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FOREWORD

Monsieur Robert Buron, President of the Develop-
ment Centre of the O. E. C. D. observed at the
Seminar on * Development Strategy and Adminis-
tration™ which is currently being held in Colombo,
that one of the factors of underdevelopment in
countries like Ceylon is the lack of “a Dynamic
Documentation Service”. TPolicy makers and their
Economic Advisors cannot fail to agree with ‘him.
Policies formulated and decisions taken in the
development sphere should always take account of
past cvents and current trends in the economy. A
full appreciation of contemporary economic problems
is essential in the basic tasks connected with
cconomic planning and policy formulation; and for
this the mass of unsorted-out information must be
sifted, processed and brought out in the form of
readable material. In this respect there is a great
deficiency in Ceylon.

While International Organizations like U, N,
I.L.O. and O. E. C. D. are contributing much to
fill, at least partially, this deficiency, the main
responsibility in this matter is clearly ours. In this
context, Mr. Thiagarajah’s work in this field is a
pioneering effort. In this book he presents a lucid
account of the role and significance of Foreign
Trade, Balance of Tayments, Savings, Investment,
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Capital Formation, etc. as well as of the main
trends which seem to have influenced the behaviour
of the national cconomy during the period since
Independence. Ile concludes by offering suggestions
for gearing the economy to the goal of development.

Mr. Thiagarajah’s book is of interest not only to
those who are concerned with economic policy
formulation and administration but also to students
who need a reference book on the Ceylon Lconomy.
Mr, Thiagarajah does not claim his discussion to
be a comprehensive and faultless documentation,
Inspite of the admitted deficiencies this book has,
I hope, adequate material in it to stimulate thought
and provoke discussion on such an important subject
as Ceylon’s economic development and progress.

V. Kanesalingam
Department of National Planning,

Colombao.

December 7th, 1966.



PREFACE

This book has been published with the sole pur-
pose of presenting a simple and connected account
of the entire system of our cconomy and its pro-
blems as it emerged in the post-Independence era.
It claims no distinction to originality. [t merely
reproduces the thinking of our economists and
foreien experts on various aspects and problems of
our economy and foreign trade into a chain of
causation and effect which is not apparent to the
layman. The core of the argument is taken from
the Ten-Year Plan Report of 1959 and the papers
read at the continuing seminar on the Report held
by the economic section of the CAAS in 1961].
The Central Bank Reports also proved wvery valu-
able. Needless to say past Reports and Sessional
Papers on the genecral economy and industrial
development helped to enrich the background. The
book is based on the direct link between the
Foreign Trade and the Economic Development of
the country. The challenge of the [Foreign Trade
is the opportunity for BEconomic Development,
This acts through Industrialisation and hence the
bias given to it in this book at the expense of
agricultural development which I regard as prin-
cipally a technical problem. The problem of our
economy is one of finding the money for a well-
planned pattern of development. No doubt such
things like regional co-operation, and social and
cultural changes and outlook, would go a long way
in raising the tempo of development and lifting
the economy out of stagnation and putting it on
an even keel.
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The sequence of the book is based on the de-
tection of the symptoms of underdevelopment, then
a diagnosis of the causes for non-development, and
finally the suggestion of a series of remedial meas-
ures to promote development. Part IT deals with
some aspects of the economy which indicate why
development has not taken place, and Part III
investigates  the problems of the economy which
were responsible {or retarding any progress. Part 1V
thereforc discusses the remedial measures in a
broad way. Taking per capita income as the cri-
terion for development T have shifted the emphasis
from internal resources to massive inflow of foreign
capital, from import substitution and small-scale
industries to export promotion and large-scale in-
dustries, and from the limited local market to the
bigwer regional market. This has become a sheer
necessity, especially with the explosive population
expansion taking place. A combination of economic
and commercial policies are very essential and the
results can be seen only over a long period. [ sce
no miracle to happen in a short time. Sacrifice,
hard work and patience alone can reward the na-
tion and its leaders with enduring progress. The
reader will therefore find one theme running through
the entire book. = As this is the first attempt at
presenting a composite picture of the interrelated
problems of the economy [ have omitted many
details and digressions which would cloud the main
argument. Any deviation if any is meant only to
strengthen and emphasise the main tenor of the
book. One would of course realise the great role
the Finance Minister and his Budgetory Policy
would have in creating the necessary climate for
investment in the public and private sectors so that
development could be unhampered and rapid,
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The account of the economy is mainly up to
the early part of the sixties, but the inferences and
interpretations of available statistics has not changed
even to date, nor have the policies been materially
altered as yet. Dut steps are being taken to
create a favourable climate for investment by local
and foreign investors, albeit as yet with great
hesitancy. Many other bold steps await positive
action. Truly we are still far from having adopted
a series of economic and commercial policies whose
joint action could have some telling effect on the
economy, and change it from stagnation to develop-
ment. The reader must await a more and fuller
account of the measures being taken currently and
their material results for a later occasion. Ile
should now be satisfied with the causes of the
economic malaise and the lines of approch at our
disposal to correct the imbalance in it. The canvas
has been prepared for him to understand the
shape of the inset. [ therelore take the shelter
under the feeling that the general reader and the
young student would find the account instructive
and would in turn help promote development.

I do not intend to hurt the susceptibilities of
our many able economists when 1 say that the
general arguments connecting all the problems of
our economy is the result of the simple and lucid
writings and speeches of Dr. Gamani Corea who
has given a meaning and a purpose to all the
interacting forces in our economic system. This
book therefore preseunts his thinking on the subject
and therefore is dedicated to him. I would regard
it as a tribute to his understanding and exposition
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of our problems though in a small way. Apart
from what flowed from his pen, I have had the
benefit of frequent discussions and assistance from
Dr. V. Kanesalingam of the Planning Department.
But what contributed a sense of realism to the
book was the presentation of papers at the continuing
seminar of the economic section of the CAAS in
1961 and the papers by visiting economists. They
gave the necessary correctives to the Ten-Year Plan
Report and made it more purposive. To all of them
I am indebted,

I suppose books of these nature see the light of
day rarely, because of handicaps in the way of
time, c¢nergy and money, Even so the pausity is
unpardonable, espccially with so many talented and
qualified persons in the subject. I am least qualified
for it. Yet I hope this book not only fills a void
but is also timely. I therefore hope the reader
will overlock many shortcomings which [ am aware
of. Yet I invite my readers to suggest improve-
ments to this book so that the next time it appears
a more compicte and correct account of our eco-
nomy is given. Meanwhile I thank the publishers
for their unstinted response and good printing,

KARAINAGAR THE AUTHOR
7-12-66
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CHAPTER I
ECONOMIC GROWTH SINCE INDEPENDENCE

1. The Economy of Ceylon

The cconomy of Ceylon is under-developed and
undiversified. This is reflected in the low per capita
income of the country and the undue dependence
on the export trade of three commodities. DBetween
the two, under-development is certainly a much
greater cause of weakness than undiversification,
Tea, rubber and coconut exports sustain the economy
of the country. Tea and rubber are almost entirely
exported while only coconut has a substantial home
market. There is also great dependence on imports
even for essentials. The local production of rice
js adequate to mect only about hall the normal
r_f;qpire'm_eut. The two major risks inherent in this
dependence on imports are that wars or other causes
may suddenly cut off or reduce foreign supplies,
and the terms of trade may suddenly worsen. The
demand for and supply of these exports are subject
to the vyicissitudes of international trade and those
may affect the economy of the country. All three
exports may be affected simultaneously. Further all
three are labour-intensive agricultural industries and
their fortunes in the export market would, therefore
affecct labour widely. Tlence development and diver-
sification are the fundamental remedics necessary
to give added security and stability to the economy,

There are other features of the economy as well
which should be mentioned. They are the high
proportion of expenditure on consumption, low saving
and investment, lack of coherent planning and
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industrialisation, inflationary pressure, rising burden
of taxation, rise in public debt, fall in external
assets, deficit budgeting and adverse balance of
payments, high proportion of expenditure on social
services like health and education at the neglect’of
economic development, soaring wages bill and ad-
ministrative costs in the public sector, and a phe-
nomenal growth of population. All these are the
results of defective State policies and planning with
regard to development and trade.

2. Population and Income

It will be useful to examine briefly the structure
and trends of the national economy in the period
1948 — 60 before we proceed to examine the pro-
blems of economic development and foreign trade
— their nature and remedial measures. Ceylon’s
economic position is such that while her per capita
income is far behind western standards, it is not
much below some of the countries of Tiurope and
South America. Her National Income rose by 50%
in the post-Independence era, and was Rs. 6,313
million or Rs. 604 per capita in 1962. National
Income has been increasing at the rate of 3-5 per
cent and population at the rate of 2:6 per cent
per annum, so that the reckonable rise in per capita
income has been only 09 per cent on the average
over this period. It is generally accepted that the
desirable rate of growth in per capita income should
be 35 per cent per year. DBut Ceylon is faced
with the tremendous impact of her population grewth
which is one of the highest in Asia, and only
second to Formosa. If population growth is less
rapid, it would take Ceylon considerably less time
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to double the national income per head. DBut af
the present rate, the progress made is very small
and a great effort is required in the future. A
policy of restraining population growth would now
have its effects in about twenty years’ time only,
Meanwhile the population explosion which began in
1947 has made itself felt by the increase in the
unemployed work-force which stood at 152,000 in
December 1962, as registered at the Employment
Exchanges. No accurate data on unemployment for
the whole country arc available. But data regarding
urban unemployed indicate that after a drop in the
Korean boom, it has been regularly increasing. In
fact the problem of unemployment and under-em<
ployment are much greater than are usually realised:
or revealed by Employment Exchange figures. An.
I L O survey revealed that there were about 375,000
unemployed persons in 1959, About a third of those
employed were under-employed. Moreover about 1-2
million persons would be added to the work-force
over the Ten Year Plan period between 1959 and
1968. These figures constitute a challenge to the
opportunities for employment.

Ceylon has no emigration outlets, while her den-’
sity of population, rate of population growth, and
the dependency ratio are very high due to a sharp’
fall in the mortality rate since 1947 and to the'
high fertility rate, The fall in mortality rate was:
both among infants and young children, so that
the problem of finding employment to the rapidly
increasing work-force would have to be faced by
the nation. Between 1946 and 1953 the population:
increased from 67 to 81 millions at the rate of
2:6 per cent per annum compared to 1.5 per cent
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for the whole of Asia during 1950 — 56. It was 106
million in 1963 and is expected to increase to 123
million by 1968. The work-force is reckoned to be
94 per cent of men and 42 per cent of women
aged 15— 59. While under-populativn may be a
problem in some of the developed countries of the
West, over-population is a hindrance in undet-
developed countries, so much so that according to
forecasts in the Ten Year Plan, natiohal ircome
is expected to rise by 88 per cent duving these
ten years while per eapita is expected to rise only
by 36 per cent. DBut for population pressure the
target for national income could be athieved in a
shotter time because more money would be available
for direct investment: Shottage 1 land; abundance
of unskilled labour but lack of opportutities, scarcity
of capitdl and low incomed are factors that impede
development. The remedy lies in adopting a popu:
lation eontrol policy and in daugmenting investmerits
for the development of the country.

3. Production and Trade

Though the foreign trade of the country earns the
highest proportion to national income among cotin-
tries 1n Asia and Oceania; ie. about 36 per cent
that share had declined over this period; especially
in the export sector. Between 1948 and 1960, 45
per cent of the increase in gross national produet
had been due to an increase in the production of
goods for domestic use, 35 per cent due to servicesd
and only 20 per cent due to the production of
goods for exports. The inerease in national incomé
earned by tea exports was 25 per cent. Esxports
fose by 30 per cent, principally due to tea, for it
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had shown an increase of Rs. 506 million; while
other export products had shown a decline of Rs.
87 millioh. Téa rose at an average rateé of 4 per
eeiit petr annuth. A per eapita tedl tefms the
growth in exports had beer disappéinting. While
the volumie of totdl etports rose dt an annual rate
of 1.7 per cent during the last décade, ifi per capitd
tétins it had declined at an anndal rate of 0.9 per
cefit. The tate of déveloptent would thereforé be
éxtremély low if the country &bftinued to depend
heavily on exports.

This is not all. On the other hand, the demand
for impotts has beenn incomé elastic. A rise in
export income brings about an increase in the de-
‘mand for imports of which an average of 74 pet
cent constitutes consumption goods. But a fall in
éxports income does iiot reduce impotts or national
ihcome by a corresponding sciale. Ohé reason may
be the growth in the doméstic séetor which gréw
dt 15 per cefit per capita, peérhaps due to the
fonetisation of the écoromy and growing moneéy
ibcomes, However it may be, we should hot ovet-
6ok the iticrease ifi deficit fihahcing and the fall
in exterttal baldrces.

During this period, primary produection increased
at 26 per eent and its share in total produetion
was 3-6 per cent lower in 1960 than in 1948, Se:
totidary industries increased their production at 24
pet cent during the last five years but theitr share
of the total income was only 54 per centin 1956
and 56 per cent in 1960. Serviees inecreased at
1:7 per cent in per capita real terrs and their
ghare was 328 per cent in 1948 and 334 per cetit -
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in 1960. It has been estimated that the -average
annual rate of growth of production per agricultural
worker was 2.8 per cent, while in non-agricultural
activities it was 1-5 per cent. Thus the production
per worker in agriculture has risen faster than in
the non-agricultural sector of the economy. Yet in
absolute terms the output per worker in agricultural
activity was Rs. 1,200 in 1957 while it was Rs.
1,500 in non-agricultural activity. Although these
are not precise estimates and are subject to wide
margins of errors, yet they help in the inter-tem-
poral and inter-sectoral comparisons. A high rate
of investment and capital / output ratio would alone
raise the per capita income to desirable levels.

4. Consumption, Savings and Investment

Though gross production increased by only 1 per
cent per capita terms the rise in the private con-
sumption per capita was L9 per cent. This is re-
flected in the fact that the domestic demand in
1948 had been only 82 per cent of gross national
product which had increased to 1045 per cent in
1960. The excess of 22:5 per cent was met by
current account deficits in the balance of payments.
Of the increase in income 89 per cent went to-
wards consumption, and only 11 per cent towards
investment. Further, there has been a significant
rise in the consumption of durable consumer goods
which on the average rose by 13 per cent annually
over the last decade. In absolute terms it rose
from Rs. 21 million in 1948 to Rs. 110 millien in
1960. Imports rose from 23 per cent to 29 per cent
of the gross National Product between 1948 and
1960 while exports fell from 36 per centto 20 per
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cent, of the demand and supply of goods respec-
tively, the former caused by a rise in internal de-
mand for goods and services and the latter by a
relative increase in the gross retained output. On
the average capital formation accounts for nearly
13 per cent of gross national product. Allowing
for capital consumption or depreciation, the net
capital formation would be 8 per cent of national
income. But the ideal rates would be 21 per cent
and 17 per cent of gross and net national product
respectively, as otherwise the rate of growth in
per capital income would be low.

It may be useful to consider the constituents
of capital formation and their growth. The public
sector had grown at a faster rate over this period.
Thus, while the private investment increased from
Rs. 133 million in 1948 to 289 million in 1958
public investment increased from Rs. 157 million to
Rs. 382 million over the same period. In the Go-
vernment sector the bulk of the capital formation
is in the nature of social overhead capital which
will give a return only aftera long period of years,
Only about 10 per cent of it went to the industrial
scctor during the last four years. In the private
sector the bulk of the investment is dissipated in
unproductive investments such as luxury housing
and the building up of stocks. The former rose
from 50 per cent in 1950 to 55 per centin 1960
of private capital, ie. about 70 per cent over the
decade. In the case of machinery and equipment,
its ratio to national product had averaged 20 per
cent of capital formation during the last five years.
In Ceylon about 30 per cent: of investments re-
Prescnts imported capital goods. This checks a
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spontaneous rise in the investment corefficient in
the absence of an external ineentive for development
or of a planned policy. The trade and financia
situation is now such that foreign capital inflow
must be encouraged through suitable incentives and
policies to systain development,

5. Terms of Trade and Income

Perhaps the only relieving feature in the economic
landscape is the gains from trade which Ceylon
is fortunate to enjoy, especially as her external
trade constitutes a very high proportion of national
income. Taking 1948 as the basc year the contri-
bution of the terms of trade to national jincome
was 12 per cent in 1954, and 19 per cent in 1955,
This is quite impressive. Between 1948 and 1960,
gross income without the terms of trade contri-
bution rose by 44 per cent while with the terms
of trade contrib_utioh by 60 per cent. Apart from
the direct effect of a rise in available goods and
services more than the gross product, a favourable
terms of trade is a potential source of capital
formation. It also has the indirect effect of a
better utilisation of existing capital. More over,
rise in the terms of trade increases the capacity
to import. But these effects that would normally
lead to greater development have not been operative
in Ceylon becauyse the gains from trade have been
wasted on consumption. This can be seen in the
absolute as well as relative increase in consumption.
The remedy lies in mobilising internal and external
resources, and in diversifying the economy.

6. Standard of Living

The growth in natienal income during the last
decade may be more apparent than real. The rise



though. small it may be is the consequence of urba-
nisation and industrialisation, and the monetization
of .the economy. Therefore, these are actually so-
cial costs of development. Further the standards
of living between backward countries and advanced
countries are not only wide but are getting wider
with the greater heights reached in the latter. At
constant prices it would take seventy five years to
raise the per capita income from Rs. 50/- per month
to Rs. 100/~ per month. With rising costs and
unemployment the raising of the standard of living
would be more diflicult of achievement. Planning
therefore is the only means of raising the standard
of living.

7. Money and Finance

The post-war period is characterised by a series
of deficit budgets which have been covered more
by inflationary finance than by non-inflationary
borrowing. The establishment of the Central Bank
and its role of subservience to the Minister of
Finance has been chiefly responsible for this. Over
the years 1955 -56 to 1959- 60 Government ex-
penditure rose at an annual rate of 9-8 per cent,
and revenue only at 2-8 per cent. The public debt
and debt servicing charges may not be heavy but
are substantial encugh to impede development. The
balance of payments position has always been de-
teriorating because of net deficits even though the
external balances rose to great heights in the boom
years of 1951 and 1955. Normally, Ceylon’s balance
of payments and terms of trade have risen and
fallen together except since 1937 to date, when the
terms of trade were favourable while the balance
of payments was adverse. This was due to inflation

E 2
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and high imports despite fall in prices of imports
and rise in volume of exports, There cannot be
any more inflation nor unrestricted imports. At the
end of 1962 foreign liabilities {Rs. 474 million) were
equal to the foreign reserves {(Rs. 504 million), thus
necessitating import restrictions of a severe order.
The immediate measures are the restriction of ime
ports to improve the balance of payment position,
the balancing of the budget and the restriction of
credit ; and a long-run measure is to develop the
productive capacity of the country if further un-
employment and fall in standards are to be avoided.
Further, the policies of nationalisation and Ceyloni-
sation have tended to drive capital out wof the
country. The boom in 1951 was followed by a
collapse in 1952 and 1953, a tea boom in 1954
and 1955, a decline in exports in 1936, 1957 and
a rise from 1958 onwards. The pecularity in the
situation since 1958 was the fall in external balances
to what is considered the safety level while terms
of trade were favourable. While the impact on the
balance of payment of inflationary finance was the
most [clt, the impact on money and prices was
much less, because the adverse external balance
served to restrain them. But this could not con-
tinue any farther. The rise in the total money
supply had eventually caused inflationary pressure
on prices and costs. DBut mere monetary policy
was inadequate. Fiscal and commercial policies
had to be modified.

8. Economic Planning and Legislation

The idea of planned economic development was
mocted as early as 1931, but the great depression
and the woild war intervened. The proposals of
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the Board of Ministers published in 1946 was a
step further, the first six-year investment programme
of 1947 — 53 was next, the second six-year invest-
ment programme of 1954 — 60 followed it, and
finally we have now before us the Ten-Year Plan
for 1959 — 68. The Colombo Plan for 1951 — 57
was yet another international measure to aungment
the six-year plans. The second six-year plan was
scrapped by a new Government that came to power
in 1956. The Ten-Year Plan is a comprehensive
plan in great detail and well conceived with a prac-
tical bias. It envisages an investment of Rs. 13,600
million, a rise in national income by 88 per cent
and per capita income by 36 per cent. Investment
would rise to 21 per cent because an accelerated
investment rate is one of the key instruments of a
development plan. And the degree of self-sufficiency
is expected to rise from 70:7% to 89:0% in Agri-
culture, from 29:8% to 86:7% in Fisheries, and from
212% to 40-1% in Industries, This would also alter
the composition and direction of trade. The Ten-
Year Plan’s strategy is devised for a planned and
an unplanned sector, as well as for a public and
a private sector. It states all the means and the
ends. It must be pointed out here that the plan
was preceeded by financial and technical studies,
and by economic development models by local ex-
perts and visiting economists. Mention may be
made of the various International Agencies under
the U.N., and other countries which have extended,
in increasing measure, help with capital and tech-
nical know-how. But they are inadequate for the
rapid economic development of the country. Inter-
nal sources for development have been attempted
by providing greater incentives for savings, providing
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humerous institations for better short-term and long-
term credit facilities, and by levying taxes on higher
incomes and wealth. The National Provident 'Fund,
the People’s Bank and the Kaldor Taxes fall within
this perview. - The Paddy Lands Act and the pro-
posed establishment of a Tariff Board are measures
directly aimed at improving agriculture and industry.
But the Quota Regulations for agriculture and in-
dustry and the Rice Subsidy Scheme are anomolous
and defective. Emphasis is now being given to
technical education. Thus planned development re-
quires the adoption of a well-defined policy for
the development of the public and the private sec-
tors and for the creation of a climate for invest-
ment,

9. Conclusion

The structure and trends in the economy of Ceylon
indicates that undue stress and emphasis on social
development had been laid during the fifties so that
deficit financing had led to adverse balance of pay-
ments and resulted in import restrictions and ‘rise
in the internal level of prices. This was aggravated
by the slow growth in exports and a rapid rise in
imports. The rise in consumption and the fall in
capital formation were the cause of stagnation in
production and standards of living. In terms of
per capita income the last few vears witnessed a
stationary level because the rate of increase in popu-
lation remained high. With the fall in foreign re~
serves and a risc in consumption above the incre-
ments in the GNP it became evident that capital
formation was maintained precariously. These are:
dangerous trends in the foreign trade and economy
of the country calling for considerable re-orientation
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of economic and commercial policies in order to
diversify and develop it to assure stability and pro-
gress to the entire system., Thus the problems of
economic development depend for a solution on the
attainment of a diversified economy through struc-
tural changes in the pattern of production for the
employment of a growing work-force, for the raising
of the standards of living, and for the achievement
of a reoriented foreign trade through changed eco-
momic and commercial policies. A long-term solution
for achieving true results therefore consists in mo-
bilising internal and external resources for investment,
in promoting balanced development including rapid
industrialisation, in planning and implementing a
development programme, in. reorienting tariff and
other commercial policies, and in co-operating with
other countries of Asia for economic development.
These form the corner stone of the measures 'md
polrmcs recommended here. '



CHAPTER 1I
TRENDS IN FOREIGN TRADE

1. Ceylon’s Trade from 1948 to 1960

Many remarkable changes had taken place in
Ceylon's Foreign Trade both in structure and the
composition of imports as well as esports. There
wete even striking diversified movements in the
direction of both imports and exports. We shaly
however discuss only the general trends in the trade,

The share of Ceylo-n’s domestic exports to national
income is a fair indicator of the dependence of the
eéconomy on its export earnings. In the case of
Ceylon the share of exports (net of the import con-
tent in exports) to national income remained at
about 32 per cent during 1948, By about 1960
the share of exports of national income reflected a
remarkable decline to nearly 29 per cent. The drop
in this proportion of domestic exports to national
income gives a clue to the fact that there has been
a gradual decline in the dependence of Ceylon’s
economy on its exports. A greater and greater share
of the additional generation of national income is
from the non-export sector. However, more definite
conclusions could not be made on these lines unless
the terms of trade figures are analysed in detail. Ceylon
economy being “open” to a very large degree, is
susceptible to the impact of price fluctuations gen-
erally created from foreign sources. A rise in the
terms of trade would induce the purchasing power
of Ceylon's exports in terms of her imports to im-
prove favourably to Ceylon and thereby induce the
share of exports to national income to rise consi-
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derably. The reverse is also true. To get a reas
listic picture of the dependence of Ceylon’s economy
on its exports we should actually analyse the real
national income instead of the gross national pro-
duct. There arc some indications that the non-
export sector of the Ceylon economy is enlarging
perhaps due to the implementation of some of the
development proposals. It should also be kept in
mind that market prices of goods and services in
the export sector of the economy has also been
increasing to phenomenal heights due to favourable
labour legislations and social service amenities.
These factors would have definitely inflated the
share of the non-export sector out of the national
income. Therefore, yet to get a realistic picture
we should also know the relative changes in the
inflationary levels both in the export sector and
the non-export sector.

Between 1948 and 1960 the gross national income
and market prices have more than doubled. In faet
it has increased by about 110 per cent. The do-
mestic exports (net of the import content in exports)
has increased by only 90 per cent. The lower rate
of expansion in the domestic exports when eompared
with the rate of growth in the national income im-
plics that the importance of the domestic = exports
in national income is deteriorating to some degree.
This fact has been already indicated earlier when
the relative importance of domestic exports in na-
tional income was analysed,

The total value of imports between 1948 and 1960
also reflected & phenomenal inerease — about 97 per
cent. 1t should be noticed that the rate of expan-
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ston in the value of imports is higher than the
rate of expansion in the value of domestic exports.
This itself is.not a very serious weakness 1in the
economy, yet if the composition of imports is tilted
more due to imports of capital goods than consu-
mer necessities.  Unfortunately, a detail awnalysis of
imports later would indicate that very high propor-
tion of Ceylon’s imports is still dominated by basic
consumer goods. This gives a clue to the fact that
the increase in exports is more financed to purchase
an increase volume of consumer necessities.. The
situation becomes worse when the declining rate of
expansion, in domestic exports is financed more and
more to purchase an increasing rate of expansion
in the value of imports of consumer necessities.
This would definitely have serious repurcussions in
the economy because if capital goods are imported
it would definitely help the generation of national
income at least in the future. The situation as
seen now would not only create a balance of pay-
ment problem, but also may impoverish the economy
which appears to have a policy to eat to the belly-
full even at the expense of borrowing.

As shown in table below there appears to be
certain cyclical features in both Ceylon’s imports
and exports. The impact of these is reflected in
the visible balance of trade. From 1948 to 1951
there was a fairly prosperous trend which reached
a climax in 1951 coinciding with the Korean boom.,
There was a gradual movement in the wvalue of
imports between 1948 and 1949 which picked up
in 1950 and increased further in 1951. In the case
of exports too the same movements prevailed except
pethaps there was a greater increase in the value
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of exporls in 1950 than in 1951. During 1952 the
depression gradually set it. The imports were con-
tinuing to expand whereas the exports dropped by
about 21 per cent over the previous year. The
first downward trend in the balance of trade figures
appears to coincide with ap increase in imports
and a decline in exports. There appears to be a
time lag and the umports seem to fall much later
than the fall in the exports, This is quite natural
becayse if there has been an increase in exports
the inecomes inerease, the purchases goes on increa-
sing which induces the imports to continue to rise,
In the following year in 1952 the imports began
to decline whereas the exports reflected a slight
incréase. The imports declined much further in
1954 and during this year the exports picked up
by about 15 per cent. The deficit balance of trade
i 1952 is due to (as stated earlier) an increase
in the imports as well as a dropin exports. The
deficit balance of trade in 1953 however is more
due to the lower rate of the fail in imports des-
pite the increase in exports. The phenomenal sur-
plus balance thereafter in 1954 is cqually shared
by a drop in imports as well as an increase in
exports. In 1955 however the imports increased but
the exports expanded to phenomenal heights perhaps
to a record so far in the history of Ceylon's ex-
ports. Ceylon was able to accumulate a record
surplus balance of trade of Rs. 479 million. The
decline in tue surplus balance of trade in 1956 is
both due to the increase in imports and a decline
in exports. As in the previous cycle it could be
noticed that the imports go on increasing  even
though the exports decline.  This phenomena created
a deficit balance in 1957—a year when the imports still
E 3

'
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¢ontinued to increase when the exports declined. The
exports picked up in 1958 but the total value of
imports declined heavily thereby reducing the deficit
trade balance to about Rs. 6 million. In 1959
however, Ceylon recorded the highest value of im-
ports so far of Rs. 2,007 million. Even though the
exports increased slightly, this was more than de-
feated by a large increase in imports. This induced
the balance of trade to turn adversely to a record
height of Rs. 253 million. In 1960 the value of
- imports reftected a slight decline whereas the ex-
ports increased and the balance of trade though
remained a delicit improved by a remarkable degree.
Table below gives the details of these movements
© clearly.

Table on Balance of Trade.
(in Rs. Million)

Total visible

it Total :l‘ot'a.l _
Imports Exports Balance of Trade

1948 994 1,011 + 17
1949 1,039 1,063 + 33
1950 1,169 1,563 +354
1951 1,562 1,904 342
1952 1,707 1,502 —205
1953 1,610 1,568 et
1954 1,397 1,809 +412
19355 1,461 1,940 +479
1956 1,633 1,734 -+ 101
1957 1,806 1,682 _ ==lege
1938 1,717 1,711 == 0
1959 2,007 1,754 —=233
1960 1,962 1,832 =130

e g (T TRTeT—— T TR
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2. Terms of Trade

The export prices increased by 48 per cent in
1960 when compared with 1948. The import prices
also advanced by about 4 per cent. The lower
rate of expansion in the import prices as against
the heavy rise in the export prices induced the
terms of trade figures to move in Ceylon's favonr:
Compared with 1948 there was 42 per cent im-
provement in the terms of trade. The large share
of the improvement in the terms of trade is due
to the heavy rise in prices in practically all the
export commodities. Tea prices advanced by about
34 per cent, rubber had a phenomenal increase of
132 per cent and coconut products about 27 per
cent. If we analyse the price indices in detail there
appears to be a relationship, as expected, between
favourable balance and favourable terms of trade.
The peak in the export prices was reached in 1951,
During that year all the export prices shot up to
an aggregate average of 75 per cent. The most
remarkable improvement was experienced in the case
of rubber. Rubber prices improved by 267 per cent,
whereas tea prices during that year shot up by
only 32 per cent and coconut prices also improved
by 69 per cent. In the following year however; -
there was a sagging effect in most of the export
prices which coincided with the 1952 recession.
During 1952 there was a drop in the prices of tea,
rubber and coconut products. The fall was very
heavy in the case of rubber and coconut products.
The drop in the export prices and a rise in the:
import prices was primarily responsible for the heavy
deficit trade balance accumulated in 1952. The
terms of trade figures fell from 151 in 1951 to 109
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in 1952. 1In the following year the export prices
picked up a bit mainly due to the rise in the tea
and coconut prices whereds the import prices fell.
Both these favourable influences lished down the
deficit trade balance to a fisure of Rs. 42 million,
In 1954 however; tea prices began to shoot up even
though the other oxport products reflected declining
trehds. The import prices returned to the 1048
level. The heavy improvements in the expnrt prices
pethaps due to the rise in the tei prices alone in-
diiced the balance of trade to impfove to a re-
farkable degree and thereby accumulateé a surplus
of Rs, 412 million. In the following yeat in 1955
tea and rubber prices began to maiitain the rising
trend whereas coconut products fell into hot waters.
In the net however, all export prices reflected a
tising trend. Even though the impsit pries in-
ereased by about one pet cent, the rise in the ex-
pott prices was so high that it was able to coun-
teract the increase’ in the impott prices and thereby
the terms of trade improved furthet by about five
per cent. This again was reflected in a high surplus
balance of trade of Rs. 479 million recorded in
1955. During 1956 tea atd rubber prices fell and
coconut prices maintained the 1955 level and all
export products reflected a drop in prices. The
import ptices during this year increased by about
12 per cent. The drop in the export priges and
an increase in the import prices cut ihto the bal-
ance of trade position. Though there wasa sutplus
balance of trade in 1936, the accumulated balance
was less than a quarter of what was recorded in
1955 1937 reflected a further deterioration in the
tea and rubber prices; But coconut prices however,
picked up to some degree. The import prices aiso
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fell but the fall in the export prices was so high
it induced to some degree the balance of trade to
move against Ceylon’s favour. During this year,
hiowever, the guantum of imports also improved very
high. During 1958 there was a further drop in tea
and rubber prices and a remarkable rise in the
coconut prices.  Yet the total export price indices
reflected a decline:. There was a phenomenal drop
in the import price indices and this had a very
favourable effect on the balance of trade. Even
though the balance of trade remained deficit in
1958 yet there was a remarkable decline from the
lower ebb of 1937. In the following year the tea
prices still fell whereas rubber prices picked up and
the coconut prices maintained the rising trend.
There was a slight advance in the import prices
too. The terms of trade however, deteriorated in
1959 perhaps due to the higher rate of increase in
the import prices over and above the advance in
the export prices. This again was reflected in a
deficit trade balance. A part of this high trade
balance of 1959 should be attributed to the heavy
inerease in the volume of imports. Rubber prices
ir'n_proved heavily in 1960 whereas the tea and co-
conut prices reflected reverse trends. However, the
indices of all exports and all imports remained at
the previous year’s level. The balance of trade though
deficit in 1960 declined to nearly half of what was
recorded in 1959, This may be mainly due to the
increase in the volume of exports and to the de-
crease in the volume of imports to some degree.

From the above figures one point that emerges
cleatly is that the terms of trade has a definite
impact on the balance of trade position. A favour-
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able trade balance more or less coincides with ‘a
favourable terms of trade and an unfavourable trade
balance falls in line with an unfavourable terms
of trade. There appears to be a high correlation
between the terms of trade and the balance of trade.
Even though adverse movements in the quantum
of imports and exports would have counteracted the
favourable movements in terms of trade yet during
the period 1948 to 1960 there appears that the price
indices have had generally the weaker hand over
the quantum indices. '

3. Problems of Foreign Trade

The effects of the War continued into the post-
war period for some years and was followed by
devaluation in 1949. The conditions had stabilised
by 1950 and we may therefore examine for our
purposes the foreign trade problems of Ceylon as
felt during the decade 1950-60 and the consequences
that followed from them. (i) The firstis that im-
ports outpaced exports. This highlights the unfa-
vourable trend in Ceylon’s foreign trade. While
exports have risen slowly, imports rose markedly
high. The prices of exports and imports did not
vary very much between the two years!, but the
volume of imports increased much more than the
volume of exports so that the value difference in-
creased with years and eventnally the favourable
balance of trade which counterbalanced the recurrent
unfavourable invisible account was itsélf turned

1 The discrepency in the account of Price Indices under this section and
in the previous section is due to the devaluation of the Rupeein 1949
which shot, up the export prices prior to 1950 which remained stable
thereafter except for the Korean boom in 1951 and the Tea boom in
1955. Refer Table 1 of Appendix. g .
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unfavourable in the last few years. This aggravated
the Balance of Payments Problem for Ceylon. The

following indices rcveal the trends in the foreign
trade of 'the country:—

Trade Indices (1948 : 100)

All < Cons: :Capi. All Terms

Year ~Tea Rubber Coconut Exp. Goods Goods Imp. of Trade

Velume :
1950 101 128 -112° 110 119 120 119 —
1956 118 94 155 118 141 144 142 —_—
1960 138 113 109 127 156 188 162 —

Prices

1950 127 229 ° 133 143 a8 101 99 144
1956 151 217 85 148 99 131 106 140
A860 134 233 106 145 96 122 102 142

Value .

1950 128 281 149, 158 117 121 118 —
Whe: 177 203 132 175..139.190... 150 —
1960 186 264 116 185 149 229 166 —

The above table shows that the prices of exports
and imports did not show perceptible changes and
that export prices increased slightly and import prices
decreased slightly. This showed slight improvement
in the terms of trade over the period as a whole
which somewhat mitigated the severity of the Balance
of Payments Problem. Of the exports tea alone
increased in volume by a third, while rubber and
coconut products were subject to fluctuations and
hardships. Generally the supply of these products
is inelastic and prices are determined by demand
in the international market. A moderate increase
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in the supply of tea is ahsorhed in the world mar-
ket with only a slight reduction in price, and tea has
been making a steady increase in volnme at stable
prices. Rubber and coconut products did net show
any secular improvement in volume or price or
value, but fluctyated in price and wolume according
to changes in demand in the international market.
Rubber fluctuated more than cocomut prodyets, but
the latter had to face adverse circumstances since
international supplies of coconut products and pther
competitive fats and oils generally increased in the
world market just when there was decline in in-
dustrial activity abroad. DBut the supply of eogonut
products to the world market can be somewhat
adjusted because about half the production is re-
tained for domestic consumption. Synthetic rubber
and newer inventions haye minimised the demand
factor for natural rubber. Thus the tea exports
and the terms of trade are the only two redeeming
features of the export trade of Ceylon. On the
side of imports the wolume and value increased
much more than exports, especially in recent years.
Consumer goods increased considerably, and though
the percentage of capital goods to the total impeort
trade was small, it increased in volume, price and
value at a much higher rate than consumer goods.
Food and drink continued to constituted a very con-
siderable propoertion of imports though it had de-
clined relatively in recent years. This sas due te
the explosive growth in population and to increased
standards of living, through transfer of wealth by
increased wages and larger food subsidies.

(1) Some attempts were made to diversify rhe
trade by seeking new markets for both eXports and
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imports.  Apart from the Sterling Area, Dollar Area
and the E.IL.C, bilateral trade and payments
agreements were entered into with China, U. S. S, R.
and other East Iluropean Countries, but rubber
alone bencfited from these, and barring China,
the trade with others has been negligible. Yet it
must be said that the search for new trade con-
tacts relieved the necessity to depend exclusively
on the traditional markets,” however important the
latter were to the major foreign trade of Ceylon.
There was some set-back in the trade with the
Middle East dune 1o bilateralism and shortage of
sterling, while the trade with the E. E. C. showed
improvement, particularly on the import side. While
formerly Empire countries imported the major share,
now non-Empire countriecs make the major imports,
but the Empire countries even now constitute the
mijor market for Ceylon’s exports. At present the
Dollar Area continues as the only customary trade
surplus arca for Ceylon. On the whole it must be
siid that these attempts to change the direction of
trade in order to diversify it have not to any ap-
precialle extent altered the basic problems of the
stagnation in exporls and the rise in 1mports leading
to adverse balince of payments.

(i) Nor is the position made any better with
regard to items other than Merchandise in the bal-
ance of payments account. Investment income, pri-
vate remittances and migrant transfers, and private
capital movements have all created a net debit and
imposed a strain on the balance of payments. The
outflow of certain types of private capital transfers
was curtailed by restrictions introduced in 1957
though income and profits have not been restricted

E 4
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from remittance. The stringent measures to restrict
imports introduced in August, 1960, and January,
1961, have also somewhat mitigated the deteriora-
ting position of the Balance of Payments which is
reflected in the fall of imports in the first half of
1961 which was IRs. 808:6 million as compared with
Rs. 962-4 million in the first half of 1960, showing
a decline of Rs. 153-8 million. Unfortunately ex-
ports too declined due to rubber which fetched
Rs: 92 million less in the first half of 1961 as
compared with the first half of 1960. The climate
for foreign private capital investment has been
wanting, and other policies have not only discour-
aged investment but even tended to drive foreign
capital out. It is not likely that in future private
capital will flow in. This has been compensated
in recent years by official donations and loans for
the economic development of the country. Capital
aid from the I. B. R. D., Colombo Plan, America,
the U.S. S, R, China and other countries have
varied [rom year to year, but the sums have been
very inadequate either for Economic Development
or for bridging the Balance of Payments gap.

(iv) The continued increase in import payments,
which was responsible for the merchandise account
deficits was directly the result of the sustained in-
flationary pressures generated in the economy, pri-
marily through budget deficits, The average deficit
between 1951 - 52 and 1955 - 56 was Rs. 65-8 million
per year and that between 1956 - 57 and 1960 - 61
was as much as Rs. 3429 million per year. Bet-
ween 1955 -56 and 1959 - 60 expenditure rose at
9-8% per year, but Revenue rose at 2:8% per year
only. Public Debt (Gross) rese from Ks. 1160 mil-
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lion in 1956 to Rs. 2230 million in 1960 ie. an
increase of Rs. 1070 million, in four years, and
this was made possible chiefly by the use of Trea-
sury DBills which expanded greatly from Rs. 65
million since 1957 to Rs. 550 million in 1960,
There was also an increase in the supply of money
from Rs. 1,040 million in 1957 to Rs. 1,210 million
in 1960 accompanied by a relative increase in cur-
rency and incressed credit facilities to the public
by the banking system. The Government, having
exceeded its limit of foreign borrowing and domestie
non-bank sources which are non-inflationary in na-
ture resorted to the use of cash balances and bank-
borrowing on a heavy scale which are inflationary
in character, but this was off-set by a contraction
of the external banking assets. The problem was
aggravated by the fact that the greater part of the
rise in total expenditure was due to an increase
in current outlays, ie. about 74+49%, chiefly on edu-
cation, health and food. Capital expenditure never
exceeded 30% of the total budget and capital for-
mation was only 14% of total national income.
Commercial banks alone contributed towards savings.
The cost of living index also rose somewhat after
1957 due to inflation. Thus everything tended to
raise consumption which could only be met by
increased imports which actually happened. This
resulted in increased adverse balance of payments.
This deficit was financed principally by drawing
down external reserves. The reserves stood at the
alltime peak of Rs. 1,260 million in 1945 and varied
thereafter from time to time and remained at Rs.
1,080 million in 1950 and at Rs. 1,180 million in
1956, but was reduced by Rs. 700 million in quick
stages to Rs. 480 million in 1960, which is roughly
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less than threce months imports at 1960 levels. Pre-
viously the balance of trade was always favourabie
except in 1947, and in 1952 and 1953 beecause of
the sudden eollapse of the Korcan boom, but it
was continuously unfavourable since 1957 despite
the fact that exports were increasing and the terms
of trade were improving. This was primarily due
to large deficit financing of an inflationary nature
and to the large increase in outlay on consumption.
Despite substantive monetary expansion, Ceylon had
avoided a sharp rise in the level of domestic prices
by satisfying a. rise in demand out of additional
tmports at the expense of her ' external = reserves.
But this cannot happen indefinitely as the reserves
have reached the safty level, and the only alter-
natives posed before the country is either increased
domestic production or rise in prices and costs.

(v) It would thus appear that budgetary policy
has much to do with the balance of pavmens pro-
blems, and that the only way to restore equilibrium
in it would be the economic development of the
country without which the increased demand: for
consumption and capital goods can be met since
the traditional exports do not expand enough to
meet the situation. There is a relative decline in
the demand for food and raw inaterials by advanced
countries. Techneclogical changes have also worked
against raw material consumption. This would ne-
cessitate the improvement of an unfavourable com-
modity compesition of exports by structural adjust-
ments. On the other hand the demand for imports
has been rising more rapidly because of an in-
creased growth in population and because of the
demand for raw materials and capital goods for
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rapid economic development. The payments diffi-
culties cannot be mitigated by improvements in the
terms of trade, or by a decline in the payment of
foreign investment income or by the increase in the
inflow of foreign aid, or by a fall in imports. which -
is unlikely in view of developmental activities, of
by a liberal import policy on the part of the in-
duscrial countries, or by allowing for a possible ex-
pansion of exports to third markets. Import subs-
titution of manufactured consumer goods and food
will be necessary if Ceylon is to develop ata rea-
sonably rapid rate and if she is to narrow the
income gap between ‘herself and the developed
countries. A formidable effort is necessary to allow
for the import of capital goods. There is a choice
for the industrial countris, because of adjustments,
“between trade and aid. The problems of Ceylon
and her neighbours can be minimised through trade
co-operation between them, even by overcoming
areas of conflict. Thus the limitations of export
expansion and the desire for economic development
provide both a challenge and an opportunity for
economic statesmenship both in a country like Ceylon
and ‘in the advanced countries. -



CHAPTER III

THE BALANCE OF PAYMENTS

1. The Ceylon Rupee

In 1872 the Indian rupee was declared as the
sole legal tender, but the rupee was subdivided to
100 cents., Though an interested section in Ceylon
resented the action of the Government of India in
putting an artificial value on the rupee in 1893,
the Indian rupee continued to be the standard coin,
But the introduction of the Ceylon currency notes
in 1884 in place of the former bank notes, and
especially the one-rupee and two-rupee notes in 1917,
removed the necessity of the Indian silver rupee'’s
circulation and confined it to the reserve vaults of
the Treasury of Ceylon. The reserve of the Ceylon
currency consisted of metallic silver rupee and se-
curities. Ever since 1893 the question of an in-
dependent currency for Ceylon was discussed. It
was considered and opposed by the Herschell's
Committee of 1893 and the Currency Commission
of Ceylon of 1901. The Ceylon Banking Commis-
sion of 1934 pointed out the advantages of the
Indian rupee as basis of Ceylon money. But in
1936 it was proposed that Ceylon should have a
seperate currency standard and that that should be
linked with the Indian ripee with an optional link
with the sterling if India devalued her rupee. This
was the form in which the Paper Currency (Am-
ending) Ordinance of 1939 was introduced, but
subsequently the optional link was dropped. The
change was nominal since Indian rupees were not
in circulation. The New Currency Ordinance was
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passed in 1941 and became effective soon after.
There were threc effects of the Currency Ordinance.
Firstly, it created a Ceylon rupee linked to the
Indian rupee; secondly, it avoided the inconvenience
of holding silver rupees, and lastly, it enabled the
Board of Currency Commissioners to issue or re-
deem Ceylon currency against sterling or rupee
credits by the establishment of a Currency Security
Fund. In 1949 Ceylon devalued her currency by
30-52% along with India and England.

2. External Assets

The Second World War caused great changes
in the financial conditions of the country which re-
flected on the foreign trade position. England re-
quired all assistance to prosecute the war but was
not in a position to repay in goods for all the raw
material and foodstuffs she purchased. There was
increased exports from Ceylon and decreased im-
ports.  Though Ceylon had contributed her share
of help and even raised funds for relending to
England, the major payments for her exports and
for the military defence expenditure in Ceylon in-
curred by England had to be met by England
through some other device. This was done by the
issuing of seccurities in England against which Cey-
lon gave rupees for the exporters and others in
Ceylon. This process created large sterling balances
which Ceylon thought might be utilised in the post-
war period for the purchase of capital equipment
for her economic development. High hopes in this
direction were entertained in 1945 and 1946 when
national finance and trade balance were both very
favourable. But the food situation and the demand
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for foreign consumer goods created unfavourable
balances during 1947 and 1948. The foreign trade
crisis was relieved a little in 1948 when prices of
exports had a rise and exchange control was ex-
tended to the sterling area consequent to the Fin-
ancial Agreement with the U. K. in that year. This
was followed by the Korean boom of 1950 - 51, its
collapse in 1952 - 53, the tea boom of 1954 - 53,
and the steady decline 'since 1956 due to budgetary
expansion. The External Assets reflected the trends
in the balance of trade of the country throughout
the war and post-war period. It reached the peak
figure of Rs. 1260 million in 1945, Rs. 1185 million
in 1951, and Rs. 1179 million in 1933, but Rs.
933 million in 1941, Rs. 607 miilion in 1933, and
the Jowest figure of Rs. 481 million in 1960. The
series of budgetory deficits since 1947 (excluding
1954 and 1955) had their effects on the position:
of the external assets through the balance of trade.
Import restrictions were resorted to in order to
safeguard the position of the external assets, and
the stringent restrictions imposed in August 1960,
had the profound effect of reducing the drop in
external assets by Rs. 10 million for the last quarter
of 1960 as compared to a drop of Rs. 76 million
for the Jast guarter of 1959. The position improved
only in 1963. '

“The Financial Agreement between Ceylon and
the U. K. in 1948 provided for the release of the
sterling accumulated by the Government of Ceylon
during the war in seven instalments between 1930
and 1957. This was because of the dollar crisis
that was facing the U. K. and the sterling area,
England had more or less frozen the assets in 1947.
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Ceylon was a good dollar earner for the sterling
arca, and the Agreement was a compromise enabling
Ceylon to regulate capital transfers by exchange
coutrol. Also assets earned thereafter were not to
be blocked. And now the dollar crisis has abated
and Ceylon has also utilised the Sterling Balances.

The composition and liquidity of the external
assets has aquired some imporiance in recent years
because it had to bear the major effect of the
impact of the budgetary, banking and monetary
expansion which have taken place (0 an unusual
degree and it would be more appropriate to pin-
point the cause to budgetary deficits than to any
other. The budgetary deficit averaged Rs. 65-8 million
for the period 1951 -352 to 1955 - 56, but increased
to the astronomical fisure of Rs. 342:9 million for
the period 1936 - 57 to 1960 - 61. [Fortunately by
1956 these reserves had been at a relatively high
level of Rs. 1179 million but fell to Rs. 481 million
ui, 1960 i e., declined by Rs. 698 million. There
were significant changes in the composition and
liquidity pattern of the external assets, which in-
ciuded the holdings of Government Agencies and
Institutions, the Central Bank and the Commercial
Banks. The main impact of the decline in reserves
was on the holdings of the banking system — par-
ticularly those of the Central Bank. This share
declined from Rs. 745 million or 63% of the total
in 1956 to Rs. 173 willion or 36% of the total in
1960. There was a change in the liquidity pattern
as well, The Central Bank's cash balances abroad
declined from Rs. 544 million or 73:8% of the Cen=
tral Banks International Reserve in 1956 to Rs. 95
million or 50% in 1960. At the sume time holdings

E 9
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of foreign Government sccurities changed from Rs.
193 million or 26-2% in 1956 to Rs. 95 million or
50% in 1960. These figures illustrate the nature
and magnitude of the problem concerning Ceylon’s
external reserves. This became worse by the in-
crease in foreign liabilities in 1961 and 1962 of
both short-term and long-term nature, which equ-
alled the assets in amount at the end of 1962
Hereafter it would not be safe for the reserves to
decline any further.

3. Trade and Payments Control

Exchange Ceontrol and Import and Export control
were introduced in 1939 as Defence Regulations
and merged into one department, but the two
were separated in 1947 as separate departments for
their better functioning and fulfilment of aims.
The aims during the war time were different from
those in the post-war period, Previous to 1939
the aim of commercial policy was one of moderate
protection, with participation in Imperial Preference.
The basic outlines of this policy remained the
same thereafter too. Exchange control and trade
control were introduced in 1939 with a vwview to
conserving the exchange resources of the British
Commonwealth. This was applied during the war
to non-sterling area transactions only. All foreign
resources of the sterling area were pooled and all
needs of members were met out of this common
pool on agreed principles. The control aimed to
minimise foreign expenditures and to conserve
scarce cargo space. As the war intensified and
shipping space became scarcer, control was extended

to imports from all sources, Surrender of foreign
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exchange was enforced by a system of export
licenees.  And export licences were used restric-
tively to keep strategic raw materials from getting
into enemy hands. These policies continued until
the war ended. Thus during the war exchange
and trade controls together with rationing and
price control created a dearth of consumer goods,
but expanded the currency and foreign assets.
This situation produced an entirely new set of
problems for post-war foreign trade different from
that which prevailed before 1930.

During the post-war peried the war time policies of
exchange control and import and export control con-
tinued to occupy even greater importance in the field
of foreign trade, but with changed emphasis in their
aims and objectives, There were three consider-
ations prompting the Government to give them a
more permanent basis after the war:

(a) the balance of payments problem,
(b) protection to domestic industries, and
(c) Ceylonisation and diversification of trade,

The problem of the balance of payment also meant
not only her own position but that of the sterling
area vis-a-vis the dollar shortage. The functions
of the present exchange control may be mentioned
as follows: &

1. To maintain Ceylon’s overall balance of
payments position both with the sterling area
and the rest of the world,

2. to enable Ceylon to carry out the general
policies of the sterling area in respect of its
financial dealings with the rest of the world
with a view to conserving dollar exchange,
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3. to keep an account of and to mobilise all
earnings of foreign exchange for the nation’s
need,

4. to control expenditure of foreign exchange to
meet essential needs,

J. to keep a record of all movements of funds
inward and outward of a capital nature,

6. to utilise foreign cxchange resources for the
economic development of the country, and

/+ to protect and assist locul industries to pro-
duce import substitute and export products.

Throughout the post-war perind both exchange con-
trol and trade control were either intensified or
realaxed by Parliamentary and Administrative regu-
lations as the necessity arose in fulfilment of the
three objectives mentioned above. The Financial
Agreement with the U. K. limited the drawings on
the asscts on an agreed basis, and it became there-
fore necessary to extend esxchange control to all
financial transactions between Ceylon and the rest
of the sterling area.

The Exchange Control Act of 1933 gave a perma-
nent basis to the exchange control provisions. . Ex-
change restrictions were extended to items under the
Invisible Account 2s much as to Merchandise. In
1957 restrictions were introduced in respect of eer-
tain types of capital transfers and in 1959 and 1960
further restrictions to remittances and travel abroad
were added. These controls were extended in 1961
and 1962 to cover the entire foreign trade and
payments of the country so that,a favourable bal-
ance appeared in 1963, Thus the Government was
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able to control financial tramsactions not only under
Merchandise accounts but in an increasing measure
under invisibles account also. In fact the period
since 1954 witnessed a series of stringent corrcetive
measures to check the adverse balance of payments
position. The administration of exchange control
from 1950 was the responsibility of the Central
Bank. Impore and Export control were exercised
with a view to restoring the balance of payments
position according as it rose or fell, to diverting
more trade into the hands of Ceylonese, to pro-
tecting domestic industries wherever necessary and
legitimate. DBetween 1948 and 1951 ceiling values
were fixed for all items so as to limit imports
to the total overall ceiling value Export control
was used to sccure fair prices for exporters and
to prevent the export of certain dangerous drugs,
but it ceased to have the restrictive intentions of
the war peried. Also it was used to control the
export of goods in short supply in the home
market.

4. The Balance of Payments

An analysis of the Balance of Payments position
during the period 1950 - 62 will cnable us to asscss
the trends and ccnsequences of the measvres taken
by the Government to consetve foreign exchange,
to preserve economic stability and to promote
-economic development. The foreign reserves position
we may note was not satisfactory because of:
(1) increased foreign liabilities incurred; (2) in-
creased vulnerabilily of export prices; and (3) increased
demand for impogts, particularly of capital goods.
Therefore import restrictions became compelling in
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an increasing measure in the post-war period,
especially as monetary expansion took place with
excessive budget deficits. The increasing use of
substitutes and synthetics had reduced the trade
between manufacturing  and primary producing
countries in the twentieth century, and the countries
of the Ecafe countries had suffered relatively more
than other primary producing countries. There was
a relative decline in the wvalue of exports and a
fall in the terms of trade so that there was conti-
nued adverse balance of trade during the period
since 1957. It was unfavourable even till 1962
despite severe import restrictions, though it was
only in 1963 that a turn in this was noticed.
The trade balance from 1950 to 1956 was favourable
except for 1952 and 1953, but this was due to
time lag. From 1957 to 1962 it was unfavourable,
HExport prices had been falling more than import
prices since 1955 and this affected the terms of
trade adversely. The Government was therefore
forced to correct the disequilibrium through revised
import restrictions.

The position with regard to the Invisibles Account
constituting Services and Donations was also forced
to be kept low through Exchange Control and Pay-
ments Agreements. The deficits on account of the
invisibles was brought under control since 1959 by
several measures to control the various items under
it. Deficits due to Private Remittances and Mi-
grants’ Transfers, and on Foreign Trave) were con-
siderably reduced, and those under Investment In-
come was prevented from rising. The deficits under
miscellaneous account were also, reduced. At the
same time income under Transport and Insurance,
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and under Official Donations was considerably in-
creased, Measurcs {or these were increasingly ap-
plied since 1958 as prior to this the deficit due to
Invisibles Account was very appreciable. The most
important step was Lo halt the net outiow of foreign
private capital. Thus the deficit under Invisibles
Account was reduced to a negligible margin since
1958, so that trade alone presented a problem for
restoring equilibrium in the Balance of Payment
and this has been achieved only in 1963 with in-
creasing trade balances after severe import restric-
tions were imposed in 1960, 1961 and 1962, almost
covering the entire foreign trade.

The fall in External Assets as a result of
Balance of Payment disequlibrium continued till
1960 till it was found to have reached a danger-
ously low level. Resort was made in 1961 and 1962
for increasing the external liabilities by borrowing
short - term loans from the I. M. F. and by drawing
on long - term loans {from other countries. So much
so at the end of 1962 the external liabilities of
Rs. 474 million almost equalled the external assets
of Rs. 504 million. It was only in 1963 that external
assets showed again a tendency to rise with increased
trade balances and reduced deficits under invisibles
account. But a mere policy of severe import rest-
rictions and exchange control will not last long
and produce desired effects. They could have far
reaching effect on the internal price level and
economy, which even in the matter of foreign
trade the dollar area alone is maintaining a credit
balance and compensating for deficits in all other
currency arcas ang bilateral pacts. What seem to
be necessary are a policy of disinflation through
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budgetary control and economic policies, both in-
ternal and commercial, for the ccenomic develop-
ment of the country to diversily it and to promote
better trade- An alternative to disinflation is de-
valuation as a measure of correcting structural dis-
equilibrium in the Balance of Payment pesition,
and of encouraging a large inflow of foreign capital,
both for Balance of Payment purposes and for
cconomic development,

But we may note some cavses that are respon-
sible for creating a chronic malady in the Balance
of Payments position of underdeveloped countries
in general and of Ceylon in particular The most
impertant is the structural changes that are taking
place in the economies of the more advanced
countries resulting in the ftall in demand for pri-
mary commodities. This fact also causes a fall in
the terms of trade, especially as exports and imports
arc inelastic. Another cause is- the income elastic
nature of the economy which gives rise to increasing
imports with deficit financing and monetary ex-
pansion, In the absence of any counterbalancing
elfect from increased production this creates inflation-
ary pressure and price instability. Still another
cause is the demand for imports of capital goods
and raw materials for development purposes. This
again creates additional pressure on foreign exchanges,
Thus it would be seen that there are fundamental
causes that have generated a disequilibrium in the
balance of payments position of the country in
recent vears compelling the adoption of very severe
import restrictions through import control, exchange
restrictions, and increased duties,



CHAPTER IV
CONSUMPTION, SAVINGS AND INVESTMENT

1. Rise in Consumption

We shall now discass the nature and extent of
consumption, saving, and investment in relation to
the problems of econoinic development, especially
as it affects the commercial, fiscal and monetary
policies of the Government. T.et us start with
consumption habits and outlays. The standard of
living in Ceylon is relatively higher than in many
of the Asian countries excluding Japan and one or
two others. Her plantation industries are the equi-
valent of heavy industries in the advanced coun-
tries, and they constitute half the physical produc-
tion of the country and are almost entirely exported.,
The people with  their purchasing power, though
very uncvenly distributed, depend on  the imports
to satisiy their requircments of consumer goods and
other needs. The Ceylon customer has great pre-
ference for goods of high quality and good taste.
His demand for them is almost inelustic. There
are four reasons for this, The first is that the last
war left the people of the country severcly restricted
and curtailed in the matter of even the bare es-
sentials like food and clothing, not to say of other
things.  The termination of the war released the
pent-up demand for both essentials and luxuary
commodities. The war conditions continued for a
few years after, and their effects were not coun-
tered until after sometime. Inflation and the rise
in price continued for a long time. Though they
were stabilised at a higher level than before, prices
had continued to rise by short spuarts  to date.

E 6
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The second reason was the ' demonstration effect”.
Production and consumption in the advanced coun-
tries had gone up to very high levels and people
of other countries learnt to imitate these high
standards of consumption. Though other habits
would also very well be imitated, imitation of con-
sumption habits was much easier and natural, and this
was strengthened by the next reason. Thirdly, though
Ceylon had gained independence there was a desire
to develop the economy of the country and remove
poverty and unemployment through six-year Invest-
ment programmes. The concept of economic plan-
ning and development, and the policies and re-
quirements for its successful implementation were
not properly understood, so that consumption levels,
and therefore price levels, could not be controlled
becausc investment opportunities and saving incen-
tives were not provided. [Frequent import restric-
tions had to be imposed, and price control and
rationing methods proved ineffective. Fourthly, 85
per cent of the imports may be classified as essen-
tials, leaying only 15 per cent of the imports as
luxuries and non-essentials that could be manipu-
lated, so that demand is almost inelastic, and as
it exists now cannot solve the balance of payments
problems to any appreciable extent. The remedy
lies in the planned economic development of the
country through better imaginative economic and
commercial policies, especially through price control
and state trading, and import restrictions and bud-
gelary reforms.

2. Consumption and Inflation

We may briefly consider the relation between
consumption and nflation. We have ndicated the
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post-war tendency for consumption to rise and for
inflation to take the upward spiral. The situation
has been complicated by the excessive currency
pumped into circulation in recent years  While
between 1947 and 1956 the increase in circulation
was Rs. 30 million, the increase between 1956 and
1960 was as much as Rs. 200 million. This had
increased money supply between 1956 and 1960 by
Rs. 80 million. This situation was the vesult of
deficit financing, and instead of the productive
capacity of the country rising, consumption had risen
and created increasad demand for imports. DBut
fortunately prices did not rise very considerably and
inflation was not very visible. The reason for this
has to be noted. Normally Ceylon’s balance of
trade and terms of trade moved together, but re-
cently the terms of trade remained favourable while
the balance of trade continued during the last few
years to be unfavourable despite the increase in
exports. The explanation is that though the prices
of imports rose relatively less than the prices of
the exports, the volume of imports rose so high
that it exceeded exports and a deficit developed,
and consequently an unfavourable balance of pay=
ments. This was reflected more in the decline of
the foreign assets than in the price level. During
previous occasions the adverse balance arose due
to the collapse in exports, but here was a situation
with its lessons for the Government. IHad imports
been restricted to counter the unfavourable pay-
ments tendency and to safeguard foreign assets
there would have been a rapid rise in prices due
to the inflation. The price paid now was the fall
of foreign assets below safety levels. The remedy
lies in import restrictions and balanced budgets,
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and in increased production and investments. Dro-
duction must be planned and investment opportua-
nities and saving incentives provided. Capital can
be attracted only by higher rates of interest as was
evidenced recently by the Government's offer when
borrowing Joans. At the same time entreprencurs
should have cheap credit at the lowest rates. This
implies that the Government should take the chief
responsibility for providing facilities for investments
at attractive rates and a money market on easy
borrowing terms. The other financial institutions
would follow suit. Speculative investments and
speculative borrowings must be curtailed and con-
trolled by budgetary and banking policies.  Inflation
leads to sharp rise of consumer goods prices with
hardship for the lower income group, to excess pro-
fits involving wastage on luxary consumption and
speculative stockholding, to higher wages and cost
of production, and to frustration in investment by
divcrting resources to consumption.

3. Trends in Savings

One of the causes of stagnation in the economy
is the low rate of savings and investmenis. We
may find out why it is so, what the remedies arc
and how far it could be made to meet the nceds
of a planned development. The present levels of
savings are very inadequate in quantity and qua-
lity. The average saving during the period 1950-59
may be said to be about 9 per cent of the gross
National Income which is very low. Notonly the
total savings have been subject to severe fluctua-
tions from year to year, but the three components
of savings, viz. Government, Corporate and House-
hold S:—wings, have each been {'luctualtin_g individu-
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ally. It is noted that Ceylonese seem to save more
out of a rise in incomes than out of a steady flow,
In the Household Sector indebtedness or liabilities
arc on the average 40 per cent of the total assets
and fluctnate considerably, and these are chiefly
used for consumption purposes and thus reduce
savings. Also aboat 80 per cent of the families in
Ceylon save nothing or dis-save. Ilousehold and
Corporate savings follow the pattern in the varia-
tions of ecxport earnings. In the case of Corporate
savings, the non-resident companies have decreased
their retained profits in Ceylon f{rom 1955 onwards
due to the Governmental policies towards foreign
investments in Ceylon. Hoardings constitute a high
proportion of HHousehold saving, and are not avai-
lable for investments, but increase the potential
available for consumption. Savings through insur-
ance policies are steady, as also through -other
institutional channels.  Speculative investments in
land and buildings constitute a high proportien of
ass~ts, but have very little multiplier effect. In the
Corporate sector, old companies supply their own
capital out of profits and reserves, while newly de-
veloping companies struggle for capital, though they
too do not welcome private sources as they do
their own. Much of the Government loan fund
expenditure could not be considered clearly develop-
mental.

4. Reasons for Low Savings

Consumption has taken quite a large share of
the National Income, and savings and therefore
investments have been low and inadequate to meet
the requirements of rapid development. It would
require a very great effort to raise the rate per
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capita increase in income from 0:9 per cent to
2:9 per cent per year. Savings, whether private or
public, have been low. Personal savings amounts
to barely 2 per cent of personal income. It is
hardly a picture about which a country with an
underdeveloped ecoromy can feel very happy. (But
personal savings as a proportion of income before
tax amounts to some 40 per cent of the personal
incomes of persons in the income tax paying classes.)
Even Corporate savings had fallen frem Rs. 112
million in 1950 to Rs. 68 million in 1939, and
Household savings had shown only a very slight
increase. We have discussed earlier the trends in
the various catagories of savings during the last
decade, and noted that they were not encouraging.
There are many reasons for the insufficiency of
savings in Ceylon. They are: (1) the very heavy
taxation levied on private companies and on per-
sonal incomes. Particular concessions have mitigated
the effect of high taxation. DBut taxation reduces
savings, and though it is not a basic explanation
of the saving habit, the taxation system should be
consistent with the policy of stimulating private
savings and investments. We may say that it is
the tax of companies that principally affects finan-
cing of gross capital formation and thus of its
major component, gross fixed assets formation. For
new companies egternal sources are relatively more
important, 1. e. from personal savings of private
individuals. The relative importance of Corporate
and personal tax should be according to opportu-
nities for profitable investment. (2) The rate of
interest has not been attractive for greater savings.
Generally in those types of investments favoured
by investors interest rates are low, and, elsewhere
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they are high. The Government may get its loans
from banks and from thase who look for a safe
security, but the rest may either risk high rates or
prefer to hoard in the traditional forms. Excepting
in agriculture, commerce, and building, which are
the traditional preferences of investors, other lines
of investments find it hard to obtain funds. In-
vestors prefer a few favourite types of investments
and are reluctant to touch shares. For example,
investors should prefer to put their money into
houses and land where the yield may be 6 per cent
or less, rather than in shares fetching yields higher
than 10 per cent. The industrialist is at a much
greater handicap in getting long-term credit. Even
the Government would find it diflicult to secure
more funds for its developmental plans. Recently
the Government had to increasc the rate of interest
for its loans, The problem is one of developing
a capital market to raise adequate funds at higher
rates of interest and of providing cheap credit for
the investors and entreprencurs. (3) The rise in
wages rates is not linked to rise in  productivity
per worker, and this has discouraged savings.
(4) The large profits made in the early 1950’s
during the Korean war commodity price boom has
been another reason for the decline in savings.
{(3) The lack of an industrial and commercial
policy is another. It is felt that only a quarter
of the raw materials and capital goods imported
were under 10 per cent import duty and that the
bulk of them were between 10 and 30 per cent.
Also an authoritative Tariff Commission is absent.
(6) There is the prelerence for quick returns and
capital gains. (7) There is a lack of technieal
knowledge in industry. (8). Individualiam and lack
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of joint efforts has been another reason. (9) Ceyloni-
sation and Nationalisation have prevented the inflow
of foreign capital. (10! Government has set bad
example and demoralised the economy against
saving and investment, because much of Government
loan fund expenditure would not be considered
clearly developmental,

5. Investments: Private and Public

We may say something about investments now.
Gross investments rose from Rs. 39 million in 1938
to Rs. 559 million in 1953, i.e. from 59 per cent
to 12:5 per cent gross national product. Volume of
production increased by 48 pzr cent and the popu-
lation by 40 per cent, so that output per head
rose by 6 per cent during this period. The per-
centage of gross investments to national income do
not compare unfavourably with those of other
countries. But 1938 was an year of unemployment
of men and resources, and later demand for Ceylon’s
products increased and output expanded, so that
it is questionable whether capital [ormation was
really high enough for that period. Moreover a
proper Price Index is absent to deflate gross to
net national income. Moreover private investment
was not directly productive, as building constructions
constituted 72 per cent of gross private investment.
This is high and unsatisfactory. Nevertheless, re-
placements are a negligible fraction, while net in-
vestment preponderates. Thus a substantidl part
of gross investments is devoted to expanding the
community’s capital stock. The volume of invest-
ment differs considerably between different parts of
the economy even if there are wide differences in
coverage. The pattern of investments among com-
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panies, however, is better than the general. (We
have already observed under savings that the pattern
of investments are due to various habits, traditions
and preferences of investors, and also due to the
defective policies and tax rates of the Government.
The division between private and Corporate savings
and investments is important because they are in-
fluenced by different tax rates which play different
roles in the economy, even though the effects of
taxation on investments are not clear). Moreover
Ceylonese are buying up lands which foreigners
are selling, so that capital for development is not
available except at high rates while at the same
time a great rise in savings is neccessary to reduce
these rates. A rise in the rates of interest and
the development of a capital market seem to be
the way out for a high rate of investment adequate
to raise the rate of growth of the economy at a
rapil pace. Past expericnce may be helpful. The
First 8Six Year Investment Progrmme for 1947 - 53
involved a total outlay of Rs. 1,250 million, and
this was revised by the Colombo plan consultative
Committee in 1952 for the period 1951 - 57 to
Rs. 3,200 million as the total ‘outlay. The six-year
plan of 1947 - 53 was financed 67 per cent by do-
mestic resources and 33 per cent by inflationary
financing. The second six-year plaa of 1954 - 60
envisaged a total outlay of Rs. 3,200 million for
dcve1opmont but this was scrapped with a change
"of Government in 1956. The new Ten-Year plan
has an investment target of Rs. 13,600 million of
which Rs. 8340 million is Government investments
and the rest private.  With proper incentives to
savings and investments from domestic and foreign
sources development could take place without resort
to much intlation.

E T



CHAPTER V

PUBLIC EXPENDITURE AND CAPITAL
FORMATION

1. Some Salient Economic Features

We may start the discussion of the problems of
the financing of development with the following six
tables which bring out the salient features of the
economy very markedly. Table | gives the grow-
ing budgetary deficits in the post-independence era
" and its inflationary effects.

Table 1 (In Million Rupees)

Year Budyet Deficit Treasury Bills Money Supply External Assets

1950 - 51 47-8 30-0 1,006-2 1,216-8

1951 - 52 2571 925 895-8 8738
1952~ 53 2319 184-0 826.8 640-4
1953 - 54 334 105-0 957-1 . 9443
1954 - 55 1276 60-0 1,672:9 1,228-8
1955 - 56 1.2 68-0 1,126-8 1,2757
1956 - 57 196-4 65-0 1,040-1 1,061-9
1937 - 58 = 2223 140-0 1,076-8 933-2
1958 - 59 4134 3200 1,177-7 A
1959 - 600 417.5 350:0 1,208-9 541-3
1960 - 61 462-5 750:0 1,288-6 5317
1961 - 62 4640 1,000-0 1,342:7 5039

1962 - 63 456-9 — — s

Source; Central Bank of Ceylon.
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This is the result of an ever-growing size of Public
Expenditure which is given in Table 1I,

Table II

Financial Kational Index of Current Index of Curr. exp. as

year income growth expenditure growth a %of inco.
1949 - 50 3734 100 563 100 15
1950 - 51 4422 118 805 143 18
1951 - 52 4278 114 1,024 181 24
1952 - 53 4376 117 928 165 21
1653 - 54 4557 124 750 135 17
1954 - 55 5167 138 873 155 17

1955 - 56 4885 131 1,103 195 23
1956 - 57 4829 129 1,136 202 24
1957 - 58 5181 129 1,434 255 28
1958 - 59 5384 144 1,642 295 31
1959 - 60 5656 13 1,582 280 28
1960 - 61 5828 156 1,640 291 28

Sources: The National Income figures are from
the U. N. Social Accounting Statistics. The
Expenditure figures are from Ceylon
Government Aecount .

And this again is marked conspicuously by the ex-
pansion of food subsidy which is brought out in
Table III.
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Table III
4050 50-31 31:32 5253 53-54 34-55
1. Goods
and Services 3257 453:1 490-8 5306 534:5 601-3
(a) Adminis-
tration 74-¢ 1071 ~97.3 1150 1159 141.2
{b} Social
Services 156:6 172-1 2075 212.8 225.0 2339
{c) Economic
Services 88+4 102:1 1122 1154 113.3 -142-1
(d) Others 61 71-8 738 874  BO3 837
2. Transfer :
Payments 1354 237.7 3752 2576 1383 1610
(a) Food
subsidies 358 1316 2478 1270 125 - 360
bl .G A, :
Grants 209 18.5 216 231 22.:8  23.3
{c) Others 27 B746 1158 10735 G934 IOl 7
55-56 56-57 57-58 58-59 59-60 60- f)l
1. Goods - ’
and Services 630-0 6880 7725 8865 943-8 IOOO‘S
(a) Adminis- :
tration 149-2 172-4 199.9 2077 216-5 .249:1
{b) Social
Services 256:9 2779 314-4 3774 420.2 422.3
(c) Economic :
Services 133+1 138:0 1491 1731 1845 2062
(d) Others 90-8 1006 109-1 1283 122-6 1229
2. Lransfer . i :
Payments 232-8 287.8 3457 382.9 421-6 4655
(a) Food ' :
subsidies 79-5 105-5 1120 146-5 193-0 2000
by L. G. A
Grants 244 263 32.5 34.8 35.7 36:6
(c) Others 128. 9 156 O_ 201-2 ?O() 6 19’7 o 226 9

Source

(‘entml Bmk of Levlon
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In Table IV below trends in National Product
and Capital Formation in recent years are given in
order to show the relative stagnation of the per
capita income which is our prime determinant of
development.

Table 1V

Summary Indicators of Product and Expenditure
at Current prices.

80K fmedl | 0 1959 1960 1961 1962

1. Gross Natinal Product
- at Factor Cost prices : i
(Rs. Million) 5,835 6,020 6,067 6,313
2. Gross Domestic ixpen- ' '
diture at Market prices P
(Rs. Million) 6,551 6,736 6,609 6,799
3. Private Consumption ' :
‘at Market prices
(Rs. Million) 4,579 4,837 4,728 4,908
4. Public Consumption ' '
at Market prices a5 :
(Rs. Million) 897 963 968 = 0985
5. Gross Domestic Fixed
- Capital Formation at :
 Market prices (Rs. Mil.) 1,033 ~ 967 904 985
6. Exports of Goods and : SR
 Non-Factor Services R
(Rs. Million) 2,016 2,011 1,907 1,976
7. Imports of Goods and
Non-Factor Services : ,
(Rs. Million) 2,176 2,209 1,972 2,068
8. Gross National Product
per capita at Factor
. Cost prices (Rs.) - 606 608 597 . 604
9. Gross Domestic Expen- :
diture per capita (IRs.)  ~ 681, 681 30 . H5]
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B. Index Numbers 1959 1960 1961 1953
(1959=100-0)

1. Gross National Product
at Factor Cost prices 1000 1032 104.0 1082

2. Gross Domestic Expen- _
diture at Market prices 100-6 102-8 100-9 103-8

3. Private Consumption

at Market prices 100-0 1056 103-3 107-2
4. Public Consumption 4]
at Market prices 100-0 1074 1079 1099

9. Gross Domestic Fixed
Capital Formation at

Market prices -100-0 937 875 954
6. Lxports of Goods and :

Non-Factor Services 100-0 997 946 98.0
7. Imports of Goods and _ :

Non-Factor Services 100-0 1015 906 950

8. Gross National Product
per capita at
Factor Cost prices 1000 100-3 984 997

9. Gross Domestic
Expenditure per capita 100-0 100-0 955 956

Source: Central Bank of Ceylon.

Table V shows the growth of gross capital for-
mation in the fifties and shows how dependent it
was on the drawings of external assets.
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v

Finance of the Gross Domestic Capital Formation

( in Rs. Million )

1950

1951 1952 1953 1954
1. Depreciation 139 143 138 148 167
2. Savings 516 Bl 171 342 63)
3. B.of P.deficit —137 —89 446 158 —305
Total 518 565 755 648 493
1955 1936 1957 1958 1959
1. Depreciation 169 183 210 235 305
2. Savings 697 603 34 333 32
3. B.of P.deficit —323 -82 195 153 177
 Torl 543 70¢ 778 72l 854

Source: Central Bank of Ceylon.:
Table VI is very significant in that it shows

how recent experience has belied the hopes of the
Ten Year Plan and how very necessary itisto curb

consumption or lower the capital / output
the alternative

coming.

ratio if

of foreign capital was not forth-
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Table

VI

Comparative Table

]

Group of Countries
by average

Ratio of Gross Ratio of ; Ratio of
Capital 'orm- Net Capi- depreci-

incomet ation to Gross tal I'orm- ation to
National ation to (Gross
Product {a) Net Nation- Capital
al Product Torm-
: o | i
: 1. 21-0 13-6 41.2
2. 17-6 97 40-7
3. 15-2 10-2 33-2
- R 131 7:9 376
(vi) (14-4)  (81) (423
Ten Year plan Ceylon 1968 21.3 176 21-3
Increments over 57 — 68 513  42.7 217
Increments 57— 60 e — —
Ceylon 1957 13-1 9-9 30-1
Ceylon 1960 151 408 444
: S Group o;_ém;m;mt- [ncrement-. -.P-{atio of
by average “:al Capital  al Capital Consum-
income + output ratio  output ratio  ption to
(gross to-gross) {net to net) gross
National
; i) i Product
L, 8-1 52 790
2. 5.7 3:0 82-4
3. 3-0 17 84-6
4, 33 1:8 86-9
{vi) (3-3) (1:5) o
Ten Year plan Ceylon 1968 265  2-8 796
Increments over 57—68 - — 587
Increments 57—60 3-8 3-3 109.7
Ceylon 1937 n-a n-a 89-2
_Q_ey.l(.)n 1960_ n-a n-a 89-4

t As grouped by Kuznets' ‘Quantitative Aspects of Economics™, ¥—~Capital
Formation Propositions, Economic Development and Cultural Change,

July, 1960. Ceylon is in Group 4.
includes Ceylon,

(a} Kuznets, Table I, p.4.

{b} Kuznets Table 1V, p.15.

(¢} Kuznets Table IV, p.13.

Group (vi) isa smaller group which



57

These six tables taken together lead to certain
irresistable conclusions on which is based ovr diss
cussion of not only the financing of development
but also the pattern of development and the neces-
sary reorientation of commercial policies which
alone can solve some of the bottlenecks of the
economy and assure a rising per capita income,
fuller employment and a balance of payments in
the foreign accountss From the figiurés in Table
VI we can see the following :

(a) the Ten-Year Plan arrived at a proportion of
Gross Capital Formation to Gross National Product
in Ceylon in 1968 equal to the average proportion
in the group with highest income countries in the
world ;

(b} the ratio of Net Capital Formation to Net
Nutional Preduct according to the Plan was to be
far higher than the average post-war experience
of even the wealthiest group of countries;

(c) the incremental capital output ratio (gross/
gross and net/net) were below the average ratio
of many of the groups studied by Kuzaet;
(Individual countries however differ widely)

(d) the ratio of consumption to Gross National
Product in 1968 was to equal the average level of
the group of countries with the highest income in
the world. The Ten<Yeir Plan was therefore ex-
pecting far too much.

A few general conclusions about Ceylon’s actual
performance since 1957 are also possible :

l. The capital / output ratio in Ceylon has been
nearly a third above the plan figures,

E 8
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2. The ratio of Gross' Capital Formation to
National Product is in line with similar countries,
but ‘it has been achieved by disinvesting in foreign
assets,

3. Net Capital Formation has bcen high but it
appears that this is a false figure as inadequate
allowance has been made for depreciation.

4, Increments of consumption since 1957 have
exceeded increments in (Gross National Product.
Therefore capital formation increased only by the
running ‘down of the foreign assets.

5. Investments in Ceylon have been wasteful.
The results regarding Capital Formation are there-
fore disquieting. Without restraints on consumption,
the rate of growth of output will fall,

' 2. Deficit Financing and Social Expenditure

- The experience of the fifties shows a persistent
tendency towards an adverse balance of payments.
. Though there are many causes to this, the princi-
pal ¢ause in  Ceylon has been the large deficit
financing of the Budget since 1956 which has been
yawning more and more to date. Government de-
_ficit financing has caused monetary expansion with
consequent pressure on imports. As the level of
foreign assets declined to the low water-mark, im-
port restrictions were introduced in 1960, 1961 and
1962 with greater stringency. This resulted in
arresting the adverse balance but also resulted in
‘excrting’ pressure on the domestic price level. This
must “be ‘traced to the high propensity to consume
which is:again the result of Government budgerary
policy. Monetary policy alone cannot offset the
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inflationary effects of the overall budget deficits
which therefore must be reduced to permissable
limits. This in fact has been the chief current
economic problem in Ceylon, On the side of
revenue export duties, income tax, and impbrt'
duties have been the chiel sources, but they' have
reached maximum limits, at current levels of
development. All tax concessions and rebates have
been removed except for new industries. Excise
duties of different wvarieties have been tried but
not with much success. Gift tax and wealth tax
have also not yielded much revenue Tncome tax
of the higher groups have been raised steeply.
Corporate taxecs are as high as possible.” New
sources are also limited. It must be said that the
prevailing tax burden has proved dis-incentive to
savings and even created a tendency to consume
capital with consequent ill-effects on investments
and development. In fact the tax structure is a
very iniquitous one. It has failed to. satisfy the
main objectives of fiscal policy. With all these
the revenue of the country is unable to meet 'the
current expenditure of the budget, let alone capital
provision to meet development expenditure which
is inadequate to meet the targets of the Ten-Year
Plan nor even the reduced Three-Year Short-Term-
Programme. Capital expenditure is met from local”
borrowing and foreign aid and created ‘credit and

not from any Government savings. The nced to’

axe current expenditure is evident from the nécessity
to curb consumption and create savings. The rate’
of development would otherwise be very low and

dangerous. While National Incéme increased’ by = 7

56 per cent between 1949 - 50 and 1960 - 61, current
expenditure increased by 200 per cent. This cxpen-
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diture which was 15 per cent of National Income
tose to 30 per cent or even more if all expenditure
by the Government authorities were included.
While Goods and Services and Transfer Payments
generally increased threefold over this period, food
subsidy alone rose sixfold at the cxpense of other
transfer payments. Ience there is an urgent need
to prune expenditure on that item if development
were to be seriously caonsidercd. Government ex-
penditure on Social Services is 35 per cent of
current expenditure. This is a high proportion
even for U, K. and U. S, but given the current
volume of tax and other revenues, Ceylon cannot
afford a high scale of social services expenditure,
especially in the future. The need for holding
down the soaring social services expenditure would
seem to be the only way out of the present impasse
created by the changed financial situation.

3. National Produet and Capital Formation

The present fiscal and monetary policies of the
country are inadequate to meet the challenge posed
by economic development. The financing of develop-
ment has indeed become a problem in Ceylon
because the average amnual rate of growth of the
econemy in real terms was 35 per cent, or on the
basis of an annual rate of increase in population
of 26 per eent it was 0-@ per cent in per capita
terms which is less than one per cent. This state
of affairs was due to inadeguate capital formation.
While consumption (public and private) increased
with National Income, capital formation remained
almost stationery over the past few yearss Gross
National Expenditure exceeded Gross National
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Produet, as also the increments of consumption
over GGross National Produet increments. This meant
that Gress National Formation was maintained by
drawings on the external assets. If Gross National
Expenditure was reduced to the level of the Gross
National Product by cutting down savings and
not consumption the Gross Capital Formation would
be still Jower, that is from 14 per cent to 10 to 11
per cent, which woald mean an annual rate of
growth of only between 2-6 and 2:9 per cent which
would equal the rise in population without any
increase in per capita income. The Ten-Year Plan
visnalised a Gross Capital Formation of 21-3 per
cent, which was too high to produce a rate of
growth of 59 per cent, but the Short - Term Plan
has reduced the GCI' to 16-8 per cent and the rate
of growth to 4-8 per cent, that is about 2 per cent
increase in per capita terms. It is hoped the
present order of capital expenditure would achisve
thic rate of growth in the economy. LEven this
molest rate may not be achieved, because. the
provision in the Budget of capital expen-
diture for 1963 - 64 again falls short by a sizeable
margin. Yet it might be possible to achieve fair
results if certain conditions are fulfilled. The low
rate in the past of less than one per cent was due
to under expenditure in the capital budget as a
result . of administrative and planning bottlenecks.
Again the magnitade of foreign aid is quite pro-
blematical. There is again the high propensity to
consume and run down the external assets of the
country. Further the capital provision is not made
out of savings on revenue, but partly by created
credit with consequent ill-effects on the economy.
This again affects private savings and causes dis-
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incentives for capital accumulation and ({ormation
so that the climate for privaté saving and invest-
ment is lacking in the country as a result of
budgetary and cconomic policies pursued by the
Government.

It would thus be realised that even a modest
rate of growth involves a large financial outlay on
the part of the Government which is possible only
on conditions we have discussed earliar, as other-
wise both the public and the private sectors would
be crippled. The 1963 - 64 Budget has narrowed
the deficit but it is problematical if the expect-
ations would prove correct. Nor has the private
sector any reason to feel happier than before. Tax-
ation is more rigorous and consumption has been
unbridled. It therefore continues the vicious circle
downwards without hopes -for' development. Pro-
duction will be low and prices will mount with
the passage of time. Hence - our discussion of
Public Expenditure and Capital Formation shows
the necessity for the inflow of large foreign capital
to keep up the rate of development,

4. Note on Public Expenditure

The last four chapters have indicated the genesis of the
problem by showing that deficit financing led to increased
consumption and to adverse balance of trade and payments.
This resulted in exchange restrictions with ‘consequent rise in
prices and costs and in_ unemployment and idle resoures.
Coupled with inadequate: investments and falling income the
Budget gap widened year after year. Thus deficit financing
is identified as the chief cause of economic stagnation. But
Public Expenditure has been growing and cannot be curbed
‘because of universal franchise and political pressure. This has
resulted in current services expanding with population growth
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and absorbing about three-fourth of the public outlay
while leaving only a fourth -for investment expenditure.
Nor are there any theories of public expenditure to guide us
between current and investment expenditure or between various
services or between public and private spending. Further there
are no scientific means of evaluating the tax-payers’ choices.
But in general we have fo assume even in a mixed economy
that the state alone can_ provide the necessary technical effiici-
ency for ensuring rapid development and judge it at that. Public
expenditure must therefore be strictly limited to the objectives
of state activities. Therefore Public expenditure must be
surveyed as a whole in relation to possible resources, public
services must be improved systematically, and legislative control
must be complete and effective.



CHAPTER VI
PRODUCTION AND EMPLOYMENT

1. Preduction

In the previous two chapters we discussed (he
problems relating to the financing of development
and laid the blame for the low rate of capital
formation to the fiscal policies pursued by the
Government regarding publie expenditure. It had
its effects on the external balance of payments and
on the domestic price level.- The policy of import
restrictions in recent years was a result of these
consequences, meant to cut down external deficits
and to promote import substitution. This could
under normal circumstanees have created a new
equilibrium  but production and employment did
not as experienced in the fifties and in the early
sixties, expand as anticipated. This was due to
both inadequate and inefficient capital investment
in the public as well as the private sectors.
Monetary authorities were not in a position to
deal with a situation like this, either to control
prices or to promote production and employment,
Here again the blame for the failure to reach
targets as set out in the Ten-Year Plan belongs
to the Government’s fiscal policies. We shall there-
fore briefly discuss the overall production and em-
ployment expansion since Independence and relate
it to the targets laid down by the plan to be
achieved by 1968 and trace the causes for the
drawbacks and shortfalls. This again would be
found to be principally due to the lack of adequate
investments as a result of the policy of public
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expenditure. In the light of these discussions it
would emerge that a differently oriented pattern of
development would be necessary to raise the
standards of living and to solve the innumerable
problems of foreign trade. For it is not a fortui-
tious circumstance that the problems of financing
the -development and the pattern of development
stem from the same dilliculty, i. e. excessive defi-
cit financing of puablic expenditure, which gives
risc to a chain of effects. Current revenue is
barely enough to meet current expenditure alone.
The consequence is that there is inadequate capital
formation and insufficient development expenditure.
One is the obverse ol the other. In fact current
investment has to be doubled in order to reach
the goals of the plan and to ‘maintain a steady
rise In per capita income. The f[ollowing pages of
this chapter are therefore devoted to an assessment
of the progress regarding production and employment.
during the last decade and more. State policies
to promote increased production and employment
are also examined and the various reasons for the
deficiencies analysed This is followed by a dis~
cussion of the pattern of development desirable
for a country like Ceylon, so that the maxium.
results may be achieved in productivity and
employment.

The achievements in production may be inferred
in terms of investments in production, output and
employment, and as regards output not only in value,
but in volume, acreage and yield as well. We
may use one or more of these in respect of the
various sectors and commodities we wish to stady

E ¥
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without overlooking the need to compare their
relative growths. We now know that the economy
grew at an annual rate of 3:5 per cent in real
terms or 0-Q per cent in per capita terms, If we
divide the national product into its chief compo=
nents, we may find by rough computation that
between 1948 and 1960, 45 per cent of the increase
in gross real product was due to an increase in
the production of goods for domestic use, 33 per
cent due to services, and 20 per cent due to the
production of goods for expori. This shows the
relative rise of the domestic sector because of
international trends in trade and domestic policies
of development. For while -the domestic sector
grew at an annual rate of 1:5 per cent in per
capita real terms, exports declined by 0-9 per cent
annually. Taken in another way primary products
declined in its sharc of gross national product by
Q-7 per cent annually, while secondary industry rose
in its share only slightly. The chief increase was
in the share of services which had an average
growth rate of 1.7 per cent in per capita real terms.
But it would seem that the growth in national
income during the past decade may be more appa-
rent ‘than real. There has been no doubt a signi-
ficant rise in the living standards of the people.
But the rise in per capita incomes may have re-
presented goods and services that may have been
required to satisfy the increase in demand due to
urbanisation and development of industry. Moneti-
zation of the economy would have also caused a
shift in the structure of distribution =2nd more ela-
borate market organisations. These are actually
costs of development. However the present rate
of growth should be considered low in view of
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the gap in the levels of living between Ceylon
and advanced countries and the fact that this gap
is widening ever more.

2. Targets and Achievements

The ‘investment, output, and employment targets
are set out in Tables 8, 9 and 17 of Chapter II
of the Ten-Year Plan which are reproduced below.

Table VII

Government and Private Investment by Sectors,
1959 - 68 (Inclusive)

(In Million Rupees)

Sector Non- Gavern- Private Total
monetized ment

Tea —_ 156 351 507

Rubber 194 217 411

Coconut 41 274 315
Specific agricultural

- crops and animal

husbandary — 321 464 785
Irrigation 110 982 — 1,092
Fisheries -—_ 208 10 218
Small scale Industry 40 360 — 400
Large scale Industry — 1,613 701 2314
Electricity — 826 — 826
Transport 100 1,652 194 1946
Construction —_ 90 235 325
Housing 435 008 1,382 2,725
Public Administration 100 926 — 1,026
Other Services 70, - 109 541 711

Total 855 8377 4360 13,600
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Table VIII
Projected Increase in Output (1957 and 196 Sj

(Gross Domestic Product at Factor cost)

(1957 Prices)

1957 1968 Inercase Percent
{Rs. M.) (Rs.M.) (Rs. M.} Increase

Tea 1875t 1302 2172 29
Rubber e 228 453 115 34
Coconut 342 469 127 37
Paddy 350 857 507 145

Other Products of
Agriculture including

animal husbandary R s e
Fisheries - 34 176 142 418
Industry 380 1,200 910" 239!
Construction 214 803 589 257
Electricity 26 "120° 1007 500

Transport and ; Tish
communicationst 258 466 208 81

Housing® 215 360 145 67

Public Administration 385 616 _231‘ = Dl

Other Services 799 1,290 491 . Bl
Total 4975 9445 4,470 o G

1 Excludes transportation of Export crops.

* Include imputed rent of dwelling in the rural sector,
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Table IX

Distribution of Workforce (1957 and 1968)

' {In Thousands)

1957 Percent of 1968 Percent Increase Per-

total of total 1957-68 cent

Increa-

ses 1957-

L 68
Tea (Estates-only) 539 154 678 14.0 139 258
Rubber (Estatesronly) 194 5.5 200 41 6 31
Coconuts 82123 06 120 1114 141
Total for Export crops 815 232 974 20-1 159 '19:5
Other Agriculture® 1,046 29-8 1,304 27-0 258 24-7
Total Agriculture 1,861 53-0 2,278 47-1 417:224
Fisherics 79 L3N gRN [5G0 1555

Total Agriculture and
fisheries 1,940

55:3 2,370 49-0 430 '22-2

Industries T.arge and
medium scale, small

and Cottage 291
Construction 105
Electricity 4
Transport and
Communications 155

Public Administration 181

83 528 109 237 81.4
30 316 6-5 211 201.0
Dty T s

44 209 43 54 .34.8
52 290 60 109 60-2

Other services __719 20-5 1,065 22.0 346 48-1
.~ .Total 3395 96-8 4,785 990 1,390 409
Unemployed PEs 3" M8 ¥@N65 375
Grand Total 3,508

* Including employment on tea and rubber small holdings.

100-0 4,833 100-0 1,325°37-8
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The above targets if realised would give a growth
rate of 6 per cent in National Income and increase
the per capita income by 40 per cent over the plan
period. Though modest it has now become im-
possible of achievement. One-third of the National
Income is produced by the export sector, one-third
by the non-export production sector and the other
third by the services and professions. Only slightly
over one half of the food requirements of the
population are produced locally and the other half
imported. Of the imports three quarters are essential
food and consumer goods, and one-tenth necessary
fuels. Food imports constitute 2/5ths. of the total
and cereals alone is half that quantity. Tea, Rubber
and Coconuts constitute 95 per cent of the exports.
While almost the entire tea and rubber are ex-
ported, only half of the Coconut preducts are ex-
ported, the other half being utilised for local
consumption. The area under cultivation is about
one-quarter of the total land area of 16 million
acres, while it was only 1/5a decade before, the
increase being principally under land cultivated for
paddy and to lesser extent other crops. The area
under the main export crops has not shown signi-
ficant increases because of war conditions and
post-war re-habilitation and re-planting schemes.
While the total area cultivated increased over a
decade by 1/5, the volume of agricultural pro-
duction increased by 1/3 during the same period.
Tea increased in produaction by 1/2, while rubber
and coconut were rather stagnant. Rice increased
by 100 per cent though the area increased by one
half only, principally because of better method of
cultivation and of irrigation facilities. In short the
increased agricultural production was due to more
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intensive methods applied to tea, and extensive and
intensive methods applied to paddy. So far as agri-
culture is concerned the cultivable area could be
increased to 1/3 of the total land area which means
an additional one million acres from the present 1/4.
This would mainly be in doubling the area of paddy
cultivation. As regards more intensive methods tea
production could be increased from 710 to 1,600 Ibs.
per acre, rubber from 375 to 1,100 lbs. per acre,
coconut from 2,150 to 3,000 nuts per acre, and
paddy from 32 to 48 bushels per acre, i. e, tea
production could be doubled, rubber trebled, and
coconut and rice increased by half as much on a
reasonable scale of International standards. ILand
under paddy cultivation is 1/3 under major irrigation,
1/3 under minor irrigation, and the other third
under rainfed and asweddumised types of cultiva-
tion. If the area under rice could be doubled and
yield increased by another half, the total production
of rice could be trebled, and if the population in-
creased by 1/3 as much in another 10 years and
consumption per head increased by 1/8, and the
present rice production is only half the requirements,
then we would attain self-sufliciency in food if that
is our National objective by extending cultivation
as required within 10 years without minding the cost
of it. If the area is increased by half only, then
in 10 years we might produce 3/4 of the required
quantity and import only 1/4.

The problem of unemployment and under-employ-
ment for the inereased workforce of 1:2 million in
the next 10 yecars could be remedied by intensive
and extensive mcthods of developing tea, rubber,
coeonut and rice alone. But we are here equally
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concerned with the marginal efficiency of labour
and , capital, and with the standard ol living of the
people, which would point to the urgent necessity
of attempting to develop the industrial potential of
the country. The people of the country are so
used to agriculture, commerce and building, and
tradition dies so hard, that enterprise in industry
is not forthcoming even if investment pays. Equally
responsible is the industrial, commercial and economic
Policies of the Government: Nevertheless the fact
remains that the index of industrial production had
remained almost stationary while that of agriculture
was increasing. Some industries declined and others
expanded, and the war-time policy had its  post-
war elfects, and it is very likely that given the
proper atmosphere for development industrial pro-
duction would go up, out-strip the rate of growth
of agriculture, raise the standard of living, and
provide unlimited opportunities for future employ-
ment at a time when agricultural expansion might
reach its physical and productive limits. The target
hopes to cut down food imports from 40 per cent
in 1959 to 15 per cent of the total imports in 1968.
There would be near sell-sulficiency in many prin-
cipal items of food except in rice in which a #
self-sufficiency 1is expected. Rice production was
Rs. 31 million in 1957 and Rs. 48 million in 1962,
but it may not reach the target figure of Rs 77
million in 1968. Perhaps a % rds. self-sufficiency
may be reached leaving a third of the requirements
to be imported by that date. In fact rice pro-
duction increass has been the most conspicuous
feature of the domestic sector recently due to im-
proved methods of cultivation and irrigation. But
other types ot agricultural production have not
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shown comparable increascs. Milk, meat, eggs,
tobaceo, potatoes, chillies, onions, coflee, sugar etc,
are not likely to achieve self-sufficiency as expected.
Onions must increase by 3 rds, chillies must double,
potatoes must rise twelvefold, and sugar rise several-
fold, if the targets are to be reached. LEggs may
reach the desired goal, but these and other food
items not mentioned here are not making necessary
progress towards a fair degree of self-sufficiency so
as to cut the need for imports of {ood items so
that imports of other goods for consumption and
development may take place and a balance of
payments equilibrium reached. Thus agricultural
production instead of taking the main strain and
stress of development and relieving the foreign ex-
change pressure has thrown it on industry  which
1Is a weak sector now, even though some activity
in this direction has been perceptibly noticed in
the years since 1961. The achievements in industry
are much less as compared to the targets, and
with a weak export sector the problems of production
and employment have assumed serious proportions,

3. Shortfalls in Production

The present acrcage of paddy cultivation is a
little less than one million while the target is 13
million, and it is likely that only 2 or 3 lakhs
additional acreage will be brought under cultivation
on past experience. Yield per acre was expected
to increase [rom 32 to 48 bushels and the present
yield is only 38 bushels per acre. Total production
is expected to rise to 77 million bushels while the
present production is 48 millions. The present yield
of tea is 790 lbs. per acre and of rubber 434 |bs.

E 10
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per acre, and these are far below the targets as
mentioned earlier despite intensive methods. Self-
&,ufﬁmenc; in other food and cash crops will ngt_
be achieved as expectzd in the targets. Lcdleas;
to say sugar, cotton and potatoes have been a
failure, nor has much been achieved in anlmal:
h'usb'_am'_]ary. [ish production increased from % to
13 million cwt, while the plan target is 4 mllhon
cwt. Here again the target is not likely to b__q
achieved. The (1chie\emerit9 in industry are fnuch_
less than expected and this may be realised from,
the following figures of investment. Public invest.
ment in industrial corporations amounted to Rs, 200,
million with employment for 5,500 persons, so. that
investment per head was about Rs. 36,000. In the
prlvate sector large industries drew an investment
of Rs. 95 million, giving emloyment for 11,000, so.
that investment per head was Rs. 8,500, while s\r_h_a]ll'_
industrics’ investment was Rs. 31 million with em:
pIO)mcut for 6,000, giving an investment per head
of Rs.5,000. The ficures for the private sector
relate to the period since May, 1961, and to
industries registered by the Department. Though
significant progress was made in the last two. years,
it is not likely that the target investment of Rs.
2,200 million for all industries would be achieved.

4. Siig_b_e_lPoiic_ies and Aims

State 'polic'ics' to promote agricultural and indus-
trial development have been as comprehensive as.
those found in most deveiopmmt minded countries.
Arioug these rice cultivation received the pride of,
place. Not only were acreage increased by colonisation
schemes and irrigation facilities, but the large use.
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of fertilisers, extensive credit facilities and crop in-
surance schemes, provision of pureline seed paddy
supply scheme, salvinia eradication, guaranteed price
'pur"c'h:}se scheme, agrarian reforms and other im-
proved techniques were among the several factors
which contributed to the spectacular increase in rice
production in the last few years. Sugarcane, cotton
afid potato cultivation did not meet with much
success even thovgh undertaken by the State. The
costs were prohibitive in these. Their future may
be said to be very uncertain. Animal husbandry
and other food and cash crops received the atten-
tion of the State. Quotas and subsidies were in-
troduced by the Agricultural Products Act of 1939
and the Guaranteed Price Scheme by which the
State restricted the imports of such products through
quotas and banning, and assured the producers a
guaranteed price scheme. Marketing facilities were
provided through the State Marketing Department
and the Multi-purpose Co-operative Socicties, Large
acfeage of lands were alienated to peasants under
vﬁlwe expansion schemes and highland coio*nsntlon
§chemes and middleclass schemes for agricultural
purposes. Considerable increase in the production
of these food items have been recorded as a 1csu1t
but it must be said that they fall short of the
tafgets laid down in the Plan. Eggs and onions
Haveé done well, and milk has increased but at a
heavy cost to the consumer. The traditional export
products like tea, rubber and coconut have received
As much attention as the other food and cash Crops.
A system of subsidy prevails for replanting and
téhabilitatiotr and for fertilisers. These have yielded
fait fésults in all (hree. Rubber production would
only show ificreases towards the end of the Plan
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period even though the scheme (1953) coveting . it
was. started much earlier than for tea {1958, DBut in
the case of the coconut industry even thongh yields
have gone up, the age of the trees would have an
adverse effect in the future, while there is already
a disease gripping it now. Government schemes
have helped not only to increase vyields bLut also
employment in the estates and in the small-holdings.
In addition there are laws preventing {ragmentation
of large tea and rubber estates. The Itesearch
Institutes for each of the industry * have rendered
various types of service.

Government policy regarding industrial develop-
ment has been Jaid down in  bulletins published
recently. In the public sector much progress took
place regarding State Industrial Corporations and
their reorganisation in the last decade.  Most of
the large industries were reserved for State enter-
prise. The costs and losscs were reduced, and the
factories were worked to capacity. The manage-
ment and control of the corporations were reorga-
nised. The importance of industrialisation was
realised as also the role of the Government in its
promotions. Government also encouraged the private
sector and foreign capital. Several tax concessions
and duty rebates were given. DProtection through
quotas and high tariffs and total ban was given.
Easy credit facilities were granted by the Govern-
~ment, banks, and other financial institutions, Tech-
nical assistance of a varied nature has been provided
through specialised institutions. Thus all possible
assistance and incentives have been given to the
private sector. Cottage industries are being helped
in many ways. All these have resulted in industrial
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production in the last few years rising by fifty
par  cent,

5. A Criticism of Agricultural and Industrial Policies

1. The Rice subsidy scheme as at present is
not amenable to any economic analysis. The pro-
ducer subsidy does not encourage higher yiclds as
anything produced could be sold at Rs. 12/- a
bushel. Tt helps the better-off farmers and does not
induce new caultivation and development of sub-
marginal lands which are potentially productive
because the initial cost of clearing and developing
are prohibitive. And on the other the consumer
~'subsidy is an indiscriminate fiscal measure without
being progressive while being a recurrent and grow-
ing burden to the Exchequer. Both these measures
must be recast as to favour the marginal producer
as against the big landlord and the poor as against
the rich. This has become a drain on' the Budget
and a drag on development and hence calls for an
urgent step to solve the underlying problems.

2. The Colonisation schemes and land alienation
schemes have proved white-elephant schemes without
adequate results in employment or production. The
costs have far exceeded the ' benefits so that a
variation in the emphasis-and methods of the schemes
would have produced greater return. This also
applies to State agricultural farm schemes riddled
with waste and nwﬂwiency

3. Though many of the policies to promote
agricultural development in the matter of technique
and finance have proved fairly suecessful, marketing
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methods have raised doubts about the efficacy and
profitability of many ventures, especially perishables,
which rely on efficient marketing whatever the
scale of production and output,

4. The undue stress and encouragément of rice
¢ultivation has resulted ih the nheglect of a proper
system of highldnd cultivation, éspecially in " the
potentially rich dry zohe atéas, bécause the Governs
Went departments Had not worked olt the economies
of it.  The premiumh attached to paddy cultivation
encotraged investments in it with the result that
there were wasteful investmeénts on marginal lands
While at the same timé neglecting useful dey farmiiig.
This can meail a Sétious draw-baek as othéritise
Mmany food import iteins could have been sibstitdted
With a faic degree of self-sufficiency in respect 6f
those items. : :

3: Quotas and teotal bans generaily have their
own defects. Not only do they introduce an elemept
of compulsion, they are less satisfactory than straight=
forward tariff protection. They do not benefit the
producer or the consutmer of the State: The
‘économic implcations of it are discussed under
Import  Restrictions  elsewhere, They léesd to
profiteering, ~corruption; dnd undermine planned
eeonoimic development. They cfeate wastes and seek
to perpetuate umeeonomic activities which contri-
bute little to National development afd raise the
costs of living. The Bank Mission too recoimmentied
the repeal of the Agricultural and Industrial Products
(Quotas) Régalaiion Acts. At any raté it calls for
& judicious dxercise 6f the principle. Hefice the
néed for an indépendent Tariff Board.
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6. Though the Paddy Lands Act of 1958 sets
out to protect the tenant cultivator from exploitation
and eviction, agrarian reforms have not yet takem
roots, to maximise production and distribute equitablys

7. Scientific cultivation is still on the fringe of
agricultural development despite intense propaganda,
and it would take time to spread to produce,
sullicient quantitative resuolts,

8. In the field of industry though the policy
towards the private sector was well-defined and
very encouraging, and foreign capital given adequate
assurances regarding investment and repatriation of
capital and profits, the necessary climate for invest-
ment seems to be lacking. This is an indefinable
feeling and a matter of confidence on the part of
the investor. The foreign investor is notso much.
worried about taxation. and nationalisation policies:
as much as wage stability and political stability.

9. Though financial provision is awvailable ade-.
quately, credit worthiness is more important, and
this has resulted in the ‘‘haves” getting assistance
while the ‘“have-nots’ do neot. - This is a vicious
circle in- most underdeveloped countries. It is there-
fore necessary to find ways of financial assistance
to those with entrepreneurial ability and’ zeal,

10. There is. undue emphasis. on. import: substi-.
tution based on the size of domestic market rather:
than on Export promotion based on awvailable raw
materials and other comparative advantages, With
this must be said that large scale industries have
not been planned for a balanced development based,
on complementarity and linkage with increasing:
local components.
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11. If State Industrial Corporations have been
reorganised as to 'improve their managerial control
and reduce their losses and improve their efficiency,
especially for capacity production, it is not under-
stood why there should be continued losses even
now, even when the entire accounts are taken into
consideration. This state of affairs is even worse
when the mecthods of accounting are found to vary
from one Corporation to another, and adequately
enough co-ordination has not been achieved. If
what has been done is the best the State could
do, there is reason to call into question the entire
economic basis, i. e. cost, management, and linkage.
This shows up the importance of handing over
organised corporations to the private secctor.

12.  Industrial planning has been project-wise and
not programme-wise, especially for large industrics
for export purposes where costs are decisive.

13. Financing has not been centralised, protec-
tive duties and concessions and rebates are not
properly sworked out by an independent expert body
so as to co-ordinate protection, state assistance pro-
cedure has not been simplified and co-ordinated,
industries have to over-stock spares and parts and
thereby block capital in turn-over, repair [acilities
are lacking, Jocation of industries are defective
without proper transport access, large scale and
small scale industries have not been co-ordinated,
electricity and other rental charges are high, and
other innumerable defcets do exist.

14. Planning has not been comprehensive and
sustained, so much so a competitive and efficient
and viable industrial structure has not been esta-

blished.



CHAPTER VII
INDUSTRIAL POLICY AND PROBLEMS

1. Industrial Policy

The first World War closed with the feeling that
self-sufliciency was worth striving for, and this rea-
lisation created a new picture of industrialisation
in some of the important Eastern countries. The
recommendations of the Indian Industrial Commiss
sion fructified, especially in the creation of Pro-
vincial Departments of Industries and the adoption
of the system of discriminate protection, while those
of the Ceylon Industrial Commission, which made
its final report in 1922, never saw the light of
day. But the Great Depression soon brought home
to the minds of thinking Ceylonese that the ex
clusive dependency on two or three major agri-
cultural industries with concomitant fluctuations in
the prices of those articles were bound to bring
in future years serious repurcussions in the economy
of Ceylon. The 1931 Constitution touched the
pulse of the country when it added the portfolios
of Commerce and Industry to that of the Registrars
General. A Bureau of Industry and Commerce
was created in 1932, In 1935 the Technical Advisor
on Industries issued an interim report dealing with
the whole subject of industrialisation. He ipsisted,
as had been already contemplated by the Govern-
ment and recommended by the Banking Commission
of 1934, that a scparate Department of Industries
was an imperative need. Though other depart-
ments could usefully help in the spheres of actis
vities that came under them, they had not the

E 11
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time to devote to such matters, and besides a
central co-ordinating organisation was essential. He
also recommended Rs. 10 million for indovstrial de-
velopment as a reasonable outlay under a four-year
plan. Out of the sum voted for industries allo-
cations were obtained to start some industries,
Another important recommendation was the esta-
blishment of peripatetic demonstration parties to
instruct learners for the promotion of cottage in-
dustries. In 1936 the Economic and Industrial
Survey of Ceylon was undertaken. In 1938 a sepa-
rate Department of Industries and Commerce was
formed.

Experts on various industrial subjects were ap-
pointed - to make reports on those respective in-
dustries with a view to their establishment. The
war created favourable conditions for the starting
of some industries and action soon followed. The
Government had established one or two factories
even before the war and established a few more
factories during the war to make good war-time
shortages. Most of the factories ran at a profit
during the war-years, but in the post-war years,
except a few, most of the other industries recorded
continuous losses. This was realised in 1945 - 46
by the Report on Industrial Development and
Policy  which laid down certain guiding principles
for post-war industrial development., The report
deemed industrialisation to be indispensable, and
demarcated industries into basic and non-basic with
Government  participation in the former under
public. corporations, The existing industries were
to be reorganised or closed as circumstances and
commercial principles required of them. Private
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enterprise was to be assisted with technical infor-
mation and expert advice in addition to fiscal
assistance and protection, But the impending consti-
tutional changes prevented any implementation of
their recommendations and allowed losses to continue,
Nor were the new projects recommended in the
post-war plan of 1945 - 46 implemented because of
shortage of capital equipment in the post-war period,
The Commission on Government Commercial Under-
taking in 1951 analysed the causes of continunal
losses as high costs and inefficient organisation and
not as inadequacies of pricing policy. They recoms-
mended the closure of certain activities and the
transfer of others to public corporations or co-
operative societies. They also stressed the need to
examine new projects before implementation. During
1951 - 53 many of the industrial undertakings were
closed and new projects established in their place.
Others were reorganised. There were fourteen
Industrial Corporations reorganised under the State
as a result of the two Acts of 1955 and 1957. If
costs are reduced and efficiency increased; the
industries are promising, but till then, except a few
the others would continue to be a drain on the
General Budget. It is therefore necessary that all
undertakings should be run on commercial principles.

The question of industrialisation in recent times
has assumed great importance and no effort has
been spared to give it the necessary momentum,
because the future economic development 'of the
country rests on its success. Many concessions
were granted to private enterprise in all possible
ways to attract investment into industries. An Agri-
cultural - and Industrial Credit Corporation was
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established as an additional credit institution to
provide medium and long-term funds. It is now
proposed to merge all credit institutions to make
them more effective. The Government has gone
further and has indicated a re-orientation of policy
in respect of State participation in the Ir.dustrial
development of the country by way of contributions
to supplement shortages of capital, by reserving
monopoly rights to indastries in instances where there
is a limited market, by granting gencrous allowances
for depreciation and development, by tariff adjustments
on raw materials, state marketing, protection through
import control, and tariffs on imported goods and
by various other methods and devices thut could
promote rapid industrialisation. Tt is hoped that
the country is now on the threshold of a process
of rapid industrial development under the aegis of
a reoriented policy. The public sector alone is
expected to enlarge its capital outlay on expansion
projects and new projects a tenfold over the esti-
mated expenditure of the Second Six-Year Plan
(1954 - 60). Thus the Government was intent on
making an all-out effort to effect the industrial
transformation of the country.

2, Problems of Industrialisation

Notwithstanding the need for industrialisation, it
is common experience that densely populated under-
developed countries have just not launched on in-
dustrial devclopment even when natural factors are
available. This may be due to the difficulties of
making a beginning, and in an open international
system advantages gained and handicaps imposed
are cumulative in their effects so that poor countrieg
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may remain poor just because they were poor to
begin with. Hence the infant induastry argument
has proved useful in so far as it emphasises the
relevance of the concept of external economies.
Moreover the internationl monopolistic price dis-
crimination exercised by established industries in
advanced countries has strengthened the case for
protection to infant industries. Specialisation among
regions need not be accepted since it is based on
existing cost relationships which are subject to
change with development. Developing industries
have to be assisted by the State to capture a
larger share in the existing markets. This assis-
tance may be given by the adoption of suitable
commercial policies or by the adoption of forward
methods of economic and financial policy. Thus
demand may be made to increase with expansion
in incomes and this may lead to further expansion
of industries. Economic development would thereby
become more in the nature of a planned effort.
Moreover the lack of entrepreneurs in an under-
developed country may require the State to under-
take public enterprise so that large scale industries
with modernised equipment become possible. Labour
mday be abundant but not skilled enough, and
moreover wages and conditions of work of industrial
workers may be more exacting than it i1s with
agrieultural work. DBetter training facilities, import
of technical skill and know-how, and provision of
social overheads may improve a labourer's efficiency
and productivity, But the greatest obstacle to
industrialiation is the supply of capital. Even the
most ambitious investment programme will not re-
move the scarcity for capital equipment. Investment
of a required order would entail pressure on con-
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sumption resulting in inflationary rise in prices which
would necessitate price control and rationing.
Inequality of income aggravates the problem because
it promotes luxury spending rather than saving and
investment. Therefore re-distribution measures and
compulsory savings would help spced up develop-
ment. Further capital requirements could be mini-
missed by choosing the type of equipment used
in an industry and by the greater use of labour
without effecting technological requirements, Capital
cannot be limited below a level without loss in
efficiency and causing disguised unemployment. The
problem could be eased by supplementing domestic
with foreign loans which should be used for pay-
ments abroad to purchase foreign equipment and
raw materials or to finance the import of essential
consumer goods in the most productive manner,
as otherwise the capacity to repay is impaired.
But it does not strictly follow that it. should be
directly used for industries which turn out export
goods or import substitutes. It may be used for
the creation of social overheads and external econo-
mies that indirectly develop the productive power
of the Country. The only limiting condition is
that the operation of all industries taken together
should yield an esport surplus. Hence it is that
a Government to Government loan is more important
than private foreign investment. Moreover the
lending Country should also agree to buy more
from the borrowing country when repayment starts.
Thus the development of a set of complementary
industries connected with a region would reduce
enterprise risks for both the parties who have a
joint responsibility for achieveing security which
depends on the extent of co-ordination between the
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flow of money and the flow of trade. The World
Bank may also be able to achieve this degree of
security by necessary co-ordination. If capital is
short of requirements, alternative assumptions of
capital-labour relation may be considered according
to availability of foreign capital and domestic savings
for investments.

3. Industrial Finance

There are four categories of industries requiring
financing for development, both in the planned
and the unplanned sectors. They are the public
industrial enterprise, large-scale private enterprise,
medium-scale private enterprise, and small-scale
and cottage industries, There are certain common
types of finance for all: subscribed capital, re-
tained profits, bank credits and trade and other
short-term credit. Though savings and investments
may scem to be sufficient for the present needs,
future developmental plans require greater efforts,
especially for industrial ventures where the investor
fights shy. For this the Capital Market muast be
well organised and developed. The Banks should
be made to extend island-wide branches and also
made to advance to small industrialists on the
security of stocks. But the Central Bank or the
People’s Bank could do this better. The establish-
ment and fostering of a Government Bond Market
and the encouragement and development of a Stock
Exchange or Share Market are necessary require-
ments to stimulate and canalise the flow. of volun-
tary savings for industrial investments. These markets
are costly to enter for small firms. Hence the
need arose for the establishment of the Develop-
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ment Finance Corporation. This was in addition
to the Agricultural and Industrial Credit Corporation
and other direct and indirect State loans provided
for industrial ventvres. The People’s Bank is also
expected to extend all types of loans to wvarious
enterprises. This is also now done by the DBank
of Ceylon and other Commercial Banks. Even
private “ merchant banks” could help. Another
measure is the need for Industrial Estates to avoid
fixed capital for small firms. Yet another measure
is the hire-purchase system where the Central Bank
can set standard and other banks open branches
for this purpose. Many of these measures are still
in the process of developing and when fully matured
are expected to provide not only short-term but
long-term credit as well for all sorts of entre-
preneurs in the field of industry. But it may be
presumed that a plethora of agencies exist already
for industrial finance. The need of the hour seems
to be to centralise the credit facilities of all these |
agencies and to increase the quantum of it to
meat future demand.

4, Foreign Capital

The aim of Ceylon is not only to industrialise,
but to industrialise as rapidly as possible, as other-
wise the explosive rate of growth of population
would simply neutralise all efforts and it would
take a very much longer time, say another seventy-
five years, before the national income could at least
be doubled. We are in urgent need of foreign
capital, skill and experience. Hence foreign in-
vestments must be encouraged to flow in, and not
as at present discouraged and made to flow out.
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An Industrial Policy statement as in India may have
salutary effects. The drawback of foreign capital
investments are illuscry. The public sector need
not be jeorpardised nor the private sector allowed
to suffer. Ceylonisation should be very gradual,
and “ political " guarantces are neccessary. General
Budgeting Policy and Wages Policy are other
conditions looked into by foreign investors. Other
specific incentives are also looked into. Foreign
private investments could play a significant role in
the development of our country if it could be
encouraged to flow in on mutually beneficial condi-
tions. But it is a fact that it has ceased to be
so, and foreign loans and aids have come to take
a larger share in deveclopmental plans than foreign
private investments. The International Bank, the
Colombo Plan and numerous other agencies have
takea their place in International Finance to supply
capital and know-how to the under-developed
countries of the World. Though we might accredit
these organisations with good intentions and the
quality of work, yet it would be diflicult to express
satisfaction regarding the quantity of help given
by them. The problem is too immense in relation
to the help offered. Of them all the International
Bank has made the best performance and America
has given the greatest share, though the distribution
of that help is very uneven as between the reci-
pients. . Russin, China, and Canada are other
important donors of capital aid. As for Ceylon
foreign loans and aids have been too litie to have
produced any real cffect on her Economic Develop-
ment. The flow of foreign capital swould at least
have to be doubled if any tangibic results are to
be achieved  according o the. intentions ol the
E 13
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National Plan. It is estimated that if the present
average inflow of foreign Government and Industriak
capital of 13 millions is increased to 26 millions
there would be some measure of development that
could be fruitfully undertaken by Ceylon.

5. Foreign Aid

It is a well understood phenomenon that the free
enterprise method of development has failed and
that the positive role of the State has become
important for the cconomic development of under-
developed countrics. Since this cannot take place
without adequate financial help and technieal assist-
ance from. advanced countries, all development
plans of backward areas have come to depend on
foreign aid. It is countered that a close examin=
ation of the so-called current ‘international schemes’
has made one sceptical of extravagent claims of a
“new approach” or a beld new programme. DBut
the alternative to this is the ever widening ine-
qualities between nations and the gradual consign-
ment of parts of the world to poverty and hunger
and low standards of living. The post-war period
has witnessed the practical recognition for aid from:
the advanced to the backward arcas in the interests
of World peace and prosperity. The need for

- foreign aid arises because backward economies are

tot stable, diversified and developed. They ‘are
confronted with the problem of the balance of
payments consequent on development measures.
Shortage of food and under-nourishment, disease and
poverty are additional reasons which prompted food
and medical relief on an international seale. T.abour
and conditions of work had te be improved and
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political stability had to be achieved. External
economies and social overheads had to be provided
for “economic development. The living standards of
people above subsisteance level had to be raised
purely for humanitarian reasons. Moreover social
and cualtural developments were as important as
economic development, and it was thus necessary
for lifting the backward countries by bold measures
of foreign aid. Foreign aid has been given by the
U. N. and its specialised agencies, and by many
countries, both Gowvernmental and private.. The
U.8. A, the U. K., the Commonwealth, Western
Europe, the Communist countries and such inter-
national private agencies like the Ford Foundation
are among the sources of foreign aid. The tech-
nical assistance and financial help by the U. S. A,
in promoting international economic development is
the most important, with the U, K. and Colonial
Countries as a good second. The International
agencies rendering assistance and aid are the .B.R.D,,
the I. M. F., the F. A, O., the I. L. O,, the W. H. O,
the UN E S C O, the Sunfed, the IJ. N. R, R. A,
the U. N. Sub-commission on Economic Develop-
ment, the International Chamber of Commerce, the
Point Four, the Import-Export Bank of Washington,
the Colonial Development Corporation, the Colombo
Plan, the Ford Foundation, etc. The latest and
most impressive is the India Aid Club of six leading
countries who have joined to help India through
‘her Third Plan. But the distribution of this aid is
uneven and not uniform, The recent entry of
Africa into World Politics is likely to decrease the
relative claims of Asia, Ceylon has received eco-
nomic and technical aid from foreign Governments
and International Organisations on a Government
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to Government basis with satisfactory results in the
form of loans, grants and lines of credit to finance
projects, and especially through trade agreements for
specified projects. Thus foreign aid has been mostly
bilateral in character. But the recent formation of
the Asian Development Institute, it is hoped. would
increase aid and make it more multilateral in ap-
proach.

Foreign aid is not without its problems. Fortu-
nately no strings arc attached to many of these
aids, but' the quantum of aid is not satisfactory,
though the International Bank and the Colombo
Plan have done creditably well so far as Ceylon
is concerned. Other sources have been inadequate.
Foreign Aid needs not only a study of agencies
and their programmes but their policies and me-
thods as well. Tt should take inio account the
peculiaritics of local conditions, see that techniques
are in harmony with factor endowments, sce that
social changes affecting economic results are cre-
ated, see that attention is paid to the internal
economies of the participating countries, sce that
technical assistance and financial help are not
necessarity linked up, sce that funds match with
plans, see that aid is not misused by those in
power, see that proper political changes are effected,
see to the administrative problems of Technical
Assistance, see to the financing of technical assist-
ance, see to the cffect on Industry in the advanced
countries, see to the formulation and appraisal of
development projects, and see that there is Public
economic control in the industrialised and the
under-developed countries. Lastly foreign aid must
be integrated and co-ordinated.



CHAPTER VIII
COMMERCIAL POLICIES AND PROBLEMS

1. The Tariff System

The "Tariff of Ceylon is framed on a revenue
yielding basis with preferences granted to Empire
countries and the U.S. A. Even though there exis-
ted a Tariff Advisory Committee, there was no
specifically declared policy of discriminate protection
for industries by the State, but protection was
granted as and when found required by the Govern-
ment.  The Ceylon Tariff is a two-line schedule
and consists of a heterogenous collection of duties
based on historical accident and administrative ex-
pendiency. Owing to the fact that industrial deve-
lopment was only of recent origin 4n Ceylon, the
emphasis of policy as reflected in  the tariff has
been mainly to assist agricultural induostries. On
the other hand, materials of manufacturing industries
did not find favour. Attempts were however made
recently to adjust Customs duties to assist industry.
The adjustment of the duty on tobacco in favour
of unmanufactured tobacco at the expense of manu-
factured cigarettes helped towards the setting up
of local Cigarertte factories. Likewise are duties on
soap, printed materials and match. These effects
have borne results, Since 1947, the Fihance
Ministers of Ceylon have expressed that revision of
tariff would take into consideration the agricultural
and industrial development of the Country. Increases
would not be made on materials of induastry and
capital goods. Where necessary relief would be
given and where necessary duties would be increased —
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both for the object of indastrial development.
Notwithstanding the judicious policy of the Govern-
ment it must in fairness be said that a complete
review of the Customs Tariff is essential, for ad-
ministrative convenience must be subordinated to
the national need for protection of industries.

Customs duties have for long been constituted
the bulk of Government Revenue in Ceylon. It
varied between fifty and seventy-five per cent
The tariff was raised in 1922, The introduction
of the Income Tax in 1932 led to the abolition
of the export duties except that on tea, but they
were re-introduced during the War. The share of
Customs revenue however fell as a result of the
increasing importance of income tax, excess profits
duty, and profit tax, and to the increases in their
rates.

Prior to 1922 the general rate of import duty
was 7% per cent and for machinery a very nominal
rate of 2% per cent. That year the general im-
port tarilf was raised to ten per cent ad valorum,
while a few were reduced or abolished. An upward
revision took place in 1926 and 1930. In 1932 the
general basic rates were increased from tem to
fifteen per cent ad valorum and the lower rates were
abolished, and the free list revised with a wview to
obtaining additional revenves. In 1933 as a result
of the Ottawa Agreement preference had to be
shown to goods of U. K., or British Empire origin,
and therefore the rates of duty on foreign goods
were raised, leaving those on imperial goods at the
existing level. In some cases the duties were reduced
in favour of imperial -g.cao.ds. Preference varied from
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five to ten per cent. The import tariff was revised
almost every year by varying degrees according to
the general economic condition prevailing at the
fime, but generally in an upward direction with
inereased purchasing power, employment and pay
eonditions. DBut the Anglo-American Trade Agree-
ment of 1938 limited the margin of preference in
the case of certain classes of articles.

In the post-independence era since 1948 taxation
policy in general has been motivated by consider-
ations of correcting adverse movements in the bals
ance of payments, reduction in the cost of living,
encouragement of local industries and the higher
gquantum of revenue required to finance a rapidly
inereasing (overnment budget both for development
and non-development purposes. During this periog
duties have been revised from time to time on the
general basis that the burden of taxation falls lightly
on necessities, less lightly on consumer goods and
heavily on luxuries. In 1948 there was a general
revision of import duties. In 1950 some reduction
was made with a view to checking a rising cost
of living, and in 1951 with a view to encouraging
lecal industry, but since 1952 revenue considerations
again dominated import duty policy. This was
primarily due to increasing burden of food subsides
which continues to dominate the Budget to this
day. At the same time considerations of payments
difficulties and incentives to local industry made
the Government to raise the duties on some and
reduce on others. The basic rate until now was
¥7% per cent preferential and 273 per cent general,
while some luxury articles are taxed at over 100 per
cent. The Tax Commission recommended the
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institution of a Tariff Commission and the reduction
or abolition of import duties on capital goods and
raw materials in the 10 - 30% tariffl Class. Since 1938
the Balance of Payments problem took precedence
over other considerations in the matter of import duties
and exchange control, resulting in a series of
measures. Lhough quotas and licences accounted
for nearly haif the trade of the country, the measures
taken in 1960, 1961 and 1962 provided for sharp
increases in import duties on nearly half the total
value of imports. The deterioration of the Balance of
Payments position led to these severe measures to pro-
tect the foreign evchanges. At the same time industrial
protection and promotion was extended by altering
the preferential and general duties on machinery
and raw materials to 73% and 173% respectively.
Thus from time to time the changes in the tariffs,
both exports and imports, have been influenced by
various considerations and exigencies.

The significant export duties are those on tea,
rubber and coconut products. Export duties have
also been levied on cocoa, cardamons, cinnamon,
plumbago, pepper and other minor exports. The
duties were nominal and were withdrawn in 1931
except for tea, but they were reintroduced from
1941. It was only in 1947 that the export duties
were raised substiantially on a wide range of
commodities. The commodity markets boomed in
1951 due to the Korean War and export duties
on all major items (products) were increased and
a system of export duties on a siiding scale was
introduced for tea, rubber and coconut products in
order to siphon off excess profits but that on tea
and coconut products was abandoned in 1953, The
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sliding scale was however not operative for the
most part because of the early collapse of the
Korean Boom. The duties on coconut . products
were reduced progressively afterwards because of
the difficulties of the industry. Tea alone did
well.  The Government however had not abandoned
the principle. behind the ¢liding scale. In many
instances high flat rates of export duties were re-
placed by low sliding scales: with rexemption below
a floor price. A sliding scale of export duties was
introduced early in 1963 for the pi"od.'uc_ts of coconut
to help the industry. The export duties of ‘the
principal exports however fluctuated with their
prices. In the post-independent era the export
duties accounted for over twenty-five per cemt of:
the total tax revenues, which are now proving a
strain on the major exports of Ceylon: It must
however be pointed out that the tariff policy of
the country had little relation to  its industrial or
commercial policies though sporadic attempts were
made infrequently cspecially in rec‘ent""times,'

2. Other Protective Measures

The quota system of giving protection ‘seems to
have found favour with Ceylon. The - Agricultural
Products (Regulations! Ordinance . of 1939 imposed
a quota on the imports of specified products. This -
had the effect of promoting the cultivation of
those commodities in the country. '"He\V’tr forced
the relaxation of the Ordinance. The ” Industrial
Products Act was passed in 1949 but it was objected
to by forcign countries in view of Ceylon's commit=
ments under the Geneva Agreement of 1947. A,
few agricultural products and -industrial . products

E 13
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that were favoured have done well in some cases,
though it is not possible to judge others from
these results. But these have harmed the consumer

more than they have benefited the producer and
are indiscriminate in nature.

When all measures arc taken into consideration
it would seem that protection to local enterprise
at present is based on the following devices:—

(1) Import control for the purpose of balancing
foreign payments but indirectly helping locai enter-
prise.

(2). Reduction of duties on certain imports which
are meant for local industrial purposes determined
by the Import Duty Advisory Board established in
September 1948,

(3) Quantitative control of the foreign trade of
Ceylon with fixed upper ceiling.

(4) The Agricultural Products (Regulation) Ordi-
nance of 1939 and the Industrial Products Act
of 1946.

(5) Raising tariff duties wherever protection is
urged in the interest of local industries,

(6) Subsidies to Industries and Agriculture and
essential imports, including relief and rehabilitation.

(7) Guaranteed floor prices for the maintenance
of export trade and local products enjoying quota
privileges.

There is no doubt that these measures have had
some effect in stimulating production and cutting
down imports, but without a co-ordinated economic
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policy it would be difficult to gauge their joint
effect on the industrial development of the country
as industrialisation is in its nascent stage. The
historical survey of the Tariff poliey poeints to the
general conclusion that there has been no consistent
tarill policy. Though therc were attempts to evolve
one in consonance with the needs of Industrial
and Commercial development these were marred by
measures of cxpediency to tide over monetary and
economic ailments. These measures do not ensure
the best use of capital and eother factors of pro-
duction for the true and lasting benefit of the
country. The undertone of those measures was
that tariff policy was more concerned with the purpose
of revenue than with planned economie development
There was no co-ordination in the implementation
of the tariff schedule. What is urgently needed is
a tariff policy consistent with the expansion of the
economy and growth of foreign trade. This pre-
supposes the desirability of a Tariff Commission,
because, a tariff policy as opposed to other types
of protective measures is the most rational in theory.
and in practice.

3. Import Restrictions

Apart from the tendency for exports to decline
relatively in the peost-independerice era, the high
level of deficit financing and public expenditure
has increased monetary expansiop and consumer
demand with eonsequent pressure on the level of
total imports. This has created a recurring adverse
balance of payments and a falling level of foreign
assets. An alternative to the prunming of the public
expenditure was the imposition of restrictions on
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imports’ into ‘the country. There was already in
- existence import and export control based on quotas
and duties. But the deterioration in the Balance
of Payments position made it necessary to introduce
stringent measures. Those introdaced in the latter
part of 1960 and early 1961 had some effect in
-arreqtmg the adverse position, but those introduced
in the' latter part of 1962 had far- reaching effects,
Ouota licences covered nearly half the total imports,
i.e. all items excluding five groups, while import
duties were ‘steeply raised on nearly half the value
of imports. These of course excluded those certified
as essential for purposes of local industrial dexelop-
ment. The ‘eftects ‘of these have been felt in 1963
with” large surpluses of trade balances. But it must
immediately be pointed out that this correction in
the balance of payments position has created a
new problem in raising the domestic price level
which' for want of adequate expansion in production
tends to move ~upwards. Though production has
taken place to an 'ipprcaiahk extent in the domestic
sector, especially in the field of industry, it would
not be possible to meet the displaced consumer
demand and prevent prices going up. We shall
therefore discuss import restrictions in relation to
trade 'md duelnpment

It is possible by severe import restrictions to
control ' the balance of payments in any desired
way. " But this cannot prevent the effects of any
monetar\, expansion being felt on the economy in one
way .or the: other. The first effect we have observed
is to cxert. pressure on the domestic price level
and to cause: rise in internal prices and costs.
This_ couldsin turn raffect the export sector and
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result in a decline of export receipts. Quantitative
restrictions could be applied only to luxuries and
non-essentials which are limited, so that forther
restrictions become difficult. Moreover internal de-
velopment as a result of restrictions would create
demand at first for capital goods and raw materials
and later for additional consumer goods. Further,
too much restrictions would create reaction against
it and thereby causc relaxation, especially when
living costs have risen. Thus quantitative restrictions
cannot last long, unless import sabstitution took
place adequately to meet the ‘displaced demand.
But this is dillicult in ‘the face of a large mone-
tary  expansion. Though there were some
factors favourable to checking inflationary pressure
in the immediate future, they 'could not afford relief
in the long run. The problems of development
would themselves create circumstances tending to
raisc domestic prices and costs. Thus monetary
expansion inevitably leads to' inflationary pressure
in the domestic and export economy with all its
consequences to production and trade. This will
affect adversely the Balance of Payments as also
investments. Quantitative restrictions could also
result in rigidities and delays which impede the
smooth flow of economic activity. These difficulties
could be overcome somewhat by the use of import
duties rather than by those of import quotas and
licences. They siphon off the profits for the exchequer
which would otherwise go to the trader, and thus
they have a disinflationary effect by reducing the
ovefall deficit of the Government. Import duties
are therefore now used more often, and may be
increasingly wused in the’ future. At any rate
import restrictions cannot be an answer for deficit
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financing which affects balance of payments conti-
nually,

Nor are the prospects of import restrictions very
great with regard to its effects on protective policy.
Quotas and licences for exchange purposes could
only restrict luxury and non-esscntial goods whose
development may not be the primary concern of
industrial policy, and where importers are compelled
to purchase a proportion of the same commodity
produced locally, the lack of any standards could
raise prices without promoting quality or competitive
prices of local products, and thus alfect the interests
of consumers. The system of quotas and licences
in Ceylon has given rise to uncertainties and specu-
lations. The Industrial Products Act has therefore
many defects, both in principles and in practice.

hus quantitive restrictions could produce direct
effect on the conservation of foreign exchange, but
it not only affects customs revenue but it also does
not promote import substitutes of comparable quality
and price.

Imports tariffs on the other hand could encourage
import substitution without affecting the quality or
price of commodities produced locally, and develop the
country in such wise that any loss in revenue is made
good by rise in income and profits which are taxable.
DBut these too have serious limitations. The range of
import duties are so high in Ceylon that any further
rise in duties wounld be very prohibitive or a reduction
in duties for promotion of industries would cause
serious loss of revenue. This would be so with
regard to machinery and raw materials, which ought
to be free if development should take place. Though
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protective duties should be discriminatory, yet it
would be necessary to give protection to a group
of industries rather than to individual industries
because it is not a question of ““infant industry”
argument but a question of “infant economy’, so
that protection should be comprehensive and pro-
longed to build up the¢ ecomomy to a minimum
level.  Otherwise protection would be ineffective.
This points to the need for a Tariff Commission
and for the removal of all unecertainties and inhibitions
and the replacement with positive incentives for
industrial growth. DProtective policy must therefore
be destinct from exchange policy, and import rest-
rictions should not develop a closed economy.

4. Bilateral Trade

During the FIiftics Ceylon had contracted a series
of bilateral trade and payments agreements with
many countries in the socialist camp and with
many others in the Middle East and Europe to
foster her exports which were experiencing diffi-
culties in the traditional markets. The most note-
worthy and signilicant of them was the Rice:Rubber
pact with China. These agreements not only bene-
fited the exports but in many cases improved the
import trade so that entirely new markets were
apened up- for commercial intercourse: These agree-
ments were general in some cases and specific in
others. DBut though the trade with the bilateral
countries increased considerably mere: in the last
few years as compared to that with others in the
maultilateral area, the unfavourable comparison was
due to Impert restrictions which. curtailed the
imports  of non-cssentialss from the sterling and
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dollar areas and .the E.P, U. This is seen by
the fact that while imports from these sources did
not rise, exports continued to rise despite the
world market situation for primary products, More-
over there are limits to the expansion of bilateral
trade, while the percentage of that trade to the
total was a negligible fraction, Thus the importance
of the traditional markets to the foreign trade of
Ceylon was not very much diminished, though
bilateral agreements had helped to preserve a
balance between supply and demand, and there-
fore the prices of primary products, in the world
market by serving as marginal customers. Import
prices were also favourable in many cases so that
the terms of trade did not turn out to be worse
than what they were. Though the aid offered
through them were with strings, yet it would
be necessary to keep out of any political Obllg‘dthﬂS
implied in them.

5. Commercial Policy

The growing and widening interest in the industrial
development of: the country was also reflected in
the commercial policy of the Government. Until
recently the Dominions, the Colonies, India and
the United Kingdom maintained a tariff policy in
which there was no preference shown towards each
other as against the non-Empire countries except
in certain special cases. The Ottawa Agreement
of 1932 belween the Empire countries granted
mutual preference-in the imports of goods from
one another. In the case of Colonies and Pro-
tectorates, the Agreement provided for the grant
by India of preference to certain staple exports of
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the Colonial Empire. The system of preference
came into force from January, 1933, The general
rate of prelerence was ten per cent with certain
exceptions. In the Indo-British Treaty of 1939 which
replaced "the Ottawa Agreement for India, pro-
vision was¥ mnade for the negotiation of a separate
treaty between Ceylon and India. But a trade
treaty was postponed tll an agreement on the
political differences was amicably scttled. The future
course of Indo-Ceylon relations were not clarified.
Until such time the schedule of preference granted
to India by Ceylon and to Ceylon by India in
1932 was to remain unchanged cxcept for some
minor alterations. In the case of certain commo-
dities it was agreed that preference would continue
only so long as it was consistent with the policy
of the Government concerned to levy duty on these
commodities. Again, the Trade Agreement between
the U. K. and the U.S. A., signed in 1938, con-
tained a number of concessions granted to and by
various other parts of the Iimpire. Preference was
shown to certain commodities of which a consider-
able number came from the U.S. A. But with the
saturation of the Western markets for Ceylon ex-
ports a shift to Ifastern countries took place in the
Fifties. This entailed bilateral trade and payments
agreements. The trend towards bilateralism was
accentuated by the foreign exchange difficulties and
by the desire to promote new export products be-
sides assuring a steady market for the traditional
exports. These trends in the foreign trade of the
country resulted in the adoption of such commercial
policies,
E 14
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6. Commonwealth Preference

Preferential duties were first introduced in 1933
after the Ottawa Agreement and a ten per cent
margin of preference was shown to Commonwealth
and Empire countries. This was meant to encourage
trade within the Commonwealth owing to the De-
pression. But the share of Commonwealth trade
had declined relatively after the War due to the
diversification and Ceylonisation of trade. Reciprocal
concessions were given to Ceylon’s exports under
Imperial Preference, but it is difficult to estimate
precisely the loss in revenue and advantages or
disadvantages to Ceylon from the Commonwealth
Preference. In recent times Ceylon had expressed
her willingness under the 1947 Geneva Tariff Re-
duction Agreement to reduce tariffs multilaterally,
The Geneva Agreement covered tariff reductions on
fifteen export items and seventy-nine import items
of Ceylon. The reduction had the effect of nar-
rowing the margin of preference enjoyved by the
United Kingdom although Imperial Preference con-
tinued to exist. And now the possible entry of the
U. K. into the Common Market, if unaccempanied
with safeguards, would destroy the remaining pre-
ferences.

7. The GATT

Ceylon is an original member and a party to
the GATT and she is obliged not to raise tariff
rates on certain items above a maximum fhxed and
Ceylon has reached the limit of taxation on nearly
all of them. DBut it is not possible to make pre-
cise estimate of the revenue effects of the GATT
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on Ceylon. If the lowering of the tariffs all round
is the best incentive to the promotion of inter-
national trade, their revenue consideration would
not be of paramount importance. At the same
time it must be realised that the GATT recognises
economiic development as a case for exemption from
compliance with any agreement besides the Balance
of Payment difficulties. In fact Ceylon's foreign
trade experience in the post-war period has com-
pelled her to violate some of the provisions of the
GATT, but the scveral amendments already made
in the Treaty and with crucial problems facing the
GATT in the near future, the future of the GATT,
especially for countries like Ceylon, is in the balance.

8. Relations with Advanced Countries

We shall discuss here the problems of inter-
national multilateral trade in relation to under-
developed countries like Ceylon. This commercial
relationship of Ceylon with the advanced countries
may again be discussed under two aspects: one
relating to  Commonwealth Preference and  the
Common Market, and the other relating to the
evolution of policies under the G.A.T.T. The im-
portance of this discussion may be seen by the
fact that the Empire and the West constitute
Ceylon’s chief customers by accounting for more
than three-quarters of the exports and by providing
the major share of foreign capital and technical
assistance.

It is well recognised that Commonwealth trade
increased under Preference and helped in the
economic development of its members and promoted
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woild trade. Though the interests of the countries
in the Commonwealths are not uniform, there is
a desire to increase intra-Commonwealth trade and
to expand world trade. Ceylon’s major exports are
tea, rubber, and coconut products. Tea and coconut
products enjoy Imperial Preference and have developed
protected markets of large size. This has meant
something at a time when tropical products of
underdeveloped countries are experiencing declining
exports and falling prices. The formation of the
European Common Market was felt as a gencral
threat to the bargaining powers of the primary ex-
porters of Asia (Commonwealth and non-Common-
wealth) and the proposed entry of the U, K. into
the Common Market as a particular threat to the
Commonwealth countries. The Associated States
and Territories of the U. K. would enjoy the con-
cessions and even “reverse prefercnce” if the U. K.
had entered the Common Market, while non-
Commonwealth countries would have enjoyed some
concessions as a result, but Commonwealth countries
would have lost the preference and be at a dis-
advantage. The delay in the entry has now created
other favourable circumstances. The Seven-point
Action programme proposed by the U.S. in 1962
and keenly advocated by the U. K. has resulted
in the endorsement by the special committee of
the GATT in 1963 of the general objective of free
access to markets for tropical products., The U. K.
and the European Common Market have worked
on details to suspend tariff on tea in the course
of 1964. This would open up a vast and duty-
free market for Ceylon tea in Europe. As against
a loss of 2d. per pound preferential duty in the
U. K., the Common Tariff of 18 per cent would be
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knocked off in favour of Ceylon. Much credit for
this is due to the U. K. But in contrast to tea,
coconut products enjoy a higher preferential duty
in the U. K. than those prevailing in the Common
Tariff. The U. K. is an important market for
Ceylon’s coconut products and the removal of these
duties in the U. K. and in the Common Tariff
would affect Ceylon’s competitive power very much,
not only in relation to other countries outside the
Commonwealth like the Phillipines, but also in re-
lation to numerous other substitutes. Dut this
state of affairs could not continue if the new
policies of the GATT were to take practical shape
in the near future. Once free access to the markets
of the developed countries have been achieved, the
only other problem would iie in stabilising the
prices of tropical products. This way would lie
the future for Ceylon’s coconut products. The only
other important export, rubber, is already duty-free.
Thus not only were the pre=war and post-war pro-
blems of the Commonwealth different, but the ex-
perience of the Fifties has forged all the under-
developed countries to consider their problems
unitedly and to make common approach to their
solution. Commonwealth Preference therefore has to
change and adapt.

The GATT was meant jas = oram o study
trade problems, but during the Fifties the industrial
countries were more concerned about their products
than with those of the less developed. But at the
present moment the deterioration of prices of raw
materials and primary products in the last decade
has been recognised by the advanced countries,
who have now realised that these difficulties resulted
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mainly from policies persued by them. The sluggish
increase in Asian exports has been mainly due to
the slower expansion of trade in primary products,
low elasticity in demand for food, technological
changes reducing the raw material content in manu-
factured goods, and the increased use of substitutes,
It is also realised that the restrictions on primary
products is an obstacle to world trade besides un-
favourably reacting on less developed countries and
on primary products exports. lt-is also realised
thit the spirit and approach of the GATT should
change from being contractual to co-operation and
consultation in International Trade. It is also rea-
lised that the less developed countries would ' not
be able to afford reciprocity. This amounted to the
recognition of a “ double” standard in International
commercial  policies as between developed and
developing countries. In the light of these changed
attitudes it is felt that the GATT should change
without being static, and that without abandoning
it a new organisation more broad based and com-
prehensive should take its place. The seven-
point programme of the U.S. may be briefly stated
as follows: (1) No new barriers against exports
of less developed countries. (2) Ouantitative rest-
rictions on these to be removed before end of 1965.
(3) Dauties on tropical products to be climinated
before end of 1965. (4) Duties on primary pro-
ducts important for less developed countries to be
eliminated. (5} Industrialised countries should
reduce duties on processed and semi-processed pro-
ducts from less developed countries by 50 per cent
early. (6} Internal taxes and duties to be elimi-
nated before end of 1965. (7) Industrialised coun-
tries should report progress each year: The GATT
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considered measures for expanding the trade of
developing countries as a means of furthering their
economic ..evelopment. To increase the trade of
the less developed countries was the biggest task,
This would constitute a big effort at trade liberali-
sation by the GATT, especially if it included the
50 per cent linear cuts of the Kennedy Round”
without receprocity from the less developed countries.
The implementation of the plan would also require
the pattern of “production in industrialised countries
to take.into account the nced for such outlets. The
GATT would have to modify its rules to allow pre=
ferential treatment for the processed and manufactured
products of less developed countries by advanced coun-
tries. They could in effect agree on a kind of division
of labour in the matter of manufactured goods,
The Ecafe Conference at Manila in 1963 had
forged the developing countries into a single force
in order to present a united voice at the Inters
national Conference in 1964. Meanwhile there was
to be a Ministerial Conference in December of 1963
with a view to speeding up Asian economic co-
operation. It may thus be presumed that the
advanced countries held promise of a future for the
less developed countries. This hope had been
strengthend by a report on compensatory financing
for export shortfalls to stabilise prices and incomes
of primary products and producers. It contains
two alternative proposals apart from the one pro-
posed by the I.M.F. Together they constitute a
a great step forward.

9. Conclusion

Import Restrictions are bound to have immediate
effccts on foreign exchanges, but their long-term
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effects ‘on production and trade. depend on other
considerations. The first of thera 'is te - formulate
a proper system of protection and “a . effective
means of administration.  This should 'be}‘ aceom-
panied by suitable fiscal and monetry policies to
promote savings and fnvestment.  Otherwige the
possibilities of using import restrictions+es a4 means =
of restoring balance of = payments and prometing’
economic development ingthe long runare Jimited,
The true aims of a protectionist policy could be
achieved only through the establishment dfva Tariff
Board or Commission. DBilateral trade and ifproved
relations with the advanced countfies through the
GATT on a ‘“double” standard®of commercial
policy are other measures very likely to" stabilise
and improve the position of the ftraditional exports
and even new industrial products¥™ But the most
important measure would be the encouragement of
foreign capital investment in public and private
enterprises of a nature that would promote the
export of goods which are not technically suitable
as import substitutes on a national basis but which
are required for the balanced development of the
country and which require at Jeast a regional
market. A protectionist policy could foster them
and a system of regional economic co-operation
through preferential treatment could extend the
frontiers of import substitutions to a wider area,
so that a planned development of an entire
region could take shape under a policy of tariff
protection and regional preference.

-
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ECON@\'&IC PLANS AND PROPOSALS

1 Development P{ans

The need for orderly soeial and economic develop-
ment was recognised by the Government of Ceylon as

W early as 1931, but world depression and world war

intervened.! The Board of Mfhisters in 1943 appointed
a sub-committee to draw up a eomprehensive scheme
for the post-war development of Ceylon. Tt published
in 1946, & volume containing all the proposals of
the vatipus Ministers.  Although the entire outlay
plannediin. the scheme was not  strictly develop-
mental,  high ;n‘rorlry was given to agriculture,
aommumumons’ and works, and ecducation. The
implementation Was deferred owing (o impending
constitational reforms. A beginning to thinking out
budgetary proposals on a long term  basis was
made in the budget for 1947 - 48, and a decisive
step was taken in 1948 -49 to integrate long term
plans into budgetary proposals, and this resulted
ip the Figst Six-Year Plan. .of 1947 - 1953 This
fixed the duration of time, but there was no
comprehensive plan in terms of the financial outlay
proposed for the period. For cxample, industrial
development consisted of a simple list of projects
with estimated cost and date of completion. The
object was merely to diversify the economy. DBut
the Colombo Plan Committee examined Ceylon’s
Plan in 1950 and drew a plan for the period
1951 - 57 involving a total outlay of Rs. 1,359
million. This was the first attempt of its nature.
This was revised and raised to Rs. 3,200 million,
E 15
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and was incorporated into the Colombo Plan for
Ceylon. The latter was more an expression of
aspirations than an operational plan. The Ifrst
Six-Year Plan, 1947 - 53, had a total outlay_ of
Rs. 1,246 million of which Rs. 837 million was
finance available out of domestic resource, Rs.1
million out of external assistance and Rs. 408
million out of inflationary financing. External
reserve fell in this period by Rs. 345 million, and
internal money supply increased by Rs. 264 million.
Inflationary pressure compelled Government to
revise its' budget for 1953 - 54 and pay off part of
the banking loans by reduction in cash balances,
by assistance under the Colombo Plan, and by
borrowing in the I.ondon Market. 1953 - 34 had
no plan because of the Korean' recession. The
Second Six-Year Plan ol 1954 - 60 envisaged capital
outlay of Rs. 2,160 million involving a total deve-
lopment programme of Rs. 3,231 million which the
Taxation Commission of 1955 thought feasible, es-
pecially as external assets had increased by then
due to the tea boom.

A change of Government in 1956 had altered
considerably the scope and contents of planning in
Ceylon. The Second Six-Year Plan was scrapped.
The First Interim Report of the National Planning
Council was published in 1957 and the Ten-Year
Plan in 1959. This is a very important document
and a very real attempt at planning the entire
economic development of the country, Steps were
being taken to implement the fiest stages in the
plan and to get it going. This book contains
several of its attitudes and approaches to the pro-
blem. If the plan were revised every 2 or 3 years
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it would prove a continuous plan of development,
till Ceylon is able to attain an advanced stage of
development, The Plan envisages a total invest-
ment of Rs, 13,600 million for the period 1959 - 68,
involving a Government outlay of Rs. 8300 million
and a private outlay of Rs. 4,300 million, and a
capitalfoutput ratio of 26 for the whole economy.,
National Income is to rise by 88 per cent and per
capita income by 36 per cent. In the short run
agricultural development is expected to solve the
balance of payment problem, but in the Jong run
industrial development alone could do it. Hence
the Plan envisages rapid industrialisation to com-
pete with foreign industries at home and abroad.
The Plan also wvisualises steps to be taken to bal-
ance between the supply and demand for various
types of skills, and to develop a capital market.
Agriculture, fisheries, transport and communications,
electric power, and social development are other fields
covered by the PPlan and it is hoped that there
would be no delay in implementing the physical
and financial targets of the Plan, though the Minister
of Finance changed the base year from 1959 to
1962 and used the Plan only for purposes of com-
parison.

2. Stages of Planning

The Post-War Development Proposals of the
Board of  Ministers of 1943 covered both the
economic and the social spheres of the country.
It dealt with the long-term problems of national
development, but did not establish targets for income,
employment or other economic aggregates. The
First Six-Year Programme of 1948 covered new



116

projects which the Government intended to carry
oat wntil 1953. It too wds not a comprehensive
plan. The Colombo Plan of 1950 presented rough
estimates of amounts to be spent over 4 Six-Year
petiod in major scctors of the economy, but the
plan included technieal aid from abroad as part
of development resources. The period up to this
may be regarded as the “ project planning” phase,
and the period which followed may be regarded
a8 the ‘' perspective planning” phase. The World
Bank Mission Report in 1953 recommended the
éstablishment of a planning organisation and a
development programme based on priorities. It
stirveyed the human and material resources and
analysed the various aspects of the economy. It
recommended specific economie policies in each
major sector, but did not suggest specific projects.
This resulted in the Seeond Six-Yeatr Programme
of 1954, This plan too did not establish targets
in income, employment, etc, but it stated its
objectives in broad terms as greater industrialisation,
gelf-sufficiency in foodstuffs, improved health and
education, and the like. And it ineluded a statement
on the process of development and of the technique
of programming. These are features of perspective
planning and were the result of the planning
organisation. There was a Planning Committee of
the Cabinet and a Planning Secretariat since 1953,
The National planning Council Act of 1956 re-
placed the Planning Committee by a Planning
Council and enlarged the Planning Secretariat. The
Council published the First Interim Report in 1957
aid the Ten-Year Plan in 1959. This Plan was
the result of all the past experiences and carried
all the features of perspective plahning. It was
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employment oriented and laid down specific targets
to be achieved. The lack of implementation was
due to defective machinery and political changes.
It was only in 1962 that the first short-term plan
was frameds but even that was not fulfilled. At
any tate planning methods had changed considerably
over the two decades since World War II.  Planning
was slow becaunse of lack of co-ordination between
departments and the decline in the status of the
planning organisation. Though Ceylon was the first
country in South and East Asia to launch a plan,
and there were a succession of plans to date, the
actual achievement have been very disappointing.
Yet planning is an invaluable aid to policy. The
possible reasons for this slow growth are excessive
¢onsumption, population explosion, and lack of
projects for implementation. The Ministry of
Planning, started in 1965, will not only formulate
plans and policies but will be able to implement
them. With prospects of substantial foreign aid
for development, it is possible for all Departments
to work enthusiastically for the economic develop-
ment of the country.

3. A Criticism of the Ten-Year Plan

The implementation of the Ten-Year Plan is now
observed more by its breach than by any faithful
fulfilment of its targets. The Plan by itself was
a very commendable decument but circumstances
did not permit the Government to follow it up.
Instead certain old and new tendencies were allowed
to develop and distort the basic postulates and aims
of the Plan. Far from undertaking the sacrifices
expected of the plan, the easy path to deficit fin-
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ancing and rising consumption was allowed to grow
unchecked. Investment programmes for dw(,lopmen-_
tal purposes could not therefore be carried out.
The Plan thus became too ambitious and unrea-
listic, even through the rate of growth was a modest
figure of 59 per cent. The Plan failed to take into
account the expericnces of the fifties and the poli-
tical tendencies of the times. The ratio of capital
formation to the GNP was fixed high and the pos-
sibilities of mobilising internal resources was over-
stated to the extent of completely neglecting the
amount of foreign aid required for the Plan pro-
jects. The approach was employment oriented with-
out the use of any proper criterion. Instead it
should have started with full investment opportuni-
ties and provided for the successive steps of physi-
cal, economical and financial planning to achieve
consistency and efficiency. It did not provide for
balanced growth and for the development of capital
goods industries, nor did it provide complementarity
and linkage.  Tfurther it did not lay enough
accent on export development and stress the need
to devert maximum investment resource to directly
productive activities. It merely contented itself with
the adoption of an import substitution process and
the development of social overhead capital. One
important result was that investment in capital
goods industries did not show any percentage rise
over the plan period and remained low. This
shows that the Plan did not provide for adequate
self-sustained growth. Another important result was
that the Balance of Payments for Ceylon made in
the Plan were highly optimistic and underrated the need
for foreign capital for development projects. More-
over it dealt with development in terms of non-



119

human capital without taking due account of the
vaiue of human capital for the rapid growth of
the economy, The Plan had thus gone out of
step with the prevailing trends so much so it was
afterwards regarded as a mere guide and reference
to ministerial plans which took the form of a
Three-Year Short-Term Programme on a very much
reduced capitaljoutput ratio involving quick return
schemes to provide a minimum programme of
work for national development. This minimum
programme is expected to raise per capita income
at 2 per cent per annum instead of the 1 per cent
average over the past decade, whereas the Ten-
Year Plan meant an increase of 3% per cent
per annum in per capita income. It is therefore
necessary to device a method of financing and a
strategy of development to make the drive for
rapid economic development a reality by making
suitable departures in the finarcing and pattern of
development in view of the changing conditions of
the time and the need to make substantial progress.
The Ten-Year Plan nevertheless constitutes a land-
mark in our economic development,

4. Recent Industrial Policy

A Development Division was created in the
Ministry of Industries in 1961 to evaluate and
plan projects in the public sector and promote
industrial development in the private sector. This
coincided with the acute shortage in foreign exchange
which made itself felt from 1961. It resulted in
the overall regulation and control of industrial
development in the private sector. Yet in spite of
this control there has resulted a haphazard and
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lopsided pattern of industrial development. The
private industry heavily depended on foreign sources
tor raw materials, machinery, and equipment, until
such time they were made available locally. The
approval of new industries was granted by a
Committee which functioned between 1961 and 1963
and enjoyed sweeping powers. They lacked technical
knowledge and were therefore apt to make incon-
gruous and illogical decisions. New industries were
approved till 1963 only, as foreign exchange allo-
eation in 1964 was ownly 60 per cent of that ia
the previous year. This crecated the added problems
of idle machinery and underemployment. Thus
industrialisation had reached a tight corner with
exchange restrictions. Im 1565 Industrial policy had
been clarificd and better schemes formulated to
approve new industrics and to release foreign
exchange. With more foreign capital and aid flowing
into the country the prospects for industrialisation
arc brighter. The set-up of. the Development
Division is being reorganised to revitalise and
rationalise the private sector. With this in view
a separate dcpartment of industrial regulation has
been organised within the Development Division.
This would make its work more efficient and
effective. Approval would be given to those indust-
ries based primarily on indigenous raw materials,
export oriented, and agricultural based. The Industrics
Department requires not only a set of administrators
but cconomic planners as well. They should have
had training in planning, programming and project
evaluation, and should be able to integrate the
program of industrialisation with a plan of economic
development. They must work closely with the
Ministry of Planning and must co-ordinate policies
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covering all aspects of industrial development 1n
the public and private sectors. At present the
Government is establishing an Industrial Development
Board to co-ordinate the work of all the agencies
and divisions involved in some aspect or other of
industrial promotion., This is a welcome sign
as it will be able to tackle all problems of
industrialisation “efficiently and effectively. A policy
of this nature would go a long way 1n  enabling
the Asian Development Bank and the Asian Industrial
Development Ccuncil to help solve all the bottle-
necks arising from problems of techinque, finance,
market and payments, and integrate the industrial
development plans of the LEcafe region,

Remedial Measures

The remedial meusures discussed in  this book
are very interdependent and closcly related so that-
they stand together as a bundle of policies whose
beneficial effects on Economic Development would
be felt through appropriate structural changes in
the economy of the country.

Firstly, the onus of devising the financing of
development and the shaping of the pattern of
development falls on the broad shoulders of a
planning body. The reallocation of  resources
and the factors of production requires careful
planning with regard to balance, complementarity
and linkage, and the establishment of priorities.
From this flow all the details that necd attention
and execution, and therefore the problems, plans
and policies of development form (he discussion

E 16 -
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in a seperate chapter. The need for planning
cannot therefore be under-estimated.

Secondly, there is the need to diversify the
economy and develop both import substitution and
export promotion through suitable protectionist
policies and fiscal measares so that a balanced
development of the economy is generated on a
cumulative basis to achieve a rapid development
of the cconomy. This does not mean self-sufhciency
in any particular field, but a suflicient measure of .
sclf-sufficiency in varying degrees in the several
sectors of the economy so that the composition of
imports and exports are perceptibly altered in the
course of years in order to enable the import of
capital goods and raw materials in an increasing
proportion for the development of the country.
This would also diversify the exports both with
regard to its composition and direction. Ceylon
being a small country cannot depend on an
imbred tvpe of development and should proceed
on the basis of an open economy. Hence great
emphasis has been placed on industrialisation as
the key problem, and export promotion as the chief
means of correcting the disequilibrium in foreign
exchange, and as also the means of raising the
per capita income,

Thirdly, there is an urgent need to improve the
Fiscal and DBudgetary policies of the country so as
to curb the mounting expenditure on social services
and food subsidy, create a sizeable surplus on
current revenue alone for purposes of capital form-
ation, and thus avoid deficit financing of an exces-
sive nature. This would not only curb consumption
but reduce pressure on demand for imports, while
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at the same time increase savings and investment
through private and Government sources for the
development of the country so as to help reduce
imports and increase exports. This would furthe
keep inflationary tendencies down and control costs
and prices, and also create the necessary climate
for investment for productive purposes, both from
internal and foreign sources,

Fourthly, the most important measure for producing
the required structural change in the cconomy, so
as to diversify it and produce a different pattern
of forecign trade, is the urgent necessity for the
massive inflow of foreign capital, both Governmental
and private, to meet the investment nceds of
economic development because the internal resources
are meagre and hesitant. In fact much of the
success for the future would depend on the degree
of foreign capital and aid that could be secured
for development.

Fifthly, though the need for import restrictions
serves the dual purpose of conserving foreign ex-
change and promoting import substitution, it is
still very necessary to separate them from the long-
term point of view, so that tariff duties should be
used on a wider scale than import quotas and
total bans for the proper development of both
import substitutions and export promotion. This
method of protection is an important measure for
attaining the proper reallocation of resources and
factors of production for the maximising of income
through balanced development, besides eliminating
the uncertainities and inefficiencies attendant on a
system of import control based on  quotas and
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licenses even though they have their limited uses.
In this connection the establishment of a Tariff
Board or Commission and the establishment of an
industrial policy would greatly enhance confidence
in investors.

Sixthly, bilateral trade has to be explored fully
as a measure of stabilising export prices and pre-
venting exploitation by monopolistic imports. There
is need to diversify traditional markets and traditional
channels of trade in order to gain in both exports
and imports and thus improve the terms of trade
as well. Dut it goes without saying that this
method of cxpanding the foreign trade of the country
through bilateral trade requires carefu! handling by
avoiding the wusual pitfalls attendant on these
measures. Though bilateral trade may be only a
small fraction of the entire trade, it is still an
useful marginal one, and in many cases is un-
avoidable. Thus bilateral trade could, not only
improve the quantum of foreign trade, but also
the terms of trade, besides providing an opportunity
for securing foreign Governmental loans and aid,
Moreover it provides a scope for the Ceylonisation
and nationalisation of trade and the elimination of
monopolistic profitering and exploitation.

Seventhly, a very important measure would be
the improvement in the relations with advanced
eountries through the GATT or a substitute body.
Primary products and semi-processed commodities
and certain categories of manufactured goods should
be allowed either free or favourably into the markets
ef all advanced countries without insistence on
reciprocity. The chances of this have been improved
through Anglo-American pressure on Western Europe,
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and possibly with the Conferenc on Production and
Trade in 1964 at Geneva. With this may be added
the need for the stabilisation of primary commodity
prices through some scheme of compensatory finance
which are also being worked out under the aegis of
the United Nations. This measure therefore is of
great significance to the economy.

Eighthly, a small country like Ceylon can only
develop an open economy primarly based on the
regional market through preferential arrangements,
Thus regional economic co-operation on a variety
of forms is offered as a compelling measure of
commercial policy for overcoming the limitations
of a home market for import substitution. This
problem is as yet an uunexplored field and requires
careful techno-economic surveys to determine the
scope and wpature of its usefulness.

Those eight measures constitute the main lines
of solving the problems of economic development
not only in the short-ran but also in the long-
term process. Needless to say therc are innumerable
ancillary and secondary measures linked to these
which would strengthen the policies taken to promote
production and trade. Such steps as price control
and rationing, tax relief and concessions, raising
the official rates of interests, techinical education,
social reforms, decentralisation of planning, better
pricing policy of state undertakings, land reforms,
wage freeze in favoured sectors, power supply,
control of monopolies, partenership in industry,
grants and subsidies for rehabilation, protection and
aid for industries, centralisation of financial insti-
tutions etc. would go a long way in establishing
the necessary framework for ensuring the suceess
of the policies suggested here.




CHAPTER X
THE PLANNING OF DEVELOPMENT

1. Introduction

We have discussed some of the most fundamental
aspects of the economy of Ccoylon.  Certain symptoms
of stagnation w._re observed as a result of the
trends in the foreign trade of the country and in
the fiscal policies of the Government. These gave
rise to the need to diversify the structure of the
economy and to find the required resources for
investment for such a process of development
Otherwise consumption would bLe increasing and
imports would be swelling with the result that the
country’s stock of capital would dwindle and the
available foreign reserves disappear. The consequence
of these process would be to further make it
difficult to turn the corner. But it is possible for
a Goyernment in an underdeveloped country to
correct the economic situation by fiscal and other
state policies so that the pattern of development
proceeds on desirable lines. Centuries-old traditions
have to be changed and the structure completely
altered quickly to a new pattern to meet the demand
for a rising standard of living and full employment,
Only a delibrate act of the state could produce
the necessary conditions for such structural changes
to take place entailing the big task of investment
in a wide field of productive and fruitful activities.

Ceylon is ostensibly wedded to the ideals of a
mixed economy and the achievement of a socialist
state through democratic means. There are thus
a public and a private sector, the former being
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planned and the latter unplanned. Nevertheless it
becomes absolutely necessary to co-ordinate both
sectors because devclopment has to be balanced in
order to be cumulative and rapid. Capital being
scarce has to be rationalised by mobilising both
domestic and foreign resources and allocating them
according to the priorities and needs of a plan.
This becomes more compelling with the need to
change the composition and direction of the foreign
trade of the country in as xhort a period as
possible in order to arrest the adverse balance of
trade so that exports are promoted to meect foreign
payments and imports are changed to meet develop-
ment needs. We shall therefore in this Chapter
indicate some of the problems of planning, and
the policies to be parsued towards these objectives
of greater production and better trade. But we
shall not be dealing with the machinery and
technique of planning which are outside our scope.

2. Objectives of Planning
The objectives of planning may be enumerated
as follows:

1. Providing employment and reducing unemploy-
ment and underemployment,

2. Aiming at equilibrium in the Balance of
‘ayments current account.

3. Raising the standard of living.
Providing for the diversification of the economy.,
Furthering the equitable distribution of the
National Income.

6. Achieving an integrated and balanced develop-
ment of the economy.
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3. How to Plan

We would be knowing how to plan only if we
learnt the case against both the free market
economy and the complete direction of the cconomy.
The case against the free market economy may
be enumerated as follows:- First, income is not
fairly distributed. Seccond, the market mechanism
does not humanise wage. Third defect is the
instability of the market economy. Fourth is the
inadequate handling of foreign monies and trade.
Fifth is the ineffective coping with major changes
by the market economy. Sixth, the market economy
is wasteful. Seventh, there is no perfect competi-
tion in the market economy. The opposite case
of planning by direction has also its defects as
follows :- First, it cannot be applied to consumption.
Second, the worker demands freedom to choose his
own job. Third, the frm manager should have
freedom to adjust production. Fourth, the central
planner cannot hope to see and provide for all
the consequences of his actions. Fifth, planning
by direction has to be inflexible. Sixth, fulfilment
of the plan is bound to be imperfect. Seventh, it
has a tendency to be procrustean. Eighth, it has a
stifling effect on enterprise. Ninth, planning becomes
costly in terms of resources. Tenth, it diminishes
democratic control. We have therefore to steer
clear of both these extremes in promoting develop-
ment plans. We are fortunately placed in developing
a mixed economy. Hence while retaining the
general framework of the market economy, planning
has to mainly rely on the use of inducements to
achieve the goals. DBut this does not exclude
the need for direction and control in relevent
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situations either permavently or temporarily. Price
control and rationing are thercfore frequently
necessary in the interest of equity. Moreover planning
by direction should be able to overcome immobilities
and bottlenecks. But all these could be achieved
only through sound and sane fiscal policies, for
the main instrument of planning is the budget.
Yet this may need to be supplemented by planning
by direction wherever there is marked disequilibrium
between demand and supply. The degree of control
and direction thus becomes much more extensive
in underdeveloped countries and may vary from
one country to another. In Ceylon the Department
of National Planning working under the Prime
Minister has an advisory and co ordinating function.
Though it drew a Ten-Year Plan it had to draw
a less ambitious Short-Termn Programme to meet
the capacity of the economy and the administration.
But the Department is subservient not only to
the Cabinet as a whole but to individual Ministers
as well. A more serious defect is that it has no
regional organisations, nor is it able to mobilise
public enthusiasm for achieving the targets. It may
therefore be modestly stated that the development
planning of the country is handicapped by technical
and administrative defects. Though there may be
criticisns of the Ten-Year Plan and its scope, it
could yet be counted as a comparable document
for useful implementation. Iaving thus noted why
and how we should plan, we may pass on to the
problems of planning relevent to our study.

4. Problems of Planning

(1) The first problem of economic planning for
national development is to raise the necessary
E 17
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amount of total - investment that will raise the
productive powers of the countrv. Anything that
impedes this must be hastily removed. All sources
must be welcomed, especially in a world where
capital is scarce in relation to its demand.

" (2) The second problem is to allocate these
scarce resources in different directions and to deter-
mine the proportions for each one of them so that
maximum returns are obtained while diversification
and development proceed.

(3) The details of the dilferent sectors must be
carefully planned and the specific inducements and
controls must be stated beforehand.

(4) Greater social mobility and regional economic
equality is conducive towards pational integration
and cconomic growth. Vested interests that work
against these must be eliminated.

(5} National consciousness must be created for
progress under a planned economic development.

(6) Land reforms, health reforms, social reforms
and sccurity, and compulsory saving through rest-
-ricted consumption, are some other problems.

(7) Central planning will be a difficult thing
with weak adminmistration in underdeveloped countries,
and therefore a sort of super-planning has to be
staged.

(8) Lastly, the population reproduction rate is
of crucial importance for national economic plan-
ning. Mortality has decreased and  births have
mcreased. A population policy aimed at controlling
fertility is needed. 3
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A Plan should produce both efficiency and
growth., This could be done only in the formulation
of a right development pattern in terms of balince,
complementarity and linkage. It should start with
a physical plan, then proceed to an economic
plan, and finally lead to a financial plan. This
would determine the proper allocation of resources
and even the transfer of resources to the right
place. It might substitute a series of half-exploited
investments with fully exploited items to maximise
returns. But there are very many criteria which
a Government may like to adopt in a comprehensive
balanced economic development plan. Some pro-
jects may be intended primarily to promote some
aspects of income maximisation and a rapid rate
of growth or of capital formation, and others may
be aimed primarily at employment absorption, or
derive their importance from balance of payments
effect. In the formulation of a development plan
it may be desirable and necessary to apply several
of the investment criteria and techniques. All of
them however involve an element of judgement in
investment allocations. At any rate for our purpose
per capita income would appear to be a prime
determinant of development pattern.

Though the amount of capital is not infinite,
and it being searce, its misuse cannot be allowed.
We should not regard it as a substitute to labour,
for more often they are components, so that the
usual choice between labour-intensive and capital-
intensive methods are irrclevent and misleading.

. The more labour is employed the more capital is
'%quirm and in underdeveloped countries the cost
of economic development is high for various reasons.
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This is an argument for greater capital investments
in underdeveloped and over-populated countries,
But it does not mean that capital should be used
for mere labour-saving devices as in the advanced
countries, becausc it does not alter the cost of
production very much. It is therefore necessary to
plan in such a way that capital and labour are
combined so that the allocation of the factors of
production in the various directions yield the
maximum return for the investments, and yield the
highest marginal productivity, so that the gap
between it and cost of production is the minimum,
which would therefore entail the minimum necessary
protection for the projects. We should look for
relative economic values in production and not to
economic quantities.  This would determine the
extent and nature of production that should take
place in agriculture and industry. DBut the full
employment of resources should also be borne in
mind in the choice of projects and the manner of
production. Yet in a newly developing country it
is also necessary to note that rationalisation in
keeping with modern technology is neccessary to
gain quick footing without resort to unwarranted
labour-saving devices. Thus it would seem that a
rapid development of the economy would be possible
only with increased capital investment.

5. Objectives of Fiscal Policy

{1) Restraining and cartailing consumption and
thus transferring resources from consumptieon to
investment ;

(2) Increasing incentives to save and invest;
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(3) Transferring resources from the hand of the
public to the hands of the State to make possible
public investment ;

(4) Modifying the pattern of investment

(5) Mitigating economic inequalities.

The DBudget is the biggest lever of econmic
development in backward countries. Fiscal Policy
is so important that all other policies including
monetary policy arc a consequence of it. Government
fiscal operations have a great impact on the rate
of economic development. Financial stability is
important for economic development and fiscal
policy determines the growth of underdeveloped
countries, Economic development, for example,
cannot be left to a committee with capital resources,
but involves the whole financial policy of the
Government. The State must intervene in under-
developed economies with a character and purpose.
The DBudgets of backward countries are called upon
to undertake new and ever-increasing tasks and to
operate as an instrument of economic policy. The
problems of establishing * Treasury Control’, the
relations of central and local revenues, and the
extension of taxation at local levels of Government
for economic development, are matters of national
interest.- Other problems are the budgetary, loan
and monetary policies. Principally the problem is
one of financing and increased rate of investment.
The State has also to determine the extent of the
public sector and the types of organisation and
management of public enterprises. With increased
trade control and State trading it might be possible
to adopt a system of multiple exchange rate to solve
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the twin problems of balance of payments deficit and
inelasticity of exports and imports. Finally it should
be stated that countries at dilferent levels of economie
development have varying patterns of expenditure
and resources of revenue and that there is a
constant search for revenue for increased Jdemand
for public expenditure in uvnderdeveloped countries.
This pressure does not secem to abate, but it is
probable that a Government which fails to produce
a scientific development budget, may be reluctantly
forced to cut down expenditure if it has gone as
far as to produce adverse balance of payments
leading to imporl restriction and inflation within.
Thus the Budget holds the key to the change
from a stagnant to a development economy, and
turn a downward cumulative effect of a circular
causation into an upward cumulative effect of a
circular cauwsation. Ceylon’s deficit Budget and
deficit financing must be arrested.

6. Other State Policies

(1) The State must endecavour to stabilise
commodity prices and incomes of primary producers
by International Agreements and Buffer Stocks and
more especially by the establishment of an Exchange
Equalisation Fund as part of the Central Bank.
This is because the fluctuations in money supply
is still according to the siate of the balance of
payments, which was characteristic of the Currency
Board System, and which has not been funda-
mentally altered by the establishment of a Centra]
Bank,

(2) The State must encourage the traditional
exports and cut down the imports of luxuries and



135

semi-luxuries by tariffs and quotas and prohibitions,
but imports of essentials should be allowed to keep
down internal prices and cost of living, till domestic
production could catch up.

(3)  Price contro]l and rationing should be adopted
to keep prices within a reasonable level without
curbing domestic production. This should be kept
to the minimum and used discriminatingly, and
should not be allowed to interfere with increased
production. Paradoxically enough the State should
not very much interfere with the domestic pro-
duaction or foreign imports of essential consumer
goods, but regulate the quantity and prices of non-
essential goods, both imported and locally produced.

(4y The State should adopt a policy of protection
for the purpose of industrial and agricultural
development. A Tariff Board with full powers is
an urgent necessity for the consummation of the
idea of industrialisation. A scientific tarifl should
take the place of the present quotas which are
very pernicious in their elfects on production and
trade.

(5) Post-war Budgets have too much emphasised
expenditure on social development instead of economic
development.  lixpenditure on  social development
should be scaled down as also the heavy production
on food subsidy which is an indiscriminate item
of expenditure Administration is costly and wages
are high due to trade union pressure. The only
way to overcome public opposition or labour oppo-
sition is to adopt a scientific budget which could
reveal the true position of the economy and enable
economic development with increased productivity
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by the correct allocation of resources and factors
of production into the various projects and schemes
of a Statc-directed and State-induced plan. Taxation
has already exceeded the healthy limit of 20 per
cent of national income even for a rapidly deve-
loping economy, und not more than 12 per cent
should go towards current expenditure, while the
remaining 8 per cent should be devoted for
development.

(6) Foreign capital must be cncouraged to flow
in by a reassuring statement of industrial policy,
and the State should concern more with industrial
development than with commercial enterprise.

(7) DPublic co-operation and participation should
be enlisted by strengthening National Savings
Movement, and by organising the execution of the
plan through rural and urban agencics. Propaganda
should make the public ‘plan conscious’. This is
important.

(8) Economic facters alone are nct the cause
of underdevelopment, and non-economic factors go
a long way in impeding progress. Social and
political organisations are defective, and they should
be reformed and reorganised to promote rapid
economic development as otherwise the vicious
circle would make the task more difficult at a
later date as indeed is the case with Ceylon,
Delay breeds danger [Llighteen years of indepen-
dence has not produced any change in the econmic
landscape. DParliamentary democracy is a cause
but not the sole determinaut. It should be possible
to develop within a democratic framework if the
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necessary social and political climate are created.
This is very imperative for Ceylon today.

(9) Not the least in importance is the urgent
necessity to control the rapid increase in the
population of the country., Many economic, social
and political problems are considerably influenced
by this factor. A lesser rate of growth of population
would mean a greater rate of growth in the per
capita national income. In the circumstances of
Ceylon this is so as pointed out earlier., A
successful reduction would double per capita income
within less time and take the economy of the
country out of the woods.

(10) A few other measures to be initiated by
the State are the development of a capital market,
the improvemnent in the efficiency of the factors
of production, the curbing of laxury consumption,
controlling speculation in land and stock-holding,
raising interest rates, etc.

(1) Most important for the economic develop-
ment of the country is the establishment of a
Regional Preferential Trading System, which holds
the key to the problem of industrialisation and
prosperity.

7. Planning and Industrialisation

The industrial development of the country is a
very important aspect determining the future of
the nation. The following assumptions would there-
fore help us greatly :

(1) Further economic development of the country
rests on industrialisation ;

E 18
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(2) All other fields of economic activity have
to be developed in the light of the contribution
they can make to the industrialisation of Ceylon ;

{3) The export economy should be used to
provide the resources needed. for industrialisation ;

4) Industrial development should increase the
export surplus by developing along lines of import-
substitution ;

(5) Export industries utilising imported raw
materials may create further economic surplus in
exports ;

{6) Increased export surplus would provide re-
sources for the importation of machinery and other
requirements needed for industrialisation, and this
should be strengthened by a complete geological
survey of the country;

(7) Industrial production should meet the demand
for consumer goods resulting from an increase in
the standard of living;

(8) Industrialisation requires the development of
power-supply and constructional materials ;

19) Industrialisation would require further develop-
ment of agriculture ;

(10) Development should be integrated and
balanced ;

(11) Balanced growth requires balance betwcen
physical requirements and financial resources;

12!  Ecounomic development reqnires the fulfilment
certain =ocial aud instituiiona) conditions.
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An immediate programme for a country like
Ceylon should include the following measures:
starting with the implementation of an agricultural
plan ; implementing power and irrigation projects
already in hand; implementation of projects for
production of constructional materials; improvement
and development of transport; investment in new
industrial enterprises including fertilisers and pro-
cessing of eyport goods, processing of imported
materials, and industrial investments designed to
supply the home market with products based on
domestic resources; starting with Housing, Edu-
cational and Social activities; geological survey
and land-use survey; import-substituting industries
with changes in tariff policy ; measures to' increase
savings and investments and to discourage con®
gamption ; an Industrial Policy Act to state the
rale of the private sector; formation of Pablic
Corporations; and creation of executive machinery
for successful implementation of the Programme
and the Plan, and the mobilisation of public
effort and participation in the national economic
plan.’

8. Planning and Foreign Trade

The Planned economie development of the country
would induce changes in the composition of its
foreign trade very considerably. This would result
in balance of payments problem abroad and
inflation at home, so that what is not covered by
foreign loans or gifts must be controlled and
adjusted by the regulation of foreign trade and
by the regulation of internal priees and investments.
The mere fact of economic development will
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tompel any underdeveloped country to apply im-
port restrictions. These import restrictions fit into
the National Plan to protect and shelter some in-
dustries, and as these develop the “inflationary
pressure and exchange difficulties will be relieved
gradually. It may even be necessary to subsidise
some exports purely -for the balance. of payments
problem. Therefore to allow frec exchange and free
trade would tantamount to abandoning economic
development. But as imports are substituted and
exports are developed it will not be the advanced
countries as other devcloping countries who will be
in a position to absorb a greater share of the new
exports, so that the process of development will be
strengthened ~ and the problem of the balance of
payments greatly reduced not only by industriali-
sation with the help of import duties and export
subsidies, but also by increasing trade with other
developing countries on a greater scale, which is
possible only under a system of regional preferential
trade. This is in line with the law of complemen-
tarity, for trade between advanced countries is
greater than the trade between primary producing
countries, and the trade between primary and
manufacturing countries is greater than the trade
between manufacturing countries, and therefore it
is likely that as industrialisation proceeds in an
underdeveloped country the trade with advanced
countries would fall relatively and that with other
developing countries rise. 3

9. Limitations of Planning

It is the avowed objcct of planning to accelerate
development, sustain the growth of the economy,
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increase the standard of living, and raise the
material welfare of the pcople. A -good index of
this is the increase in the G. N.P., but this must
grow taster than population or else the per capita
income cannot increase. Again,- it is not merely
enough _that income should increase, for there are
other criteria as well, e. g, improved standards . of
health, improved standards of literacy, and generally
better conditions of living. Other limitations to
ambitions in planning are that esttIng circumstances
determine what can be done in the near future;
programmes or plans for the more distant 'years
are bound to be more fluid than those for the
immediate future; long-term plans have to be
revised at intervals, and in a country as dependent
as Ceylon on export incomes, there is great un-
certainly about resources available in any given
period. Morcover even though the belief is widely

held that the tesources of most underdwe]oped
countries are adequate if effectively used to support
a substantially higher level of production and income,
there are many and complex reasons why these
areas have not been developed. .

(a) Many cultures have placed a low value on
material advance;

(b) The popular character of Governments have
not always been of a sort to create popular
incentives ; g

() Certain forms of social and economic orga-
nisations have offered obstruction; and

(d} In part the reasons have been physical-
climate and topography, which have imposed limits
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on economic growth. But the biggest limitation to
success in planning is the static way of life of the
people of a country. Planning should overcome
all these obstacles to achieve results by decentrali-
sation and enlisting the popular support of the
people for participation in a drive for rapid economic
growth.

10. Conclusion

Though the Ten-Year Plan has been over-opti-
mistic and unrealisable by itsclf in the light of
the experience in recent years, it is yet not a
difficult task to achieve its objectives if imagination
and determination on the part of the Government
and the people were shown, so that if a proper
reorientation of the economic and commercial
policies of the State were effected, it would be
possible to achieve the targets and turn economic
stagnation into economic develapment at a rapid
pace. International co-operation and regional co-
ordination are very necessary in addition to immense
foreign capital. But investment is not the only
problem Social changes and economic motivation
are equally npeeded. And in this planning can
stimulate activity in the right direction for fruitful
results.



CHAPTER XI
THE PATTERN OF DEVELOPMENT

1. Introduction

[t is necessary to state the background for a
discussion of the pattern of development suitable
for Ceylon. The country is small but densely
populated and is on the highways of commerce
between the East and the West. It has a well
developed plantation sector whose productivity is
high. It has banking and commercial facilities and
a useful transport and communications service. Its
health services and educational system are well
advanced, and its labour laws ate very modern.
But its natural resources do not possess a variety
of raw materials. Her present economic position
is that she had so much devoted on social develop-
ment during the fifties that with a relatively des=
clining export trade there is not emnough savings
and investment to promote economic development
in the sixties commensurate with the targets set
by the Ten-Year Plan, nay even the revised Three-
Year Short-term Plan., The resultant failure to
grow and relative stagnation of per capita income
may itself now result in non-emergence of the
expected growth pattern. '

The population growth of Ceylon is ome of the
highest in the world, being 2-6 per cent per annum,
The death rate declined steeply since 1947 and
the workforce 1is likely to exceed a 3 per cemt
per annum addition from 1963 onwards. Apatt
from the large unemployed and underemployed
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alrendy in existence the additional workforce during
the Plan period alone is estimated at 1-2 millions.
These have to be provided with employment oppor-
tunities. The Plan computed that Agriculture alone
could absorb this number in the existing and new
lands for cultivation if complete development took
place. But this estimate ignored the period of
time required to achieve them. Further, once this
was reached there was no more room [or expansion
in agriculture. Hence it is that purely from the
pomt of view of employment industrialisation was
a necessity. There are circumstances where this.
proposition would not be feasible in certain types
of underdeveloped economies. But the position of
Ceylon is that there are quite favourable factors
to promote the development of industries side by
side with agriculture. Agricultural productivity is
high and the industrial content of the imports is
very large, l)opulatlon growth has created a surplus
workforce in agriculture which could be absorbed
into industry. The ]arge foreign trade of the country
can be usecful for the import of capital goods and
raw materials for the development of industries.
Thus industrial development can initially start-off
on the basis of import substitution without much
difficulty and on a very broad basis. The . scale
of industries for this may have to be mainly
small-scale and the technique largely labour-intensive
because of the limited market. Under such circum-
stances development could take the form of priori-
ties of projects without much involvement of
planning and programming. This process is made
more ecasy by the fact that there is already a
well-established infrastructure providing necessary
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external economies. The small-scale consumer
industry thus forms a basic pattern of development.

The large industries require planning and may
either meet the home market or be exported
according to supply and demand. The plan however
limits itself to the former category, This creates
certain problems though there is tacit admission
that foreign markets should also be exploited, The
large industries fall under the public sector and
are mainly dealt project-wise though some amount
of co-ordination does exist among them. The
starting of projects based on the domestic market
has many defectss In the first place all imports
cannot be produced locally for reasons of ‘scale
and on other grounds. In the second place substi-
tution may increase, and. not decrease, imports. In
the third place the necessity to provide greater
employment and the need to raise the per capita
income compel the search for export markets. This
is the only satisfactory way in which a small
country with limited resources could solve its
problems of development and trade. But there are
problems attendant on this course of action. One
such is the problem of cost and competitiveness
in foreign markets. Industries based on domestic
materials may not experience the difficulty, and
those based on imported materials may gain the
advantage of meeting the domestic market first
and then exporting to the foreign market. Regional
arrangement may solve many of these problems.
There is in fact a great need to develop large-
scale industries on an integrated planned basis
with great care and precision in order to raise

E 13
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per capita income and balance foreign payments.
The experience of Eastern and South - Fastern
Furope shows that individual projects appear un-
attractive propositions because of limited size of
the market, but if a number of projects are taken
together, each supporting the others, the collective
programme could be made profitable. This is a
case for balanced development, And this is further
strengthened by the greater possibilities of finding
overseas markets for capital and intermediate goods
than for consumer goods. This would remove one
of the major defects of industrial planning in Ceylon,
that is there is a great need to achieve intra-and
trans-sectoral balance primarily between consumption,
intermediate and capital goods. This balance mix
varies with different stages of production. This
sort of balanced development is necessury to promote
a cumulative growth on which would rest a rapid
rate of growth as well. We might even state
further that investment on directly productive
activitics should increase at the expense of investment
in social overhead capital. Thus rapid growth very
much depends on balanced development and in
productive investments. In the light of known
progress made with regard to industrialisation, it
would seem that an enclave of large industries
built-in with massive foreign capital alone could
maintain a high rate of investment and a desired
rate of growth in per capita income. But of course
investment alone does not ensure sufficient rate of
growth. It only allows it. Human ecapital is
important as well.  Anyway such a large-scale in-
dustrial sector in the context of the present agri-
cultural and industrial  development programme
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could very well act as a leading sector and create
secondary effects for greater production and fuller
employment.

2. The Need for Industrialisation

{1) Since 1946 Ceylon has been experiencing a
rapid growth in population at an almost explosive
rate. While it has a modern death rate, it hasa
primitive birth rate. It is very high even by Asian
standards, and it is expected to become even higher
after 1963. Agriculture alone cannot provide the
outlet.

(2) The present unemployed and the future work-
force population of the country would find it more
and more difficult to seek opportunities of employ-
ment in the traditional avenues of agricultaral
occupations. It might be possible, if we did not
mind the cost of production, to expand cultivation
both extensively and intensively to such levels that
the additional work-force of about 14 million 1n
ten years could be absorbed in agricultural em-
ployment. We might rcach maximum productivity,
not to say of optimum productivity, within that
period, so that after this stage of full agricultural
utilisation, we would again be faced with the pos-
sibility of unemployment and lower standards of
living and profession as well. The nced for indus-
trialisation would present itself then as now.

(3) It is likely that the demand for our agri-
cultural exports may fall relatively as production
of those commodities are undertaken in other newly
developing areas, or as substitutes in the world
market are fincreasingly used in their places in
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those countries, or as labour and social conditions
change and have their impact on the internal
economy.,

(40 The cost of agricultaral development beyond
certain limits may not be as productive as alter-
nate sources of industrial development.

(5) Industrial development would produce certain
utility projects and external economies which are
as necessary for agricultural activity as vise versa.

(6) In a modern world where science and tech-
nology play such a useful role it is but natural
‘that a society should have the beneficial impacts
of an industrial set-up.

(7) Industry raises the standard of living of a
people very much higher because of increasing re-
turns, while agriculture would not be able to.do so
beyond a limit, especially in an over-populated
country like Ceylon where there are limits to agri-
cultural expansion.

(8) The scope for employment in Industry is
unlimited while that in agriculture is limited.

(9) While the comparative cost principle applies
to agriculture principally by way of nature's poten-
tialities, it applics to industry principally through
technology and skill. This gives ready opportunity
for industry to develop in an under-developed but
over-populated country.

(10). The counter charge that because industriali-
sation failed in the past it should mean that it wonld
fail again is no serious challenge, because the eco-
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nomic and commercial policies then were not what
would have promoted industrial development, and
there was no total planning. Industrialisation must
be pursued in its own right giving room for large-
scale employment opportunities in it, and in the
service industries which it would make possible.

(11) Industrialisation increases International trade
and does not decrease it.

(12) Since capital is required for development
in all spheres, industrialisation alone can provide
the means to procure it in exchange by developing
industrial exports. e '

(13) Agricultural and raw material exports ex-
change for food and clothing, but only industrial
exports can exchange for industrial goods (Hirschman).

(14) The terms of trade will improve with
industrialisation.

(15) Economic smbility could be gained through
diversification of the economy.

(16) The tariff and commercial policies of Europe
and America compel the adoption of a policy of
industrialisation. . That was the experience of the
South American countries as well.

(17) Enterprising spirit in industry is very much
wanting and hence this could be rectified only by
industrialisation.

(18) The present export-import structure is
rather inelastic and is subject to external influences,
and this could be remedied only by industrialisation.



150

(19) Material progress requires the increasing
diversion of resources towards °tertiary’ production.
The more the numbers engaged in  tertiary
activity the greater is the indication of economic
progtess. In under-developed countries there is a
high proportion of the population engagel in the
production of services, because the labour of the
self-employed producer of services is offered and
accepted at a price which is below the price of
the labour of the wage-employed producer of
goods..

(20} Available information offers an exceptional
opportunity for analysing the factors affecting the
degree of concentration in trading activities,
especially in the external trade of tropical territories.
This defect of oligopoly can be remedied by
industrialisation only.

(21) Experience has failed to confirm the orthodox
views regarding the levelling effects of international
tmovements of goods, labour and capital on factoral
rewards and levels of living in widely separated
areas. This 15 mainly because private capitalism
as a way of life as well as a method of production
penetrates non-capitalistic societies at very different
rates of speed. The Old South provides an inte-
resting example of a delayed but successful pene-
tration of modern capitalism ifito a relatively back-
ward agrarian economy. There are forces within
each region which work for and against the pene-
tration, and then there are outside reactions to this
development: This is yet another reason for a
policy of delibetate industrialisation;
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(22) Policies arrived at lifting production in the
agricultural sector are unlikely to foster self sustaining
economic growth and may even frustrate it.

(23} Technological changes are necessary for
economic growth, though it is difficult to export
technicai ‘know-how’ from advanced countries. Only
a policy of deliberate industrialisation can bring
about the desired changes. '

(24) The high standard of living in Ceylon makes
it possible to start many industries of an appro-
priate scale. Market may enlarge as years go by
and make plant capacity paying. Planning may be
based on the expected demand in the future for
both low and high projections,

(25} India is investing 40 per cent of the total
outlay on Industries by revising and upgrading
from the original figure of 15 per cent. - This is
very significant and a pointer for Ceylon.

(26) In the loeng run industry alone has to solve
the problem of the balance of payments as agriculture
has its limits and can do so only in the transition

period.

(27} Economic advancement leads to decline in
the proportion spent on food, and increasing
efficiency in agriculture leads to fewer hands engaged
in it. Henee as labour moves out industrialisation
must provide the outlet.

(28) Per capita income in industry is more than
in agricalture. This is so even in the agriculturally
rich countries of the world,



152

(29) In over-populated under-developed countries
pressure on land is great with symptoms of disguised
unemployment, and since emigration is not possible
industrialisation is the only remedy.

(30) Industrial advance helps in the rationalisation
of agriculture. It is thus felt that industrialisation
has a key role 'tQ play in the economic development
of the country.

3. The Need for Agricultural Expansion

We now turn to the question of the need for
expansion in agriculture as corollary to the policy
of industrialisation, There are three reasons which
may be examined in relation to this question.
Firstly, if we suppose industrial expansion took
place in a country like Ceylon, the purchasing
power so created would have to be expended on
other goods and services, and since the import
propensity is high in this country it is possible
that not less than 50 per cent of it would be
devoted on imports. This would create a balance
of payments difliculty as restrictions on other imports
would be limited. The problem becomes worse
because internal expenditure cannot increase as
agriculture would not have expanded. The remedy
would have to be sought'in expanding the traditional
exports and by growing more food to cut down
imports. This problem of the balance of payments
position resulting from industrial development could
thus be solved only by agricultural expansion The
increase in productivity in Japanese agriculture,
particularly during 1880 - 1920 was very significant
for Japan's industrial development. So too in
Dritain and Russia. Unless exports expand and
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imports are replaced there will be balance of payments
problems, and a decline in real income will follow.
It is possible to replace §rd of imports by domestic
output, and assuming that the ratio of realised
capital cxpenditure to imports replaced is 2:7,
then it.s possible to calculate the scope of investment
programme simply to replace imports. Tne scope
for industrialisation via import replacement is large.
This is a cardinal point which any planning body
should bear in mind. Secondly it is said that
agricultural development by increasing production
could not only relieve under-employment but release
labour for industry. This is not a serious argument
because there are enough unemployed to be absorbed
in industry, apart from extensive agricultural pursuits
that require more labour. What is wanted in
industry is more enterprise and skill. The problem
may be one of urbanisation, but not one of labour.
Thirdly, agricultural cxpansion would provide a
larger market for developing industries. The problem
of a market is a complicated problem even if
agricultural expansion helped it in a large way.
On the one hand it may be regarded that the
10 million population of Ceylon is too small a
market with its low standard of living and with
uneven distribution of income with large disparities.
It is computed that a sizeable self-sufficient market
to suit modern methods of production should be
at least 15 million with a reasonable high standard
of living. Ceylon may tend towards it, but not as
yet. On the other hand the marginal propensity
to import is too high and the standards of living
of certain sections of the population much above
average, that it is possible to develop import
E <0
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substituting industries, and much more so export
industries even after using imported raw materials.
Another complication may arise if certain imported
articles of wide consumption are specialized articles
of relatively cheap price so that competitive pro-
duction in those may not be possible even with
protection. At any rate the efficiency of an imported
érticle, its scale of consumption, and its size of
productive technique are so interrelated that it is
not possible to predict beforehand or off-hand the
exact relationship between the size of the consuming
population and the nature of the products to be
marketed But it may generally be assumed that
the home market for some may be sufficient, for
some It may be desirable to seek foreign markets,
while 1t may not be advisable to proceed with
the production of some others. The technique of
production and the size of the market must deter-
mine the projected industries in a plan. The pattern
of industrialisation would very miuch depend on the
commercial policy to be pursued by the State.

‘4. Small-Scale Industrial Development

.. The failure of previous industrialisation plans is
directly attributable to the fact that at the pre-
vailing stage of industrialisation in Ceylon, neither
‘large-scale industry nor pure cottage industry, can
-be considered appropriate to solve Ceylonese economie
-and industrial problems. Ceylon’s immediate industrial
furure is almost entirely in the field of small-scale
.industry. They should primarily be organised in
the manner of industrial estates in all the smaller
towns of the country while the basic heavy indusiries
are centered round cities. The location is not hard
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and fast for the two types of industries, for some
latge industries may be situated out of cities and
some small-scale industries situated within large
cities according to their mutual relationship. Nor
is the distinction synonymous with capital goods
industrizs and consumer goods industries, since some
consumer goods industries are large-scale while
some capital goods are small-scale. We might
enumerate the advantages of small-scale industrial
development as would be experienced in Ceylon.

(1) They are less capital-intensive and more
labour-intensive so that more labour would be
absorbed and foreign exchange economised. DBut.
this does not mean that they should be makes:
work schemes,

{2) They are quick-return schemes which will avoid
foreign exchange and balance of payments diffi-
culties.

(3) There might be the social evils of urbani-
satioh which arise by the movement of population
from the rural to the urban areas, but they also
keep expensive consumption habits of cities out of
reach.

(4) Small towns will develop and this will reduce
the cost of urbanisation as a whole,

(5) Ceylon has no coal-power, but has hydrel-
power which can spread to all parts of the country
with advantage, and this will help dispersal of
industries.

(6) TEntrepreneurial, managerial, and technical
skills will be available for smaller enterprises and"
not for large-scale enterprises.
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{7) Private enterprise in Ceylon is temperamentally
individualistic, while joint enterprise is wanting.
These small-scale industries will suit the individual
capacity for capital outlay.

(8) Small-scale industrial development will keep
trade union-problems to the minimum and thus
help the rapid pace of industrial development.

(9) They will meet- the main consumer demand
of the Ceylonese with their high propensity to
import consumer goods.

(10} Advanced countries will have less cause to
complain against structural changes in under-
developed countries because this would reduce to
the minimum their problems of foreign trade dislocation
and industrial adjustment.

(11) The cost of marketing would be reduced by
the establishment of industrial estates in small toswns.

(12) Cottage industries will be developed on a
co-ordinated basis.

(13) Economic planning and the determination
of priorities and scales would be easier for the
Planning Council and the Government:

(14) There would be considerable enthusiasm
among the people for the planned development of
the country and their participation would be assured.

(15) Administrative inefficiency, especially in
under-developed countries, would be considerably
avoided, so that the task of the Government would
be better performed,
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(16) The rationalisation of agriculture would be
possible so that agricultural development would be
possible without the burden of disguised unemployment.

(17) Unemployment would be removed to a very
large extent.

(18) The trend towards urbanisation if not ac-
companied by industrialisation would spell great
dangers.

(19) Technical and Scientific education in the
Schools becomes possible by the development of
the small scale industry. s

(20) The small scale industry alone can break
the economic deadlock in a small, under-developed,
over-populated nation like Ceylon and pave the
way for an upward spiral.

It is not possible to generalise about the types
of industry, industrial technique and types of orga-
nisation which on economic grounds are to be
singled out for assistance should a Government
decide to embark upon a policy of encouraging
industrialisation. It may seem sound to suggest
that labour-intensive industries are better than
capital-intensive ones, bat it is known that labour
is not homogeneous and efficient. Again it. may
seem sound to suggest that industries using local
raw materials are better than others using imported
raw materials but proximity to raw material is
only one of many factors bearing on location of
industries. Nevertheless there is the case for placing
special emphasis on assistance to industries organised
on the basis of relatively small-scale industrial
establishments. In the conditions prevailing in many
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under-developed countries the development of small
industry may be the most economic form of indus-
trialisation. It may be more economic than either
large-scale organised industry or cottage industry,
It avoids the heavy overhead capital costs resulting
from large labour forces which do not directly
increase productivity. In small industries administ-
ration presents less of a problem and they provide
suitable training ground for adninistrative responsi-
bility. Assistance to it is based on advantages of
small-scale operation in under-developed countries.

Small industries may be located so as to serve
an agricultural area which produces cash crops so
that transport costs are minimised. The spread of
technical knowledge can be assisted with the spread
of foreign technicians recruited for the purpose.
Capital may be mobilised for local enterprencars
by the other agencies, and factory buildings may
be provided on a rental basis to small-scale enter=
prises. Tariff protection, subsidies, tax relief and
marketing facilities are other methods of assistance
needed to help in the establishment of small
industries. Small industry represents much less of
a break with previously established modes of living
and therefore represents less of a strain than
industrialisation in the form of large unitss The
industrial estate is now the established technique
for developing depressed areas. The external econo-
mies are large in industrial production, and if one
wishes to deveiop secondary industries, one must
deliberately set out to create the facilities which
factories use in common and which cannot be
provided cheaply on a small scale.
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India provides many models for Ceylon to follow
in this respect. The importance attached to the
Industrial Estate by India may be gauged from
the fact that she proposed to establish about 1,500
of them before the end of the Third Plan. The
Industrial Listate gives a chance for enterprising
people without capital to commence a project and
work their way up Incidentally there is relief to
the educated unemployed, saving on imports and
forcign exchange, and a general rise in the standard
of living. Modern social and economic conditions
require technological advance and rapid industriali-
sation of the under-developed countries. Agriculture
and cottage industries alone cannot raise the standards,
The small industry offers therefore the best remedy
for economic development.

5. Large-Scale Industrial Development

But the problems of economic development are
now such that import substitution relying on an
expansion of labour-intensive small-scale consumer
industries based on the home market would not be
enough to cope up with the magnitude of the problem,
especially in promoting internal growth and external
solvency. No doubt such a step would keep in
line with the present low capitalfontput ratio which
the country is forced to adopt, make it easy for
the planning body and the administrative machinery
to determine a system of priorities, enable entre-
preneurial and managerial and technical skill to
develop as a first stage in the proecess of indus-
trialisation, and finally create scope for employment
absorption ou a wide and varied field. This stage
of development is necessary and feasible for a country
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like Ceylon. Moreover this does not exclude the
possibilities of establishing a few large-scale industrial
projects which are either consumer or producer
satisfying. Such a combination of industries would
lend ample scope for both the private and the
public sectors to develop through co-ordination and
by using the economic potential of the country in
respect of its population growth and market demand.
It would also relieve the pressure on the imports
of essential commodities like food and clothing and
other consumer articles, and make available foreign
exchange for the import of machinery and raw
materials for developmental purposes. Thus balance
of payments equilibrium could also be achieved,
But the experience of Ceylon in the past decade
and more has imposed a greater burden on the
need for industrialisation on a much wider and
deeper basis. To repeat a few important features,
we may note that the per capita income has
remained stationery and capital formation has
declined, because consumption has increased with
national income due to fiscal policies of public
expenditure leading to rising imports and then to
rising costs and prices Curbs on consumption are
slow and hesitant. Hence internal resources have
to be greatly supplemented with external resources
to raise the rate of investment and the capital/
output ratio if productivity 1is to be increased
sufficiently high to promote a rapid rate of growth
in per capita income. Thus it would seem necessary
to envisage the masive inflow of foreign capital to
build up an enclave of large-scale industries to
lift the economy by the boot-strap so that a viable
export trade is developed in the process as a
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result of large-scale foreign investment. This as
we have said is a necessity for Ceylon under the
circumstances prevailing at present.

This involves a reorientation of the plans and
policies of the national planning body. Rapid
growth would imply a cumulative process which
means a balanced development of the economy.
In the context of Ceylon sufficient stress has already
been made on inter-sectoral balance, but there is
the need also to emphasise on intra-and trans-sec-
toral balance. Ceylon would yet gain in additional
production, greater cmployment, and in the creation
of other activities linked to them. All these would
mean that Ceylon would be in the threshold of a
big industrial cra. But this implies a minimum of
research and planning in this sphere of industriali-
sation though one could suggest as a consequence
of the above discassion that a close study of the
South-East Asian market requirements and the
creation of ap attractive investment climate for
foreign investors are the first steps to it. But while
planning for the home market needs to be precise,
that for exports can be at best exploratory and
preperatory to start with until experience could give
better guidance in the promotion of exports.

We may here add the need to divert investment
from social overhead capital expenditure to directly
productive activities. The fiftics in Ceylon saw
social development of an extensive character, and
it is desirable that more direct production is under-
taken in the sixties. Not all social expenditure are
of the productive nature, but Ceylon has been for-
tunate in having provided wide schemes of socia]

E 21



162

progress besides creating a broad-based infrastructure
and external economy. There may yet be room
for certain types of social overhead capital expen-
diture to be made for meeting the new demands
of productive activities, but it is still possible for
a large diversion to take place, so that given the
present scarcity of capital and the stagnant condi-
tion of the economy, a strong urgent need for
conserving and utilising all available capital for
direct productive activities is a compelling force to
be taken into account. This would not contradict
with yet another proposition that human capital as
distinct from mere labour should be considered
along with non-human capital as all capital in
order to maximise the effect of investment and
determine the pattern of development for rapid
growth. A consideration of this point of view would
also lead us to the acceptence of the policy dis-
cussed here, - '

. Some implications of this policy may be cons
sidered” here. Tea was erstwhile a leading sector,
and in the future Ceylon may have to find out
suitable leading sectors, outside the range of a
balanced growth, which would promote and step
up the rate of growth significantly above the target,
Such wsectors may arise from the use of rubber,
salt, chemicals, coconut, fisheries, oil-refining and
bunkering services, shipping and ship-repairing and
building, ctc., for which Ceylon has the necessary
geographical advantage and raw material availability.
The advantage could be strengthened through
regional economic arrangements by which Ceylon
could develop a hub of industries to serve the
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needs of the region as against outside competitors,
in specified fields of egonomic activity. Ventures:
started in Ceylon would not only have this advantage
of ecatering for the region, but would also enjoy:
fiscal policies designed to foster them, and the
traditional commercial experience of many countries.
since Ceylon has been the centre of entrepot trade
throughout history. All these advantages should go:
a long way in establishing necessary external,
economies for the growth of large-scale industrial:
enterprises to promote exports and raise national
income They would in addition accelerate inter=
industry relations by giving rise to numerous an-
cillary and secondary activities in the process of
development. Though such a scheme may be
hazardous for Ceylon to undertake, it is not a
diflicuit task for outside interests to take up. This.
is so because we are concerned with per capita
income as the prime determinant of development
pattern. It does not mean that other countries of
development have been overlooked. In the present
context they are also very important, but it does.
not mean that they would be mutually inconsistent.
The growth . of technology has blurred the gaps.
separating small and large industrial ventures to a:
considerable extent so that it would be difficult to.
differentiate them on the basis of consumer and
¢apital goods industries, or employment and cutput~
creating -industries respectively. In effect producti-
vity and employment are mutually consistent. Larges
scale industries even if financed by foreign aid
would have great constructional and power needs
which will create initial employment for a large
workforce though not of a skilled type. The
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- opportunities would be extended with the provision
of certain categories of infrastructure that would
be specially required for the establishment of large-
scale industries, even though Ceylon has a well-
developed infrastructure to provide adequate external
economies.  Moreover large-scale industries have
secondary effects which import substitution industries
cannot generate. Further as regards the balance
of payments an export developmeunt economy has.
a greater telling effect than an import sabstitution
process because the former is partly raw material
based while the latter is entirely based on the home
market demand and greatly relies on imported
capital goods and raw materials. Thus Ceylon is
in need of developing an open economy with capital-
intensive large-scale industries for export promotion,
especially between consumption, intermediate and
capital goods. A shift in emphasis from consumer
goods industries to intermediate and capital goods
industries is wvery necessary if rapid growth is to
be visualised. Ceylon is' a small country and
modern technology prohibits it from making a
success of import substitution industrics except in
a limited way, so that rapid growth of the economy
is not possible. The alternative is the development:
of an open economy. This is historically so for
countries like Ceylon. The development of inter-
mediate and capital goods industries with foreign
capital (Government and = Private) and technical
assistance could develop an export trade to the
markets of the region on a preferential basis. . Since
other countries are also likely to develop consumer
industries and import capital and intermediate
goods and orientate their commercial policies to
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that end, it would ideally fit in with the process
of development in a small country like Ceylon.
But a mere attainment of  balance within the
industrial sector would alone be not sufficient. The
entire system comprising the industrial and the
agricultaral sectors should also attain a great degree
of complementarity and linkage in all :directions,_
This is the basis on which success in industrialisation
in Ceylon would depend, for Ceylon is already a
high-cost cconomy and there is unwillingness to
forgo certain standards and concessions already"
achieved even on a temporary basis for the national-
cause of economic development. :



CHAPTER XII v, |

THE FINANCING OF DEVELOPMENT

1. Introduction

The problems of financing economic development’
were considered earlier, The low rate of capital-
formation was attributed to the deficit financing of
Eub]ic expenditure which created a high level of.
monetary demand in the economy and a continued
pressure on the level of imports with conse_quen,t_l
measures for quantitative restrictions through quotas
and licenses and increased duties on imported goods.
This raised internal prices and costs and not only
affected the standard of living but also the exports
of the country. Increased production by import
substitution was inadequate to absorb the effects
of a substantial monetary expansion. This again
affected the DBudget adversely.- The scope for
monetary policy alone to offset these cffects were
severely limited, which could only restrain secondary
expansion in bank credit and direct it to useful
purposes, and thus serve as supplementary to the
remedial measures taken by the Government itself.
The possibilities of increasing tax revenues were
also limited because already 26 per cent of national
income is channelled as revenue and new taxes
have failed to realise expectations. Improvements
in administration and elimination of tax evasion
could increase revenue and there are other methods
of augmenting it. But the position in Ceylon is
that taxation has reached very high proportions
and has led to reductions in corporate and household
savings. Taxation has thus reduced private savings
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while public expenditure has increased the propen=
dity to consume. In fact taxation is barely suffi
cient to meet current expenditure so that the entire
¢apital expenditure had to be met through deficit
financing, - The scope for foreign aid and domesti¢
non-bank 'sources of borrowing are also limited:
Hence it is that public expenditure has to be curs
tailed if expansionist financing is to be avoided
and capital formation is to be increased. The
present rate of capital formation of 14 percent of
gross national income is already inadequate when
compared to the 26 percent tapped by revenue!
The rate would be still lower if drawings on ex:
ternal assets were not possible. This has reached
a low level and needs to be raised because foreign
resources are necessary . to finance capital goods and
developmental requirements and to promote confi-
dence in a currency to attract foreign capital. On
the other hand it would be unwise to rely on in-
creasing foreign liabilities because the amount now
equals the assets and has to be repaid. This is
bound to.curtail the rate of capital formation. In
addition to this the rapid growth of population has
become a burden and a hindrance to progress be-
cause it increases the consumption needs of growing
population, thus depressing the rate of investment,
and diverts what little is saved on social overhead
expenditure. Not only is the population growth
alarming, the workforce is expected to rise faster
from 1963 onwards as a result of this situation.

The present position with regard to capital for
mation in -the public and private sectors is that
consumption must be curbed or. else the capitalf
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output ratio must be lowered. National income per
capita is stagnant and capital formation is either
stationery or even declining while consumption has
been rising with national income. This makes it
difficult for the economy to lift itself up. But the
present economic and political background do not
indicate any desire or will to curb pablic expendi-
ture to any desired level, nor on the other hand
is it possible for a lowered capital/output ratio to
maintain the present per capita income and standard
of living. The only alternative to any direction in
public expenditure is to create an effective invest-
ment climate for a massive foreign capital investment
to take place, especially as the objectives of the
Government is to make a drive towards rapid
economic growth. This would raise the rate of
investment and the capitalfoutput ratio and provide
an enclave of large industrial enterprises for export
promotion besides producing large sccondary effects
for the development of the cconomy. A leading
sector of this nature is required as much as the
plantations proved to be so in the past.

N

" Ceylon will have to take decisive steps in this
direction, The fifties may be regarded for the
country as a decade of social development and the
sixties may be regarded as one for economic develop=
ment. An extensive infrastructure and wide external
economies have been built up through large-scale
social overhead expenditure and common facilities,
The country could now afford to divert much
social overhead capital to directly productive acti-
vities, and also create a climate for investment by
promoting wage and political stability, An Investors’
Charter is a dire need of the hour. This is
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strengthened by the fact that export promotion has
to take precedence over import substitution in the
future and that much reliance has to be placed on
foreign economic assistance.

The urgency of this policy will be farther
realised by the fact that Ceylon had a high foreign
trade/GNP ratio and prospered through its planta-
tions. So that other types of investment and
activity were not pursued, so that with the new
confrontations of the world market for primary
products, there is the likelihood of those countries
with less favoured conditions in the past stealing
a march over it with regard to diversification and
development. Mere social development would not
compensate for a future very much dependant on
direct production. With the continued emphasis on
welfare schemes the need for foreign aid and
investment acquites an added urgency, and has
become very compelling under the present circum-
stances.

2. Measures to Iucrease Savings

The following measures it is felt would go a
long way in improving the volume and quality of
saving in Ceylon, especially in view of the increasing
commitments for development. As incomes rise
there will be better distribution also, and therefore
a rise in the ratio of savings to National Income
is possible only through other factors besides natural
increase in incomes.

1. The establishment of the National Provident
Fund in 1958 has proved a potential source of
savings.  No doubt this might reduce the normal
quantum of savings that might otherwise have taken

E 22
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place, but the fact that it taps a wide range of
income should increase net savings.

2. The establishment of a Development Savings
Bank is very much in the air. The details of the
scheme are rather complex and there is an element
of compulsion in it. Yet there is scope for aug-
menting savings through it. The granting of a
variety of reliefs from income tax, both corporate.
and personal would increase the quantum of savings,

3. The provision of Rehabilitation Schemes to
meet part cost of the major export industries in-
creases savings.

4. The subsidisation of fertilizers for paddy
cultivation is yet another measure,

5. The new system of Expenditure Taxes would
stimulate savings and add a substantial spur to the
growth of private personal savings.

6. The establishment of a Government Invest-
ment Trust or the extension of the National Pro-
vident Fund to the private sector would improve
the chances of a healthy capital market institution.

" 7. The extension of the hire-purchase system,
and

8. The establishment of industrial estates would
stimulate enterprise and be an incentive to further
savings.

9. The establishment of the Peoples’ Bank would
go a long way in meeting the needs of long-term
credit for industry and agriculture.
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10. The better use of bank deposit by branch
banking to reach the entire length and breadth of
the country is another important measure.

11. Above all a rise in the rate of interest
would Jevelop a capital market and be an incen-
tive to the average and the wealthy investor. Ewen
if more funds reach the Government than required
to buy Government securities, and thus create an
unbalanee, it would not matter, because Govern-
ment can still re-lend it to the private sector
through financial intermediaries of all sorts. The
supply of finance need not be an insoluble problem
and difficulties can be overcome. The determination
and sacrifice of the people and the Government
can at any time mecet the demands of a planned
economic development.

Changes in the relative share of wages and in-
creased monetary cost of living will exert pressure
on planning, but if financial policy could restrain
monectary increases, and if particular price rises do
not lead to claim for a rise in wages, any plan
directed at increasing real living standards could
succeed. It should be borne in mind that the lack
of reliable estimates and figures need not mean
lack of conviction in the ability to save and invest
in bold planning. The Ten:-Year Plan expects pri-
vate savings to rise only from 5-5 per cent to 6-4
per cent and Government savings to rise only from
49 per cent to 87 per cent. Though not acute
it 1s not negligible, and stronger efforts are neces-
sary to achieve the desired rates of savings in
absolute terms.
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3. State Policies for Savings and Investment Development

It must be very evident that Ceylon should
follow a steady and well-meaning pattern o fcon-
sumption, savings and investment, so that production
and employment rise, and also the standard of
living of the people. Below we enumerate some
guiding policies for the Government to follow.

1. The first requirement is the planning of the
economic development of the country as a whole.
That alone can generate the necessary urge and
tempo.

2. Public enthusiasm should be enlisted through
decentralisation and propaganda. This could change
consumption and increase savings and provide the
necessary atmosphere for a successful planned
development.

3. Agricultural expansion can increase exports
and reduce imports and help improve the balance
of payments problem.

4. Industrial expansion of import substitutes can
reduce imports, and export products can increase
exports. This again will help improve the balance
of payments problem. :

5. Improved balance of payments can be utilised
for the import of capital goods and raw materials.

6. Externally, however. much we might like to
liberalise trade and payments on a multilateral free
trade basis without strain on foreign exchange and
internal economy of the country, economic develop-
ment would invariably necessitate, even under the
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most efficiently planned scheme, the introduction
of trade and exchange control. Otherwise the balance
of payments will deteriorate leading to the loss of
foreign assets. The stringency could be softened
somewhat by multiple rates of exchange, by sizeable
foreign loans and investments, and . by avoiding
over-capitalized investments.

7. Internally, inflationary pressure has to be
expected under planned economic development and
so price control and State trading and rationing
~measures must be established to prevent speculation,
exploitation, and profitecring.

8. Investment on planned projects must be care-
fully made so that capital and. labour get the
maximum marginal return in all the directions of
investment. This should be the investment criteria.

9. Investment can be maximised only by tapping
both the domestic and the foreign sources as much
as possible. National financial institutions as presently
constituted though numerous by legislative enact-
ments cannot cover the entire medium-term and long-
term needs of agricultural and industrial development.:
The funds are meagre and inadequate. More savings
must be attracted at higher rates of interest and
borrowing tacilitated at the lowest rate. This can
be strengthened by controlling speculation also.
Government’s responsibility i1s great in this respect,
and internal capital must be mobilized to -meet
the local components of development projects.

10. External Capital is very essential for any
development plan. England in the early nineteenth
century and Russia in the early Revolution period
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were able to build internal capital for their develop-
ment, but conditions there were different, We
cannot afford to cut consumption below a minimum
eapacily as underdeveloped countries are at the
subsistence level, the wages are inflexible in the
urban sector, human beings cannot be made to
sweat purely for the bencfit of their future succes-
sors, and ecoromic pursuit cannot be made the
goal of man for the sike of capital formation.
But the external capital will not come in if
Discrimination, Ceylonisation, Nationalisation and
Confiscation are to be practised without rhyme or
reason, Nationalisation is not wise because the
capital invested would get better returns elsewhere
and produce other social and economic benefits to
the country. Ceylonisation must be gradual and
rational, In fact capital is scared and cannot be
assured with all the ingenuity of eomforting argu-
ments. Nationalisation may be possible, but on
international principles. Tn fact a code of international
conduct on foreign investments would help a lot.
But the fear of free flow is that more might
leave the country than come in. This may be
countered by the provision that capital movements
could always be regulated by a Central Bank and
by a gentleman’s agreement.

11, A very important issue is the commercial
policy of the country. This has been well stated
by the Taxation Commission too. The tariff schedule
is very defective, indiscriminate and inconsistant.
Investors are not sure about their calculations of
protection which is necessary for launching on
projects. An authoritative Tariff Commission should

be established,
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12. Government has discouraged investment in
another way. It has interfered with other producers
in many fields and alse reserved many projects
which privale investors eould have undertaken. This
has no bearing on the question of basic industries
either.

13. In still another way Gowvernment has acted
against the best interest of planning by spending
hard earned capital in schemes that are clearly not
developmental. This is demoralising and damaging.

14. Government saving and build-up is very
important apart from. those of the Household and
Corporate sectors. It could be done by augmenting
revenue in the following ways:i— Firstly, Govern-
ment enterpriscs should be made more remunerative
on commercial principles and not allowed as a
deadweight on the taxpayers; secondly, the present
taxes could be improved by remedying the loop-
holes and increasing the yields; thirdly, new taxes
including the Kaldor taxes should be implemented
to augment revenue; fourthly, measures to create
incentive to saving in the Corporate and the
Household sectors should be made; fifthly, defects
in the existing taxes and subsidies and duties
should be remedied in order to increase output;
and lastly, budget surplus should be built during
times of prosperity and budget deficits during times
of depression.

15. Inflation should not be looked down as
despicable nor indulged in indiscriminately, but in
a developing economy there should be provision
for a gradual increase in the quantity of money
and level of prices.
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Thus it is clear that the State should plan both
the public and private sectors, and provide the
necessary stimulus to mobilise internal and external
resources for the development of the country.

4. Foreign Capital

We observed that the Ten-Year DPlan had
overestimated the possibilities of mobilising internal
resources and underrated the requirements of foreign
economic assistance to maintain a reasonable rate
of development. Moreover in actual experience even
a modest rate of growth was found impossible and
Government capital expenditure relied heavily on
local borrowing and foreign aid and created credit.
This led to the scaling down of the short-term
investment programmes involving low capitalfoutput
ratio and quick-return schemes. The problem was
further accentuated by fiscal policies that crippled
the private sector and encouraged the propeisity
to consume. Even if social and administrative
improvements were made to utilise the available
resources very elfectively the quantum of capital
formation would be too inadequate to raise the
per capita income at appreciable rates. Especially
would this happen in the face of inflationary
tendencies to raise the costs and prices in the
economy due to severe import restrictions and
efforts at increased domestic production itself. The
problem is further complicated by the realisation
that import substitution and consumer goods pro-
duction in the light of known modern technology
would not be as extensive as possible, and that
an open economy has to be developed with production
for export to meet the requirements of a regional_
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market or a world market. These alone ecan, not
only reach a foreign market, but create secondary
effects to provide a multiplier effect for employ-
ment of a rapidly growing workforce. Capital-
intensive projects would therefore demand a large
capital investment for economic development. In
the absence of domestic savings, it becomes imper-
ative that a well-planned cconomic development of
the couantry can take place only by an unprece-
dented inflow of foreign capital. DBut it has been
pointed out that such inflow has been exceeded by
the outflow, apart from the large dividends and
profits that are drained out annually. This applies
only to private capital, while loans and grants from
foreign agencies and countries have been received
in increasing quantity though not fully utilised for
various reasons. Increased costs and lack of an
investorent climate would create further difficulties
for large-scale foreign capital investment. But mean-
while the balance of payments position would be-
come worse by increased pressure for relaxation due
to demand for not only consumer goods but also
for capital goods and raw materials for develop-
ment whose prices would be rising, thus compelling
a revision of the plans. Foreign borrowing may
become a necessity at a future date to maintain
the foreign payments alone in equilibrium because
import restrictions would have reached its limits of
capacity. Thus a consideration of the financing of
development and the most appropriate pattern of
growth for raising the standard of living and the
per capita income makes us draw the conclusion
that nothing short of a massive inflow of foreign
capital would do. We have to determine the con-
24
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ditions and the extent of foreign capital that would
be required for the purpose. The capacity to ab-
sorb and the capacity to repay must be borne in
any evaluation of the requirements.

We now come to the very important task of re.
lating foreign capital requirements to the problems
of financing of investment and the pattern of de-
velopment. The magnitude of the problem is very
great in the light of the experience since Indepen-
dence.  Let us therefore take a hypothetical case
based on current financial trends to guage the pos-
sibilities of meeting our targets from foreign sources.
Taking the 1963-64 DBudget proposals, which ‘are
themselves very difficult to realise on past experi-
ence, current surplus and local borrowing wonld
amount to Rs. 250 millien, leaving a further sum
of Rs. 300 million to bridge the capital budgetary
requirements to create a net growth rate of 2 per
cent or a further sum of Rs. 600 million to step
up the net rate to 3§ per cent, as visualised by
the Short-Term Projects and the Ten-Year Plan
respectively. ( Let us assume a stationary level for
the private sector.) If the Ten-Year Plan objectives
were to be realised could Government secure Rs.
600 million annually at present as additional flow
of foreign capital 7 The Government expects Rs.
200 million as foreign aid. Indeed this sum could
be doubled if the Government can effectively utilise
funds already promised and plan for the utilisation
of additional foreign aid. Thus Government could
easily secure Rs. 400 million as foreign aid. This
leaves another Rs. 200 million as desirable foreign
capitai required annually for the country. If the
Government  cannot  expand adequately to invest
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further funds, this amount may take the form of
foreign private capital. Herein lies the snag and
there may be the lifting of the eye-brows. - This
is because experience points the other way. There
is an outflow of Rs. 100 million (Rs. 35 million
of capital and Rs. 65 million of profits and divi-
dends; annually from the country. If this is utilised
and the amount doubled, it would be possible to
create a net inflow of Rs. 200 million as foreign
private capital. How could this happen in the face
of complete rejection of such a possibility. The
experience in the fifties has to be explained first.
Notwithstanding all assurances and guarantees foreign
capital was shy because there was no scope except
in commercial and engineering and certain other
protected fields. The plantations were declining and
heavily taxed. Small industries as import substi-
tution concerns were risky, Costs were prohibitive
for the establishment of large-scale industries to
manufacture export products. No industrial policy
had been shaped until recently. Big projects were
reserved for the public sector and no scope for
private capital was allewed. The West was engaged
in reconstruction and rehabilitation and buildiug up
~a competitive industrial economy. And there was
no climate for foreign private capital investment in
Ceylon as was found in many other Ecafe coun
tries. But things have changed and there are better
scope for increased inflow of foreign capital ( both
Government and private ). The West has so ad-
vanced that they are willing to help with more
funds at easy terms and without strings, and also
encourage private capital too by various devices
that are now too well-known by both the donor
and the receipient countries. Even more than- all
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these changed contributing factors would be the
adoption of a well-defined and clearly understood
pattern of economic development,

We might address ourselves to this problem at
present. We now know that domestic capital is
very inadequate to rajse the per - capita income or
to provide employment for a rapidly growing work-
force except by lowering the capital/ontput ratio
and restraining consumption, This we said could
be overcome by sceking a large inflow of foreign
capital, but then the capacity of the (Government
to step up planning and production would be diffi-
cult even with foreign-trained technjcal personnel,
Hence even allowing for a large receipt of foreign
governmental aid (grants and loans and lines of
credit), the gap in the investment of development
financing has to be met by the encouragement of
foreign private capital inflow. This is important to
keep the rate of investment high but it also fits
in with the pattern of development contemplated
by us. Capital-intensive industries alone can create.
secondary effects for expansion of production and
employment, while promoting exports to the regional
and the world markets, and also creating large ex-
ternal economies for the future development of the
“ountry. Many countries in the Ecafe region are
~again  good examples of this sort of development
and rapid rate of growth. Regional economic co-
operation would strengthen this tendency. There is
thus a large scope in this new field for foreign
private capital investment to take place. The pub-
lic sector cannot cover all enterprises, Some of
the socialist countries with bilateral trade agreements
are helping in the starting of big industries in the
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public sector. If that be so it is feasible and necessary
that similar big projects be undertaken in the private
sector by foreign private capital from multilateral tra-
ding countries. It would be not only good Economics
but also a vindication of neutrality and a justification of
mixed economy. Such a scope could not only encourage
foreign private capital, but even induce foreign
agencies and countries to provide funds for local
entrepreneurs through the State or other institutions-
Though this provision exists under certain bilateral
agreements, the private sector has not made use of
them. The reasons may be partly technical, partly
prejudice and ignorance. In contrast multilateral
funds have been mostly utilised. { It would not be
possible to investigate further into this state of
affairs.) The main conclusion is that the reluctance
of foreign private capital or even the local private
sector to invest foreign funds directly or channelled
through the State may be due to the lack of climate
for investment. Since it applies to local private
capital as well, it would be wrong to accuse foreign
private capital of being shy to invest. Experience.
in some of the Ecafe countries gives enough hope
for what foreign capital (both government and pri-
vate ) could do to promote economic development
in both social overhead and direct productive acti-
vities. At any rate this is a must for Ceylon in.
the immediate future. Otherwise standards would
fall and unemployment will rise, and the problem
of finding a bootstrap to pull out the country from
stagnation to development would be more difficult.
in the future. Hence it is necessary and possible
to encourage the flow of foreign private capital for.
the development of ]arge—scale industries as much
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as we desire to increase Governmental aid from
friendly countries.

5. Effect on Balance of Payments

We may also note the consequences and effects
of a high rate of investment, especially of foreign
capital on the balance of payments and the amount
of strain that will be imposed on it. It is clear
that any investment programme, even if financed
out of domestic savings without inflitionery financing,
would cause strain on the balance of payments,
except in the case of an entirely closed econemy.
Imports would increase whatever the ratio of
capital goods imports to the investment expenditure
and wherever the propensity to import consumer
goods is less than unity. The deterioration in
imports would be greater, the higher the pro-
portion of capital goods imports to investment and
smaller the propensity to import consumer goods.
The deterioration would be still greater if part of
the investment is financed from inflationery financing.
It would also depend on whether the investment
is directed towards the promotion of production of
exports or if import substitutes, the relief to the
balance of payments being greater in the latter
case than in the former. Moreover, increased pro-
duction of import substitutes may be much easier
to achieve. Thus Ceylon with her high level of
consumer imports and high level of export earnings
offers scope for import substitution through capital
imports  But the limits to import substitution
would force her to adopt export production as a
policy through the possibilitics offered by regional
economic co-operation and liberal -trade policies
followed by advanced countries towards deve]oping
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countries. Also the failure of Ceylon to keep her
export surplus and her favourable external reserves
has created a strain on her exports to earn the
necessary foreign exchanges for the import of capital
goods while her increasing ratio of consumer goods
to GNP and a declining rate of domestic savings
have further made it difficult to import investment
goods. (Of course the extent of export production
would depend on the extent of import substitation
that can take place, which has to be established
by a study of the size of the domestic market
and of the ability of industries to reduce costs
overtime.) The problem is further aggravated by
the fact that the production of an adequate level
of import substituties may not reduce the propensity
to import consumer goods. Thus on all counts
the situation would appear to be that any invest-
ment programme would create a strain on the
balance of payments, especially with the present
trends in fiscal pelicy and foreign trade. These
have in fact made the Ten-Year Plan balance of
payments projections completely unrealisable in the
future. The present disequilibrium in the balance
of payments could however be removed and de-
velopment maintained at a reasonable rate of in-
vestment by the adoption of one or more of the
following policy approaches :-

(a) domestic savings can be stepped up;

(b) exports or the inflow of capital may be
increased;

(c) the import component of the investment
programme may be reduced by concentrating on
projects with low import content;
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(d) the propensity to import may be lowered,
both by the higher production of import substitutes
and by the imposition of tight import contrels; and

{(e) the investment may be more concentrated
in the production of exports and import substitutes.

All of these, except increased capital inflow,
call for additional sacrifices from the people and
will need to be uased in combination. Amongst
these measures some would provide a greater
immediate relief to the balance of payments, while
some would create a greater immediate stress on
the economy than the others. But the present
position is such that development could take place
even with import restrictions and reoriented commer-
cial policies only on the basis of a massive inflow
of foreign capital because the domestic resources
are inadequate to meet the requirements We have
also indicated the extent of the gap to be filled
through foreign sources and have indicated that
it should be both Governmental and private. From
the present trends we also observed that it would
be possible to raise this amount from both sources
together. We also pointed out the necessity to
rely on' foreign private capital to supply not only
capital goods but also entrepreneurship and manage-
ment and skilled labour to wundertake industrial
projects as part of the plan for a balanced develop-
ment of the economy. And we were also hopeful
of this if political and wage stability could be
assured for foreign investors, What was also needed
was an Investors’ Charter. This could reverse the
outflow of private capital into an inflow and assure
the continuous and rapid development of the
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economy. We also pointed out the conditions that
would make these investments productive and
fraitful, so that the capacity to absorb and repay
coutd be improved. The remedy for shortfalls in
these is itself the encouragement of foreign private
investments on a wide and large scale. So that
I would not agree with the present critics that
foreign capital should be limited and marginal,
that it should be of the subsidised wvariety, that
it should be on a governmental basis, and that
private foreign capital could only be of a qualitative
and not of a quantitative nature. Given better
fiscal and commercial policies and improved planning
technique and foreign aid utilisation there need be
no inhibitory factors to limit the magnitude or
compositionn  of foreign capital for a country like
Ceylon. The capacity to absorb and to repay could
also be very much strengthened by various policies
to promote exports and to restrain imports. These
additional policies are necessary for restoring bal-
ance of payments in the long run and to promote
structural changes in the economy, to raise per
capita income, and to provide full employment.
Thus the crucial role foreign capital could play in
the economic growth of Ceylon, and what its needs
and prospects are, have been fully discussed. With
the announcement of UN of the devclopment de-
cade and the many changes in internpational com-
mercial policies at the world conference on Trade
and Development in 1964, the use and benefit of
forcign capital assistance could be assured an im-
portant place,

24



CHAPTER XIII

ORIENTATION OF COMMERCIAL POLICIES

‘1. Introduction

The pattern development of the foreign trade of
Ceylon shows the typical economy of a colony
geared to that of its mother country. The planta-
tions proved the equivalent of heavy industries and
led the country to prosperity and to fair standards
of living. This economic advantage was considerably
strengthened by the geographical and political posi-
tion which it enjoyed. Investment was therefore
concentrated in the development of the plantations
or in activities and public vtilities directly connected
with the promotion of these plantation industrics,
so that the need to develop non-export agriculture
or manutacturing industries was not felt. Banking,
trade and commerce werc persued with this object
of promoting exports of primary products and im-
ports of consumer goods of all sorts. Population
had not grown much and unemployment was not
a pressing problem, and the administration attempted
little to alter the structure of economy or the pat-
tern of development because the bencfits of the
expanding plantation industries got diffused to all
sectors either directly or indirectly. IEmphasis wasg
always on providing welfare needs, while agricul-
tural and industrial activities were promoted in a
permissible way through irrigation, technical advice
and marketing facilities without involvement of any
deliberale protectionist policies of development.

This state of affairs was foand to work smoothly
with the economy until the Great Depression of
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1931 though some of the strains were felt even as
early as the yecars immediately after World War L
The year 1931 is therefore significant to Ceylon-
The Great Depression sent the economy down the
precipice as the consequences of the fall in the
world market for primary products affected all sec:
tions of the population. Unemployment became for
the first time a burning question and standards of
living were shattered and the folly of undue reli-
ance on the fortunes of a few exports were bitterly
experienced and felt. The Ottawa Conference was
a necessary sequel to this situation, and it was
devised in ordet to produce a cushioning effect on
the economies of the countries of the Empire. DBut
the world sitnation did not permit of a serious
recovery since the trade of the Empire was very
much influenced by conditions in the world trade.
Nor were the colonies willing to accept the Ottawa
Agreement as the basis of future development beyohd
accepting it as an emergency measure. Meanwhile
constitutional reforms resulted in the granting of a
measure of self-government through the Donough-
more set-up in 1931 which gave the people of the
country powers to regulate their economy in the
manner bBest snited to them. Thus economic changes
and political retorms synchronised almost simul-
tancously. This gave rise to the beginnings of a
new Industrial policy of economic development in
charge of a new Department and a new Minister.

But before any headway could be made with a
few industrial projects and colonisation schemes the
Second Word War took place and this time Ceylon
became directly involved. The plantations were
completely manned to serve the aims of the War
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and this resulted in the exhaustion of the planta-
tions, so that extensive rehabilitation and replant-
ing schemes became the first call in the postwar
period. Many of the War-time factories had also
to be replaced. Rubber and coconut did not show
any increase in physical output while the growth
of tea was modest because of the position in inter-
national demand and prices. Primary products were
again confronted with diiliculties, especially those
of Asia. Rubber had to face the synthetics, coconut
had to face other substitutes, and tea other com-
petitiors.  Mecanwhile imports had increased more
than exports for scveral reasons and was met by
the use of the accumulated foreign balances. Inde-
pendence had been granted and foreign capital was
fighting shy to come into the country for invest-
ment, Death rate had fallen and the population
was increasing at 2-6 per cent annually since 1947,
besides cavsing a rapid increase in the workforce
of the population. The new democratic indepen-
dence resulted in increased taxes for greater pro-
duction and better distribution, and in cven greater
public expenditure. hese forces continued to in-
crease the propensity to consume and thereby kept
up imports while cxports did not rise as much.
Import restrictions thus became the inevitable result
of post-war cconomic policies since Independence
was gained bcecause exports failed to expand sulli-
ciently to meet the import requirements of the
country. This led to the production of import
substitutes of agricultural and manufacturing origin.
It would therefore have been the material answer
to maintain and increase standards by substituting
imports and promoting exports whenever possible,
especially in the face of the difficulties experienced
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by the country's traditional exports and the large
share of the essentials copstituting the imports.
Otherwise there would be a fall in the standards
of living. Moreover the traditional exports were not
only facing a difficuit world situation but were reaching
physical limiis within the country. The problem
was further aggravated by the failure to establish
agreements and stabilisation schemes in these com-
modities. The only alternative was to develop non-
export agiicultural commodities and manufactured
goods based on available land and market demand
respectively and then to develop exports based on
natural resources of geographic and strategic origin
for a regional preferential market and that of the
advanced countries if possible. Thus diversitication
and structural changes in the economy became both
a historical necessity and a practical proposition,

All Governments with newly-won freedoms in the
world have realised the need for diversification and
structural change, and have therefore adopted in
post-war years as a ipalter of routine a policy of
conscious development which meant a full-seale
" planning of the entire economy because any transi-
tion involves a deliberate attempt to reallocate re-
sources and factors of production into channels
hitherto not attempted because of many immobilities
even thongh the returns in certain favoured dirce-
tions were much greater and in some others much
less, The total national investment had to be so
integrated as to increase the per capita income and
employment opportunities so that investment could
be maximised and capital/output ratio raised to a
level sufficient to produce a rapid cumulative growth.
Thus planned economic development becomes a sine
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quo non, with industrialisation holding the key to
the problem of development in a small country like
Ceylon. This leads us to the determination of the
right correlation between the financial resources avai-
lable for investment and the pattern of development
in agriculture and industry that is possible under
the citcumstances prevailing in the country. But
a policy of development requires certain conditions.
The first of them is to maximise the internal re-
sources available for investment which requires a
changed policy of public expenditure. This would
not only curb the tendency for increased consump-
tion, but would restore balance of payments in the
foreign account and keep the tempo of production
high enough to promote better trade and higher
standards. The effect of it would be felt in the
private sector as much as in the public sector so
that a well-balanced mixed economy could be assured.
But we now know that internal resources are in-
adequate and that public expenditure cannot be
scaled down. In addition import restrictions are
likely to raise prices and costs, and affect exports
as well. And in the face of an inflationary ten-
dency import substitution could not be adequate
enough to keep down prices and costs, because
investment would be low. Nay, even a low capital/
output ratio will not remove unemployment and
under-employment which is on a vast scale, let
alone affecting the per capita income. Hence eco-
nomic development under prevailing conditions could
be assured only if certain commercial policies are
reoriented for the purpose and combined to pro-
duce a cumulative effect on invesiment and pro-
duction so that per capita income could be raised
at a rapid rate and full employment of men and
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resources ensured, while at the same time balance
of payments equilibrium could be restored and a new
pattern and direction of foreign trade evolved in
keeping with the proposed structural changes in the
economy.

2. Protection for Industries

Protection is required for the following reasons:
(1) Raise marginal costs to the level of social costs
so as to enable agricultural and industrial produc-
tion and expansion to take place. (2) Shelter the
infant industries against foreign competition until
external economies and social overheads are created
and well established. (3) Protect industries against
price discrimination practised by monopolistic con-
cerns in international markets. (4) Remove under-
employment in agriculture by absorbing surplus
labour into industries, (5) Develop industries to
help agricultural expansion. (6) Solve the balance
of payments problem arising in an expanding eco-
nomy. (7) Raise the standards of living of the
people by increasing their per capita income.
(8} Help the nation achieve a structural change in
its economy.

[t is not possible to accept economic theory in
the traditional sense to explain the problem of
economic under-development and therefore to accept
free trade as the best policy for it. Economic
Theory as developed during the 20th century is
little used to the study of under-developed countries,
Though some of the basic concepts of the 19th
century are applicable even to under-developed
countries, the fact that people in poor countries
live below subsistance level materially modifies the
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relevance of theory (o actual practice. Moreover
the so-called economic factors cannot be distin-
guished from the non-economic factors in poor
countries. Further it may be noted that the theory
of circular and cumulative causation explains the
Increasing inequalities within a country and between
nations. ‘The economic impact of colonialism must
also be given great weight. In addition need for
balanced development requires protection on an
extensive scaic so as to foster an “infant economy”
through its several stages. The [act that Ceylon
needs not only development but also diversification
to solve her problems of stagnation and balance of
payments disequilibrium point to the npecessity of
adopting a policy of protection as one of several
measures to reorientate her pattern of development
and achieve a rapid growth in her economy.

Protection for industries should be offered in one
or many ways: Tarift duties, subsidics, quotas and
trade and payments restrictions. Of these a mode-
rate tariff duty is the most straight-forward and
logical method that could be applied, but at a time
of emergency it cannot be cxpected to act swiltly
to arrest a deteriorating balance of payments. A
quoto system involving quantity control would serve
the purpose, but it wonld lead to prolitecring and
a rise in prices. Of course a solution is to sel]
licences to the highest bidder, but an import duty
is free from corruption and will scoop the profits
from the trader and benefit the public coffers, The
Industrial Products Act requires complete removal
or substantial modification in its appliaction, As
there arc many inconsistencies in the protective
policies of the Government, it is hoped that an
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authoritative Tariff Commission would revise Tariff
Schedules. and promote industrialisation without loss
by way of revenue. As the pace of industrialisation
proceeds the nature and composition of foreign
trade would change, and even if there werc to be
a fall in Customs revenue leading to a temporary
sctback to the exchequer, it is hoped that econo-
mic development would lead to rise in incomes and
to a greater revenue through income tax and excise
duty. :

3. Regional Economic Co-operation

The pattern of development and varicus economic
and commercial policies that have been found suit-
able for Ceylon point to the ellicacy of encouraging
the inflow of foreign capital investment for the
development of an export trade of capital, inter-
mediate and consumer goods based on an open
economy and on an expanding regional market,
The gradual stepping up of regional economic co-
operation in various directions and in various de-
grees scems to hold the promise for a secure and
stable development of the economy. nis in another
form is import substitution based on an enlarged
frontier, but at the same time opening the way for
promoting international free trade eventually. But
this presupposes that there is a desire by a group
of countries to seek such an arrangement and bene-
fit by it.

The proposal for a resional economic co~operation
was made in 1958 but was resolved only at a
meeting of the HCAFE in 1960 and later by the
Parliament of Ceylon as an earnest expression of
its desire to explore all avenues for it. The reso-

25
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lution of 1960 recommended that countries of the
region should increase trade within the region in
order to increase production and promote develop-
ment. An expert committee had also wvisited the
various countries of the region and made a confi-
dential report which was under consideration by
the Governments of those countries. The inspira-
tion for this move came from the successes atten-
dant on similar moves in Europe and South Ame-
rica and the f[act there was now an internatiopal
recognition of regional cconomic arrangements as
the only means of making co-operation and co-
ordination ellective before it was done on an inter-
national scale. Further the dangers of these to the
countrics of underdeveloped countries, especially of -
the - Asian region, compelled the adoption of this
policy even as a defensive measure. But the differ-
ences between Hurope and Asia may be noted here
in order to explain certain difficulties confronting
the region: (1) the importance of Agriculture in
the economies of the ECAFE countries is much
greater ; (2) the extent of direct state control over.
the allocation of resources is generally much wider
than in European countries; and (3) the economies
of the ECAFE are not in the stage of “self--
sustained ” growth as are the countries of Europe.
But the fact that even the Warsaw Pact countries
have felt the usefulness of economic co-ordination
has showed up the importance of it even to the
countries of Asia and the Far East

4, The Rationale of Co-operstion

There is about 30% trade within the region, but
: ‘ &
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countries, and therefore co-operation in Asia canhot
be in the development of existing patterns, but
must reflect a new process of economic growth which
seeks to transform old relationships. There are
many reasons for this. (1) The long-term trade
situation confronting the countries of the ILCAFE
region is not very favourable. The rate of growth
of the exports of the primary exporting countries
ol the region has shown a tendency to fall behind
not only that of the industrial countries, but also
that of the primary exporting countries of other
regions. The major export commodities of the
ECAFE countrics have been subject to wide fluc-
tuations in volume and prices. Thus the ECAFE
countries have a need to join for the purpose of
securing stable and reasonable prices for their pro-
‘ducts in the world market and to divert them more
and more within the region by making increasing
uses for them without resorting to substitutes and
synthetics from outside the region. (2) On the
other, the import requirements of the region are
rising steadily and causing a widening gap between
exports and imports. Under such circumstances
more and more use of the available productive
and financial resources of the region have to be
made and economic development promoted through
diversion of trade within the region so as to in-
crease export earnings. (3) There is also the need
for imports of capital goods for the economic deve-
lopment of the countries, which has to be financed
by increased exports, and this again entails greater
intraregional trade. (4) Finally, there is the com-
mon need to attract foreign economic assistance. of
all kinds for the countries of the region. Only
regional co-operation can secure the maximumh
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amount of forcign capital and assistance which are
scarce and which have to be put to the best use.
There is the added advantage of securing greater
aid to the region if a concerted cffort were made
by all. Thus it would seem that the problems of
the region are very much in common and that
only through regional economic co-operation could
all of them be solved in any satistactory manner,
especially when the odds weigh against the region
and when regional integration is taking place in
other parts of the world.

There are also other consideraiions that compel
closer economic ties between the countries of the
region. A long-term view of development is neces-
sary by taking advantage of economies of scale
and intraregional division of labour to promote in-
dividual economics as well as that of the region.
The present markets of many less developed coun-
tries are not wide enough to obtain economies
of large scale production in many branches of
industry. This applies to small countries, and big
countries with low levels of income. Therefore
co-operation in industry is necessary. This is more
so recently as economic and technological factors
point to them. Since import substitution is resorted
to as a means of industrialisation by all countries,
there is a tendency for intraregional trade to
decline, since it affected the imports from countries
of the region and increased the imports of capital
goods from advanced countries. This not only
aggravated the problems of foreign exchange, but
also confronted import substitution with market pro-
blems. Ilence a regional approach is necessary even
from broader considerations. This involves the
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various development plans of all the countries being
co-ordinated for maximum results in the fields of
agriculture, industry, transport, trade and finance,
so that the desire of all countries to accelerate
growth and raise standards of living and levels of
income may be consummated. Thus regional co-
operation would expand intraregional trade and
benefit not only the small countries but even the
large countries of the region by removing the limi-
tations of raw materials and markets, and promote
an outlet for industrial and primary products, and
at the same time curtail the use of foodstuffs and
synthetics from outside the region and promote a
degree of self-sufliciency in agriculture for the
region as a whole. Regional economic co-operation
would therefore help develop the countries and
promote better intraregional trade. And on these
lines of reasoning Ceylon’s need for regional arrange-
ment has become imperative, especially as she has
to develop an open economy. Though the nature
and extent of co-operation would have to be deter-
mined after techno-economic surveys and studies,
yet it is possible to formulate broad lines of
approach compatible with the objectives of the
problem.

But it would not be fair to propose such a solu-
tion without noting the possibilities of overcoming
the obstacles and limitations to it. (1} Political
and social differences are likely to influence the
scope and forms of co-operation and prevent the
full benefits from being realised. But we should
not over-emphasise social and cultural differences,
and the differing vpolitical forms. In fact there
exists certain affinities amongst groups of countries
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and this could be availed of. Some groupings have
already been made to promote economic co-oper-
ation. (2) The purpose of economic co-operation
will over-come these political and social obstacles,
and even create closer affinities in other respects.
Want of affinity is due to. economic reterdation,
and modern technology and industrial development
will forge greater affinity among the countries in
the future. Progress is alrcady visible and a bal-
ance between national traditions and modern re-
quirements are cmerging, and a commonness is
spreading.  (3) The countries of the region have
similar colonial past and similar economic problems.
Also they have similar plans and similar solutions.
Political differences will not therefore be a barrier
to co-opcratien, National aims depend on economic
progress and this 2gain on co-operation. IHowever
it would not be wise to minimise the difficulties
in forging a close economic co-operation among the
countries of the region or its sub-groupings, espe-
cially with the peculiar problems each country in
the region had, which reflected itself in the pattern
of trade. Yet the nced for co-operation remined
in the region. 4

5. Forms of Co-operation

Experience elsewhere both historically and cur-
rently has provided with examples of many forms
of economic co-operation. Economic Union, Cus-
toms Union, and Free Trade Area are far-reaching
and are therefore not suitable and possible, not
only for the entire region but for groups also. This
is because of unequal development apart from social
and political factors, Hence other forms involving
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less integration may be tried by groups of coun-
tries. The use of preferential trade with gradual
liberalisation of tariffs and quantitative restrictions
so as to At in with devclopment plans of indivi-
dual countries would be a very feasible measure of
economic co-operation. It would also be possible to
co-ordinate development plans in specific sectors or
groups of like products or even individual products,
Yet another devise would be to undertake joint
industrial ventures amongst countries, or iutegrate
the development of industries involving final pro-
duct and components. There could also be co-
operation for the stabilisation of commodity prices,
co-ordination and improvement of research and
training facilitics, participation in the establishment
of multilateral credit and payments arrangements,
in the establishment of a system of automatic cre-
dits and multilateral compensation arrangements to
overcome the temporary payments problems and to
eliminate restrictive measures, and in the facilita-
tion of wider travel by linking it to the payments
problem. The arrangements could also be under-
taken on a bilateral or multilateral basis as cir-
cumstances would permit. Buat the forms of co-
operation must take account of two things; (1) The
existence of different degrees of development among
the participating countries, and (2) the need for
a machinery for co-ordination of plans, because re-
sources are allocated through plans by countries.
These devices are eminently suited for adoption by
the countries of the IECAFE region for promoting
the development of industry and intraregional trade,
though a system of preferential trade would seem .
to be an essential feature of the regional set-up:
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for the early stages of an integrated planned deve-
Jlopment.

6. The Role of the Ecafe

The Iicafe Secretariat had done very extensive
work in the field of regional economic co-opera-
tion. It had undertaken the important task of
promoting co-operation and co-ordination among its
members by working in several directions. The
following are some of the types of work done:

(1) A conference of Asian Iliconomic Planners
was convened in 1961 to co-ordinate plans.

(2) A number of ficlds and projects for increas-
ing economic co-operation were worked out.

“(3) Help from International Agencies for assis-
tance in projects were sought,

(4) The Seccretariat Reports stressed the nced for
commen policies and co-operative efforts by the Ecafe
countries in all economic aspects, 1i. e, exploring
avenues of intra-regional co-operation.

(5) Technical assistance from UN (BTAQ) to
implement regional projocts were sought.

(6) Governments were advised to carry out
studies of projects.

(7) Governments were helped to make aids given
more effective.

(8) The activities of other bodies in the region
were followed closely and wherever possible co-ope-
ration was given,
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(9) The formation of the Asian Economic Deve-
lopment Institute, the Asian Development Bank,

and the Asian Industrial Development Council were
hastened by it.

(10) It convened a ministerial meeting of Asian
members in 1963 for the purpose of speeding up
Asian economic co-operation, and for urging them
to speak with one wvoice at the UN conference on
Trade and Development early in 1964. Though
the IEcale has done very useful work, a separate
organisation like the OLEEC is required to create
a wide forum for all Asia with scope for sub-
groupings. This could speed up the equally im-
portant formation of selected groups depending on
techno-economic surveys, This may be determined
and organised officially, but time is a factor since
plans will get distorted by delays. Ceylon may
thercfore take the initiative in this and consummate
the ideal.

7. Conclusion

The main purport of this chapter has been to
examine the scope and manner of a regional pre-
ferential trading system that would suit the needs
of Ceylon in order to promote her economic deve-
lopment and solve her balance of payments dis-
equilibrium. The problems of foreign trade neces-
sitate a complete reorganisation of the internal
economy of the country through State planning
and direction. A balanced development of the
economy is the sure means of raising employment
and standards of living and of utilising both human
and natural resources to the maximum, but the
process of industrialisation is inhibited by the pro-

26
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blems of finance and market, A regional preferen-
tial trading system is therefore the best means of
ensuring an expansion of the economy and at the
same time alleviating the balance of payments
problem. A careful choice has to be made of the
countries forming the area and of the commodities
secking preference so that regional complementarity
and self-sufficiency may be attained to a fair degree
by wise location of basic and other manufacturing
and agricultural industries. Attention should be paid
more to future patterns of industry and cost structure
than to present trends. The idea of an immediate
common market or supra-national institutions is far
from our minds. Nor is our judgement limited by
the present quantum of intraregional trade, or by
the possibilities or otherwise of expanding the intra-
regional trade of agricultural products alone. We
have to look to the industrial development of the
region in the future as well. The international
position of the primary products has also to be
strengthened. Mutual benefits have also to be gauged
according to the size of a country and the rate
of its development. The countries of the area have
also to canalise their internal resources and external
finance, and adopt uniform policies to secure the
maximum cost/benefit, It would thus appear that
the  pattern of foreign trade would adjust itself to
a changing economic structure and promote greater
intraregional trade, especially of manufactures, so
that: greater equilibrium is restored to the balance
of payments and better security and stability to
the econemy. '



CHAPTER XIV
CONCLUSION

1. A Resume

We have thus discussed the problems of" deve-
lopment of a small Asian country like Ceylon whose’
foreign trade forms an important sector of the eco-
nomy and whose population is increasing at a rapid
rate while the per capita income has of late “re-
mained stagnant. Its excessive deficit financing and
high rate of consumption have caused a drain on
her foreign reserves and led to severe import res-
trictions and a consequent rise in the cost of living.
The problem of the balance of payments is not a
question of merely maintaining the foreign accounts
in liquidity or of cutting down imports to balance
it. It is much more than that. Txports have to
be expanding to keep pace with not only current
import needs but also to meet the requirements of
a developing economy. The traditional pattern can-
not satisfy this, and hence the economy has to be
diversified and developed. The growing work-force
has to be found employment, and agriculture has
limits to intensive and extensive expansion.- DBal-
anced development becomes necessary and hénce
industrialisation has an important role to play.
This alone could provide employment opportunities
and raise the standards of living. But since capital
formation is low, it therefore becomes imperative
that the problems of investment and  productivity
take thigh priority, especially as Ceylon is forced
to adopt an open economy. Though domestic re-
sources have to be mobilised the need for foreign
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capital becomes urgent. It is argued here that it
is possible to secure adequate foreign governmental
and private capital to maintain a high rate of in-
vestment to cope with the growth rate visualised
by the Ten-Year Plan of Ceylon for 1959 - 68,
Thus a high capitalfoutput ratio alone could raise
the per capita income and create secondary effects.
This should be our main criterion. Otherwise the
present position would force the investment ratio
to a level that would keep the rate of growth very
low. The alternative is to cut consumption dras-
tically or face rising prices or scek foreign aid of
a high order. Hence the important place for foreign
capital for the development of large-scale industries
which again raises the problem of the market for
which regional economic co-operation alone seems
to provide the answer. Thus the financing and
pattern of development as pictured here would
eventually alter the composition and direction of
the foreign trade of the country and restore equili-
brium in its balance of payments. And the eco-
nomic and commercial policies discussed here offer
the best course for a developing economy like Ceylon
to provide higher standards and fuller employment.
This should be the concern of advanced countries
as well, who should take a new look at the pro-
blem. Though bilateral trade agreements have
softened the impact of an adverse trade movement
and offer possibilities of limited expansion in the
future, the multilateral trade area still offers scope
for stability and expansion in the future for both
traditional and new exports if trade barriers are
removed and reciprocity is not insisted upon by
the developed countries. The present international
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atmosphere augers well for the developing countries,
though it is doubtful how far the utterances of
pious platitudes would be translated into action by
the advanced countries, The international confer-
ence in March, 1964, at (Gevena, organised by the
UN, should have tested their sincerity. And if the
GATT cannot do it, it is best to have a new
world trade organisation to lay the foundations for
the eeconomic development of backward countries,
Meanwhile the countries of Asia and the Far East
must learn to act together quickly, and overcome
their differences, because time is a factor they must
reckon. The development and trade of a small
country like ‘Ceylon therefore very much depends
on the co-ordination of policies on the national,
regional and international levels. The new con-
sciousness that is emerging should be able to harness
the forces of international collaboration and capi-
talise on it for the development of each country.
And there is no other better instrument than inter-
national trade and movement of capital to foster
better understanding between nations and bring
them together for mutual benefit and welfare.

2. Summary of Proposals

We may sum up the eight-point policies discussed
here as the way out of the present economic im-
passe in which Ceylon finds herself at the moment.
They include economic and commercial policies,
both domestic and foreign. '

1. The planning of development for the diver-
sification of the economy and for the reallocation
of resources. It would also help in the co-ordina-
tion of the plans of the countries of the Ecafe
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région so as to overcome the bottlenecks < of the
market problem. Planning could be made' more
effective through decentmllmtlon and public partici-
pation.

2. The pattern of development based on balanced
economic development so that intra-and trans-sec-
toral balance is achieved as much as inter- sectoral
balance. This would assure a rapid and cumulative
growth of the economy. There should be special
emphasis on industritlisation as the key solution
to the problems of employment and standards of
living. = This would give as much lm_portal_lce__ to
export promotion as for import substitution and
raise the per capita income.

3. The financing of development through ch'mges
in fiscal and budsrct”{rv policies to corb consump-
tion and to increase investments. This applies to
Government expenditure with special reference to
social services, especially food subsidy, There is
the need to create a surplus on the current revenue
for capital formation besides relying on domestic
and foreign borrowing and on created credit. In-
terest rates may be raised and a capital market
developed to promote productive investments so
that speculative dealings may be discouraged. Thus
domestic resources hwe to be mobilised.

4. E-‘orelgn_caplta] investment on a large scale:
can alone assure rapid development and raise the
per capita income appreciably. Private capital must
come in as much as Governmental or Institutional
capital. The capacity to absorb and repay will ‘be
- there ‘because Ceylon has a high standard of living
and an important sector of foreign trade. But she
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“needs an industrial policy statement to assure foreign
capital investment and repatriation.

5. Import restrictions through ‘the use of tariffs
instead of quotas and licenses. It could also serve
the purpose of protection for the agricultural and
mdustrial development of the country. It would
prevent ' malpractices,  keep down domestic prices,
and earn revenue for the Exchequer. But this
should be administered by an independant Tariff
Board or Commission in conjunction with Cabinet
policy. The present tarill policy must be changed
to suit futurc needs and be made more definite
and clear. :

6. Bilateral trade has its advantages both for
exports and imports, and also helps in curbing
monopolies. It helps in improving the volume, pri-
ces, and value of foreign trade, and in diversifying
it. It also helps in developing new exports. DBut-
bilateral clearing accounts must be given a multi-
lateral ‘Jook and improved in many ways. The
limitations of bilateral trade must however be noted
and weighed in each instance.

7. Multilateral trade with the West offers still
the best scope for the future, both for the tradi-
tional exports and for newly developing industrial
manufactures of certain categories and varieties.
A “double standard” in commercial policy could
ensure this possibility. The West has to remove
all barriers against the products of the underdeve-
loped countries without insisting on reciprocity.
The prospects for this state of aflairs are improving.
This could be strengthened through Commodity
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Agreement Schemes and Compensatory Finance
Schemes under the UN.

8. Regional trade development to assure a market
for a minimum production unit of economical size
is the real remedy to the situation. The scope is
great, but it requires a techno-economic survey.
The area and forms of co-operation have to be
determined and worked out regionally.

3. Circular Causation

The effects of the above policies may be indi-
cated diagramatically as follows:
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APPENDIX
RECENT DEVELOPMENTS

Things turned for the worse since 1963 on the
Economic Front. A Foreign Exchange Budget was
introduced for the first time in 1963 - 64 and the
outlays on the main categories of imports were
mentioned year after year with a revision of these
allocations whenever need arose. By December
1964, the system of open general licences ceased
to operate altogether. Since then almost all im-
ports were brought within the framework of indi-
vidual import licensing arrangements. Import res-
trictions -had become more and more stringent
because the pressure on external payments had
continued throughout recent years. Bad weather in
1965 caused domestic production to decline and
brought about a fall in exports and an increase
in food imports, and forced curtailment of other
essential imports., This resulted in shortage of sup-
plies and rise in prices. Despite this adverse situ-
ation, foreign aid, price control, and de-stocking of
hoarded goods, along with cautions import policy,
resulted in an increase in foreign assets in 1965
for the first time in recent years. Monetary ex-
pansion and commercial bank credit were kept
down to a comparatively modest level. Commodity
aid on a substantial scale was negotiated in the
latter half of 1965. This could at best be a means
to achieve rapid economic growth, DBut the main
task as before is to implement a suitable plan of
development designed to increase the productive
capacity of the economy. The establishment of a
separate Ministry of Planning and Economic Affairs
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in 1965, it is hoped, will help in a vigorous and
~properly planned production drive, and thereby solve
the problems confronting the economy of Ceylon.

The eight-point solution discassed in this book
to promote development remains even now a wish
to be consummated. Yet in recent years some
effort has been made to give effect to some of the
broad measures to change the face of the economy.
The World Bank had sent some experts on varions
economic problems to assess the situation and ad-
vise the respective authorities. The Ministry of
Planning has made a beginning in planning by
streamlining its work threugh channels of planning,
implementation, and foreign aid. All Ministries -are
now responsible to it unlike previously. The Bank
Mission had emphasised the need to curb con-
sumption and accelerate capital formation, and
stressed the wundue burden of the rice subsidy,
Commodity aid for rehabilitation, and foreign aid
for major projects, were obtained. Agricultural and
Industrial production has been promoted since 1961
with vigour and enthusiasm, but administrative
bottlenecks and foreign exchange difficulties have
created uncertainties and hampered smooth -and
swift development. Tarifl policy is yet to be crysta-
lised, bilateral trade expanded, multilateral trade
made more meaningful by the GATT, and regional
co-operation initiated. All these are yet to be
forged for the promotion of industrial development
and export drive both in traditional and new
commodities.

Meanwhile deficit financing of the budget leading
to cxcessive monetary expansion must cease, This
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includes Government borrowing from the banking
system. Financial stability has to be attained by
curbing social expenditure, especially the food sub-
sidy. Losses incurred in public utility services and
public corporations must be eliminated. . The IMF
funds' should not be used other than for helping
internal financial stability or for increasing invest-
ments. Domestic savings must be accelerated in
order to limit import demand and to finance the
local components of development programmes.
Foreign exchange must be so used asto minimise
consumption to essentials and to increase investment
and output. Development programmes must be
planned and executed in order to speed up econo-
mic growth and maximise returns, and improve the
balance of payments. And lastly import controls
and price controls must be efficiently administered.
Natural calamities and fall in export prices have
added to the difficulties of overcoming the balance
of payments problem and finding the money for
projects.  Yet the situation thus created must be
utilised for producing for the home market, and
also for export promotion. These are but some of
the short-term measures urgently needed to make
planning and development effective. But notwith-
standing fortuitious circumstances beyond human
control, the horizon is getting brighter for a more
prosperous and happy economic future.
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I. Indices of Trade. (1948=100)
Year Value Volume Price Terms of

Exports Imports Exports Imports Exports Imports Trade
1938 28 24 88 92 36 26 138
1939 32" 21 86 95 41 25 164
1940 3 29 87 94 44 30 147
1941 42 29 85 86 43 35 137
1942 53 30 96 57 56 52 108
1943 57 45 97 64 0 81
1944 67 52 94 66 68 87 78
1045 66 63 84 74 R S 89
1946 B 70 94 79 AT e 04
1947 88 97 89 08 160 94 106
1048 100 100 100 100 100 100 100
1949 105 104 100 109 107 96 111
1950 135 117 110 121 144 08 147
1951 188 157 1421 145 175 116 151
1952 149 171 I8¢ 138, 136 - 125 109
1953 155 162 1200 ¥4 139 114 122
1954 179 141 124 143 135 100 155
1955 192 147 131 140 162 101 160
1956 2 otk 185 153 152 113 135
1957 166 181 119 161 145 109 133
1958 160 173 128 163 142 95 149
1959 173 202 126 180 148 104 142
1860 Ilied S A et 148 104 142
1961 {7 e L | 138 158 135 102 132
1962 179 167 148 154 129 100 129
1963 171 158 14l 116 132 - 105 126
1964 186 199 154 186 132 114 116

Source: Central Bank Report, 1965.
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Balance of Payments (1950—1963)
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(In Million Rupees)

_ Year

+329
+ 342

1950
1951
1952
1953
1954
1955
1956

1957

1958
1959
1960
1961
1962
1963
1964

19651 == 1f

-Merchandise

=202

TR
+431.
+516
+314.

+ 28
S
— 81

—210,

— 87
—143
~161
—193

Services

~109
—150
—140
— 77
— 83
—i32
—176
—184
—137
—115
— 32
— 18

— 20
i
+ 16

Donations

— 73
==
— 104
= 55
— 43
— 61
e
— 40
)
— 12
22
Il
7
13
40
36

+ 4+ + 4 4+ 4+

Current -Account

Balance

+ 147
+116
—446

—158

303

+323.

+ 82
—196
—152
—208
—220
— o4
—140
—168
~—160
+ 47

Private Capital

Changes in Foreign

Reserves™

Other Gffidial

Capital®

Errors & Omissions

|| {
—
o
i

+372
+ 198
—228
—274
— 59

+211
4156
+177
+193
+ 10
+ 28
A
+111

= 39

+ 16
+' 26
4- 23
+ 3
+ 97
+ 83
4121
+ .65
<+ 50

+13
+29
+49
— 2
+ 8
-3
v 7
—26
+ 6
+29°
— 14
+31
+ 4
— 8
+ 9

* Plus sign represents a decrease-in asscts or an increase in
lidbilities.

¥ Provisional:

Sottce:

Central Bank Report, 1965,
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II1. Deficit Financing and External Disequilibrium

(In Million Rs.)
Year Treasury Money Govt's Changes Balance Terms
Bills Supply cash in External of of

Deficits Assets Trade Trade

1938  — e e = + 48 138
1989 .= —~ X - o —i86 268
1940 - - - — 493 —104 147
1941 - — g +110-3 -+137 137
1942 10-0  430.7 — + 867 4235 108
1943 9-5 4383 = +150-2 4123 8l
1944 120 616:1 = 42884 +162 78
1945 9.0 7294 ~ 42890 + 45 89
1946 10-0 6608 + 63 —~ 496 + 69 94
1947 062:0 —164.9 —263.0 — 74 106

1948 240 6068 — 599 4 41.7 + 17 100
1949 16:2 6494 —1131 - 553 4 34 111
1950 786 9107 --1543 +1429 +396 147
1951 30-0 10062 — 47.8 1087 +345 151
1952 925 8958 -—257-1 -—3484 —200 109
1953 1840 8268 -—231.9 —229:7 — 40 122
1954 1050 9571 4 33.7 42880 +412 155
1955 600 10729 41276 +259-5 <4480 160

1956 680 11268 - 1.2 4 246 <4106 135°
1957 65-0 1040-1 -—-196.4 -—236-2 ~—122 133
1958 - 1400 1076-8 —2223 — 598 — 6 149

1959 3200 11777 —413-4 -—1945 -—251 142
1960 5500 12089 —417.5 —-2076 —128 142
‘1961 7500 12886 —4625 — 96 <+ 30- 132
1962 10000 1342.7 A —456:1 — 27-8 +148 129
1963 11250 15060 —391-7 — 41-6 4241 126
1964 12500 1621-8 —461.7 —111-3 — 99 116
1965 13000 17157 —4425 + 889 =n.a. n.a.

Source: Central Bank Report, 1965,
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V (a). Foreign Private Capital

Inflow of Quiflow of . Profils and
Foreign Foreign " Dividents
private private . sent out of
capital | ) capital _ Ceylon by
*into : LR S e o foreign
Ceylon _ Ceyvlon ' _ enterprises
Rs. Million Rs. Million  Rs. Million
3 1048 - V2 faro & & IHBAS & ~5 750
= 1949 3+4 27-5 350
- 1950 3:6 36:1 674
- 1951 - 87 9 % SohgE 844 |
1952 - 71 259 606
. 1953 35 282 543
1954 s polihiBe 25 e 3034 - 61-2
- 1935 22 2 34 5204~ | 84-9
. gos5g " " 53 59 833 .
i s o s g
kY STECELTIEILELIS Gk
y 4997 ~=rvig e 584
1960 37 88 639
1al T £ 83 B = 49:5
1962 L i Jg ERE SR * (I

Source : Budget Speech of 1963.
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VI (a)

Share in Intraregional Trade of Ec&fe Countries

(1957—58 average!

Country Exports Imports
Percent Percent
Burma 4.4 3-1
Cambodia 06 0:9
Ceylon 1:5 4.3
China: Taiwan 3.5 2:3
Malaya and Singapore 13.9 212
Hongkong 8-4 12:1
India 6-5 9:3
Indonesia 11:2 62
Iran 4.9 19
Japan 291 20-2
Republic of Korea 0-4 1:2
Laos 0-02 06
North Borneo 0-7 05
Pakistan 26 2:5
Phillippines 29 37
Sarawak 2-8 2:9
Thailand 6:1 50
South Vietnam. 05 2:1

Total: 100:02 100:0

Source; Ecafe Bulletin, June 1961, page 21,
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