


SOME VITAL INDICATORS OF SRI LANKAN ECONOMY
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Sdi Lanka Economy in 2001, plummeted with severe sel back inmajor
sectors recording negative growth rates. Economic growth, which
was 5.6 percantin 1994, has declined to such an extent (1.3% for the
year 2001) for the first ime. This negative growth oulcome could be
explained as a result of a number of external and internal factors,
which some of them were out of our confrol.

Consumption Savings & Investments - 2001
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CONSUMPTION, SAVINGS & INVESTMENTS

The relative share of the consumption in expenditure rose marginally
from 76% in 2000 to 79.3%in 2001, Meanwhile, the National Saving/
GDP ratio recorded a deline conti ly from 23.5% in 1998 lo
21.5% in 2000 and to 19.5% in 2001.Similar declining trend was
observed in domestic Saving/GDP ralio as well. Increased govern-
ment dissaving reflected in the rising current account deficit was the
major contributory factor for this decline. As a result the gross domes-
ic capital formation detlined by 17.1% in 2001 reducing the Invest-
menlGOP ratio from 28% in 2000 to 22% in 2001

+ BALANCE OF PAYMENTS (BOP) & EXCHANGE RATE

Inflation (Change|
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PRICE & INFLATION

The annual average headline inflation rate measured by the increase
in the Colombo Consumers’ Price Index [CCPI) which covers the
consumption basket of low-income families in the Colombo Munici-
pality. The infiation was 14.2 per cent in December 2001 compa
compared to 6.2 per centin December 2000. Prices in internalional
markets of major imports such as sugar, big onions, dried fish and
milk powder and the prices of locally manufactured goods and ser-
vices such as rice, coconut products, vegetables and electricity ete.
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had a significant impact on d ic prices.
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GOVERNMENT FINANCE

While revenue has withered away, expenditures have soared making
budgetary management difficult during the last several years. The
end result has been a widen budget deficil more than whal was

* . expected. The budget deficit for the year 2001 reached o (Rs 152,219

* million) 10.8 a5 a percentage of the GDP against expected target of
B.5 per cent. The actual deficitin 2000 was 5.9 per cenl.

Substantial reductions in revenue from trade-oriented taxes were
recerded while the poor performance in public enterprises, which
resulted in adecline in non-tax revenue. Revenue collected from the
GST, stamp duly and excise taxes did not realise as expected.
Meanwhile, current expendilure overshoots the onginal budget es-
timates of {Rs 281.4 billion} 19.5 per cent of GDP by 1.3 per cent of
GDP. While the defense expanditure was the main contribulory fac-
tor for higher expenditure, the inferest cost for the gov ernment over-
draft balance, unseltled import bills and subsidies etc. also made a
high impact.

Government Income - 2001

Balance of payments account is one of the most Important indicators of an economy. Theglobal recession and ihe events of Sepl. 11 in the USA wreaked havoe with our economy and the demand for SriLanka
exporls plummeted. Hence, export eamings deferiorated to US § 4,817 million from US $ 6522 million recorcling @ 12.8 per cent drop. However, s aresultof enforcing ofimport surcharge, revision inimport tariff charges
and mounled freight charges after Katunayake attack by LTTE, asharp drop inimports broughtdown the import bills. As aresull, the trade account of the BOP improved in 2001. The trade deficil was narrowed down

10US & 1157 million fram USS 1797 million in 2000. These factors helped to register a surplus of US$ 220 mil

of 8ri Lanka Development Bonds (o the value of LIS$ 158 million,
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llion in 2001 compared to a deficit of US$ 522 million in 2000. This was parlly mobilized through the issue

However, the surplus of US § 220 million was much lower than the original eslimation of BOP surplus of US § 340 miliion mainly due to

delays in selling government stake in Sri Lanka Telecom,
Gross Official Reserves

Meanwhile gross official reserves rose to US$ 1338 million at the end of 2001 against US$ 101043 million in 2000, which was sufficient

to cover 2.7 months of imports.

Exchange Rates

SriLankan Rupeewas allowed to decide its exchange rate in a free-floating exchange rate regime from 23rd January 2001, This allows
to determine Sri Lanka Rupee exchange rale by market forces. As aresull, the rupee was depreciated by 8.6 per centimmediately and
by 11.3 par cent over the year compared lo 2000. The exchange rate shotuplo 93.16 per US Dollar as a result. The rate at the end of year

2000 was Rs 75 per US Dollar.

Source: Central Bank of Sri Lanka
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EGONGMY

“A TURNAROUND IN THE WAR-TORN
ECONOMY AND ESTABLISHMENT OF
DEMOCRACY REMAIN OUR MAJOR

C HALL E N G ES” * Minizter Bandula Gunawardana
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domestic borrowings to bridge the
budget deficit. Causing a further bur-
den on the budget the debts of some
public institutions recorded sharp in-
creases. (Ceylon Petroleum Corpo-
ration Rs. 21,500 mn. Ceylon Elec-
tricity Board Rs. 15,600 mn., Co-
operative Wholesale Establishment
Rs. 8,320 mn, Department of Rail-
way Rs. 2,300 mn. and Sri Lanka
Transport Board Rs. 2,100 mn) In
this context public debt which stood
at Re. 550.1 bn. in 1994 rose 1o Rs.
1,430 bn in 2001. Accordingly, dur-
ing the corresponding period the
GNP — debt ratio increased from
95.7% to 101.5%.

In this background, another serious
development unprecedented in the
history of Sri Lanka has arisen. The
debt instalments and interest pay-
ments that should be paid by us ex-

For this, an interest of Rs 6.5 bn
has to be ]:)a_l.d.

T'his is the real picture of the Sri Lankan
economy as ol now that goes hand in
hand with the minus economic growth
rate.

Doesn’t the balance sheet of domestic Sfate
Banks represent the same picture? Aren’t they
also related to the overall performance of the
economy? In comparison with other coun-
tries of the world, do you observe any distinet
characteristics in our economic scenario?

Yes, you have raised a good point. —
Some immature p()liticians argue that
the pT‘OCLcda of the non- pcrformlng
debits of state banks could be utilised to
finance the payment of our debt
instalments This is a baseless argument,
Even if all the non-performing loans of
the state banks, instalments and interest
and loans of which

instalments are due
for morc than 3
months are taken
. together the final
figure is Rs 45 bn
(this includes Rs 22
bn. due to People's
Bank and Rs 23 bn
due to Bank of
Ceylon). In any
bank in the World
such non-perform-

- ing loans exist. But

ceeded the overall income of the
Government. Although the total in-
come of the Government is Rs 235
bn. Rs. 295 bn. has to be paid as debt

instalments alone.

The scrutiny of information available
at the Department of Public Debt
reveals the alarming proportions of
this situation, In addition to the debt
obligations, several other obligations
also remain to be fulfilled by us.

{(a) Rs, 14 bn. has to be paid in 2002
for arms bought on credit,

Another Rs 13 bn. on Letter of
Credit payments to local banks,
Rs 35 bn. obtained for govern-
ments recurrent payments from
local Banks as Bank overdrafts.

(b)

(c)

the question is the
amount ol non-
performing debt in relation to total
debts. This is 7% in developed coun-
trics while in developing countries it is
about 12%. However, the ratio prevail-
ing in our state banks 15.22% cannot
be considered a healthy trend. In pri-
vate banks of Sri Lanka, thisis about 9%

Even if these total loans of Rs 45 bn is
recovered by magic (no one can do this
miracle instantly) how do we pay back
RS 300 bn. the huge debt in our national
economy? The simple logic of saying that
the total recovery of our bad loans
would solve our economic crisis re-
mains far from reality.

it is often stated that the weaknesses in the
managementofthe economy have resuited In
this situation. Do you agree with this view?

An analysis of statistics reveals that the

buildup for the debacle of 2001 was

created sometime back. There is evi- |
dence from various sectors to show |
that the weaknesses of cconomic |
management contributed greatly to :
Lnis situation.

There arc serious weaknesses in
the agreements and implemen-
tation of the privatisation
programmes.

Certain transactions related to
the war have resulted in adverse
consequences, Queries relating
to transparency in tender pro-
cedures have surfaced. At the.
same time resulting deficits have
threatened the existence of en-
terpriscs

Politically motivated expendi-
twre and wastage remains an-
other matter of concern. Al-
though Cabinet portfolios were
reduced numerically, expendi-
ture has not reduced in reality.
Ministry of Finance and its man-
agement was complicated.
There was no finance Minister
responsible 1o the Parliament.
Often as a practice, few public
servants made all decisions in
consultations with the Minister
of Finance.

(@)

(b)

(4

This messy situation resulted in an
economic crisis, which in turn ¢re-
ated a political crisis. As the culmina-
tion of these developments, the then
government collapsed and the present
government assumed power.

As the Minister of Rural Economic Affairs
and Deputy Minister of Finance, you have
shouldered a very challenging responsibil-
ity: The massive task of kick starting the
economy, which has been inactive fo a cer-
tain extent. Can you elaborate the short term
and long term strategies you propose o
addpt to overcome this sifuation?

We have declared that the country is
faced with three major challenges.
Firstly, the implementing macro eco-
nomic policies in the context of a war
situation remain our number one
challenge. The huge burden of the war
on our economy is in the tune of Rs
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ECONOMY

80 bn. on the annual government

budget.

Secondly, we face the challenge of
economic downturn e, bring about a

turnaround from — 0.6% and taking -

to the economy to a plus growth rate.
Achieving at least 2 4.5% growthrate
in 2002 and take the economy to a 7-
10% growth scenario during the next
five years.

Third challenge we are faced is the
establishment of demacracy so that
to create a new political culture in the
oounlr}r.

Rate of investment remains around
3.5%. Itisimportant to promote pri-
vate sector (domestic and foreign) to
raise investment. [ believe that we
should declare a three year invest-
ment promotion drive. During this 3
year (2002-2005) investment pro-
motion period, itis necessary to pro-
vide incentives and inducements to
private enirepreneurs in unprec-
edented levels in the history of Sri
Lanka. A scheme should be devised
* to provide non-traditional incentives
to all categories of investors and in-
vestments so as to promote invest-
ments infra structure development
and fixed capital formation. It has
been estimated that around Rs 600
bn. of undeclared money exists in Sri
Lanka. All this should attract into the
process of investment. Instruments
such as certificates of deposits and
treasury bills are outdated devices. In
my personal view, in case monies are
invested in vital sectors such as capi-
tal goods, industry, cultivation of land,
re-cultivation or in land development
machinery and transport equipment
opportunities should be afforded to
the people with undeclared monies,
without any queries, to make invest-
ments. Likewise, thereisa large quan-
tity of money retained by our citizens
domiciled in foreign countries. We
must get this monies remitted to Sri
Lanka,

Other incentives too should be pro-
vided to them. It is necessary to gradu-
ally reduce the 35% tax rate year by
year and systematically. Equally, it is
also neéessar)r ta create an investment

friencﬂy socio-economic environment.
I believe that by the next budget a pack-
age of incentives should be given to the
investors in agricultural, industrial and
services sectors, having considered the
requirements of each sector,

As far as the agriculture sector is con-
cerned an innovative thinking and new
approach is called for. It is required to
follow a pricing policy, which will give
a reasonable price to the farmer while
kecping the prices within the consum-
ers’ reach. There are several issues pe-
culiar to the agricultural sector. The
major issuc among them as [ see is the
productivity of the land. Approximately
40% of our labour force concentrated
in the agricultural sector. However, the
contribution of the agricultural sector
to the GNP still remains around 18%.
Since an adequate level of production
commensurate to the units of Bbour is
not realised a problem of productivity
exists in this sector. Therefore in grder
to raise productivity and at the same time
to solve the problems of marketing in
the agricultural sector, it is necessary to
introduce a new programme that will
direct traditional agriculture to one of

export orientations. ! believe that the

present Minister of Agriculture (Hon. S
B Dissanayake) possess the capacity to
carry out necessary changes in the agri-
cultural sector.

In the industrial sector, the export in-
dustries are faced with great challenges.
In 2005, the Multi-fibre agreement will
cease to operate and the quota system
will be terminated. The biggest chal-
lenge in this front is as to how we are
going to sustain our markets with the
termination of quota system in 2005. In
order to remain competitive in the mar-
ket and retain buyers in our fold the is-
sues such as modernization and contin-
ued quality improvement of the gar-
ment sector need to be addressed. Free
flow _of imported goods (especially
from countries such as China and Rus.
sia) also pose a threat to our small and
medium scale industries, In this con-
text, they also need some protection.
At the same time, a tendency of closure
of industries is also prevails. This clo-
sure is caused by a number of factors -
political and non-political. In order to
prevent such closures we must think

In the services sector tourism has the
highest potential. Itis possible to earn
more foreign exchange, create more
employment opportunities and make
a higher income, if the prevailing con-
ditions in the industry are improved,
We may be compelled to go for a Free
Port concept in order to ensure a
growth in the service sectors such as
Banking, Insurance and other service
sectors (specially Banking services,
Port and air services). A new scheme
is being formulated for this purpose.

The government has already launchod the
100 day accelerated Programme. Do you
believe that our economy will be in a suit-
able shape for & rapid leap at the end of this
Programme? Basides, you have shouldered
a new cabinet portfolio on Rural Economy
at this juncture. How could you elaborate
your role in this context?

I think the government’s 100 Day
Programme has succeeded in kin-
dling massive expectations among the

_public. What is accumulated over a

period of seven years cannot be
cleared within mere 100 days, unless
a miracle happens. No financial re-
sources are made available for the 100
Day Programme. What was intended
by the 100 Day Programme is the in-
troduction of certain changes with-
out any financial allocations. The pe-
riod is run through by a vote on ac-
count. Budget will be presented on
22" of March. Only after the Sinhala
NewYear is. after the budget that the
country will have some impressive
experience. Under the 100 Day
Praogramme schemes that do not re-
quire funds and which involves low
capital expenditures are being imple-
ment. For example under the 100
Day Programme of the Ministry of
Finance, auctioning of properties of
debtors below Rs. 10 Million was
postponed for 6 months, We have
also decided to reintroduce a 40 per
cent custom duty surcharge to pro-
tect small-scale industrialists and to
import a very small quantity of rice
(12,500 m/tons) as a remedy to the
escalation of prices. The surcharge of
20% on coconut based products has
been removed to prevent the rapid
rise of coconut prices. The 100 Day

4
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b estahlizhed ull.lng ol s
Katusiay ek |_'||g_|'|w.::.' b AclnaEU-
date handyeralis ueel weetile raamn-
facturers, band oom mdusteialisis,
st £ Xport producers and Fﬂl’ll'!:'_.'

andarranulactarers. This eall hein
line willi the sport developaoent
willage !-:ll'n[_:nun::u_*.‘.i'l-"LHl:ls amned at
is the toeimanon of o 100%  dharc
._-lplﬁj COTATIANY LTI IEng nF!u'n
ducers and ranafactorers nf export
rops atid expartaide gu-i.‘-lli The
Large rumnber nf shaerebolders in this

Company may be ewaric lizh

el ierists, sushronm vultisators,
Ho-anlrorists, conpraed of those
T.I;'nLi.:H-._:_ ;.J_g-rl'llng: and Lice sk,
Diczpite *he establishaicne of sichia
Ii'fr_.n-.puu]-, thes hive: kevowrledge
skl Ut experl brade oF 1t poten.
tia]. Tn make it @ aocess we  shall
exiahlish another Coumpany. The
vugriat of this Comgany will be pro-
viderd Ty U dinterry nf Faral Tre-
velopaent (M%), Expon evel
apmens Buard [ 10%0, the Comupany
to e catahlizhed (30%a) and eadist-
ing exporlecy {30400 Thus, dee soc-
ond Cumpany wiil vonist of ex.
puc LErs, Tural |.Irl:u:].1.'.|.1:‘|"= aril U
rocnenl. Thie Company will cx-
ozl Lo the export Cowpany of the
and in the procoes,
theey wil grza beller price. Uhey will
also he cotitbed 1o a 2bare of the
perutit. This ranmocpr 3]'E1f}f dillers
Iroam that ul cxport village vencept.
tlnder this new concest, two oo
pamies oprals in combinaiom. e
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wredlt, 1t 05 anindecest oo loan

are discissing this malber, willi e
Exagort Developmert Board,
which has expertise ooz Lield.

We are l|.'|.i:||.|::_i:|.!:'| ul J.'ll.'l\.'l"u'j‘l.]'\l"'lg
LT rri# rredik e the rural Lotk
who du st Liave caparal. We hive
farmears wha ﬂr.p-e'.:ul.:l o Juied
tracturs, v herters el hire lathes
arachines, welders whio hice weld-
inpplante, itters aod gen ctrers
whi Hire mnachines, Ll oo
wehes hire boatg, Tnoneder ta alled

ate thas Tiral Tased pureely velich
arises frotw lack of capital Handks
1,J:|:'||:|_7|}p|'n'.-'i|:'|:-. casls doans, Fup ex- |
arnpile whsn & loan of Ba, 1061,7HH]
is gj’?ﬂtﬁﬂ o an unemployed cus al
wonth, he ulilisce part of its pra-
e Lo give hi= dA1L_1_;!|L-:r irL sawar-
riage, a parl e cepail kua honse.
Alilough ine s indehted e oo
vahie af Ws. 100,000 ar leasr not
even Ba, 25 000 s nelised lor lia
vertire. A b eod, dherc s a deh,
harden of Ba, 100k O0CL e eguip-
et Inan pannot be consdered a
suhsidy. Traclors, carpentry L=
ared maschaTy tacals will L [ro-
wided Loy Lhe potenitial workers o

and omly 2 service charge will be
lenvied. Thuoy wall be requined w
[y thiia Iam within uce yoar pe-
i, Imorase of delauls, the ool -
thus |1.|.-|_|-|u|l|:~é wili be conliscarcd
This iz 2m inueeest [ees mme.por-
ol gyarT and noce Use loam 1s
getcled he will be the nemer ol
the -;.'ap.i.l;al in gheee years Licne or
hecumes 2 c:.'l'pi.t.n]iu'l with the
ownership ol ldia L:ap‘ifﬂ E\'IHJA:':I.
The DECC Bank, whicl: carlier
carered b the pevds of this seq-
raent, lus deviated From _|.'r?:t|'l
alizr privatizativu atid seerns Lo
pomuenlrate on lerge soalc eniler-
puisea, Therelfon:, ol present dis-
enssions ard uader way in e
tr cxplore the posdbility of s
rahlizhing an Eiterpriss Bevelop-
cvent Dank. The existenes of Ba
2l Llevelupenent Ranlks does oot
serve thin purpuse sinoe they are
nal ociciater trmards l."l'lTﬂ"[ﬂ'i!-:e
dc-‘glnpmeni. They resoaln
alilicisod mstotions, Snce these
Bk are bascd om nesw cooocpta
the iuncvative youth prwer
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should he stilised 1w coliven G
nrpaislions. The serviees of dhe
talented wmemployed ﬁra.rlual.l.:i
could e widizcd m this projecl.
Tlua armmee s expeclod oo be
h:q;lel-l::e%;ud wnth 'rn-![::]ﬁ abLined
Fromn a I"\-::r\-.-:iﬁn ':'l.u:nl.la.u_'.- ke 3
lorerizan aid pa kﬂgc-\ programme
ul'dmtn'hwing af theses ool by e
'riﬂ.ag:-.-: acromss o Mindarry will
be evesldered

Ty Thiz will be Folloamd by rhe =
rablizshmrnt of an Enll.'ri.rri.ul.' T
'l.':i.l:lpu‘.-l.':l.l Bank, There are cec
il projects thae czave Jie Eundls

i and Faued widh -:..tPli::ll ]}ru:nbl-?ms..
3 A coeed vaista foe 2 Mationnd Eank
for rmall amd mediven clier-
prisca. IL iz necestay m make 2
rery march. [Liszuwewlst dif-
Jreutt 1o sk the mest organiza
tems active, This we Juve Lo
i.'.-!_'n'n.'rl-r";led v Uik ol @ pew inati-
tutit sxotwithetanding the exies
coog of hanler in the cural sector,

W frawe SEEHT JTu 25 4 vOCRRrS Farls-
menizrian wiffy siroRg Vs 0 I Spe-
cific fake ana e key poatton of e 5
i e 54l Lanksn Economy. Yow have afso
avocafpd e nead fr 3 Srong et secior
amd ffals shatce of potur's remains condrast
fo ifre po iy aspoirsad by tfie presend gowe
sl As of maw, Tronfealy your Ao
bieeh calfed Lo foumoeriafe J i35k of the
i sxbtramety difficell job of diveciing Mg
econemy w fe sty Me divacifons amd
recomnmaolatons of fwe msfutians such
a5 (e Wovkd Bank and [mharrativaar fon-
wrfary Fno idnich wntre free of your past
critfedamy. How do your confrard tis sshe-
fran?

At present india s Implamenting a
[ pramnie of tadmes el Throuph this
PR T B A S e s A e e i A ke
1 priva Seciod by redteitg afze of the
st sector Tofuniary redfransat schame
fior the puhiic sachor amplapsed alsa dtdar
way: WA Sl Lanka doo will opt fov & auch
actiamsg i the mear fuftral

Dhuriog the past, twost ol sy avalyse:
woin bazod om the then avatlahle data.
[ herwever, QL Ls very obrvicus Wbal teee
isan incompatibility between data and

| the reality. The q_-Tj:E!-'I.‘i'.II'J b is the

i

refiahility of thise duta, Aecord mg o mr
warlier aual__-rmﬂ,_ am anadysis ol the pulblic
debt mmimis was based oo iz Hlﬁlﬁ'l‘l*ﬁl“
slalistivs of public feht. { lowswer, .1 by

pomes apparent Ul Usere g2 debe that
i booke do nok reveal. Ciole alicr
crming bere [ casae 1o ke that cheee
iz an weerdraft oF Be. 35 hio. Sraniaccak
information an ok LJLL'_".'I-JI'.I:f'JI.'IE':I'lt H‘PI r-
sent the rate ol unemployed sxcheding
MNaith and Last (one third sl the cuir-
tryh | cannol say 1o wlat exTent some
rn:,|__u_'||'|3||_'||¢ imsrimzinns Ll L stas-
tioa] data for puditica] objectives

_ﬁd‘nmﬂng nrhu:l]w_ h.uwlll,m.u.:- dowkbi,

rermaing Juw besic factor that reduces
1,._|_-:|_'|,|__'||¢_1:||11'u:-.n1'._ imerenees ceaze and
eradicates powerly, Hoveover, 012 1ni-
-.u_-;ualj}' accepind that the Tisre creation
af ﬁm]'.-'lﬂ}'m-r!rlL ot doesy ol o -
aurily conbibute to the rednchiom nf
poveTty, 3 stromp imlervention ol Us
povernrenl in g J-:ﬂ.Td. 17 casential,

Thcrelore, contrary to the stiaticn jre

*-.-'3,1|1|1g in the -:l-:"rel.-::-p-i.d Culs fes, dn
rornlsjes like ows, the government
izt actively mtervene in order ko owain-
zain a compulsocy aucial ooty net 1o
et the mnacket. here are m johs [or
these wha seel themt; reeaerwlule thes
are na seillexd people Lur the wvatbable
jrbs. Mo gualilicatons (or avalabde jobs
wzd pu oba for svedlable qualification:s.
Thisiza strechural insbalance ol our ede-
cation systecn, The countey ecda 2 mas-
sve eduiatinnal relorm propmcoow W
An ey wills this sbroctural Irubasance,
Thw: reasou: 12 that chere ia 3 wide maan-
ATV IMTovEMmeTt in vernacular wl
friee edisenason, swrnkrer ol stodencs haz
griowisto 4. 0 mn, oumber of schoots to
HI, UM and rumher of teachers 1o
156,200, Dhespin: tus quantitaties im-
]_'|Tn1.'rn'u-|1‘r, i -:'t:m.'lifaﬁ'\-rc'imp:m'emtnr.
ot swractural chaggre o education In:
Labeal pla,

Uncber the cwreend custext, the roalnte-
names of state inatitticng remaing 3 vi-
tal dssue, The major peblic nstEustions
in Bri Lardka jucur Josaca punming 1o bil -
lians, L'i::_r]r_ln Electricity Board, Cevlan
Pulrodeurn Cor poration, 3 Lanka Rail-
WA Leentral Transpors Board all these
enlilies are madhtaiced |.l]- the tax pay-
ers' moncy All these burdens are <hnnl -

deced by the public, These loaes arc
ot Born erther by the grrernment. or

h:.' '|'.I»::J'.Li.L'i.d.||5.TJ:u.' wlwte of 5rd Lankan
Lawgors 13 subjerred to this explaita

Hinm.

I i iu:#_l:l. iz Usid we Towosod awmy

Fronn this tradicinmal srte s=clor con

cepl. Altweagh uopalatable, the re-
zource uhlzation within this sectoc
takes place in an dseiliclent e
Efliviency, prodactisity, coot effctive-
megs and competition are amuost -
curning the catels vorils of the maod-
cim wearld. A smoall counsy like Sri
Lanka waieect staend e jselacon, | e
ool wdvocate for @ lumpanised npen
eoccnry for Sri Lanka. Tuday thee sk
that. fies abwad s 52 to face up chal-

lenges with the objective of building
[ & SEFOTI ECEny. Ml r iz alice
ix esenlial e a real turnaround in
i Goonamy.

Ir ahonld be made eficient, produc-
ity saceld b raised, oppo: tmees
W raise i omes Tradinomal meustries
ainch e |;I1'|.'|nt.'|.'.'inn and cemoomul indus-
tries are Lacing wab = management
F’ﬂb]m‘.. I7e to this ]'ur-:'-'|:-'|r:n'|. o
cnnut industey dus boosane vuher-
alale Lowday, Today Boame comepremes=
bave culmrared 1A acres Al coon
gt Lame e snlinter icrigolica sys-
tem in the Midueel Zooca, The Ta-
tuual Eapes s Aszociation provides
wrater ta 15001 (2. ol coconut planta-
vinn weithy Que waluc ol water L"tl.]_ull'ﬂ-!f.
to cultivate one heatare nf pasdidy.
Leongmising  water  wse twy Luve
planted covonu that yicld m 2 142
years, by umng modern technoinu.
b st gu'.lrrlmu.nLJm H.!.H.‘-].I.li._'f

tn raise U ivcome Bow 1o the 5i-

Lage,

Moy auonsca shoald go up to ant
she roral seomnemy. What it means is
overoong puverty? Suuros of -
o abeneld be cxpanded, At presemit,
there 13 5 wAde intermational market
far nCgiLnic zpricullure |_.'l':r_'-;.!|u'.‘:|:a.
There 12 a wide market for ayurvedbic
medicine and medivinal plant=Al e
waliye thine, there 1= 4 challenge as the
Wi Id Bewsl Urguui.a.l.l.i.u.n atanca that
Uais country wili face food shnrqr
i 20605, Ta fare this |_|..|J'|.|:|.:e;|. il is
necemsary LU Organdse wn accelerarsd
programme of food production.

e ]
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.ratmg the -

Aﬂﬂﬁi*c Ecﬁmrm

FART I
Tha Areanlz Bcanonmy - 19952004

Econemile managenent 1 the las
seven vears, lar from Jaying the loun
darinn for 2 mahle fommary, had on
Ve coolrary woabced G ounda
raentals and sresred rhe soomamy tn
mediocre perfonmarnce fuee and to a
wirtcal stwwdatll in 2000, The lck
lefre ?rrl"'q::rr.'nani:c cermonstrared by
modirate coonomw growtl, falliog
externad assets, slowing of expord
growrth, w-'&':-.rnmghurgct Tehicits, o
ing paublic del, Arickiog |'.|l.||.l.|.-'_ irt-
gt et F-.'I]mg ghare [riecs, mon-
Lnuous curreony deprecialive ad
rain WEACH 1005
O} cubiminaled Uz an cosanic (-
siz ol .;ln:rn:inﬂ pru;u:lrl_il.u:us irom
which there iz no casy recovery. The
deberivration of Lhe CLORLILY D
this period ia clearly llvemrated br the
b ||.|-:m‘i:|.g Laiks amel ﬁgurl;s ].II.ILII.i:"iII.l\_'L‘I

ir offimial Anamrents.

wices in the six

Decdinbng Economle Grawth

The averaps amal econsnic grow ik
im %3 Lanka in the six years 19705
2000 weag 3.1 per cent which wras
Trower than VU5 per cent in fdaldives,
{14 per cent o Iodia and 6.0 per cenc
in Banpladesh. Tt is nolewaor IJ:w it
drt Lanka had the loweat groarh rate
ol all Buudh Asian cowsiries o e ag-
riraltural sertor mthispesicd - only
L. pur cone — whereas Pakiztn had
5.2 per cen, Ban|_|].1.l:|-=":|:| 3.9 percent
anidl India 3.5 prt oeTit. Uri Lanka'sin-
dustrial ﬁn:-wlll in these six yeurs ol
.4 peTCent Was lpamer than that af
Mlaldivyz, Bhutan, Bangladealy end In-
dia. FEoommic grl:uw‘..'h o M0 weaz
reama=dl. |:'1]'u'| oenr and TR mn-wl'l
L 1z -'.'nl:l]'\- yiar '.'-.l.J:u!n'.‘,Ef.l.ll.*t gt'l:l?."lh
n the cuntTy ] ||1.|.r-1.-e:-:r_'|' This :d:u.r

rl*tpa:an'm'rl'm agcribed oo the -'r|n'|'.-;u|
sbonpziubn, parUeelardy e 1.[51&::::5-
sisan, as soene odeer cowalric:, wiileh

export much 1o Jwe U5, show much
:.IIHI‘lEr :i‘ﬂ'l:l'u'l-'lJ'l. Irichia Frr e-:l'aﬂ'p]u::, wAwch
sells nearby 5 quarter of s cxpoiis 4o
the L% 02 catuated Ll_'_- e Economst 1o
bravs Jewd 3.2 [ oL FI'-'I'W‘I‘]'n m P
and ©hina wrhich too cxports aboun e
ganae propurtion o U T35 was sshi-
miaked 10 o atv.h Pev cent, Tl awer-
age anndal voousniv grovd: o the
peven wears 1995 2007 is 4.3 per cent,

Brth 14_ir1'|r11Fr|:|r'|. angt induztral produgc-
ton dechned, In the fiet oo sonths of
Last year, Lea and covomal nuepat. had
fallen by 3.4 per cont and 5.9 per v
cespeclively and peivale industrial pro

Dr. J.B. Kelegama

hancallor, Rejerme- Univareity, S Lanka

ductican had '|11|_|n'.m¢tu:.d b}r 4 =3 oot
Lis Use 12 sseoisthis v Oletober 2001,

I ].aa b poacted out by goee that te
GME duuhled hetwean 15993 and 2000,
It 13 teiws that chi: GRMP ereased by 114
prer e b Uiz preriod but G i GRF al
cutrent fuotar cnst prices. LM atoom-
arant factor osar pricea or im real teeis
rase by anly 34 per cenl. o the seven
yesrs 1968 to 19494 GNP at arvent fac-
Ior exssl prices increased more — by 1600
per cenr - and G &t comerant factor
cusl prices inceeased by 35 por cend,

Falimng Tengstie Food Producticn

Linmessic fond araduction shnwes littls
Prugiuss. z'"-.l.-iln.l'.' prodacict ws 2000 ol
z2 ﬂ'a"} (N el bons was unl_',- 1. ."r.ﬂ-'r
CCT th_lv:r than the 2,810 mefic
oaws in V993 aond it was I;"'-.l.ll."i.'lL'\d. L Lall
further in 200 hecause of the pre
J-_uu;--_-] d;wght Prodhaction of sabgid: -
ary Fuerds b dueckined o acoeant of
free. trade polivies and Liberalized 2
portain the last s years; thedallin pro.
ducsioy betveen 1990 and FIHK was an
Coliowes: pulaboes by 41 perceod, chilics

'|_'--.- 3 per cemt, Hﬂﬂrgjw by 32 per
cent, EUGET At u_'r b per rent,
oorprra by 25 per -_x-nr, N by
12 per L'-r'nL maire ! 1-1.' I pei ee i
Hnyn heans by 75 p-:; vz, Cinly hig
HI0Na, gl-:‘:'l.u.r:luuu arad kuralzkan A
pear to Leve iocreasad in peediction
in thiz perind. The droughs would
e cnsed a Tunthi 'L‘I.I'l'_'lj.l-j..'L anbugielj
ary Tood erop uutput in 2000, Erne-
pluyment and meome of thousunls
nf Farrners who onloreats o Lrups

hiee becn adveracly allinsed.
Weahening Export Brewdh

The averuyge annuzl sxport _gre:ml:h
rate: of S | anka i 19952000 was
by e venel aned il was leaver than
15 lﬁrL!nTnflimE'l'lﬂ-r-sh 12, ';.-1_'..:-'
rent of Nl‘Tﬂ] and 10,7 P ool oo
Bhatan. Adhoupl: exports rose by
19.5 per cenl in 20000, they have de-
clined m M, T the firal con ol
ol 200 v:"_'q.purL i derllzr Leris have
ceclined by 3.0 ner come nver the cor-
T BT -ULLE ez jod an MEH. Tl prize-
cipal expuri— textiles znd mATTRFTS
has drapred | o LA per oot Al
t_g:l'lv.‘ultl_l‘-.\] Liporris b 58 per cent.
Tea prives in dellar terms prere 17,5
per cent lower i Crerchor than a vear
o Minwr apriculiural expores sherw
an alarming mend; all cxcept peppr,
nuloeg aud cioozmun declined in
r"-:'|:-e:-1'r e in ﬂ1¢ 1:.5r STE YEATE
Eeoveenn 1995 and 2R, l..:'.p.‘a.rl vul-
ue Lell |:|]-' GE [ cnl it nthier nil
sepdds, 97 per et 1 onffee, 41 ooy
il L eodua l.lrl.lduub. B0 prer wenl i
arecamils, 74 per et in nashewr nots,
(0 PeT oot 1 Fedane acod, 58 per
cend by cardansns, 47 per canl in veg-
rtahles, 58 par cent in unreannfac-
tircd udsmcco, 31 el ool b cas-
Zal nils, 14 per cenein cloves, 12 per
cent in betel leaves, 3 pee contm froame
arwel 67 pee cent i athwers, The deauglia
i« Tekely to have conised a further -c*rv:-'[:
s production s 2001, Sevead mteor
wgrivulurd expurts like cofles, e
damar, seeame 2eed, aher cal zeeds,
covua producis wed cashuw nus may
cease to b exporied in e aear fu-
tire if the current tends continue.

Cirop n Toursst Al & WS Tranis

Tearrist arrivals which declined {rum
30,440 m 1999 fo HX 454 in HHIO
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ECONOMY

or by about § per cent are expected
to drop further particularly as a re-
sult of the global downturn and the
fear created by terrorist attacks at
Katunayake airport. In the first ten
months of 2001 tourist arrivals were
10.5 per cent less than in the corre-
sponding period in 2000, while mi-
grants transfers (net) were 3.3 per
cent lower. The country’s foreign
exchange earnings from both sources
— tourism and migranis remittances
are likely to show a marked drop in
2001.

Large Current Account Deficits and Fall in
External Assets

Sri Lanka’s average annual current
account deficit in the balance of pay-
ments in 1995-2000 was 4.1 per cent
of GDP which was higher than In-
dia's average deficit of 1.2 per cent of
GDP and Bangladesh’s 2.0 per cent
of GDP. In 2000 for example, the
current account deficit was § 989
million or 6.0 per cent of GDP caused
mainly by a large trade deficit of $
1798 miillion. The current account
deficits have been filled mainly by
using the country’s official foreign ex-
change reserves which fell from $
2063 million in 1995 to § 1202 mil-
lion in September 2001 or by 42 per
cent. Actually, official foreign ex-
change reserves fell to as low as §
942 million at the end of March 2001
— the equivalent of 1.6 months’ im-
| ports, The IMF standby of § 131 mil-
lion in April however boosted the re-
serves tc $ 1202 million by Septem-
ber — the equivalent of 2.3 months
of imports which is still rather low.
Total external assets, ie. includin
those of commercial banks have fallen
from $2902 million at the end of 1995
to $ 2131 million at the end of 2000
and risen slightly to § 2240 million
by October, 2001.

The large current account deficits are
also a major cause of the depreciation
of the rupec from § 1 = Rs. 54.0475
in 1995t US 5 1 =74.3235in 2000
and US$ 1 =Rs. 92.7400 in Novem-
ber 2001. The constantly depreciat-
ing rupee tended to increase prices of
all imported goods and raise the gen-
eral price level in the country.

Trickling Foreign Investment

The liberal tax reliefs and other gener-
ous concessions offered by the govern-
ment had not been successful in attract-
ing foreign direct investment (FDI) on
a large scale. The total amount of FDI
received by Sri Lanka in the six years
1994-1999 amounted to § 1142 mil-
lion in contrast to the $ 22,451 million
received by Malaysia (which hasa popu-
lation of 22 million, a little bipger than
Sri Lanka’s 19 million). Sri Lanka has
received only about one-twentieth of
the FDI Malaysia had got. The highest
annual amount of FDI Sri Lanka re-
ceived, in the six years was $177 mil-
lion in 1999 (which was lower than the
$ 187 million in 1993) but it declined
to § 173 million in 2000, FDI inflow is
likely to be less in 2001 on account of
the global downturn and uncertainty
created by both terrorist attacks on the
airport and the general elections. It is
also important to note that FDI con-
tributed to only 5.6 per cent to the gross
fixed capital formation in Sri Lank4 in

the six years as compared to 18.3 per-

cent in Malaysia. Investment in all coun-
tries is financed mainly by domestic sav-
ings; the expectation of substantial FDI
inflows has led to the neglect of meas-
ures to raise domestic savings.

Outflow of Portfolio Investments and Collapse
of the Share Market

The all share price index of the Co-
lombo Stock Exchange declined from
as high as 987 at the end of 1994 to 572
at the end of 1999 and then to 503 in
mid-November 2001. The main reason
for the fall is the withdrawal or net sales
by foreign investors - by Rs.1.5 bil-
lion in 1998, Rs.0.9 billion in 1999 and
Rs.3.4 billion in 2000 — due to lack of

confidence.
Rising Prices

Consumer prices in Sri Lanka increased
at a higher rate than ali the other South
Asian countries in the six years 1995-
2000. They increased by 8.9 per centa
year on the average in contrast to 8.3
per cent in Pakistan, 7.8 per cent in
Bhutan 7.1 per cent in Nepal, 6.2 per
cent in Bangladesh and 5.5 per cent in

India and 3.3 per cent in Maldives. They

rose by 6.2 per cent in 2000 and were
rising at around 14 per cent per an-
num in 2001 or double the rate in
2000. The annual average price in-
crease in November 2001 was 14.2
per cent as compared to 6.2 per cent
in November 2000. A major reason
for price increase is the large-scale
deficit financing. Cost of credit rose
from 1995 to 2000. Central Bank
figures show that the Bank Rate has
risen from 17.00 per cent to 25.00
per cent, Inter-Bank Call Loan rate
from 14,00-28.00 to 20.25-32.00
and the Wcighted Prime Lending Rate
from 17.80 per cent to 21.46 per cent
in this period. In 2001 interest rates
appear to have been artificially low-
ered despite heavy government bor-
rowing presumably to help the gov-
ernment, :

Yawning Budget Deficits

Deficit financing is a regular feature
in South Asia. The country which has
been having the largest budget defi-
cits in the period 1995-2000 is Sri
Lanka; its average annual budget defi-
cit was 9.0 per cent of GDP which
exceeded those of all other countries.
Pakistan 6.5 per cent, India and Bang-
ladesh 4.8 per cent, Nepal 4.3 per
cent, Maldives 3.4 per cent and Bhu-
tan 0.8 per cent. This large-scale defi-
cit financing in the last six years bears
testimony to the poor fiscal manage-
ment by the Sri Lankan authorities.
The budget deficit in 2000 was 9.8
per cent of GDP and the target deficit
for 2001 according to the Budget
Speech, is 8.5 per cent of GDP, but
the actual figure is expected to be 10.5
per cent of GDP. The budget deficit
in 2001 is estimated at Rs. 149 billion
much higher than the estimated
budget deficit of Rs. 123 billion. The
deficit had increased rapidly with the
pre-election concessions and reliefs
grantec_l to win over the people: in-
crease in salaries by granting an in-
terim allowance of Rs.1,200 to all
public servants including teachers and
Rs,750 for all pensioners from 1% Oc-
tober, increase in Samurdhi benefits
by Rs.100-200 a month and the allo-
cation of Rs.150 million to provide
loans to beneficiaries, new consumer
subsidies for wheat flour and gas and

-
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while per capita GDP rose by 6.2 per
cent between 1988 and 1993 and by
6.9 per cent between 1995 and 2000.
Thus, the increase in consumption
including chicken and increasc in im-
ports including three-wheelers is not
a new phenomenon - it is a process
which has gone o for years. Itisnot
only the number of thr ee-wheelers,

which have increased, but also the
number of motor cars, buses, lorries,
vans and motorcycles. ‘'the number
of new registration of motor vehicles
in the six years 1995-2000 was
543,757. This does not mean that
there were no motor vehicle imports
in the previous years. In fact, the new
registrations in the six years 1988-
1993 was 503,297, It is'not only
motor vehicles but all imparts in-
creased over the years. The total value
of imports increased from § 5311

million in 1995 to $ 7320 million or
by 38 per cent but the total value of
imports rose from § 2233 million in
1988 to $ 4011 million in 1993 or by
80 per cent, Does the greater increase
inimports in the earlier six years in-
dicate that they were more prosper-
ous than the later six years?

The interesting point, however, is that
the increase in impotts in 1988-1993
was accompanied by an increase in the
official foreign exchange reserves by
$ 1397 million whereas the increase
in imports in 1995-2000 appears to
have been financed partly by using the
foreign exchange reserves which fell
by $ 861 million in the period. Offi-
cial reserves rosc from § 278 million
in 1988 to $ 1675 million in 1993
but they dropped from $2063 mil-
lion in 1995 to $ 1221 million in
October 2001, Apart from using up
foragn exchange reserves to the cx-
tent of § 861 million, the authorities
increased [oreign borrowing by § 236
million between 1995 and 2000, The
pursuit of amateurish policies based
partly on political expediency, and
partly on preference for foreign en-
terprise over indigcnous cnterprise
and downsizing the state’s role in
guiding, building up and protecting
the cconomy to mmplement privat.e
enterprise (as in East Asia) economic
mismanagement at all levels, the ab-
sence of a full-time Minister of Fi-
nance and widespread corruption,

cronyism, lawlessness and injustice had
all contributed to the etonomic crisis.

PART i
Invigorating the Economy

The new government is facing a daunt-
ing economic situation of dcclining pro-

duction and investment, negative-

growth, falling exports, tourist arrivals,
migrants transters and external reserves,
yawning budget deficit, rising prices and
trade unions agitating for hi gher wages.
The challenge before the new govern-
ment therefore is to arrest the economic
decline, remedy the shortcomings, sta-
bilize the econemy and push it onto the
path of development by sound eco-
nomic management. The objectives are
clear: to increase investnient, produc-
tion, exportts, tourism and cxternal re-
serves, to reduce the budget gap, arrest
the inflationary rise in prices and deal
with the trade unions, but the grucial
question is whether the legacy of incom-
petent economic management, and the
prevailing adverse external environrhent
will permit cluick solutions.

The Budget

The first thing the new government has
to do is to prepare the Budget for 2002,
for without it the government will not
be able to spend moncy this year. In
preparing this budget the government
needs to provide adequate funds for
current as well as capital expenditure of
government without creating a large
buéget deflicit. One of the major rea-
sons for the economic mess today is the
excessive budget deficits exceeding 10
per cent of GDP in 2000 and 2001.
Excessive deficit {inancing needs to be
reduced and this can be done by cutting
unnecessary or low priority and waste-
ful expenditure on the one hand and
increasing revenue on the other. Some
of the unnccessary and wasteful ex-
penditure which can be cut without any
adverse effect on the economy or the
people are the new luxury buildings in
Kotte, fleets of a dozen or more motor
vehicles used by ministers and unnec-
essary travelling, subsidized meals for
Members of Parliament and high rents
paid to luxury buildings used as minis-
try offices, but these are not cnough
Lonscquently, measures need to be
taken to raise revenue. Tax revenue has

declined from 17.8 per cent of GDP
in 1995 to 14.5 per cent in 2000 as
result of tax reductions when the es-
calating war expenditurc warranted
higher taxation. Average import duty
for example was reduced from 9.6
per cent in 1994 to 7.0 per cent in
1999 and then to 4.5 per cent in 2000.
This is a very low ratic when com-
pared to developed countries. The
ratio of tax revenue to GDP exceeds
50 per centin Sweden, 40-50 per cent
in Denmark, Finland, Belgium,
France, Italy, Netherlands and Nor-
way, 30-40 per cent in Germany, Brit-
ain, Canada and Switzerland and 20:
30 per cent in US, Japan and South
Korea. Tax revenue must be increased
and the most feasible ways seem to
be an increase in a progressive way,
income taxes and increase on a sclec-
tive basis, import duties, excise taxes
and goods and services taxes. Taxa-
tion should be progressive and the
burdens should not be imposed on
the lower income groups as far as
possible. Normally, a new govern-
ment would not like to increase taxes,
but the fiscal situation is such that it
doesnot have an alternative. It should
at least begin by eliminating the cur-
rent account deficit or the excess of
recurrent expcnditurc over revenue,
which was 3.4 per cent of GDP in
2000,

There are several other ways of re-
ducing expenditure, but they are
long-term measures and are not fea-
sible in the first budget, Military ex-
penc].iturt-:a accou.nting for about 17
per cent of the total expenditure (Rs.
71 hillion in 2000 alone) can be re-
duced only by halting the war against
terrorism and this is likely only
through protracted negotiations. Be-
sides, rchabilitation and employment-
creation for the demobilized soldiers
are likely to absorb a good part of the
savings from ending the war. Subsi—
dies and transfers account for about
10 per cent of the total expenditure
but being sensitive items, they too
cannot be reduced from the word go.
The Sarmurdhi benefits for example
are enjoyed by half the country's
population when only a quarter are
in actual poverty; this scheme needs
to target only those living below the
poverty line but this will be bitterly
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opposed by thosc already enjoying the
benefits. Appmpriate measures to
tackle this problem can be formu-
lated — but not immediately. Subsi-
dies to loss-making state-owned cor-
porations can be stopped but it will
result in unemployment .- a pros-
pect not to the liking of a new gov-
ernment. Itis therelore necessary to
take measures to increase the effi-
ciency of state-owned enterprises to
enable them (o generate a surplus [or
government revenue. What is most
important is to appoint independent
and commercially oriented boards of
directors to these enterprises and to
stop politicizing them as in the past.
Beth India and China are restructur-
ing their weak state-owned enter-
prises — not privatizing them as we
have been doing; state-owned corpo-
rations in countries such asTaiwan and
Singapore gcncratc substantial rev-
cnue to the government; they are as-
sets not labilities and a source of in-
come to which we have not paid
enough attention.

Foreign loans and grants are gener-
ally for public investment and further
are project related and they are nor-
mally not extended {or recurrent ex-
penditure and budget support. The
government should negotiate them
for some ol their new projects and
programmes, but they are unlikely to
help the government in reducing the
current budget deficits although they
may help to reduce inflationary bank
borrowing.

Economic Growth

Perhaps the most important determi-
nant of economic growth in Sri Lanka
is rain: gcod rainfall general]y results
in high grow thand drought spells low
growl.h. If the current thunderstorm
rains and the North East monsoon
rains result in a good Maha crop, the
new govc.-‘.rnmem can start on a firm
footing. If power supplies and pro-
duction are not interrupted by the fail-
ure of the South west monsoon this
ycar, that will contribute to higher
production. No one can predict what
the rainfall will be this year, but un-
less there is adequate rainfall the cur-
rent trend of declining production of
paddy, subsidiary crops, tea, rubber,

coconut and spices as well as industrial
output will continue. The second ma-
jor determinant of cconomic growth is
the external demand for our exports,
which determines the
export prices and our
export earnings. Ex-

nomic picture for 2002 will be shaped

bv rainfall as discussed above and the

world economic situation, which de-
termines the fate of our exports.

Key Determinants of Economic Growth 1930-2000

{% Annual Changes)

portsare equal to about

onc-third of the GDP. | Year Change in | Change in [ Change in | Change in
Generally, high expan- | Real DGP | Paddy | Tea Factory
sion of exports, like ! Growth Sector Sector Industry
good rainfall, tends to | | ; Sector |
m:‘;g? 0}?3&};@}'&0‘;’:& 1990 | 62 213 ‘ 126 102
of structure ofg the .1991 46 59 32 %5
Gross Domestic Prod- 1992 43 20 I 5T 130
wet and its annual 1993 6.9 9.6 ;. 29.6 11.3
changes indicates that 1954 5.8 47 44 88

. i af 1995 55 4.7 1.6 10.0
economic growthis 199 | 38 267 5.1 73
fected mainly by three
actors: paddy putpat | 1% 63 112 7.1 10.3
(depending on local 1998 47 18.3 11 76
rainfall}, tea exports 1999 4.3 6.5 13 45
{depending on rainfall [ 2000 | 60 4.2 4.0 93 |

but more on world
market) and textile and ,
clothing exports (depending ‘o the
world market demand).

There were four years in the nineties
which experienced high growth of 6.0
per centand above — 1990, 1993, 1997
and 2000 - five years which had be-
low 5 per cent growth -— 1991, 1992,
1996, 1998 and 1999 -— and two years
with growl.h between 5.0 and 6.0 per
cent — 1994 and 1995. In the high
growth years, all the three sectors —

paddy, tea and clothing — combined to
bring about high growth in three years:
1990, 1993 and 1997; in 2000, paddy
and tea showed moderate gmwth but
clathing compensated for that by achiev-
ing high growth. In the modecrate
growth years too, it was clothing ex-
ports, which showed high growth while
paddy and tea experienced moderate
growth. Actually, tea did badlyin 1995,
but it was offset by the jump in clothing
exports. Coming to the low growth
years, high growth of clothing failed to
offset the marked fall in paddy produc-
tion in 1991, 1992 and 1996 and the
decline in tea production in 1992 and
low growthin 1991; in 1998 and 1999,
paddy production recovered but pro-
duction of tea slowed down and prices
actually fell in 1999; clothing exports
too showed a moderate growth in both
years, particularly 1999. Thus, the eco-

Source: Central Bank Annual Reports

Adverse External Environment

The global downturn and the terror-
ist attacks in the US and the war
against terrorism, according to the
World Bank, are expected to result
in a low economic growth of 1.4 per
cent in the developed countries in
2001 and about the same in 2002,
Economic growth in the US is esti-
mated to fall frem 1.0 per cent in
2001 to 0.6 per cent in 2002 and in
the Euro area from 1.5 per cent to
1.0 per cent. The developing coun-
tries which achieved an economic
growth rate of 5.5 per cent in 2000
are expectcd to have only 2.9 per cent
growth in 2001 and about the same
in 2002. This means slower growth
in the world for Sri Lanka’s exports
than even now. In the first ten months
of 2001, Sri Lankan exports in dollar
terms, were 9.1 per cent less than in
the first ten months of 2000: agricul-
tural exports were 5.8 per cent lower
and industrial exports 9.6 per cent
lower, with textile and apparel ex-
ports 11.4 per cent lower. Further,
prices of exports are now lower than
last year: dollar prices of tea, for ex-
ample, in October 2001 was 17.5 per
cent less than a year ago and the unit
value of total exports in July 2001
was 11 per cent lower than a year ago.
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With the downturn deepening, indi-
cations are that our exports will con-
tinue to decline in 2002 too.

TheWorld Bank estirnates a fall in pri-
vate capital flows to developing coun-
tries too, on account of the down-
turn and terrorist attacks in the US$
and war against terrorism, from § 240
billion in 2000 to § 160 billion or by
33 per cent in 2001. The picturc is
unlikely to show an improvement in
2002. Foreign direct investment to
Asia alone is estimated to decline b

12 per cent this year. Both developed
and developing countrics experienc-
ing low growth will be less able to
invest abroad. The major foreign in-
vestors in Sri Lanka are the NICs in
Asia such as South Korea and
Singapore but they are all experienc-
ing difficulties with the sharp fall in
their electronic exports to the US and
consequently will have less capacity
to invest abroad. Singapore in fact as
shown earlier had a negative growth
of 2.2 per cent in 2001 —- the worst
performance in the country’s 36-year
history and is estimated to experience
between negative 2.0 per cent and
positive 2.0 per cent in 2002, in con-
trast to 9.9 per cent growth in 2000.
The number of people made bank-
rupt reached a record 2904 in 2001,
South Korea is expected to have less
than 2 per cent growth and Hong
Kong negative growth of minus 0.2
per cent. Japan, which continues to
be in deep recession and will have a
negative growth of 0.8 per cent in
2002, too will be investing less over-
seas. In addition to foreign private
capital, official development assis-
tance too is expected to fall this year
and the next with main donors mired
in the slowdown. Currently aid
claims only 0.22 per cent of the GNP
of developed countries far short of
the 0.7 per cent goal agreed to by the
international community, but even this
low ﬁgure is likely to fall further. Ja-
pan, the largest giver of ODA has cut
its ODA budget for 2002 by 10 per
cent. The global slowdown and the
terrorist attacks are also expected to
cause a sharp decline in tourism. Tour-
ist arrivals in Sri Lanka in the first ten
months of 2001 were 10.5 per cent
lower than in the corresponding pe-
riod in 2000. Uncertainty and fear of
war in the Middle East may reduce

the demand for foreign workers; in fact
migrants’ transfers are already_ declin-
ing: net inflows in the first ten months
of 2001 show a fall 3.3 per cent. It ap-
pears as il Sri Lankans may not find em-
ployment opportunities in the Middle
East as before and this will tend to ag-
gravate the problem of unemployment.

Domestic Investment

If'the external situation is unfavourable,
can we stimulate the economy by in-
creasing domestic consumption and in-
vestment which account for about two-
thirds of the GDP; Consumption is al-

- ready high and it accounts for 83 per

cent of the GDP: besides, further in-
crease in consumption will result in
more imports and strain the balance of
payments and reduce our external re-
serves. As it is the high level of con-
sumption which reduces the resources
available for investment, the appropri-
ate approach is to not to increase but
reduce consumption in order to expand.
investment. SriLanka’s investmenthas
been about 25 per cent of GDP in the
last six years whercas that of East and
South East Asian countries has been 35
to 40 per cent before the currency cri-
sis. This relatively low level of invest-
ment has resulted from the low level of
gross domestic savings in Sri Lanka, av-
eraging about 17 per cent of GDP in
recent years as compared to 30 to 50
per cent in East and South East Asian
countries. Some of these countries have
been recciving substantial foreign direct
mvestment tao, particularly Singapore,
Heng Kong, Malaysia, but FDI has ac-
counted for only about 7 per cent of
the gross fixed capital formation inThai-
land and below 3 per cent inTaiwan and
South Korea in the nineties, bearing tes-
timony to the importan{:c of domestic
savings. One of the surest ways of in-
creasing savings is to achieve budget sur-
pluses by measures to reduce current
expenditure and to raise revenue which
were discussed earlier. Current budget
deficits, as shown earlier, are about 10
per cent of GDP. Budget surpluses
would enable the government to make
further improvements in the economic
and social infrastructure and at the same
time to expand the production base of
the economy by establishing industrial
undertakings which are shunned by the
private sector, not to compete with pri-
vate enterprise but to complement it.

-couraging both as Japan, and East and

“to provide employment and income

]
Private investment may be deterred |
by the unfavourable external environ-
ment, particularly its effect in reduc-
ing exports and foreign capital in-
flows, but there is much scope for
import substitution industries. It is
unfortunate that for several years, the
authorities concentrated on export
industries and neglected import sub-
stitution industries, instead of en-

South East Asia have been doing. Fur-
ther, import substitution industries of
today can become the export indus-
tries of tomorrow as some of our early - ;
import substitution industries like
garments, biscuits, rubber products,
ceramics and leather products have
demonstrated, Import substitution
industries, like domestic food pro-
duction, however, may not be able to
get off the ground if imports are al-
lowed frecly: they need to be pro-
tected by selective restrictive mea-
sures and supported by concessional
credit and subsidies at least in the ini-
tial stages. The developed countrics
like the US protect their weak indus-
tries even today, for example, steel,
textiles, clothing, automobiles, sugar,
groundnuts and tobacco. As the world
market for exports has weakened, we
have no alternative but to develop and
expand import substitution industries

to the rising unerployed while con-
scrving fon:ign exchange and increas- -
ing government revenue through
higher import duties. Itis difficult to
see why we are importing cement,
building glass, sanitaryware, hardwarc
and rubber goods on a iarge scale
when we can produce them here.
What is blocking import substitution
industrial dcvelopmcnt is our “free
trade” mindset and our mistaken be-
lief that import substitutes arc neces- |'
sarily of poor quality. Can anyone re- j
ally say that our import substitutes like
biscuits, chocolates, garments, ce-
ramics and rubber and plastic goods
are inferior? The new government
should therefore review our indus- |
trial policy, taking into account the |
external situation, not only with the
objective of conserving foreign ex-
change but also of expanding the
country’s production base to create
employment and income and accel-
erate growth.

Economic Review: Me;rch!April 2002
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The Background

The need to reverse the stagnation in
the country’s economy and to set it
on the path to recovery and growthis
a constant refrain that is heard in Sri
Lanka today. The cry, whilst it is legiti-
mate, tends to overlook the reality
that effective governance is 4 condi-
tion precedent to ensuring that the
decline in the economy is reversed
and it is placed on and nurtured in
the path to growth, There is, all too
often, a tendency to place effective
governance and economic growth on
parallel paths and to ignore the close
nexus that exists between them.

It is the underlying premise of this
discussion that the above perceptions
that have guided efforts at economic
development in Sri Lanka in the past
have, in no small measure, adversely
affected the pace of economic growth
and contributed to its later decline.
Hence, the objective of this discus-
sion is to underline the co-relation as
between restructuring of governance
in Sri Lanka and its essays in economic
development and to suggesl several
critical steps that should be taken to
effect such a restructuring.

It is not that the Sri Lankan discourse
has by-passed matters of restructur-
ing of governance. More than a de-
cade and half has passed since discus-
sions on restructuring of governance
came 1o be common place in Sri Lanka.
This preoccupation with the issue of
restructuring of governance was trig-
gered, mainly, by the outputs of the
Administrative Reforms Committee
in 1986-1987. Hardly a day passes
without a reference in the media, a
proncuncement [rom different lev-
els in political institutions, a repre-
sentation from a public sector trade
union or a plea from a civil society
organisation —all referring to the need
for restructuring of governance.

However, whilst references, pro-
nouncements, representations and plcas
are repetitively commonplace, there
has been no commensurate achieve-
menl. The recommendations of the Ad-
ministrative Reforms Committee re-
mained, in the main, confined to its re-
ports. Subsequcnt €8says in reforms in
governance in the mid-Nineties fared no
better,

| Dr.H. Shelton Wanasinghe |

The archaicinstitutions, systems, struc-

tures and processes of governance -

togother with their human resour¢es
underpinning — have, thus, succeeded
in their efforts at survival. As a result,
Sri Lanka, in 2002, continues to be bur-
dencd with institutions, systems, struc-

- tures, processes and personncl that are

irrelevant to the current demands of
economic and social development. Not
only are they irrelevant. They constitute
amajor impediment to the country’s as-

pirations to reverse its decline and 1o

position itself on a path to growth.

The ability of institutions, systems,
structures and processcs to survive is
an indicator of the strength of the vested
interests that support them. These
vested interests dominate the polity and
the bureaucracy and at times, are even
seen in scgments of the private sector
that derive benefits froni their ability to
manipulate them. The nature of these
vested interests is illustrated in several
examples.

Given the disparity between job aspir-
ants and job availability in the market,
the public sector is viewed by the po-
litical cadres as the emplcu)mem pro-
vider of last resort — enablmg them to
gain political advantage through the pro-
vision of public sector jobs. The rel-
evance or otherwise of the positions in
question to the requirements of the cur-

the Economy

rent functions and tasks of govern-
ance becormes an issue of irrelevance
to political decision-makers.

The administrative system is replete
with institutions and structures that
are no longer relevant in the context
of a market-led economy, a devolved
polity and the primacy of citizen’s’
choice as the basis for ensuring eg-
uity in the provision of public goods
and services. Political cadres, as could
be expected, brush aside the issue of
relevance so that these structures that
both generatc cmployment for sup-
porters and confer a‘'power status’ to
the political elite could be maintained.
The bureaucrats have an equally
strong interest in the continuance of
irrelevant structures to ensure the
continuance of employment.

Archaic bureaucratic systems and
procedures that both delay and add
to the costs of economic operations
are, similarly, left unchanged due to
opposition from both political cad-
res and bureaucrats who have vested
interests in their continuance - the
former because of the opportunity
that they provide for granting of po-
litical favours and the latter because
of the continued job opportunities

that they offer.

The effect that the above have on defi-
cits in the government budget, on the
potential levels of taxation and,
hence, on the economy are issues that
are ignored by both these sets of
vested intcrests.

It has not been uncommon to notice
a high level of euphoria for restruc-
turing of governance as Governments
change. However, the initial cuphoria
for changes and reforms that would
contribute to reslrucmring of gover-
nance tends easily to slide in to the
accommeoedation of the existing sys-
tems and structures, The hard deci-
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ministrative institutions that exist

currently at each of the three lev-

els in order to terminate those
that are no longer relevant for the
discharge of the new roles of
‘governance.

Unless such a rigorous exercise is car-
ried out Sri Lanka would continue to
be burdened with a dysfunctional
structure of governance that would
be a constant impediment to effec-
tive gconomic management,

Public Policy Management

A cohesive, pro-active and objective
process of public policy management
that is transparent as well as the struc-
tures, processes and human re-
sources that would support such a
process arc an cssential pre-requisite
to effective governance. Equally im-
por tant are implementation arrange-
ments at the micro level that could,
in the contextual realities in the dif-
ferent spatial areas, ensure co-ordi-
nation as amongst the different inter-
ventions that emerge from the macro
policies.

There have been major lacunae in re-
gard to both pre-conditions over the
post-Independence period. Ensuring
that these pre-conditions exist is a
challenge that has to be faced in any
exercise in restructuring governance
in Sri Lanka. In meeting this challenge,
those who would plan and implement
the rcstructuring of governance
would do well to heed the current
inadequacies in Sri Lanka’s public
pelicy management.

@ Public policy management con-
tinues to be a reactive and an ad
hoc, rather than a proactive, pro-
cess. It also continues o be a uni-
dimensional and fractured activ-
ity rather than a cohesive exercisc
that provides for the intcr-rela-
tionships amongst the multiple
concerns of develepment.

® The absence of a cohesive proc-
ess of public policy management
is contributed to by the prolifera-
tion of ministries at the Centre
with sectoral concerns being ar-
bitrarily distributed amongst sev-

eral ministries. The multiplicity of
ministries, each with a narrow span
of responsibility, encourages them to
be drawn to micro-manage the agen-
cies that fall within their ambit — at
the expense of their primary respon-
sibility of policy management.

@ Effective policy management is also
hampered by the absence of an ef-
fective focal point that could articu-
late inter-sectoral relationships in
issues that come before the Cabinet
of Ministers for decision — a task that
could be performed by an appro-
priately structured and staffed Cabi-
net Secretariat,

© Public policy issues have grown in
complexity. Hence, those who carry
responsibility for policy manage-
ment need to be adequately
equipped in terms of analytical skills
as well as of the grasp of the wide
spectrum of the specialised knowl-
edge that relates to public policy is-
sues. The organisations responsible
for policy managerment are deficient
in this regard, This results from their
inability to attract the best talent in
the market, aversion to using forms
of personnel induction that would
bring in the required talent, and in-
adequate capacity development.

© A further weakness in policy man-
agement lies in the fragmented na-
ture of the implementation arrange-
ments. They operate in isolated com-
pariments that are designed to serve
the interests of narrow bureaucratic
structures and not in institutional ar-
rangements that would optimise the
potential for an overall response to
the multi-facetted development
needs of the citizens.

An Agenda for Restructuring

As seen from the preceding discussion,
the ingffectiveness of governance con-
tinues to be a major negative factor in
Sri Lanka’s development equation, It is
imperative thata comprehcnsive agencla
of reforms be initiated and resolutely
carried through as a matter of urgent
priority. Given the neglect of the re-
quired reforms for two decades and
more, it is inescapable that the agenda

could no longer be incremental but

would need to be radical.

Whilst the analysis of the details of
such a radical reform agenda would,
given its length, be out of context in
this discussion, it would be appropri-
ate 1o set out the key elements of the
agenda. This would underline its far-
reaching and radical nature.

In planning any exercise in restruc-
turing governance, it is necessary to
recognise the close interactive nexus
that exists between the political and
administrative sub-systems of gov-
ernance, This is a factor that is, more

often than not, ignored as an incon- -

venience. As a result the reform ef-
forts that are launched tend to be lop-
sided, as they do not provide for re-
forms in both sub-systems in tandem.
The structures and processes of the
political sub-system, in which con-
siderable vested interests abound, is
treated as sacrosanct and patchwork
changes are attempted in the admin-
istrative sub-system. The outcomes,
naturally, are sub-optimal,

This approach needs to be reversed.
Any reform agenda, if it is to yield the
desired outcomes, should cover both
the political as well as the administra-
tive sub-system.

The future enhancement of public
policy management demands a radi-

-cal reform in the institutional struc-

tures and processes at the Centre
where the responsibility for the role
lies,

@  Such a process of reform would
¢all for a redefinition of the role
of Ministries at the Centre with
the new focus being on policy
management.

® The new role of the Ministries
cannot be effectively discharged
unless their st.affing patterns
change in favour of policy pro-
fessionals in preference to the
large numbers of ‘generalists’
who currently clutter these
structures.

contd. on Page 31
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1993 and 1998 a net annual in-
crease of 122, 965, The unem-
ployed labour force has de-
clined by 207,713 during this
period and a net reduction of
about 41,540 annually.

(c) The share of labour force in ag-
riculture has declined rapidly
from 46.8% in 1990 to 37% in
1998 . The total number em-
ployed in agriculture has fallen
from 2.36 million to 2.06 mil-
lion, reflecting a withdrawal of
nearly 13% from agricultural
employment.

The ongoing work on poverty clearly
indicates the overlap between unem-
ployment, under-employment and
poverty. Unemployed are not neces-
sarily poor and the employed are not
necessarily “not poor” . Many em-
ployed are unable to meet the basic
needs of their [amilies. Surveys indi-
cate that nearly 90% of the house-
holds had their main income-carners
classified as being employed. The
poor, for the most partare the “work-
ing poor” . On the other hand, house-

holds with main income carners fall-

TABLE-1

ing within the category of the unem-
ployed and ‘not in labour force’ , com-
prised around 10 percent of the total
pover ty group,

The Sectoral Pattern of Poverty

The incidence of poverty in Sri Lanka
was 27% in 1985/86, 22%in 1990/ 91
and 21.1% in 1995/96 using the lower
(reference) poverty line (Table). The
depth of poverty, which was 6.5% in
1985/86, reduced to 4.8% in 1990/
91 and further declined to 4.5 in 1995/
96.The severity of poverty, too, showed
a similar pattern, declined from 2.3%

in 1985/86, to 1.6% in 1990/91 and

1.4 in 1995/96.

The scctoral pattern of poverty shows
that the incidence of poverty was high-
est in the rural sector, 24%; followed

by the urban sector 18% and the estate
sector 13%, in 1990/91. Though this

pattern continued, in 1995/96 the in- .

cidence of poverty declined to 22.8%
in rural sector followed by urban sec-
tor 12.3% and estate sector 11.8% in
1995/96. The depth and severity indi-
ces of poverty, too showed a similar pat-
tern, with the rural sector suffering the

greatest poverty, 4.8% and 1.5% re-
spectively followed by the urban sec-
-tor, 2.3% and 0.76% respectively ;
and the cstate sector, 2.5%, and 0.7%
respectively,

The inter temporal pattern of pov-
erty showed that poverty declined
between 1985/86 and 1991/92 and
these gains were further consolidated
during the period 1991/92 and
1995/96. The all island incidence of
poverty fell by 18% , between 1985/
8¢ to 1990791 and 5.6% betwcen
1950/91 to 1995/96, the depth of
poverty by 26%, and the severity of
poverty by 30% during 1991/92 and
by 11% between 23% in the rural sec-
tor and by 12% in the estate sector,
but increased by 11% between
1990/91 and 1995/96. At the
sectoral level, the incidence of pov-
erty decreased by 23% in the rural
scctor and by 12% in the estate sec-
tor , but increased by 11% in the ur-
ban sector between the period 1985/
86 and 1990/91. Some of thesc gains
were consolidated further during the
period 1990/91 and 1995/96,
where urban poverty declined by
33% , Rural by 6.5% and Estate by

6.3% . Measuring the

depth and severity of pov-

: erty, reveal that conditions

POVERTY IN SRI LANKA, ALL ISLAND AND SECTORAL improved in the rural and

NOVEMBER-DECEMBER 1995, JANUARY 1936 estate sectars but deterio-

Sample Average Gini rated in the urban sector.

Size Monthly incidence | Depth Severity | Coefficient The most striking finding

CEonsumjption of of of of is that the severity of pov-

;3: ggptilge poverty paverty poverty C(I)::(:Lua:ht;; " erty in the estate sector de-

(Rupees) creased by 56% over a

I . short period of 5 years be-

Ultra - Poverty Line= 717.09 rupees per person per month tween 1991/92 to 1995/

CSilanka | 4921 1,345,75 2110 247 144 om o€, Ths main resson for the

i Lanka. , ,345, . . . i . . . )

Urban Sector w6 | 177478 227 | 234 076 03 fall in poverty in the estate

Rural sector 3615 1,283.70 22.84 487 188 | 032 sector is most likely to be
Estaie sector 370 1,076.16 11.86 248 074 0.18 the action of politicall

b e | tion of politically
i e — o . ~| powerful trade unions an

L Poverty Ling BGU.st_Iru?ees per perison per mn@ of pro-worker minimurn

Sri Lanka 4,291 134575 | 3279 | 820 2.94 ’ 0.33 wage legislation intro-

Urban sector 8.36 1,774.78 I 21.48 i 4.84 1.62 0.38 - duced by the governrent.

Rural sector 3,815 1.283.70 34.84 ! 8.85 3.18 0.32 In the urban sector, how-

Estate seclor 370 - 1,078.16 . 2?..12 i 5.25 1.67 0.18 ever, the general €ConoTC

. development and im-

Note:

proved employment op-

Estimates are based on data from the first three months of the Household Income and Expenditure Survey, 1985/ portunities in industry and
96, conducted by the Department of Census and Statistics. The survey was conducted in all parts of the country  service sector contributed
except the North , Eastern province, where the security situation preciuded survey enumeration.

Source: HIES- 1995196, Athurupana Marsha- Unpublished 1998,

mainly for the reduction of
poverty in that sector.
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cannot be sold, offered as collateral
to Banks and {inancial institutions, or
seized or foreclosed for debt repay-
ment. Even where freehold rights
exist , the practice of land titling is
weak among poor families. This pre-
vents land owucrnhlp b{‘.mg clear ly
demarcated among heirs

Inability to sell land has meant that
over time, through inheritance, land
ho[dings have become highl}' frag-
mented. More than two-thirds of
smallholdings arc estimated to be less
than 2 acres in size: Minfature farm
holdings of this size are normally un-
able to produce an adequate income
to sustain a family above the poverty
line. Lack of private property rights
constrain miniature farmers from
sclhng their uncconomical holdings
and relocating in pursuit of off-farm
wage employment,

Labour Market

There are several regulations in the
labour market in Sri Lanka. These
regulations, which apply only to [or-
mal working relations, contribute to
increase substantially the cost of
labour to the private sector. Produc-
tion of fruits and vegetables isa labour
intensive activity and the high returns
associated with cultivation of these
crops should be substantially lower
when the real privatc cost of labour is
taken into account. Due to the high
managﬁ:ﬁal rc‘quircmcnts of activities
such as production of fruits, veg-
etables and flowers, it is unlikely that
the sector could dcvclop without re-
ferring to formal labour contracts.

Another consideration with respect to
the labour market is the apparent scar-
city of labour for the agricultural sec-
tor. An indication of this is given by the
increases in real wages observed in the
economy. Real wages in paddy cultiva-
tion increased at an average rate of 1.1
percent per year (deflated by the Co-
lombo CPI) during the period 1979 to
1993 (an overall increase of 16.3 per-
cent). During the same period, increases
inrcal wages were 1.4 percent per year
for tea cultivation and 2 percent per year
for the construction sector unskilled
workers. (Sri Lanka Poverty Assess-
ment}.

Credit Market

NGOs An illadequatt: supply of credit
to rural non-plantation crop sector is
considered as an important constraint
in agricu]turai development . Lack of
credit, market rigiditics and resultant

high transaction costs put rural small .

holder farmers beyond the reachsof
credit. In rural arcas there are thrée
types of credit, institutions, viz. (I) for-
mal (if} informal and (iii} 2 h}'brid of
informal and formal. The formal sector
occupics mainly the two State Banks.
The provision of credit through State
Banks 10 domestic non-plantation crop
sector in constrained due to 1argc non-
performance of small loans. Over the

year “Loan forgivers” policy ol the gov--

ernment , made the formal fnancial
market credit operations additionally
difficult. Several moncy lenders largely
occupies the informal credit markets in
rural areas. The volume of credit, how-
ever, is not well established. The high
risk of operations and restricted sup piy
pushed the interest rates of credit con-

siderably high. The hybrid system is
new and upcoming , occupies a sinall
share of the rural credit market oper-
aling th.rou&h and Co- -aperatives such
asThrift und Credit Societies.

Imperfections in credit markets also
constrain production . Poor farmers
encounter difficultics in Obtaim'ng
credit [or investment from formal fi-
nancial institutions duc to lack of col-
lateral. This constraint has been par-
tially eased by the availability of credit
from government poverty alleviation
programmers, rural development
projects, NGOs and special lending
schemes of Banks. However, a con-
siderable proportion of credit needs
of the poor (about 50%) are met from
local money lenders. Interest rates
charges by money lenders are very
high, often v.:chd.'mg 10055 per year,
s0 that poor families barrowing from
such sources are likely to be further
impoverished in the process.

Long Term Perspectives for Poverty
Alleviation

The expansion of non-plantation
crop sector is constrained b}r a -
ber of market and non market fac-
tors. A sound set of policies may re-
quirce to move rural agﬂculturc for-
ward in the face of globalization and
Lompelltwn encountered 1hr0ugh
cheap imports. The cffect of the mar-
ket policic&«: to the Pruduccrs may af-
fect ncgativefy and the withdrawal of
labour force from rural non planta-
tion agricuiturt: and deterioration of
incomcs of segment of agricultural
workers appear inevitable to the
short-term strategy to prevent fur-

ther deterioration of farmmg incomes
of rural houschelds may prevail by
encouraging those houscholds to bﬁfk
employment in off-farm employ-
ment.

Poverty-levels in Houscholds, where
at least some members are engaged
in rural non-farm activities are gen-
erally lower than among households
dt'-.pending solely on agriculture, es-
pecially paddy. Ownership of rural
(:nttrpriscs and cmplo)rmcnt inrural
industries normaﬂ}' }'it:ld highcr re-

turns than work on miniature farms.
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Palitha D. Goonesekera*
Chief Law Officer, People’s Bank

According to a recent estimate, worldwide money laundering
activities amounts to approximately US § 1 Trillion a year. These
illicit funds, one they get “cleaned”, allows criminals to finance
their criminal activities. It distorts economic decision-making,
aggravates social ills and threatens the integrity of financial
institutions. Today, money launderers have success to the speed
and ease of modern ¢lectronic finance,

This paper is mainly written for the benefit of the Bankers who
should become aware of these dangers of money !aundermg

WHAT IS MONEY LAUNDERING ?

Money Laundering is the process by which the
existence, source or application of ilegal income
is sought to be concealed by those engaged in
illegal activity. Ht is the pracess by which the
taunderer disguises the llegitimate nature of his
income and makes it appear legitimate. In other
words in refers to any transaction or series of
transactions or other arrangements which seek
to disguise the source of proceeds of iliegal ac-
tivities and the consequential conversion of such
proceeds to a form that makes it appear to have
originals from a legitimate source. Banks and
other financial institutions may unwitiingty be used
as intermediaries for the transfer, deposit or in-
vesiment of illegal money. :

ACTIVITIES THAT CONSTITUTE MOMNEY
LAUNDERING

Specified unlawful activities that result in illegal
income are:
DOiug Trafficking
Tax Evasion
llegal Gambling
Embezzement
" Racketeering
lliegal Prostitution
Mail & Telephone /Fax Fraud
Terrorism
Hlegal Arms dealing
Corrupt Public Officials
Credit Card Swindling
Black'maiiing

e O COCOOOPCOSO

which is fast increasing in dimension.

=

WHY BANKS & FINANCIAL INSTITUTIONS
USED FOR MONEY LAUNDERING?

Bank and other Financial Institutions are used by
the criminals to convert cash into forms that are
easier to handle, o carry out transactions that are
easier to hide its criminal origin and finally to move
funds even across borders in an apparently legal
way.

The integrity of the banking and financial services
depends heavily on the perception that it functions
within a framewaork of high legal, professional and
ethical standards. Therefore, if funds from criminal
aclivities can be easily processed through a par-
ticular Financial Institution, it could give a negative
impact on customers, other Financial Institutions
and the Regulatory Bodies.

HIGH RISK INDUSTRIES

The nature of the business of a customer can be

* used as ayardstick fo classify an account as “High

Risk" . For Example —
© Non-Bank Financial Institutions (Money
“changers or Money Transmitters)
Travel Agencies
Casinos
Ant & Antique Dealers
Brokers /Dealers
Real Estate Agencies
Import/Export Trading Houses
Jewel/Gem/ Precious Metal Traders
Off-shore subsidiaries of Corporations and
banks

YOO OOOOe

* 1 would great!y appremate the assistance given to me by Miss Manuja Narangoda, Mrs. Kumari
Lawrance and Mrs. Chandima Perera, Law Officers of the Peopies Bank in preparation of this paper.

&  Car/Boat/Piane Dealerships
& Leather goods stores
@ Used Trucks/Auto Parts manufacturers

HIGH RISK PRODUCTS

Another yardstick is the kind of praduct the cus-
tomer requests, "High risk” products are those
products which allow customer to readily con-
vert cashinto & monetary instrument and for any
product/service which allows a customer to
readily move value from one jusisdiction to an-
other,
Eg - Funds Transfers
Controlled Payment Drafts
Global Foreign cheques Clearing
Services
Travelers Cheques

Three Stages of Money Laundering

Money laundering generally involves a series
of multiple transaction used to disguise the source
of financial assets so that the assets may be
used without embarrassing cr exposing the laun-

~ derers who are seeking to use them.

Stage 1- Placement

The monsy launderer introduces hister illegal
profits into the financial system, by breakingup
large amounts of cash into smaller sums and
deposit directly into Bank accounts or by pur-
chasing monetory instruments such as money
orders, cheques and drafts.

Stage 2 - Layering (clearing)

The next stage s clearing stage where the illegal
proceads are moved between many accounts
through layers of complex financial transaction
thus creating a web of fransactions so that they
are separated from theirillegal origin.

Eg- Falseletters of credits
Asset Backed Transactions
Payments for goods and service on false
invoices,

Stage 3 - Integration or re-circulation

Finally the proceeds are brought back to orre-
enter the legitimate financial system. At this
stage the launderer provides a legitimate expla-
nation of hisier wealth and choose toinvestin :
Real Estate, Stocks and Bonds, Mutual Funds,
Art Work, Capital construction projects.

CONSEQUENCES OF MONEY LAUNDERING

Money Laundering is necessitated by the re-
quirement of the drug and arms traffickers, black-
mailers, terrorists, credit card swindlers elc., to
disguise the-origin of their criminal or “dirty" money
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Internationai regulations to combat

Liechtenstein, Marshallistands, Nauru, Niug,

(a) Courtriesfjurisdictions of primary concern

money laundering Panama, the Philippines, Russia, 5t. Kitts
and Nevis, and 5t. Vincent and the ﬁf-ﬁgwl?& Barbuda :mg Kong ﬁanan:a
»  In1989, the leaders of a group of Seven Grenadines. xz o sy P:;ﬁ’gp‘?es
{Canada, France, Germany, Italy, Japan, Bahamas indonesia - Russio
UK and USA} convened aFinancial Ac- > In February, 2001 the FATF had issued a  grazil Isle of Man Singapore
tion Task Force (FATF} consisting of 29 progress reporton these fifteencountriesand ~ Buma Israsi Spain :
members, noted that the Bahamas, Cayman Islands, ~ Cerada haly StKitsand |
N i Cook Islands, Israel, iechtenstein, Marshiall o, oo et
Membership includes, the European Corm- Islands, Panamahave enactedremedialleg-  china Jersy Switzerland
mission and Gulf Cooperation Council, Ar- islation to combat money laundering activi-  Colombia Lebanan Taiwan ;
gentina, Australia, Austria, Belgium, Bra- ties. ' Cyprus Liechtenstein  Thailand
zil, Canada, Denmark, Finland, France, _ o xg:::zzn Repic t“hx:fgom”’g Bi?{;”ﬂ b
Germany, Greece, Hong Kong, leeland, > Atits plenary meeting in June, 2001, the Emirates
Ireland, Htaly, Japan, Luxembourg, FATF reviewed the progress made by these  France Neurs United Kingdom |
Mexico, the Netherlands, New Zeatand, countries on Anti Money Laundering activi-  Germany Netheriands ~ Uniled States |
Norway, Portugal, Singapore, Spain, ties and whilst removing the countries viz. gma ggei;"’an 3:?8‘;2;3
Sweden, Switzerland, Turkey, the United The Bahamas, Cayman Islands, Liechien- Guemsey
Kingdom, and the United States. stein, Marshall Islands, and Panama from
_ the NCCT List added six more countries to  Countriesfjurisdictions of concem
The FATF issued in 1990 "The Forty Rec- the said list blacklisting them as havens of Albdri EiSavator  Nie
ommendations” which foday has become money laundering activities. These coun- Argentina Gt Palay
acomprehensive set of measures to regu- tries are Egypt, Guatemala, Hungary, Indo-  Anta Guatemala  Peu
late anti money laundering standards, 1t nesia, Myanmar and Nigeria. " Bahrain Hait Poland
covers the criminal justice system and ' g:ﬁ?m ﬁndléms %:1”9?‘
law enforcement and sets out principles These new members which have been in- Baifz'gm Jr:;;.rca Saﬂfg'a !
for action and allow the countries a certain cluded in the list of NCCT were cited for  pgjiyia Kovea Seychelles !
amount of flexibifity inimplementing these various falings includinglack of proper legis- ~  British virgin Islands~ Korea, Noth ~ Slovakia |
principles to suit their particular circum- lation or supervision. The President ofthe  Bukana Latvia South Africa !
stances and laws. Many countries have FATF M. Joe Maria Rolden had femarked % Vo Tt Caoos |
made political commitments to combat ‘We seethat this initiative has triggered sig-  ~ouk siands Marshall Istands Ukrzine ;
money laundering by adopting these rec- nificantimprovements in Anti-Money Laun-  CostaRica Monaco Vanuaty :
ommendations with improvements where dering system throughout the world.” CE;?o?eﬁuhIic Net;f_ﬁands Antilles }rrmo:ﬂawa g
nacassary. ICaragua ug 3
Y »  Efforts by FATF tointroduce regional groups oyt
Some of these recommendations are - and initiatives in Africa and South America ) Other countriesijurisdictions monitored
a  Criminaiizing the laundering of the have led to the establishment of the Eastem . .
proceeds of serious crimes, and Southem Africa, Anfi Money Laundering ~ Alghanistan j"'r‘d ﬁﬁ
Group (ESAAMLG) and the Financial Ac- 4o e oo
b}  Enaclingmeasures toseize and con- tion Task Force on Monay Launderingin South - anguilie Kenya Papuz New Guinea .
fiscate the proceeds of such crime, America (GAFISUD). Other prominentre-  Amenia Kuwait Qtar
gional FATF-style bodies are the AsiafPacific  Azerbalan Kyrgyzian  SaudiArabia
: ] fol b . Bangladesh Lacs Senegal
¢) Italsorequiresfinancialinstitutions Group on Money Laundering (APG) the o = Lberia Stovena
to identify all clients and to keep Caribbean Financial Action Task Force  papin Lithuania Solomon lskands
appropriate records and also o re- (CFATF) and the Council of Europe PCR-  Bemuda Macedonia  Sri Lanka
port suspicious transactions tothe EV Committee. Bosnia & Herzegovina Madagascar  Suriname
Competant Authority of that coun- o o gfu‘:ga”a mms g‘“‘::‘;';i“d
try. »  Organizations invalved in combating moneY  Cameroon Wl Tajkistan
: laundering that have observer status with the  Coted'hvoire Malla Tanzania
What is a suspicious transaction 7 ltis FATF include the Asian Development Bank gzobaaﬁa m_aur:'ﬂ:s oFS %Ga _
one that requires a c}qser efammaﬂon, in (_ADB) , the European Bank for Reconstruc- Dermark M:mv: 1 mg 8 Tabeno
order to confirm that it is legitimate and not tion and Development (EBRD), the Interna- £y, Mosgolia Tunisia
a part of a money laundering activity. It tional Monetary Fund (IMF), the Offshore  Estonia Monserat  Turkmenistan
may be unusually large, complex and Group of Banking Supervision (OGBS)and  Ethiopia Marooco Uganda
have an unusual operational aspect or have the United Nations Office for Drug Control ~ Fil Mozambique  Uzbekistan
) . . Finland Namibia Yemen
no approved economic purpose. and Crime Prevention (UNODCP), Many Geoga Nepel Zambia
of these intemational Organizations have for-  Ghana NewZedland  Zimbabwe
»  The FATF introduced a major project in mulated major anti-money laundering initia-  Guyana
1999 known as the Non-Cooperative tives. . i
Countries and Temiteries (NCCT), The Sri Lankan Scenario !
first repart of this body published inJune, > In2000 INCSR (Interational Narcotics Con-

2000, had identified 15 countries with seri-
ous money laundering problems. They
are, the Bahamas, Cayman Islands, the
Cook Isfands, Dominica, [srael, Lebanan,

trol Strategic Report) after assessing money
laundering activities in more than 175 coun-
tries classified theminto fhree categories ona
priority basis,

The Bureau of International Narcotic and Law
Enforcement, USA referring to the level of
money taundering in Sri Lanka had made fol-

lowing remarks:
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02.

03

04,

05.

()  Tomaintain records of financiat frans-
actions of the institution for period of
five (5} years.

Itis of prime importance for any Bank to
recognize and report ransactions that are

~ of suspicious nature. Under the Draft

Legislation, it is the duty of any person
who has a knowledge of any offence of
money laundering to report fo the supervi-
sory authority.

Any single event or a series of activities

over a period of time which causes an
observer to query the validity could be
termed a suspicious transaction. In other
words any activity or transaction which
tothe eye of the Bank officer appears to
be unlawful or out of context in the cir-
cumstance, within which it is observed
can be treated as a suspicious transac-
tion. Some of the questicns that should be
considered by the Officer might be .-

# s the size of the transaction con-
sistent with the normal activities of
the customer ?

A Isthetransaction rational in the con-
text of the customer's business or
personal achivities?

A Hasthe pattern of transactions con-
ducted by the customer changed?

£ Wherethetransacionisintemationa
in nature, does the customer have

any obvious reason for conducting

business with the other country in-
volved 7

Ali Financial Sector businesses have a
clear obligation to ensure -

4. That each relevantemployee knows
to which person he or she should
report suspicions ; and

4 Thatthereis aclear reporting chain
under which those suspicious acts
will be passed without delay fo the
Reporting Cfficer.

Once an employee has reportad his/
her suspicion to the “appropriate per-
son®, or a higher authority, he has
fully satisfied the statutory obligations
and is no more responsible,

Reporting lines should be as shor as pos-
sible with the minimum aumber of people
between the person with the suspicion and
the authority.

() The speed, confidentiaiity and ac-
cessibility to the authority is impor-
tant

(o) A Bank may choose to require such
unusuat or suspicious transactions be
drawn initially to the attention of banks
supervisory management fo ensure that
there are no known facts that will ne-
gate the suspicion before further report-

ing.

Allreports should be documented and proce-
dures listed in appropriate manual and job
description.

All suspicious fransactions reported tothe
authority should be documented. Inurgent
cases, this may follow an iniiial discussion
by telephone. All the reports should include
the full details of the. customer and as full
statement as possible of the information giv-
ingrise to the suspicion.

WARNING SIGNALS

.

Fd

A customer who is reluctant to provide
ocomplete information regarding the purpose of
the businass, prior banking relationship, of-
ficers or direciors, or its location.

A business fhat refuses to provide informa-
tion that is required normally to qualify cus-
tomers for credit or other banking services.

The customer's background is inconsistent
with business activities.

Financial staternents are not prepared by an
accountant athough the business or corpora-
tionis large.

Abusiness that is refuctant to reveal delails
about its activities or provide financial state-
ments, or whose financial statements are
noticeably different fram those of simitar busi-
ness.

A customer who is unwilling to provide per-
sonal background information when opening
an account or purchasing monetary instru-
ments above a specified period.

A potential customer wha is reluctant or re-
fuses to fumish reference, or the references
cannot be verified or contacted.

A customer who has no record of past or

present employment but makes frequentlarge
transactions.

Comporate accounts where deposits or with-
drawals are primarily in cash rather than

cheques,

An account that sends and receives wire

transfers without an apparent business rea-

26

L —————————

v

son of when inconsistent with the
customer’s business or history.

An account that recelives many small in-
coming wire transfers or makes deposits
using cheques and money orders, and
amostimmediately wire transfers alt such
deposits excepts for atoken amount fo
another city or country when such activity
is not consistent with the customers busi-
ness or history.

A customerwho maintains an inordinately
large number of accounts for the type of
business he is purportedly condlicting and/
or uses an inordinately large number of
fund transfers between or amongst these
accounts.

Alarge volume of cashiers cheques, for-
eign money orders, and/or wire transfers
is deposited to an account where the na-
ture of the account holders business woukd
not appear to justify that activity.

Unusual cash purchase of foreign money
orders, drafts and cheques.

Frequent exchanges of small value cur-
rency hotes for large ones and vice versa.

A non customer or a customer receives
incoming wire transfers for large amounis
with instructions from the Bank to "pay
upon proper identification”

A customer who deposits into his bank
acoount a substantial amount of Traveler's
cheques in large denominations and in se-
quential order,

When the clierit uses the account for a
short period of time

Frequent cash fransaction involving sums
just under specific cash reporting limit
(smurfing)

Guarantees for security, of loans made
by unknown third parties particularly in
foreign jurisdiction.

Use of offshore account in circumstances
where the clients’ commercial or financiat
negds do not justify such service,

Over depositing of high value assets in
client account as margin for relatively
straightforward commercial or legal ser-
vices. '

Unnecessary use of intermediaries for the

purpose of routing money through third party
accounts.
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ECONOMY

1. Introduction

Sri Lankais confronting an electricity shortage,
evidently threatening the growth expectation of
the economy. The country has been experienc-
ing power shedding during several years in the
recent past, There exits a vast diversity of views
among professionals, business community, gen-
eral public, and politicians on the causes behind
this problem and the solution paths. Lack, inad-
equacies or deficiencies of planning are among

" the widely and frequently cited reasons. The
power shortage and the resultant load shedding
programme are said to reflect however, a com-
plex mixture of political, managerial, and techni-
cat reasons which have been compounded by
natural factors. It would be extremely important
therefore to correctly identify the real causes
behind the problem, because without identifying
the real causes, realistic solutions cannot be
attempted.

This paper accordingly has twofold objectives;
toinvestigate whether the planning in the power
sector has been deficient, erroneous or defec-
five, and to depict the problem and remedies. In
order to achieve these objectives, this paper
attemptsto-

* Examine the short term, medium term and
long term scenario of the electricity supply
and demand,

*  Atticulate the methodology used in the coun-
ry for power sector planning,

* Evaluate the past plans and forecasts against

red situations,
Table 1: '

Approximate Capacity of the Power
System in Sri Lanka in January 2002

¢ Assess whether any divergence from plans
have had any significant impacts on electricity
supply,

Identify causes for such divergence,

Percieve future fisks, and

Propose remedies.

* % &

[

. Present state (January 2002) of
Electricity Supply and Demand

Power demand in the country is growing rapidly,
and is predicted by the Ceylon Electricity Board
(CEB) taking GNP, population and other factors
into account. Annual predicted demandincrease
works out to approximately 8% per year:

Nominal
Instatied

capacity (MW) {MW)

Effective
capacity

CEB Hydro 1147 904
CEB Thermal 507 166
independent {private}
Power Producers 137 123
Totaf 1791 1193
. Source : long-term Generation Expansion Plan

2002-2016 and other sources of CEB

Prof. K.K.Y.W. Perera -,
&
Weerasekera M. Bandusena*

The grid connected power generating system of Sri
Lanka in January 2002 had a gross installed ca-
pacity of 1781 MW, but the effective capacity is
only about 1200 MW. The Ceylon Electricity Board
{(CEB) curently owns the majority of generating
capacities of the country consisting of nominal hy-
dro capacity of 1147 MW and athermal capacity of
507 MW. Table 1: Approximate Capacity of the
Power System in Sri Lanka shows the installed
angd effective capacities of the Sri Lanka power
systemincluding power generation capacity of the
private producers.

3. Methodology used by the CEB for power
sector planning

31 Planning Cycle
3.1.1 Demand

The annual power pianning cycle begins with load
{demand) forecasts. In power sector planning ex-
ercises, economic growth and development are
explicitly recognized as fundamentai prerequisites
for achieving an increase in fiving standards and
equity. Accordingly, assumptions about economic
growth and development are considered as impor-
tant determinants of electricity demand. ltwouldbe

| important to elaborate on two uses of the word

‘demand’ in ts application to electricity, as the ‘diff-
culfy in meeting the electricity demand’ is centrai to
the issue addressed in this paper. They are (i} the

peak power demand during day [Kilowatts (KW}
or Megawatts {MW) and (ii) the ime integration
of such power demand {area underthe curve)
i termed energy {Kilowait hours (kwh) or Mega
Watt hours (MWh). Figure 1: Daily Load Curve

iilustrates the electricity consumption pattemina
typical day in 2000 in Sri Lanka with the sharp
evening peak, and Figure 2: Electricity de-
mand forecasted 1994 compared with realiza-
tion in 2001 (Source: CEB) shows the peak
demand {base case) forecast of the Ceylon Elec-
tricity Board (CEB) carried cut in 1994, which
predicted that the peak load would be 1428 MW
in 2001 (the base case). In actual ferms, the
peak demand behaved arcund 1445 MWin 2001

3.1.2 Supply : Plan for new generating
plant additions

3.1.2.1 Costto CEB vs Cost to Economy

CEB is mandated to provide an adequate sup-
ply of electricity in the most reliable manner at
the cheapest cost to the economy. The CEB
ActNo.17 of 1969 states “it shall be the duty of
the Board to develop and maintain an efficient
coordinated and economical system of elec-
tricity supply for the whole of Ceylon {Sri Lanka)

The Power System Expansion planning in Sri
Lanka has been by the CEB based on the prin-
ciple of delivering an anticipated need (forecast
demand) for electrical energy at “ieast cost’ o
econcmy, but not at the least financial cost
to the CEB.

Thousands of possible power ptant installation
sequences consisting of different thermal and
hydro plants coming upin a ime frame of over
15 years are analysed for this purpose. The
least cost sequence of power plants is there
afterchosen.

This has made it necessary 1o use sophisti-
cated capacity expansion optimization tools. The
main planning toot in the development and analy-
sis of optional generation plansis the Wien Auto-
matic System Planting Package (WASP 111+)
developed by the Intemational Atomic Agency
and extensively used in many developed and
developing countries worldwide, The objective
function of WASP is to minimize the present

“Professor K. K. V. W, Perera is secretary ofthe Ministry of Power and Energy which is responsible for administration and deveiopmeni of eleciriciy, petroleum, gas, and fuelwood.
Weerasekara, M. Bandusenais Director (Policy and Planning} of the Minisiry of Power and Energy

The authors wish mmkncmledga contributions by Ms Kamani Jayasekera, Chief Electrical Engineer {generation planning) and other officials of the CER

28

Economlc Review: March/April 2002




ECONOMY

Tiggere 1= Diadly Lazd Carve

Figura & EMefricity dermamd forecasted 1994

| s | cnmparad Wit reslicadion in 2041
e R o | [ .
(E-4 Fak: Lizsl || : i aal - ___.-" I
ﬁ_— = ] 11' | E I.nl.l.-la.ll.ar-nll:lt'ﬂ
2 ﬁmﬁ"" e N . ' E iy - e
! E“-m et R Y 8L R TRR e e I (R =
1 Zm. Rk i £ AtaEm adIooi
= - w13 mID "::u.:“.:'.\':‘h":}_: H il | r 3 ; 5 .
-:-:Tr-_""____i=h=”“‘n”iﬁ"ﬂéé 15U UK 202 2006 20i0 2614
g _Mima s e —
Nieare: L CER =0 ] R L
vakia of power syslem exparsion coalsave”  Flgure 3: Lest Cost Planning gf-:i.n:l-.i which heve notbeen e ke, sich 3
A : : saancEmay ba chosen based on judgement.
5 plannirg lsrimon Subjecd s qen e — £ ;

" ; i ) Theprasen| powes seem peanrgneticdsogy
etiafLder defred consrants aucn B e sye- | 0 o, Hhrefors, provideathe polcy mekars it setod
s by, Tha Cpimum Qereralon KL K |- scamoiy i — llulll:rﬂ::t-:lnlyn:lrla gk
s Ihe deman Kie perae] G 2nengy i a i mhmm_ﬂjﬂ. .
particular siudy period |z evelusted Jsing pro- . '
gramiming fachnigues br congering lhe ey of i o] . ;

; Jve: sysrer Expension polices. In simpla i k B 4 :Ir::lr piod v.lir:?ﬂ'le plang and their
s, il stemEels [ minimiss e vostof e ! B & La
e Rk A AT R Ane the pastn 7 5 h _
the 2 zomarmy of power o foos: of ey - Faerthee punpecesss of i papar, the g pacfar-
saree). The cost of anerge urserved (o Feartunaare | Miance o The power sector e recent fast
rarks] L ecoring o The caurndey |= genarsly o lorirt o e s wed o ba evaiuaad agains Da 2 lowing cal-
fake ke 1 e orderad tan 1 mes tha sala price P Y e O sl e ins which couidbe oo

of elaclnciy. This beavy pepally o onszmed
ey reirignes in e meded b plan fornear
Zeno power ciha.

i ardef Lmeet the forscsst cemand, tha plan-
ret Pae 1 anmad e iha most 8conomic 5a-
quanca of plams {Diesel, sleam, i oess ) 0
ba commiissHnGE saiab n he rhine years
Eact. prasible secuence of power urils addod

wathesyeiam i aveluaiad in the planring gxe
i by an especsed coal functian sompnerg

=t invastmanl oasts, salaga wabuc of in-
vaslmert uasls, luclcosis, non Rl operstion
an:d rginleguange cnste, and cosoftheanamy
not sarved. The plant 2agaanza vith e min-
L eas] is inlenprhod ay e ppdimal expan

gion plan. Tzhould 53 Bamohasized heredal what
i irininized hers 5 the edpecied oosl, indidng
thoae of the plznta Brescy nrning. Expectaion

romes mandy bacause ane dees nal know Lhe.

rairfall with curainy, Therekoe, anfy an peced
2% i protabl sz ems s preslie even ough
the demand iz 1ahen a5 debenmininstic.

Flgura 3 hypoinet csly rapreaznts theconcept af
legst oretalaming. Seuesice & (afich repre-
sls pwihole senence of power plentacdiicns 31
different imee) has ta leael cosl end is pecom-
mended Fom a plkrning perspective. Howsesr,
sovpenass Bl O ane alannesr sp¥imal sdlulions
and B odared on eocia, pofleal ocremimnma A

- Figwre 4: Qaneration Capacity Addrtions— Plan 1994

e

KA

3
e L]
o}
LS
H
L1

b

23EERARE

B LI e [0 i
| A

Eawta LoagHRnT Ganmmabnn Expansion Plan: 19— 208, CEE

| | PemotEe Theme s
g Gan rthCEGNA
Checa: 172 A
13 Conchitm e T MR !
17 Caribini otk GENA
ARY Fubk TOMW |
Afd Ugerkares 151 Gad [T 131 v
M
e i ket SN
3L o (Tramy 150 WY
Faunbateni 1 E LY
= Fafarbs 1 2T 15 WY
125 el {Triw) RIS
i e [ HO T e
ADE a0 LR
k.1 1.1 Ces[Trai 2wt )
1

Soononss Revicw: Mahiapel 2002 Digitized by Noolaham Foundation.

noolaham.org | aavanaham.org

giderad navebeen atfribriable o the pregem o
5i5

The plent sequanca dravm up In 1554 by b
pmeer SEClor plenners s given in Figure 4;
Sieaion Capscly fditions - Plan 1954, The
derreard proeried hare for 00 was in facl ree-
izad by 2002 buttha sharleges voored duz e
chebvesd o town impbeneeidalian of the plaaned
gJareraing pams.

A peak demand of goomoaimalely TEO0 MY i
mFized in yer . Acvordng 1o e CEB
slinatas In 1994, the countny's eleclricicy de-
mend. tha madiom scerarao. in W wear 200E
wae pradicles [ be 1525 WOV which 13 very
i howhat & redlizad. However, o'ar com-
migzioring was advocaied o meod fven the
Fitsht ik, fe 1 TEG MW by 2002, [nander
tomeet thia demand. plare had besn dramitup
foacd 735 MW o Ihe sesleminreashg e ot
ingtdied canaaty upto 1862 MY (Takle 3
Plam Propogsdie 1930 -l IhePeriod 1885 —
005, Horaener, o was peasble 1o add onby
312 MW o ha =ypsiam during he peiod which
maeesed the ctoctie Capay 1o e level of
36 M, which reflacts 3 much kewar suppdy’
laved than bodhorucasland actial demand. It
ey Clesarty nod peale thet nan imperantzlion
of the proposed Uinpar Salmigka hivno prwes
pran] & the Cod fired thermal plard 2rvd the
dalayed implameniaion of e Kukule Hydno
prewer plane, Further, the 110 K cambined
cyde ol was i Tuly cgeraianatat te dagin-
nigy oF 02, which imiad the aclualy resdizen
capacily 1o 1325 WIW, Fereby resuting in e
akrius ang Sgniicam powor system capachy

149




Table 2 : Plan Proposed in 1994 — for the Period 1995 — 2009
; PLAN PROPOSED IN 1994 — FOR THE PERIQD 1945 - 2009
' Piants to be installed by 2002 | Agtual 2002 Low demand | = 1441 MW
a5 per plan
Gas Turbine 110 MW D (out of arder) Bage coge = 1525 MW
. Dinzal 190 MW Diesel: 212 MW High demand | = 1759 MW
CGambined B8 MW 110 MW{JBIC GT Pari)
cycle o = 1445
; Hukuie Hydro 70 MW of  lden R
: | Upper Kotmale 150 MW 0
. hydro
i Coal 150 MW 0 Expected =213NW
Shortage of
Powar 2002
138 MW 312 My
Efigctive capacity available in 1684 = 1000 MW
Capacity if plan realised = Capacity actually realised = |
1000 MYV + 738 MW =1738 MW | 1000 MW+312 MW = 1312 MWy |

shortage This plainly suggests that the power
shortage has its origins in implementation issues
but notin defective planning.

The Long Term Generation Plan is formulated in
the form of a rolling plan, in order to off-set the
| impacts of the deviations from the planned path
| due to delays and inactivity etc on the power
' supply expectations, the plan is reformulated
from annually. The implementational deviations
and delays indicated in Table 2 have lead to
generation plant shortages and infroduction of
more expensive plants which could be com-
missioned quickly but atacost. .

Further, the power system was unabie to (i)
meet the demand in a dry year {ii) to allow for
outage of the largest generator and, {jii) allow for
fypical forced {unexpected) outages of other gen-
erators, which have been proviced for in the
planning exercises,

Specifically, the supply capacity of the power
system was severely limited mainly owing o
the following reascns:

{iy  Delay of commencementof construction
of the two combined cycle power plants
(165 MW + 163 MW} planned to be
installed at Kelanitissa,

()  Delay of timely completion and com-
mencement of Kukule hydro power project

(i)  Prolonged delay inimplementing Upper
Kotmale Hydro power project

tion of a coal power plant
{v) Below averagerain fall dus to four consecu-
tive failures of north east monsoons
Cue tothe large number of un-metered elec-
tricity supplies {approx. 350,600}, eiectricity
losses appear to have increased.
Total estimated losses between geperation
and billed sales increased to an approximate
level of 23% of gross generation, which is
excessive. "y
These have acted as very significant and immedi-
ate contributory factors to the power problem which
has been experienced by the country since year
2000. Conseguently, the CEB was compeiled to
purchase emergency power, despite its inconfor-
ity with the least cost planning concept, and at a
heavy cost to the CEB, environment and the
ECONOIMY.

5. Future challenges and issues

Forecasts carried out by the CEB indicate that the
peak load demand rises at an approximate annual
rate of 8% which amounts to an incremental gener-

ating capacity of about 120 MW to be annually
added tothe system presently. This additional re-
guirements {some of which are not in the plan but
introduced to avoid power cuts due to delays in
implementation of the plan) are presently plannedto
be achieved as follows:

Mid 2002 : 185MW - Combined cycle JBIC

ECONOMY

pOWer purchases
Mid2003 : 20 MW diesel plant at Horana
June2003 22 MW Sapugaskanda diese!
plant,
Mid2003 : 183 MW combined cycle AES
End2003 . 70 MW kukule hydro power
plant
Jan2004 ;200 MW of Medium term power
End2005 : 300 MW Combined Cycle
Plant
End2007 . 105 MW Gas turbine
150 MW Upper Kotmale
Power Plant
End2010 . 300 MW Coal Power Plant
End2012 : 300 MW coal power plant
013 ;300 MW Coal Power Plant
End2015 : 300 MW Coal Power Plant

Overall, itis estimated that Sri Lanka will need * :

to add approximately 1,500 megawatts (MW)
of new generating capacity by 2010. By the
year 2010, 8,000 GWh will have to come from
thermal sources out of the total requirement of
approximately13,000 GWh (Figures 5, 8). This
indicates a more than 100% increase in the
annual energy contribution from the thermal sys-
terns which is presently amounting to about 3500
GWh.

There are two issues associated with this plan,
which need special policy attention; the capital
investment needs and the fuel costs. .

Massive investments in the generation, trans-
mission and distribution of energy will be needed
to meet the growing demand. The bulk of these
investments is needed to upgrade () the system
capacities to meet the future demand and i) the
quality of services of the electricity sector. The
estimatad financing needs for the seven years
from 2001 to 2007 is of the order of US$ 3000
million - some US$ 430 million {around Rs 40
billion} per year on average. Alarge part of these
investments is expected to come from the pri-
vate sector and in the form of foreign assistance.

With increasing share of the thermal based gen-
eration indicated above, the fuel costs currently
amounting to about Rs.12 billion per year for
electricity will rise to about Rs.22 hillion by the
year 2010 {and to about Rs.40 billion by the
year 2016}, at the current parity rates. This will
be a very steep increase which will resultin 2
significantly heavy Incremental foreign exchange

i {iv). Continued controversy onimplementa- 20022003 © 280 MW temporary emergency
Figure 5 : Energy Balance Forecast Figure 6 : Fuel Cost Forecast
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Diary of Events

March

1  Deep-sea bunkering at Hambantota - The Govemment will shortly establish a
deep-sea bunkering facility out at sea, around 15 nautical miles from the proposed
Hambantota port which will provide a deep sea bunkering facility for vessels sailing past
Sri Lanka. This is the most state-of-the art proposal that Sri Lanka could proceed with
where ships can be re-fuelled and serviced mid sea without arriving at the port which will
provide the impetus lo industrial and shipping growth for not only Southern Sri Lanka but
also the entire region.

Incubator for Matara - UNIDO provided $ 100,000 for Ruhunu Business Incubator UNIDO
arranged and funded international and local consultants to carry out a feasibility study
and to identify a location for an incubator in the Matara District. The main sponsors of the
Ruhunu Business Incubator (RBI) are the Agriculture Faculty of the Ruhuna University, the
Matara District Chamber of Commerce and Industry (MDCCI), Japan Lanka Industrial Cen-
tre (JLIC) and the SDA.

4" Central Bank enhance limit of NOP - The Central Bank has enhanced the limit
on the daily positive Net Open Posilion (NOP) of Commercial Banks from 10 per cent of
capital and reserve to 15 per cent and extended the limit on the duration of forward
contracts in foreign exchange to one year with effect from 1* March 2002. This enhanced
limit would enable commercial banks fo manage their foreign exchange positions while
financing even farge import bills, without causing excessive volatility in the foreign market.
T Cheaper cargo rates - Ceylon Cariers Ltd. and the Transport Corporation of
India signed an agreement to launch a cost-effective system of cargo transportation in Sri
Lanka. Its immediate benefit would be cheaper cargo rales. This network in the sub con-
tinental links 800 major cities, and it covers a network of 160 towns in Sri Lanka. The
service is available to manufacturers, wholesalers, distributors, holeliers, marketing and
plantation companies.

13" Australian grant for rural women development - The Australian High Commis-
sion announced financial grants, totaling 1,750,000 rupees, on 8" March. The funds will
assist seven communily organizations undertaking projects to support Sri Lanka women,
espedially in rural areas. The Australian forces for Internalional Women's Day this year
were Women in Agriculture.

15" ECHO help to Jaffna through ICRC - The European Cgmlrissvon through its
Humanitarian Aid Office (ECHO), has allocated Euro 1 million to assigt the population of the
Jaffna peninsula, ECHO's partners for this operation will be the International Committee
of the Red Cross and Action Centre for Faith (ACF) 700,000 Euro will be channelled to the
ICRC to provide transport of humanitarian assistance by sea to the Jaffna peninsula. A
further 300,000 that will be allocated to ACF for the improvement of water and sanilary
conditions for those sections of the population regarded as particularly vulnerable.

Tourissm boost - Sri Lanka tourism will receive a boost with the arrival of the 2* batch of
Iranian tourists to Sri Lanka on 21* March 2002, on Mahan Air. There will be 180 passen-
gers in this tourist group and lhey are scheduled to visit historical places in Sri Lanka.
Iranian market is one of the potential tourist markets and it heips to increase the confi-
dence of Iranian tourists to Sri Lanka.

Total exports are soaring - Total exports inclusive of importsire-exports in January
2002 shows an increase of 1.19 million kgs or 541% when compared with the same
period last year. Bulk exports show a growth of 1.4million kgs or 10.9% instant tea exports
show a growth of 22.7%. Approximate FOB unit value for total exports in January re-
corded at Rs 220.22 shows an increase of Rs 2.72 or 1.25% when compared with the Rs
217.50 recorded for the same period last year.

18" Rubber & coconut record negative growth - Major plantation crops recorded
a negative growth rate. Two of the country's major plantation crops coconut and rubber
recorded negative growth rates last year. While coconut production was down by 9.7%
to register a figure of 2.8million nuts. Rubber was down by 1.4% to record a production
figure of 86 million kilos.

19" Capacity building of Regional Chamber of Commerce - An agreement to pro-
mote capacity building of regional chambers of commerce and enterprises in Sri Lanka
was signed recently between the Federation of Chambers of Commerce and Industries of
Sri Lanka (FCCISL) and the Swedish International Development Agency (SIDA) at the
FCCISL Auditorium,

SIDA assistance - SIDA will provide US$ 1 million (Rs 93 million) for the five year project
due to be completed in two phases with initial support for three years and a further exten-
sion of two more years depending on its initial success. ke

20"  Debt rellef grants from Japan - An exchange of notes, providing Yen. 3,577
million (approximately Rs 2.5 million) in grant aid, was signed by Mr Shuhei Takahashi,
charge d' Affaires of the Embassy of Japan and Secretary Ministry of Finance. The Debi
Relief grant will make adjustments to the past bilateral aid from Japan to Sri Lanka to refieve
the debl repayments difficulties in Sri Lanka. This grant has been extended annually since
1978 by Japan in keeping with Resolution 165 of the ninth special session of the Trade and
Development Board of the UNCTAD - dated March 11, 1978.

21" Central Bank reduces Re-purchase rates - The Central Bank has reduced
Oversight Re-purchase (REPO) and Reverse Repurchase (reverse repo) rates by 50 basis
points from 12 per cent to 11.50 per cent and from 14.00 per cent to 13.50 percent réspec-
tively with effect from 20 March, 2002 with a view to moving towards a more active open
market operations system. The repurchase rate is the rate at which commercial banks and
primary dealers are invest their surplus funds in Treasury Bonds and Treasury Bills and
Commercial Banks and primary dealers can obtain funds from the Central Bank against the
collateral of Treasury Bills and Bonds,

New food processing technology - The partnership with the Nashwille Electric Service
and the Electric Power Research Institute announced a new food processing technology
that uses ozone 1o improve the freshness and extend the shell life of freshly cut fruils and
vegelables. The process will be used at Strickland Produce Inc. in Nashville, following a
four year development period, ozone a natural sarilizer that can be generated by special
processing equipment will be used during the washing of produce before it is pre-packed
and shipped fo grocery stores and restauranls. The ozone technology destroys bacleria
that can cause premature spoilage of fruits and vegetables while also ensuring a safer
product for the consumer without any residue of chemical by products.

22" Rebate for self-generation of Electricity - The Ceylon Electricity Board (CEB) will
extend the present Self-generation Rebate Scheme for intemational and commercial cus-
tomers till the end of June, 2002. A unit generated and consumed by the customer will be
paid at Rs 10.50 per unit and resold back al the present tariff rate, CEB told Daily News.

24" International ald for Development - The Intemational Community has shown a
interest to assist the country to achieve its economic goals backed by Norway, the OPEC
Fund, Japan, the World Food Programme and the Asian Development Bank the Nether-
lands and Germany.

WEP provides grant - The World Food Programme has agreed to grant Rs 1,600
to rehabilitate people displaced in the war-torn area. :

ADB to assist in poverty reduction - The Asian Development Bank President, Todao
Chino, who signed the US Dollar 210 million Poverty Deduction Partnership Agreement
with Sri Lanka for the year 2002, at the Finance Ministry.

Australian government to assist in Mine Action Programme - The Government of Aus-
tralia has committed Rs 7 million support a Mine Action Programme in the Northem and
Eastemn parts of Sri Lanka, The main objective of this programme is to facilitate the safe
retum of intemally displaced persons to sites in Jaffna, Vavuniya, Mannar and Trincomalee.
Auslralia provides funding for resettlement and mine action programmes through the Aus- -
tralian Agency for Intemational Development (AUSAID)

26™ VAT to push economic growth - The government expect additional economic '
growth and employment generation following the sweeping reforms in the taxation regimes

with the abolition of the 12.5 per cent Goods and Services Tax (GST) and the National -~

Security Levy (NSL) and replacement with the two band Value Added Tax (VAT) at 10%-
20%. :

21" Electricity charges to rise - The Ceylon Elecicity Baard has raised electricity
tariffs by 31 to 38 per cent operative from April 1. Domestic users will have to pay Rs 3 for
the first 30 units, Rs 4 for 31 to 60 units, Rs 4.40 for 61-90 units and Rs 10.60 for 91 to 180
units, Rs 15.80 will be charged above 180 unils, according to tariffs announcement,

28" Japanese grant for Kotmale Power Project - Japan granted a soft oan of US$
297 million dollars (33,265 million yen/Rs 24,280 million) for the upper Kotmale Hydro-
power Project. The project will add 150 MW to the country’s power generation capacity. The
lotal project cast of this project is US$ 380 million, with a local component of US$ 83 million.
The Japanese component of the funds will be released by the Japan Bank for Intemational
Co-operation (JBIC].ThabmismpayalﬂehlemWedampemdnﬁﬂ
years. i :

29" UNICEF help to promote children's rights - A grant of Rs 78.2 million was pro-
vided to UNICEF by the Swedish Intemational Development Agency (SIDA) recently to
promote children's rights to protection from abuse and exploitation. The grant was made
for the period of three years from year 2002 to 2004, the funds will also be ulilized to expand
the infrastructure and address judicial, law enforcement, probation and child-cgre therapy,
counselina and rehabilitation issues.
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