent decline over the
comparative period in the previous
* year. The main reason for lower export
earnings is a fall in price. By April
1997 the [. 0. B. export price of sheet
rubber had declined further to Rs. 73.58
per kg, The increase in the supply of
rubber in the world market and the
reduced demand were Lhe reasons for
the decline in price. o

In-the domestic market, the price of

k8. 8, which was Ra, 71.68 per kilo-
gram in January 1996, declined to Rs.
614n April 1997

Cocox_mt

Coconut production was at a high .

level in 1995 and amounted to 2,755
mn nuts. In 1996 production dropped
by 8 per cent. The decline in production
could be attributed to the lagged effect
of the drought that prevailed during
the end of 1995 and early 1996.
Production ‘costs also’ showed an
upward trend during this period
increasing from Rs. 2.02 per nut in
1995 to Rs. 2.18 in 1996. :

Byr May 1997, the prodution of nuts
stood at 1,055 million, whichisa 3 per
cent increase over the comparative
period for 1996. However, coconut oil
production declined by 5 per cent.

Although the export of kernals de-
clined in 1996, carnings increased by
24 per cent over the previous year. The
main reason for higher earnings was
the higher prices that prevailed in the

world market, especially’ due to the

increase in the prices of alternative
sources of vil. The average export price
per nut, which was Rs. 6.08 in 1995,
increased to Rs. 9.42 in 19986.

The earnings from export of coco-
nut products amounted to Rs. 4497.11

million up-to July 1997 recording a 12.

per centincrease over the comparative
period in 1996, The foreign exchange

earnings from coconut kernels were

Rs. 2815.12 million, This repregents

an increase of 24 per cent over the

previous year.. Production of kernels,
however, increased by 5 per cent.

_ Earnings from non-kernel product
coconut exports declined by 3 per cent
due mainly to a fall in the amount
exported. D.C. Copra prices were
favourable during the year. When
comparing the period up-to July 1996
with the period up-to July 1997, the
price of one metric tone of D.C. in-
creased to USS 1198 frem US4 1075.
Copra prices increased from 699 to
805. However, the price of coconut oil
fell from 943 to 886. The decline in the
prices of soybean oil, and sunflower oil

_ is the reason for the fall in coconut oil

prices.

The major destinations for coconut

* products are as follows; D.C.~Germany,

Poland, Egypt, Brazil, .and Dubai..
Coconutoil-Bangladesh; and . (Jopra-
Palkistan. :

Minor Expdf.-t C_rﬁj)s. >

Minor export crops comprise spices -
such as ecinnamon, cardamom, cloves;
and cocoa, coffee, and . essential oils.
Sri Lanka.is es pec1ally famed for the
export of .gpices, Sri Lanka's. share of
world production of minor exportcrops
is 2 per cent. The decline in the prices
of cloves in recent -years has led
cultivatorsto neglect clove cultivation.
Pepper exports too have declined over
the past few years. In 1996, citronella
and cocoa production increased by 6
per cent. Coffee and nutmeg production
declined marginally. Cinnamon and
cinmamon-leaf oil production declined
by 10 per cent and 46 per cent
respectlvely

In 1996, favourable prices prevailed
for all minor export crops other than
coffee and pepper. Black pepper prices
in the world market fell by 8 per cent
and colfee prices declined by as much
as 27 per cent due to increased supply.

Earnings from the export of minor
export crops amounted to Rs. 1597.7
millionduring the ﬁr%t quarter of 1997.
This represents an increase of 12 per
cent over the first quarter of 1996, The
higher earnings from cinnamon,
pepper, un-manufactured tobacco, is
the main reason that can be attributed

to the higher earnings.

Conclusion

The government has, through its'
budget for 1998, introduced several
proposals and incentives to further
develop the agricultural sector. The
Tea Smallholdings Development
Authority will set up a Rs. 200 million
fund to provide loans to the tea small
holdings sector, tea factory owners
and tea small holders' coperatives for
imitial capital expenditure..

Capital investments in the non-
plantation agricultural sector; and in
agricultural research and seed pro-
duction will be free of tax,

Cont’d on page 31
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Table 3

Financial Sector (1) Cumulative value (2) Gross Domestic Pmduct (3) asa %

Bank. insurance and immovable property (a) provisional -

Source: Central Bank of Sri Lanka
it is less than 0.1. A positive rate of
increase in these indicators shows

greater competltwness for customer
deposits as well as a higher level of ~

service to customers. One result of
the development of banking services

in Sri Lanka is that more than 30 per
cent of the populatlon hold bank ac-

counts. Another factor which becomes
apparent, according to banking
indéxes, is the growth efbanksin prox-
imity to cities and towns. In
developmg countries, 1nclud1ng Sri
Lanka, banking = services are

concentrated on and developed around :

urban - areas.  (Chandra-varkar
1985:24). Bankmg indices display
considerable disparties in service
between provinces and districts.

Anotherindex thatis of importance
in evaluating the relatlve importance
of the financial sector to the economy
isthe ratioof financial intermediation.
Ifthe final horrower obtains funds from,
the informal sector, then there is no
necesgity for financial intermediation.
If the final borrower obtaing funds in
an indirect way from 'a financial
intermediatiary (such as a commercial

Economic Review Dec. 1997

bank), then there is financial
intermediation. Consequently, in
evaluating the financial structure, it
becomesnecessary totake into account

financing = processes  which are
measured by the intermediation
index. The extent: of indirect

monetisation in’ the economy or the
amount of funds' the non-financial
sector can obtain from the financial

ingtitutions is meagured by this index.

Changes in the index show the extent

- to which savings and investments

become institutionalised. The
financial intermediation index of Sri
Lanka which was 51 per cent in 1950
was 78 per cent in 1984 It exceeded 95
per cent in' 1990, However, since the
securities market in Sri Lanka re-
mains in an undeveloped: state and
functions under several constraints
and limitations, itis difficult to consider
this index as an accurate measure.

: It is apparent therefore, that there
was a marked expansion, both
qualitatively and quantitively, in the
financial sector especially after the
financial sector reforms that were
instituted with the implementation of
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noolaham.org | aavanaham.org

the economic policies introduced  in

1977, Tt is also clear that it contributed
to the development process of the

country. However, many hold the view
that | the branch expansion, insti-
tutional diversification and modern
financial instruments introduced have
not been paralleled by developments
in the supply of eredit. The main rea-

son for this is attributed to the un-

changed attitudes of both the finan-,

cial institutions and the public. Bank
lending should not be limited to com-
merecial activities. Bank credit should

flow into . those areas which can en-

hance incomes . .and = generate
employment. Farming, cottage .and
small scale industries, and. small
enterprises comprise the majority of
the enterprises in the Sri Lankan
economy. Therefore, creditshould flow,
and be channelled into these sectors as
well,

The Structure of the Organised
Financial Se_ctor in Sri Lanka

Inc;tltutlons in the Flnanclal
Sector

Central Bank of S Lanka
Commercial banks
Other . institutions
demand deposits
Institutions in the non-banking
financial sector :
Savings banks

which : accept

‘Finanee companies

Development banks
Merchant banks

Leasing companies

Pension funds

‘Insurance companies
Housing finance institutions
Rural banks

Others

Financial Market

Internal call money market
Treagury bill market

Internal foreign exchange market
Off shore banking market

Capital Market .
Government and private
primary gecurities market
Sccondary market for private secfor
securities
Share brokers
Unit trusts
Investment
companies
Colombo share market

sector

fund = management

29
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debt to 32. 3% as at end of August,
1997. Further, the igsue of Treasury
Bonds has contnbuted to thei increase

in the proportion of 1ong term debt to

87. 4%

Treasury Bonds and Monetary
Po]_icy Operatmns

' Formulation and implementation of
Monetar; Policy 1= a prime responsi-
hility of the CBSL. The open market
operations of the CBSL constitute a
significant component of activities re-
lating to implementation of monetary
policies. The CBSL is presently con-
templating a new system of open mar-
ket opertions which will provide repo

and reverse repo facilities with the
‘CBSL. Treasury Bonds will be eligible -
for open market operations with the
CBSL once the new system is intro- -

duced.

During the recent months, interest
‘have fallen dué to the high level of
liquidity prevailed in the market. This
develo
to better fiscal discipline that was

‘maintained since the recent past. This
situation hasenabled the CBSLitosue-

cesafullyimplement the Treasury Bond
programme. The primary issues have
been heavily over-subscribed at lower
rates of interest.

Development of the Debt
Securtities Market

Inevaluating the development of the
debt securitiesmarket, Treasury Bonds
cannoct be viewed in isolation. The debt
management and monetary manage-
ment which are prime concerns of

. OBSL would be better handled in a
mm_:'é developed debtsecurities market.
The CBSL has eventually focussed its

attention on developing the debt secu”

rities market.
f’articipation_ Levels

With the introduction of Treasury
Bondg, the CBSL has stipulated mini-

. mum part (,1]3:.11_1071 levels on Prlmary
Dealers at primary auctions. This
measure hag enabled the CBSL to en-
cure effective participation of Primary

Dealers in its effort to developing the

market. Except in the first few auc-
tions of Treasury Bonds in all recent
auctions, the entire offer has been aub
‘-C}.“lbed by Primary DL@JG““-

ent may also have been due

" In developed'debt markets liquidity
and maturity have little or no bearing

on each other. Although Treasury
‘Bonds are securities with longer

maturities they have gradually become
liquid instruments as good as Treas-
ury Bills. Thus, with the gradual re-
duction of Treasury Bills available in
the market, Treasury Bonds will pro-
vide and instrument which is equally
]1qu1d but longer in matunty

Long Term Yield Curve

One important aspect of the Treas-

ury Bond programme is the initiative
taken for developing a long term yield -

curve for long term debt securities.

_The reduction in the frequency of pri-
. mary

auctions = and  increased
maturities of future issues will enable
the establishment of a long term yield
curve. This will also provide a bench

mark yield for corporate debt securities..

At present hardly any corporate debt
securities are available in the market.
Development of corporate debt securi-
ties ig imparative in the present con-
text of the market where availability
ofliquid funds hagincreased due tolow

Government borrowmg (crowdmg—m)

- Anomaly in the Interest Rate

Structure

The isgue of new Treasury Bills in

~large volumes and- ro]l over by way of

re-issues in the past was associated
with alop sided interest rate structure

‘in the ‘market.’ This is evident from
‘relatively higher interest rates of risk

free {gilt-edged) government debt se-
curities than that of other financial
instruments such as bank deposits.
This situation was contrary to the es-
tahlished relationshipbetween risk and
return structure. Onefavourable trend
that may be observed in the market
since recent few months has been the
gradual rectification of this anomaly.
The gilt-edged securities presently

fetch lowerinterestratesthan therates

at which high risk instruments are
traded. The availability of long term
government debt securities with mar-
ket determined yields in the form of
Treasury Bonds instead of short term
instruments may have been a con-
tributory factor to this improven?ent._
The gradual reduction ofhigh inter-
est rates to more desirable and low
levels in recent months has been an

achievement of conscious efforts made

with the objective of developing the

- market. With reduced rates of infla-

tion to anticipated levels, the investors
will earn adequate real returns on their
investment on Treasury Bonds whilst
yield rates will remain stable. As an
eventual outcome of this development
the real rates of bond yields will be
equal to or if not greater than real
returns that were available to inves-
tors in high inflation and highly vola-
tile interest rate regimes in the past.
Thus, with the availability of Treas-
uryBondg, the investors areassured of
a risk free, long ferm investment op-

" portunity at market determined rates
" of interest with sufficient'real returns,

‘a
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mprczal banks issued under new Act. CentmlBank
given wider powers in tprms of Control of Fmanc? _
1990 Exchange Cantmls Permission granted toap-
proved country funds, reg!onm’ funds and non-
resident mdw;ducz!s' to invest in shares in listed
companies up to 40 per cent of issued share capital. =
With this, a scheme of Share Investment External - Expanston inca,
Rupee Accounts (SIERA) introduced through aw- - _ment Bank (ND
thorised dealers to facilitate and momtor such
investments. ;

. r*_e_sxdm ﬁn_anci-
_ raise capztal tﬂ

Exchange Rate : 'Cenrrﬁ;l'BanE staﬁs- ﬁxe_d-q_ubta- -
tions for US dollar. Begins announcing buyingand
selling rates for US dollar at the beginning of each

day. The rates could be varied during the day. Sr: Lanka or abroad

Credit Information Bureau established. : Remammg restrzctzons on payments m r‘espect of I
- travel, education overseas and remzttances ﬁJr |

Debt Recovery: Debt Recovery (Special Provision) 'mzscelianeaus purposes removed ]

Act No. 2 of 1990, Mortgage (Amendment) Act No. _ _
30f 1990 and Recoveryof Loans by Banks (Special = - Treasury B:Zl_ Market : Intmductmn Df s ?Of- |
Provisions) Act No, 4of i9,90 passed to facilitate . Treasury bills _under r epu' has@ agr

debt recovery pI'G'c'edareS of commercial banks. - '(R‘?PC’S} by (,entr al Bank i

1991 Preszdentml Commzssmn on Fmance and"__._'- . 1994 Exchange Contmls :_Aﬂ rem estr
Bankmg commences work. . : . on currenl international transact:o' 8

. Sn Lankaacceptsobhgatwn
Stock Market ; SecurmesActamended to form . -TIMF Charter L

Securities and Exchange Council (SEC)_wzth.wzder_ B '

powers, including regulation of unit trusts. Com- Treasury BIH Market
panies incorporated abroad permitted toinvestin D ea{erSy stem . revamp ed a"’ _r' gp Eaced
securities traded in the Colombo Stock Fxchange :
subject to certain tmms and condmom :

Institutional Changes Appmvaigmnted to m-' - 1995]""9“‘3“73’ B'H Ma;rket

|
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I
I
I
I
I
|
i
i
I
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|
|
|
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|
|
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I
|
I :
: sue licences for unit trusts. - _ ."miroducet; reverse repurchas'
|
I
f
|
I
i
I
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I
|
|
i
|
|
|
|

Accred;ted _

ST _onszbzhtles

Exchange Controls: Exporferq permitted to bor— 3;.
Tow from Foreign Currency Banking Units (i FCBU?) :

for fznancmg meorfq of mpufs to execute export'
- orders.

Money changers appointed and auth onsed to pur :
chase and exchange foretgn currency against
Sri Lan e‘.'a Rupees or against other foreagn curren-
cres. :

- verse repos) ,for secondaty ma

Sry Lankan residents and non - reszdents aélowcd .to
_ open Resident Forergn Curreney Acwants (RFCs).

1992 Credit Ceilings on commercial bank lpndmg to
selected non-priority sectors removed. -
Exchange Controls : Permission granted to ap-
proved country fumis, regional funds, non- rpsadent .
individuals, and corporate bodies incorporated
outside Sri Lanka to invest in shares in listed
companies up to 100 per cent of issued share
capital, subject to exclusions, limitations and corn-
ditions set out by Controller of Exchm:ge

- market omented _
; ._'Bankmg Act - tn '

Treasury Bill Market : Appointment of Accred-
ited Primary Dealers (APD) to participate in
primary Treasury bill market; publsc r?qu.zred to
bid t,-‘zrough APDs. i

Foreign Investment Status of the Greater Co-
lombo Economic Commission (GCEC) eievated to
level of @ Board of I nvestment (BOL) and its arec

of influence extended from limited zones to cover
entire country. -

I_...._._........._......___'_____........_..'._...__ e e S R R
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PEOPLE'S
CARD

THE
CARD
THAT'S
SO EASY
T USE

Here's the card that spells convenience and ease
of use.

The People’'s Card entitles you to interest free
credit for 45 days.

Choose the card that suits you best:

CLASSIC CARD: Rs 10,000/- credit limit e

GOLD CARD: Rs 50,000/~ credit limit _ Pg%%; ;aﬁfgk
BUSINESS CARD: Rs 100,0007- credit limit e

: National D.
Inquire also about the SATHOSA Loyalty Card. Go?drgs 3un??ge

Celebrations

Talk to your nearest People's Bank Branch Manager.
—A@’(’?ﬁ@*

People's Bank

The Pulse of the People
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