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SRI LANKA’S GROSS NATIONAL
PRODUCT 1950 - 1958!

TERRENCE SAVUNDRANAYAGAM

The aim of this study is to make an estimate of Gross National
Product for the years 1950 to 1958 using as far as possible the same
sources and methods used in the Central Bank’s series from 1959
onwards.

While estimates of Sri Lanka’s National Income in the 1960s
have been improved both as regards methodology and the reliability
of data used one serious drawback has remained. This is the lack of
a consistent series on National Income, going back before 1960.
This study seeks to go some way in remedying this statistical hiatus by
making an estimate of Gross National Product for the years 1950 to
1958 which would be comparable with the Central Bank’s series
from 1959 onwards. It may be useful firstly, to briefly review the

estimates of Gross National Product made in the late 1940s
and in the 1950s.

The first set of National Income estimates of Sri Lanka was
published by Dr. B. B. Das Gupta and covered the years 1937, 1938, 1942,
1943 and 19482 - In 1949 Mr. K. Williams who was then the Director
of Census and Statistics published what came to be the first official
estimates of Sri Lanka’s National Income3. Williams estimated two
separate aggregates, Gross National Product and Gross National
Expenditure which were however identical by definition. His estimate
of Gross National Product was the sum of ten separately computed
items: 1. Domestic exports, 2. Locally produced articles consumed
in Ceylon, 3. Trade, 4. Transport, 5. Professions, 5. Personal
and Domestic Services, 7. Rent, 8. Capital Development, 9.
Government and 10. Income from abroad.

1- The preparation of this study required a large amount of work mainly the
collection and processing of data from a number of sources and the classification
of data available in the Customs Returns, the Census Reports and the Public
Accounts. For assistance in all this, I am grateful to Mr. K. A. D. P.
Kariyapperuma, Mc. M. I. M. Hussain and Miss Hyacinth T. Perera. I am also
grateful to Dr, Thilak Ranaweera for reading through the script and making
useful comments,

2. These estimates were published as an appendix to the Report of the commission
on social Services — Sessional Paper XII of 1949,

3. K.Wailliams, The National Income of Ceylon.
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2 STAFF STUDIES

William?’s system recognised the basic structure of Sri Lanka’s
economy as well as the data available at the time. He therefore made
separate estimates of income arising in the modern sector and the
traditional sector. Income originating in the export sector was
estimated chiefly from the Customs returns as total value of exports,
less the value of imported inputs used. The value of imported inputs
was estimated as 50 per cent of the value of fertilizer inputs
and 100 per cent of imports of tea chests and certain chemicals. The
distribution costs before exports reached Customs were also included

in this estimate.

The data available at the time precluded any direct estimate of
the value of goods and services produced in the domestic (or
non-export) sector. The main sources of data for this estimate were
the 1946 Census Report, which also gave estimates of incomes of
persons in various economic categories and the Public Accounts.
Three per cent of total production was added on under the item ‘other’
to cover production not already accounted for. Income from abroad,
foreign travel and investment income as well as private donations and
immigrant transfers were added to the total value of production in the
export and non-export sector to obtain Gross National Product.

These estimates were revised by the Department of Census and
Statistics and estimates of Gross National Product using William's
method were made available for the years 1938 and 1945 to 1960. The
Census Department revised these estimates for the years 1963 to 1965,
so that the series upto 1962 was not comparable with the estimates
from 1963 onwards.

The main impetus towards an improvement of National Income
estimates in the 1950s came from the National Accounts Questionnaire
sent out by the Statistical Office of the United Nations!. The census
Department’s estimate of Industrial Origin of Gross National Product,
was probably arrived at by disaggregating Williams estimates and
making appropriate adjustments. The exact sources and methods used

1. At that time the Census Department replied to 6 of the 9 tables asked for in -
the questionnaire. 1 Expenditure on Gross National Product 2 Industrial
Origin of Gross Domestic Product. 3 Distribution of the National Income.
4 Composition of Gross Domestic Capital Formation 5 Composition of
Private Consumption expenditure and 6 External Transactions.
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SRI LANKA'S GROSS NATIONAL PRODUCT 3

in estimating this table are not availablel. This estimate was revised in
1958 and again 1963, but no attempt was made to make the estimates
in the old series consistent with the revised estimates. In fact two
separate estimates of Gross National Product have been published for
the years 1958 and 1963. Beginning with 1963, the Department of
Census and Statistics has published a revised estimate of Gross National
Product by industrial origin?.

A series on Industrial Origin of Gross National Product for the
period 1950 to 1960 was estimated by Donald Snodgrass’ for the
Economic Growth Center of Yale University. This series was based
largely on the Census Department’s estimate - “The two tables are in
fact identical except for three points of deviation. The items
““construction”’ and “ownership of dwellings” have had added to
them rural subsistence construction and rural house rents respectively.
Any other deviations.................. are mainly explained by differing
treatment of taxes and subsidies»®. The series of the Economic
Growth Center has not been extended beyond 1960, as far as we are
aware.

Dr. M. R. P. Salgado made an estimate of Sri Lanka’s national
income in the years 1939 to 1954 for his Ph.d. dissertation. 1 have
not been able to refer to this work.

A detailed estimate of Gross National Product was first
published in the Central Bank’s Annual Report for 1958. The
estimates of Gross National Product published from 1959 to 1965
were a comparable series, Upto 1965 the Central Bank’s series was
estimated as the sum of net output of the export sector and the
domestic sector. Estimates of Gross National Product were shown
under production for export and production for domestic use.

1. “There is no written manual of procedure on this matter and each occupant
of the relevant office in the department has had to devise his own methods”
Donald R. Snodgrass — Ceylon. An export economy in transition (1966)
Richard D. Irwin Inc. Homewood — Illinois, footnote page 254,

2. Statistical Abstract of Ceylon — 1967/1968 also, Dept. of Census and Statistics,
National Accounts of Ceylon 1963 to 1968 published 1970.

3. Donald R. Snodgrass “Ceylon: An export economy in transition’ - teble A8
page 279.
4. Donald R. Snodgrass — op. cit. page 254.
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4 STAFF STUDIES

The sources and methods used in preparing these estimates have
been outlined in the Technical Note on National Product and
Expenditure, in the Bank’s Annual Report for 1961. Broadly, the
estimates improved both the quality and the coverage of the data used.
This series therefore constituted a significant improvement on
William’s system. The Central Bank first published an estimate of
Gross National Product by industrial origin in its Report for 1966,
This estimate was further revised in 1967 to conform as far as possible
with the format recommended by the United Nations!. The Bank
also provided a comparable series of Gross National Product by
industrial origin from 1959 to 1967. The estimates of Gross National
Product published by the Bank in subsequent years has used the same
sources and methods as given in the Bank’s “Technical Note on
National Product and Expenditure” in its Annual Report for 19672,
The quality of some of the data used has of course been improved
over the years.

Gross National Product: 1950-1958

The series of Gross National Product from 1950 to 1958, which
is presented in this article uses the same sources and methods as
outlined in the Technical Note referred to above. In addition,
estimates of Gross National Product at constant prices have been
based on the year 1959 so as to moke it comparable with the Central
Bank’s series of real Gross National Product. A detailed description
of the sources and methods used have been given in the appendix.
These estimates are based largely on data available in the Statistical
Abstracts of Ceylon, the Public Accounts, the Census Reports for
1946 and 1953 and on the Central Bank’s Survey of Consumer
Finances 1953. The deflation of current price estimates did present
some difficulty however largely because the indices used to deflate the
Central Bank’s series could not always be used. To a large extent
this was overcome by using the Cost of Living Index (Domestic
Group), The indices used to deflate each sub group have been given
in pages 5 43 & 44 of the appendix.

A comparison of the estimates of Gross National Product made
in this study with other available estimates is made in Table I. The
estimates in this table are shown at current factor cost prices and at

1. A system of National Accounts and Supporting Tables-UN New York-1958.
2. Central Bank of Ceylon Annual Report 1967 page 38,
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SRI LANKA’S GROSS NATIONAL PRODUCT 5

constant 1959 pricesl. A detailed estimate of Real Gross National
Product giving a breakdown by industrial origin, has not been made
earlier, Dr. Rasaputram has, however estimated Gross National Product
at constant (1948) prices for the years 1938 and 1947 to 19542, while
Mr. Snodgrass has made an estimate of total Gross National Product

®at 1953 prices for the years 1950 to 19603, The relevant estimates
from 1950 onwards, are also shown in the table.

These estim ates show very large falls in Gross National Product
measured at current prices and smaller but significant declines in real
Gross National Product in the years following the Korean boom of
1951 and the tea boom of 1955. Thisis probably due to the fact
that these estimates have not adequately covered productive activity
in all sectors of the economy. Our estimates show that while Gross
National Product at constant (1959) prices did reach a high level in
1951 (following the Korean boom) and in 1955 (following the increase
in tea prices in 1954 and 1955) this was not followed by a fall in real
Gross National Product in the years immediately following. Mr.
Snodgrass’ estimates show a fall in real Gross National Product in
1956 and 1957 and a marginal increase in Gross National Product in
1952. Dr. Rasaputram’s estimates show a fall in real Gross National
Product in 1953 while his estimate for 1954 is only marginally above
his estimate of Gross National Product in 1952. Our estimates show
that real Gross National Product has increased in each of the yearss
since 1950, although the increase in 1956 and 1957 has been marginal.
The fall in Gross National Product at current factor cost prices in 1951
is explained by the fact that the high prices following the Korean boom
did not continue after 1951.

1. The current price estimates shown are those of the Department of Census and
Statistics (the revised Williams estimates) and the estimates made by
Mr Donald Snodgrass for the Economic Growth Center of Yale University
(See Ceylon, An export Economy in transition - Richard D. Irwin Inc,
Homewood lllinois 1966-Table A8 page 279). We have added net factor
income from abroad to Mr. Snodgrass’ estimate of Gross Domestic Product at
current factor cost prices.

2. W. Rasaputram: Gross National Product of Ceylon at constant (1948) prices.
Central Bank of Ceylon - Bulletin — January, 1956. Dr Rasaputrams estimate
was bisad on the current factor cost price estimate of the Department of
Census and Staristics. He has also made an estimate of Sri Lanka’s ‘Real
Geographical Product” for the years 1926 to 1957:, see W. Rasaputram: The
influence of foreign of trade an the level and growth of Ceylon’s National

Income 1926 — 1957 Central Bank of Ceylon — 1967.
3. D. Snodgrass —op.cit, table A3 page 271.
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SRI LANKA’S GROSS NATIONAL PRODUCT 7

The rates of growth of Gross National Product at both current
and constant prices as obtained from our estimates is given in the
table below.

Table 2
Rates of Growth of Gross National Product

1951 | 1952 | 1953 | 1954 | 1955 | 1956 | 1957 | 1958

At current factor
cost prices .-§13.71-3.5| 6-8| 6.2 | 5-4|-0-1}| 34| 4.4

At constant

(1959) prices ..} 80| 49| 1.0 2.9 6:2| 03| 1.4} 1.7

TR T A T T T S S T e R e T e B T

It is seen that the highest increases in Gross National Product
have been registered in 1951 and in 1955. At the same time the
average rate of growth of Gross National Product has been higher in
the first half of the 1950s. The reasons for this can be traced to the
performance of the agriculture sector and especially to the contribution
of export agriculture to Gross National Product.

The predominance of agriculture in the economy, can be
observed from the close correspondence between the growth of the
agriculture sector ond the growth of Gross National Product. The

Table 3

A comparison of rates of growth of Gross National
Product and value added in the agriculture sector

1951 1953 1955 1957 1958

A. At current factor cost prices

1. Gross National Product 13.7 6-8 5.4 3.4 4.4
2. Agriculture, Forestry,

Hunting & Fishing 9.6 6-7 6.0 | -0-2 3.9
B. At constant (1959) prices

1. Gross National Product 8.0 1.0 6.2 ik 1.7
2. Agriculture, Forestry,

Hunting & Fishing 4.3 | -1.9 6-7 -0.3 3.3

Digitized by Noolaham Foundation.
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8 STAFF STUDIES

direct influence of agriculture in total Gross National Product is
however not immediately appatent from this. This is because the
processing of tea, rubber and coconut is included as a manufacturing
activity in our estimates. At the same time a significant part of the
contribution of the trade and transport sectors is also derived from
agriculture. ~ The contribution of the agriculture sector to Gross ®
National Product is seen from the table below. It must be noted
however that a number of service activities as well as Government
activity is directly or indirectly related to agriculture. Thus it is safe
to conclude that in the 1950s, the agriculture sector accounted for
nearly 70 per cent of productive activity in the economy.

Table 4

The Direct Contribution of Agriculture to
Gross National Product - at constant (1959) prices

1950 1955 1958
1. Agriculture, Foresrty,
Hunting & Fishing . 1871 2288 2270
2. Processing of Plantation Crops . 310 345 362
3. Transport . 119 126 123
4. Trade . 317 437 331
5. Total . 2617 3196 3086
6. Gross National Product at
constant (1959) prices .- 4455 5584 5779
1- 5 as percentage of 6 .. 58.6 57-2 53-4
8- Export agriculture . 1506 1860 1722
9. 8 as percentege of 6 . 34 33 30

M

The concomitant of the predominance of the agriculture sector
was the close dependence of the economy on the exports of tea, rubber
and coconut. As seen from table 4 the proportion of Gross National
Product which can be directly traced to exports amounted to over
30 percent in the 1950s. The influence of exports on the Sri Lankan
economy was however much higher than is indicated by this ratio.
This is because prosperity in the export sector had an indirect effect on
income and employment in all other sectors. It is necessary therefore
to trace the relation between exports and Gross National Product
during this pericd. |

Digitized by Noolaham Foundation.
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SRI LANKA'S GROSS NATIONAL PRODUCT 9

In the early 1950s the trend in commodity prices was upward.
Tea prices which were pegged below their market level during the war
years showed a rising trend from the late 1950s. The biggest increases
in tea prices however came in late 1954 and 1955. Rubber and
coconut prices increased in spectacular fashion as a result of the Korean
war. The prices of rubber and coconut products more than doubled
from their earlier levels in 1951 and early 1952. Although prices
declined from 1952 onwards they were still higher than in the pre-
Korean war years. Data on production and prices are given in table 10.

These trends in export commodity prices acted as a strong
incentive to increase production. This was particularly true of rubber
production. Producers of rubber responded quickly to high prices
partly by bringing in idle trees into production but mainly by the
slaughter tapping of all available trees. The production of tea and
coconut also adjusted to the increase in prices, but with a lag.

The producer response to high prices had an important effect on
the growth of Gross National Product. The slaughter tapping of
rubber had an adverse effect on the level of production in later years.
In the case of tea the lagged response to the relatively high prices of
1950 and 1951 served the industry well when tea prices rose from about
1953 to the peak levels of of 1954 and 1955, Coconut production too
increased gradually from about 1952 and reached its highest level for
the decade in 1955. This combination of prices and high production
contributed to a very favourable rate of growth of Gross National

Product in the first half of the 1950s.

After 1955 however the trend in export prices was downward.
At the same time only tea production increased significantly from its
level in the early 1950s. Rubber production was around the same

level as in the 1950s while coconut production dropped from its 1955
level. Given the importance of export agriculture, the increase in
Gross National Product was therefore much smaller after 1955. Thus
the marginal rate of growth in Gross National Product in 1956 and
1957 as shown in our estimates, is mainly due to the fact that the rate
of growth of the agriculture sector which is influenced to a large
extent by the performance of export agriculture, was negative in these
two years.

Digitized by Noolaham Foundation.
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10 STAFF STUDIES

The performance of the export agriculture sector had an important
influence on the rest of the economy. Qur study of Gross National
Product in the years 1950 to 1958 has shown that the level of activity
in the domestic sector was highest in the years following high export
prices. This was particularly true of the construction and services
sectors. On the other hand the decline in the value of output of the
manufacturing sector in 1952 and 1953, reflects solely the fall in value
added in the processing of rubber and coconut consequent on the drop
in export prices.

Both production and prices in the domestic agriculture sector
(paddy, subsidiary food crops and fruits and vegetables) increased
gradually throughout the 1950s. Paddy production was influenced
largely by government incentives such as the guaranteed price scheme
and the fertilizer subsidy scheme. At the same time the increased

pressure of population on available land served to encourage the use
of improved methods of cultivation. Production of subsidiary food
crops however did not receive the same amount of encouragement from
the State, and increased at a slower pace.

Thus, while export agriculture exerted a strong influence on the
economy the increase in production in the domestic sectors was

sufficient to ensure a positive rate of growth of real Gross National
Product.

Real National Income

Table 7 shows estimates of “Real National Income”, i-e- Gross
National Product at constant (1959) prices adjusted for changes in the
terms of trade. The influence of high export prices on the economy is
apparent from this table. Thus it is seen that real national income
has been highest in years of high export prices. The loss of resources
due to changes in the terms of trade, after 1955 has been lower than
in the early years of the decade mainly due to the fall in the import
price index. (Since the terms of trade effect measures the rate at
which Sri Lanka’s exports exchange for her imports, an increase in

export prices or a fall in import prices will reduce the net outflow of
resources from Sri Lanka),

Digitized by Noolaham Foundation.
noolaham.org | aavanaham.org



SRI LANKA'S GROSS NATIONAL PRODUCT

Table 5

The Terms of Trade (1959=100)

m

11

1950 | 1951 | 1952 | 1953 | 1954 | 1955 | 1956 | 1957 | 1958
Import price Index 99 | 120 93 94 | 165 | 110 | 103 98 97
Export Price Index | 88 | 112 | 112 | 112 | 104 | 100 | 100 | 106 98
Terms of Trade 111 | 106 82 8 | 101 | 109 | 102 92 98

Source :

Central Bank of Ceylon.

According to out estimates real national income increased by 24-2
per cent in the period 1950 to 1958.
Product in the same period was 29 .42 per cent. It issignificant however
that for the years 1956 to 1958 real national income increased by only
2.0 per cent while real national product increased by 3.2 per cent.

The increase in real National
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APPENDIX

Estimates of Gross Nation.al Product - 1950—1958
Sources and Methods

This series has been estimated, using as far as possible the same

sources and methods, as in the Central Bank’s series from 1959,
Data in respect of some sectors however, were found to be insufficient
or unavailable and indirect estimates of value added in these sectors
had to be made. These instances are referred to in the description
that follows:-

1.

Agriculture, Forestry, Hunting and Fishing

Data on production and prices were obtained from the
Statistical Abstracts of Ceylon. Estimates of value added in
Tea, Rubber, Coconut, Paddy and Livestock were obtained by
deducting the cost of materials and services used from producer
values. Value added in subsidiary foodcrops was estimated by
applying a coefficient to the producer value of subsidiary
foodcrops. This coefficient was based on a study made by
the Central Bank in the early 1960s and was thought to be
appropriate in estimating value added in the 1950s. In the case
of a number of other items, producer values were estimated
from data on expenditure obtained from the Central Bank’s
Survey of Consumer Finances 1953. These items include tobacco,
betel and arecanuts, herbs and spices and fruits and vegetables.
Estimates of value added in forestry were made, partly on the
basis of per capita expenditure (firewood and timber used in
furniture and matches) and partly from data on production of
plywood and timber available in the Statistical Abstracts of
Ceylon. Estimates of value added in fish production were
also made from data available in the Statistical Abstracts.

Mining and Quarrying

Value added in this sector includes the tollowing: Salt,
Graphite, Gems, Clay, Limestone, Sand, Bricks and Cabooks.

Value added in salt and graphite was estimated from data
on production and prices available in the Statistical Abstracts.
Value added in gemming was estimated from data on exports of
gems available in the Customs Returns. The producer values
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of clay, limestone, sand, bricks and cabooks were estimated from
the value of building construction. Value added was estimated
by applying a coefficient to producer values.

Manufacturing

Value added in this sector is made up of (i) value added
in Factory Industry, (ii) Value added in the processing of Tea,
Rubber and Coconut, and (iii) Value added in Cottage Industry.

In the Ceneral Bank’s series, the estimate of value added in
Factory Industry, is based on the annual survey of Industries
conducted in the first quarter of each year. As it is impracti-
cable to conduct a similar survey in respect of each of the years
from 1950 to 1958, it was decided to employ an indirect method
in estimating value added in factory industry. In estimating
value added in factory industry therefore, the estimate of value
added as obtained from the Survey of Industry 1952, conducted
by the Department of Census and Statistics was used as a
bench-mark. Estimates of industrial production in years other
than 1952 were based on the index of industrial production
computed by the Department of Census and Statistics and on
data on imports of raw-materials.

Estimates of value added in the processing of Tea and
Rubber were made from data on production and prices as
available in the Statistical Abstracts. Value added in the
processing of coconut products (coconut oil, dessicated coconut
and copra) was estimated from data on exports of these products
obtained from the Customs Returns. Price data relating to
coconut products were obtained from the Statistical Abstracts
of Ceylon.

Value added in cottage industry was estimated from data
on incomes, obtained from the Report of the Census of 1953,
These data have been adjusted for changes in population, and
wage rates in estimating value added in the years 1950 to 1958,
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Construction

Value added in this sector is estimated as the sum of
(i) value added in building construction, (ii) value added in the
installation of heavy machinery and (iii) value added in
Government construction activity, i. e, roads, bridges, irrigation
works, etc.

Value added in building construction was estimated by
using an indirect method. In the Central Bank’s series the value
added in building construction is estimated by multiplying the
value of selected building materials used by 4-47, The building
materials used include cement, iron and steel, electrical fittings,
brass fittings, paints and distemper. The multiplier of 4.47 is
based on data obtained from the Central Bank’s Sutvey of Private
Investment 1963. In estimating the value of building construc-
tion in the period 1950 to 1958 the same method was used.
The value of the multiplier was however scaled down to make
allowance for lower costs in the construction sector in the 1950s.

Value added in government building activity was estimated
from the Public Accounts.

Value added in the installation of heavy machinery was
estimated from the c. i. f. value of imports of heavy machinery
as obtained from the Customs Returns.

Electricity, Gas, Drainage and Water Supply

Value added in electricity is estimated from the Public
Accounts, as equal to total salaries and wages paid for generation,
transmission and distribution of electricity.

Value added in drainage and water supply is estimated as a
ratio of total emoluments paid in the Department of Water
Supply and Drainage and of emoluments paid by local authorities
which provide water supply and drainage services.

Transport and Communication

Total value added in this sector consists of value added in
the following: (a) Railways, (b) Omnibus Services, (c) Post
& Telecommunication, (d) Port Commission, (e) Taxis,

(f) Lorries and (Road Haulage.)
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Value added in Rail transport was estimated from data on

passenger mileage and gross receipts of the Ceylon Government
Railway. -

Value added in tram and trolley bus setvices was also
estimated from data on passenger mileage and gross receipts.

Sufficient data on bus transport service in the period 1950
to 1958 were not available. Value added was therefore estima-
ted by using the 1959 estimate as a benchmark and correcting
this estimate for changes in the number of buses as registered
with the Commissioner of Motor Traffic.

Value added in Government enterprises-i.e. Post &
Telecommunication and Port Commission - was estimated from
the Public Accounts.

Value added in taxi services and chauffeur driven cars was
obtained as the product of the estimated income per vehicle per
year multiplied by the number of registered taxis. An allownace
was made for private motor vehicles used for hire. Data on
incomes were estimated from the Census of 1953. The number
of motor vehicles was estimated from data available in the
Statistical Abstracts.

The sources and methods used in estimating value added in
road haulage (transport) are described in section 7 below.

Wholesale and Retail Trade

Value added in trade and transport is obtained by applying
a distribution margin to the c.i. f. value in the case of imports
and to producer values in the case of locally produced goods.
Where retail and producer prices are available, the distribution
margin is estimated as the difference between retail values and

producer values. Value added is apportioned 70 per cent to
trade and 30 per cent to transport. This ratio is based on the

results of a Survey of Distribution conducted by the Department
of Census & Statistics in 1951.

Value added in wholesale and retail trade is estimated
separately for (a) Local goods (b) Exports (c) Imports,
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(2) Value added in wholesale and retail trade of local goods
is estimated separately for coconut and coconut oil, other food-
crops, tobacco, betel and arecanuts, firewood, livestock, tea, fish
and industrial products. The distribution margin is estimated
as the difference between the retail value and the producer
value. This is allocated 70 per cent to trade and 30 per cent
to transport.

(b) Exports

Value added in wholesale and retail trade of exports is
estimated separately for tea, rubber, coconut and other exports.

Value added in tea and rubber was estimated as

Market value of production
Less Producer value

Less Export duties

Less Transport.

Value added in coconut was estimated as the sum of value added
in coconut, copra and coconut oil. /

Value added was estimated as:

f£. 0. b. value of exports
Less: Market value of exports
Less: Export duty.

Value added in trade and transport of other exports is estimated
by applying a coefficient to the F. O. B. value of exports, less export
duties — This is allocated 70 per cent to trade and 30 per eent to
transport.

(c) Imports

Value added in imports was estimated separately for imports of
personal consumption goods, imports of raw materials (excluding
industrial raw materials) and imports of investment goods. The
distribution margin was estimated as a percentage of the cif. value
of goods coming under each of these categories as follows:

Imports of personal consumption goods - 40 per cent
Imports of investment and intermediate goods - 35 per cent

As described earlier the distribution margin is allocated 70 per
cent to trade and 30 per cent to transport.
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Net value added in Wholesale and Retail Trade by government
ttading enterprises was also taken into account in making this
estimate. In the Central Bank’s series value added is estimated from
the Public Accounts, as equal to salaries and wages paid under
Advance Accounts. As the presentation of Government Accounts
before 1958 did not permit an estimate on these lines, value added
was estimated by applying a ratio to the value of imports of rice
flour and sugar. This ratio was adopted from estimates of value
added by government trading enterprises in 1959 and 1960.

8. Banking, Insurance and Real Estate

In the Central Bank’s estimates value added in this sector is
estimated as equal to the sum of salaries, wages, profits and deprecia-
tion of (a) Commercial banks (b) The Central Bank (c) Insurance
Companies (d) Government Credit Institutions and Private Credit
Institutions, less profits of the Central Bank. It was considered
impracticable to obtain data on the lines required above for the
period from 1950 to 1958. Value added by this sector for the
period from 1950 - 1958 was, therefore, estimated as equal to 0-86
per cent of value added in all other scctors. This percentage is
based on the ratio of value added in the Banking sector, to all other
sectors, in the years 1959 and 1960.

0. Ownership of Dwellings

In the Central Bank's estimates value added in this sector is
estimated as the assessed value of buildings as fixed by local authori-
ties for rating purposes, less the value of rates paid and the estimated
cost of repairs. Since acrual rents are higher than assessed values an
allowance is made for under assessment. The data for the Central
Bank’s estimates are obrained direct from the respective local authori-
ties. The Central Bank estimates rural rents as equal to one-fifth
the value of urban rents, except Colombo. Rents of commercial

buildings are deducted to obtain value added in the ownership of
dwellings.

In this estimate it was found to be impossible to obtain reliable
data on assessed values etc. This estimate was therefore, based on the
number of housing units, as obtained from Census of Housing of
1953, adjusted for changes in population. Assessed values and rents
and rates paid were estimated pro rata, from the Central Bank’s
estimates of value added in the ownership of dwellings in 1959.
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10. Public Administration and Defence

Value added was estimated as equal to, salaries and wages paid
in the Ministries and Government Departments coming under this
sector, the salaries and wages of employees in Government commercial
activities run an advance accounts and salaries of local Government

employees. The imputed value of Government buildings is added to
this figure,

The data were obtained from the Public Accounts. Estimates
of salaries of Local Government employees and the imputed wvalue of

Government buildings were based on data available in respect of the
year 1959.

11, Services n. i. e.
Value added in this sector is made up mainly of the following:

(a) Education and Health Services (b) Broadcasting and Meteo-
rology (c) Recreation and Entertainment (d) Domestic and Utility
services (e) Hotels and Restaurant Services (f) Personal Services and
Professional and Institutional Services.

Value added in Education and Health Services and Broadcasting
and Meteorology was estimated from the Public Accounts as equal to
salaries and wages paid.

Direct data in respect of the other categories in this sector are
not available.

Value added in Recreation and Entertainment Services, Domestic
and Uulity Services, Hotels and Restaurant Services and Personal
Services is estimated from data on incomes of persons in these
categories available in the Report of the Census of 1953. Incomes
estimated from this source were extrapolated by the increase in
population and adjusted for changes in wage rates between 1953 and
the year in question. Estimates for 1950, 1951 and 1952 were also
based on incomes as reported in the 1953 census. This method
assumes an unchanged proportion of persons employed in this sector
to total population in 1953.

Value added in Professional and Institutional Services was
estimated from data on incomes of persons in these categories, availa-
ble in the Reports of the Commissioner of Inland Revenue.
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12. The sum of value added of items 1 through 11 is equal to
Gross Domestic Product.

Net factor income from abroad is added to Gross Domestic
Product to obtain Gross National Product.

Net factor income from abroad is the net difference between
the inflow and outflow of factor incomes to and from Sri Lanka
respectively. This is estimated from the Balance of Payments Record.
As the outflow of factor income exceeds the inflow this is shown as a

negative quantity.

Gross National Product at Constant (1959) Prices

Changes in Gross National Product from one year to the next,
valued at current prices, reflect both price- changes and quantity
changes. Estimates of Gross National Product are therefore also
made at prices prevailing in a base year. Valuation at a constant
base year price eliminates price changes from the base year leaving an
estimate of real Gross National Product. The Central Bank’s estimates
of real Gross National Product are based on the year 1959. In this
study too, Gross National Product for the years 1950 to 1958 have
been valued at 1959 prices, so as to obtain a series which would be
comparable with the Central Bank’s series of Gross National Product
at constant (1959) prices.

Estimates of Gross National Product at constant (1959) factor
cost prices have been obtained by dcflating each of the corresponding
items in the detailed estimates of Gross National Product at current
prices by a price index or by extrapolating value added in 1959 by an
output index.

A breakdown of the items in each sector and the indices used
are shown in the annexed table.
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Estimates of Gross National Product from 1950-1958
Constant (1959) prices

Extrapolators/Deflators
1959=100

1. Agriculture, Forestry, Hunting and Fishing

Tea

Rubber
Coconut
Toddy
Coconut husks
Cadjans

Subsidiary Foodcrops
Fruits and vegetables
Livestock
Tobacco
Betel and Arecanuts
Minor export crops

Government agricultural services - .

Fishing
Medicinal herbs

Spices-local consumption
Forestry

2. Mining and Quarrying

3. Manufacturing

(a) Factory and Cottage Industry --

(b) Processing of tea, rubber and
coconut

4. Construction

output index
output index
output index
output index
output index
output index

Cost of Living index
Cost of Living-index
output index

Cost of Living index
Cost of Living index
Export volume index
Wage rate index
output index
population index
Cost of Living index
Wage rate index of

workers in agriculture

Wage rate index of
workers in industry and
commerce.

Cost of Living index-
domestic group.

output index

Cost of Living index-
domestic group.

5. Electricity, Gas, Water and Sanitary Services

Wage rate index of
Government Technical
and Clerical Employees.
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Transport, Storage and Communication

Railway +»  Wage rate index of all
Central Government
Employees.

Omnibuses +»  Wage rate index of
workers in Industry and
Commerce.

Posts and Telecommunication <+ Wage rate index of all
Central Government
Employees.

Port Commission ++  Wage rate index of
workers in Industry and
Commerce

Motor cars, taxis etc. .o 2 doss

Road haulage (Lorries) .o ~do -

Wholesale and Retail Trade -« Cost of Living index
Domestic Group

Banking Insurance and Real Estate = Wage rate index of
workers in Industry and
Commerce

Ownership of Dwellings .+ Cost of Living index
Domestic Group

Public Administration and Defence Wage rate index of all
Central Government
Employees

Services -+ Cost of Living index
Domestic Group

Real National Income

Real National Income is derived by adjusting estimates of Gross

National Product at constant (1959) prices for changes in the terms of
tradel. The terms of trade effect means the movement of the prices of
Sri Lanka’s exports in relation to the movement of the prices of her
imports, measured from a base yeat. In other words this means the
net loss or gain of income due to the rate at which Sri Lanka’s eXports
exchange for her imports.

1.

The terms of trade here refers to the commodity terms of trade as measured
by Central Bank trade indicies. This is measured by the ratio of the import
price index in any year to the export price index in that year expressed as a
percentage thus

x
P x 100 where Px is the export price index and Pm the import price index.
m

Therefore, terms ot trade as used here refers to the net barter terms of trade,
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The terms of trade effect on Sri Lanka’s real product is measured
as follows:-

1 1
RELf i e
(Pm Px)

where

V s the f.o.b. value of exports in a given year at current prices.
Px the export price index for that year.
Pm the import price index for that year.

The net gain or less due to movements in the terms of trade is
obtained by -

1. Deflating the f.o.b, value of exports in any year by the
import price index in that year;

2. Deflating the f.o.b. value of exports by the export price
index in that year.

If the difference between these two amounts is negative, it indi-
cates that the movement of the terms of trade has diminished Sri
Lanka’s real National Income by the amount of the difference.
Similarly, if the difference is positive, it indicates that Sri Lanka’s real
National Income has increased by the amount of the difference. That
is, the movement of the terms of trade have been unfavourable and
favourable respectively.

In estimating real national income, exports are divided into four
components —

1. Tea.

2. Rubber.

3. The three major cocount products.
4. Other export products.

The f.o0.b. values of tea, rubber and coconut products are deflated
first by the all imports price index and then by the respective export
price indices for tea, rubber and coconut products. The value of other
export products is deflated by the export price index and the import
price index respectively. The amount of the difference under each
category will show the loss gain in income due to movements in the
terms of trade in respect of tea, rubber, coconut products and all
other exports. The total loss/gain in income due to movements in the
terms of trade is the algebraic sum of the four sub-totals.
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ECONOMIC ASPECTS OF BRAIN DRAIN*
P. A.S. DAHANAYAKE

Introduction

In recent years there has been a growing concern over the flow
of human capital from the developing to the developed countries,
which is often referred to as ‘brain drain’. A recent study by a regional
body adopts as a working definition that brain drain involves ¢the
external migration of personnel at the skilled, technical and profes-
sional levels for employment abroad, under circumstances in which
they could otherwise have been employed at once, or in the near
future, productively at their proper, attained level of professional skill,
in their own countries”.! This definition, however, includes even
those personnel who leave their home country for temporary or short-
term employment abroad - an element that some others prefer to
exclude from the definition of brain drain.2

There had been a considerable interest shown recently in the
problem of brain drain by economists, by governments and also by
international organisations. Most of the studies on the problem seem
to assume that the flow of human capital out of the developing coun-
tries adversely affect development efforts of these countries. Some
studies concentrate more on the factors that cause brain drain than on
overall assessment of economic welfare of all parties involved in the
problem. The present paper attempts to bring out some economic and
welfare? implications of brain drain with special reference to Sri Lanka

® ] am grateful to my colleagues Drs. T. W, Y. Ranaweera and G, Abeysekera
who kindly read through an earlier draft of this paper and made some valu-
able comments. But I am alone responsible for any remaining errors.

1. Colombo Plan Bureau, Special Topic: Brain Drain, New Delhi, October -
November,. 1972, p.1

2. J.R. Cortes, “Brain Drain and Counter Brain Drain in the Philippines”
Philippines Economic Review, Vol. XII, 1973, p.627.

3. In this paper welfare is viewed, in terms of welfare economics, as the well =
being or happiness of individuals in a society (rather than the well-being of
the state whose objective may be to maximise its military and economic
power) as affected by economic causes.
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1

Causes of Brain Drain

The common reasons for brain drain have been outlined in a
recent Colombo Plan study!. These could be summarised as follows :

Push Factors
The factors that drive people from their mother country, in
general are :
(i) High rate of unemployment and under-employment among
skilled personnel ;
(ii) Slow rate of economic growth and lack of opportunities :
(iii) Low salary and wage scales;
(iv) Lack of incentives for professional advancement :
(v) Lack of professional and technical equipment ;
(vi) Relatively low status or the professional and skilled
personnel in the total administrative system ; and
(vii) Limited participation or non-participation of professionals
and skilled persons in the decision making process.

Pull Factors
Factors that attract skilled personnel to the more developed
countries are:

(i) Better opportunities to come into contact with intellectual
comperes and the stimulation and appreciation that result
therefrom ;

(ii) Shortages of manpower in the fields in receiving countries
which provide employment opportunities for migrants ;

(iii) Higher salaries and standard of living; and
(iv) Better educational facilities for migrants’ children,

It may appear that most of these push and pull factors are
economic and only a few are non-economic factors. In addition to
the above mentioned factors which are more of a general nature,
there could also be factors which may be specific to different
countries and also to different individuals. For instance, political,
cultural, religious and such other factors may also prompt skilled
persons belonging to certain minority groups to emigrate.

1. Colombo Plan Bureau, op. cit., pp. 1—3
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There could also be certain non-economic factors affecting the
welfare of immigrants in their new situations; and some of these
factors may have adverse effects on their welfate. For instance, the
lack of social and cultural affinities that an immigrant has been used
to in his own country may make him less happy; and sometimes those
may even act as ‘pull-back’ factors. However, since there is no
apparent general tendency for immigrants to return to their home
countries, economic factors that attract immigrants appear to be
stronger than those pull-back factors.

11

An overall assessment of welfare involved in the flow of human
capital would require an examination of the implications of the move-
ment for the person migrating, for others both in the country left and
the country entered, and for the rest of the world. In a Paretian
sense!, two conditions must be met for an improvement of welfare :
(1) that the emigrant improves his own welfare, and (2) that nobody
else in either the country left or the country entered, or in the rest of
the world is made worse off.

1. Assuming that the individual is the best judge of his own
welfare and that the potential migrant is motivated solely by economic
reasons and also, given perfect mobility and perfect knowledge,
emigration could be viewed as a movement towards the optimum.

Economic reasons for emigration could arise due to a divergence
between private and social values, Some countries, especially the
developing ones, may not pay theit potential emigrants the value of
their marginal product. This may be due to such factors as the wage
policy of the government, over-supply of human resources etc.
Whatever the reasons, under-payment of wages would reflect a
misallocation of world human resources, and the result would be a
tendency for human capital to migrate from under-paid locations to
places where wages are higher, provided there are no barriers for the

1. The conditions for a situation of optimum welfare, as enunciated by V. Pareto
is defined as “‘a position from which it is not possible, by any reallocation of
factors, to make anyone better off without makingat least one person worse—
off”” (E. J. Mishan, Welfare Economics: Ten Introductory Essays, 2nd Ed.,
New York, 1969, p.22). The conditions for an improvement in welfare toward
this optimality are met ‘‘if at least one person is better-off and no one being
worse=off"’, because then “the whole community is better off” (Ibid, p.12).
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free movement. Such a movement, generally, is a movement towatds
the optimisation of the migrant’s own welfare as well as towards an
optimum allocation of world resources, assuming that no imperfections

exist,

Brain drain, however, could take place for non-economic reasons
as well. Among these, climatic conditions, political factors, educa-
tional facilities, language etc. are some of the influential ones. From
the migrants point of view these factors may well improve his welfare
in the new situation; however these present a problem in quantiative
analysis.

Lack of perfect knowledge may cause the potential emigrant to
misjudge about his welfare in the new country. Similarly, any restric-
tions on his freedom to emigrate could be an impediment for a
movement towards the optimum.

2. The second condition for a Paretian optimum is hard to
satisfy ; and it is in this “respect that brain drain has attracted most
attention. If there are no market imperfections, if the persons are
paid the value of their marginal product in the free market and if there
are no externalities and distributional effects resulting from brain
drain, then the condition that no one else would be made worse-off
would be satisfied, and there wouldn’t have been any problem.
In reality, however, it is claimed that several market imperfections
come into play which make brain drain a problem especially to the
developing world :

(@) There could be welfare losses to those remaining in the
country due to the following :

(i) If the wage paid to a prospective emigrant is less
than the value of his marginal product, then his
leaving the country could result in a loss to that
country by an amount equal to the excess of his
contribution over and abvoe his wage. For instance
in the diagram below the marginal value product of
four skilled workers in a perfectly competitive
economy is given by the rectangles A, B, C. & D.
However, the wage paid to all the four workers is
determined by what the marginal worker, i.e. the
4th, is worth. Thus their wage is W. Suppose the
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highly skilled worker 1 whose marginal product is
relatively higher than that of the others emigrates;
then, those remaining behind will lose the excess of
his contribution to the country which is the shaded
‘areal. '

A

7

! -2 3 4 No. of Worke;s

(ii) If skilled persons contribute external economies for

which no payment is received by them, then the
country is likely to suffer a loss from their emigrating,
For instance a highly skilled person’s work could be
complementary to both the skilled as well as unskilled
workers. The knowledge and experience of a highly
qualified engineer or a surgeon may enhance the
knowledge and skill of other fellow workers. The
reduction in the supply of such highly skilled persons
could, therefore, adversely affect the productivity of

their fellow workers.

1. N.D. Aitken, “The International Flow of Human Capital: Comment”’,
American Economic Review, Vol. 58, June, 1968, pp.54C=41,
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(iii) The potential emigrant might contribute more in the
form of taxes to the provision of public services than
what he receives from such services. The highly
qualified person is likely to be in a relatively higher
income level and therefore would pay more taxes
than the average tax payer while his consumption of
public services is likely to be more or less the same
as that of the latter. Therefore, his leaving the
country could have an advetse impact on income
distribution.

(iv) If the capital embodied in a potential emigrant is
greater than the per capita endowment of total human
and physical capital of the country, then, assuming
perfect substitutability between the two forms of
capital in the long run, the departure of a highly
skilled person is likely to reduce the capital/labour
ratio in the country and adversely affect productivity?.
The same could happen if the emigrant had a
potential to contribute to capital formation through
savings, investments etc.

(b) In Section (a) we examined the possible losses to a country
that may result from the emigration of skilled personnel
through brain drain. There could also be possible gains to
the same country from brain drain :

(i) Itis not often uncommon that in certain developing
countries some highly educated persons are under-
employed. For instance, in India and Sri Lanka there
could be instances where even science graduates are
employed as clerks. These countries have fairly high
rates of unemployment especially among the educated.
In such circumstances, emigration of the educated
would relieve the employment pressure among the
educated at home. Even if a highly qualified person
who is ‘fully’ employed emigrates his place could be
taken by an equally qualified person who is under-
employed, and the employment pressure is likely to

1= H. B Grubel and A. D. Scott, “International Flow of Human Capltal”
American Economic Review, Vol. 56, May 1966, p, 270.
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be thereby relieved right down the line!l. Emigration
under such circumstances, therefore, is likely to
improve the welfare of all parties concerned.

(ii) Very often in countries, such as Sri Lanka, that face
balance of payments difficulties, there are restrictions
on the assets that an emigrant could take with him.
Most potential emigrants, by the time they decide to
leave, would have acquired a fair amount of assets
which they are compelled to leave behind. The
married emigrants often leave with their families.
As a result, the capital/labour ratio is bound to
increase due to emigration under such circumstances,
which according to traditional analysis, would raise,

in the long run, the average income of the people
remaining.

(iii) Foreign exchange transfers by emigrants on account of
savings or gifts to their relatives and friends, or
expenditure on holidaying at home, could be a source
of foreign exchange earnings to the home country.

(iv) Reduction in the supply of skilled personnel tlirough
brain drain is likely to improve the bargaining power
of the remaining and thereby their income.

( ¢) From the point of view of the country that attracts skilled
personnel on account of brain drain, economic effects
thereof are likely to be advantageous. So long as the
emigrant improves his welfare and the welfare of nobody else
in the new country is adversely affected thereby, emigrant’s
entry to that country is a movement towards the optimum.,
It is even possible that the entry of a skilled person may

improve not only his welfare but also the welfare of others
as well.

If the country of entry is short of skilled labour and,
other things being equal, if the marginal productivity of
skilled labour in the country as a whole is in the increasing

Hirry G. Johason says thar emigration under conlitions of over- supply
provides a natural safety valve and therefore may not be considered a “brain
drain” (see his article “Some Economic Aspects of Brain Drain”, Pakistan

Development Review, Vol. VII, No. 3, Autumn 1967, p. 382,
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range, entry of a skilled person into that country is likely
to result in the marginal product of that person being
greater than his marginal cost, which will be beneficial to
the economy and therefore to the total welfare.

The welfare of a citizen of the country of entry could,
however, be adversely affected, if emigration of skilled
persons result in a reduction in the marginal productivity
of labour and thereby the real wages. The emigrants
themselves may be better-off if their incomes are higher
than what they earn in their home countries, but they have
made the residents in the country of entry worse-off.

The effects of brain drain on the rest of the world (that is
those other than in the country left, in the country of entry
and the migrants), are often ignored, but not less important.
The potentially largest international benefit may accrue
through research and experiments that the highly skilled
migrants may be able to undertake in the developed
countries where facilities are more readily available,
Furthermore, with greater availability of better facilities,
technology etc. emigration is likely to increase productivity
which may indirectly benefit the developing world through
international economic aid etc.

I1I

Brain Drain in Sri Lanka

Emigration of skilled personnel from Sri Lanka attracted public
concern only recently when it began to accelerate rapidly. Prior to
that although a few highly skilled persons left each year it was not
considered a problem as such probably because the numbers involved
were negligible. But in recent years the numbers of such persons

leaving the country reached considerably high levels as could be seen
from Table 1.!

It might be noted that the data available on brain drain in Sri Lanka are
inadequate, the reason being that the particulars of persons leaving the
country are not systematically collected and maintained by authorities
concerned (see Note to Table 1) The lack of accurate data on brain drain
can be a serious handicap for future assessment of the problem.
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Table 1
Trained Personnel who left for Employment Abroad
ASRDCSR . OISR
May 1971 May 1972 | May 1973
Category to to to Mayl% June
April 1972 | April 1973 | April 1974 4
Doctors .. 108 171 238 41
Engineers . 54 113 94 14
Accountants .o 13 41 88 11
University Teachers . - 15 24 2
Other Teachers . 82 55 52 4
Lawyers .- 8 35 13 2
Technicians . — 20 27 15
Nurses <. 14 11 2 1
Others*® . 90 142 83 12
Total . 379 603 621 102

L ST R T O I R S e T e ST W VL S TN S T S e S ¢ £y T TN P
* Others include dentists, economists, and other skilled personnel.

Note: These data relate only to those persons who entered into agreements with
the government to remit fixed proporations of their earnings abroad to Sri
Lanka - a requirement that existed between 1971 and 1974. Apart from
these which the Department of Immigration and Emigration was required
to maintain for follow-up purposes, no other data on emigration of skilled
personnel seem to have been systematically maintained. For this reason,
data prior to 1971 and after 1974 could not be obtained.

Source: Government of Sri Lanka, Sessional Paper No. X of 1974-
Report of the Cabinet Committee Inquiring into the Prob-
lem of Technologically, Professionally and Academically
Qualified Personnel leaving Sri Lanka. November, 1974.

The developed countries seem to attract the majority of Sri
Lanka’s skilled emigrants. For instance in 1972 about two-thirds of
the emigrants went to developed countries while the developing
countries have attracted the rest. A few highly qualified persons have
also joined international organizations.

The Cabinet Committee that was appointed recently to study
and report on the problem of brain drain in Sri Lanka mentions
in their report! the following as the major reasons for emigration of
skilled persons from Sri Lanka:

1. Government of Sri Lanka: op. cit.
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(i) inadequate income;

(ii) lack of opportunities for development of professional com-
petence and advencement;

(iii) dissatisaction with working conditions;
(iv) absence of adequate promotional prospects;
(v) inadequacies in education of children, !

All these above could be considered as ‘push’ factors, while ‘pull’
factors could evidently be (a) higher income, (b) better opportunities
for professional competence, (c) better working conditions, (d) better
standard of living, and (e) better educational facilities and oppor-
tunities for children. The cabinet committee findings reveal that
higher income abroad is the greatest attraction for almost all profes-
sional groups. Hence, it could safely be assumed that the highly skilled
persons who leave Sri Lanka, are in general, economically better cif in
their new situations.

What could be the impact of their leaving on those left behind ?
It is common knowledge that Sri Lanka is faced with many problems
connected with over-population. Her per capita income, being still
elow U.S. $ 200 per year, is very low; her rate of unemployment is
very high and she has to bear a heavy welfare services bill every year
which takes a considerable slice of the budgetary expenditure. The
more important phenomenon and the one that is more relevant to the
problem of brain drain, is the very high rate of unemployment among
the educated. According to the Consumer Finance Survey of 16732,
about 45.9 per cent of those who have passed the G.C.E. (Ordinary
Level) or above, and 16-2 per cent of the University Graduates were
unemployed at that time.

In the face of this alarmingly high rate of unemployment among
the educated, should brain drain be considered a serious problem ?
Brain drain may be a problem for concern if those who leave cannot
be replaced from among those who remain, without adversely affecting
the welfare of those who remain and/or the productivity of the
economy.

1. Though education facilities are availsble, this may be inrerpreted as the
dissatisfaction with the abolition of English m:dium in education which
they probably view as affecting the quality ani standard of education.

2. Central Bank of Ceylon, Survey of Sri Lanka’s Consumer Finances, 1973,
Colombo, 1974. : _
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Doctors and engineers constitute the largest professional groups
that tend to emigrate from Sri Lanka. These two groups together
account for about 49 per cent of the highly skilled personnel emigrated
in the past. According to the findings of the Cabinet Committee
(referred to earlier) most of the emigrants of these groups were
relatively young who could easily be replaced by the current levels of
output of the University of Sri Lanka. For instance, the current level
of output of doctors by the University is about 240 per year and the
estimated annual fresh intake of doctors required for the Health
Department is about 120 per year in which case the Cabinet Committee
conludes that there could be a surplus in the supply of medical
graduates!. In the cass of engineering graduates tco there seems to be
a similar surplus when thc cadre for engineers in the public sector is
compared with the numbers passing out presently from the University.

It must be pointed out, however, that the Cabinet Committee
does not secem to have examined the requirements of medical. doctors
on the basis of a population/doctor ratio, which no doubt would
have been more appropriate. Sri Lanka ranks faitly high among her
developing neichbours when this ratio is taken into account. For
instance, according to The Eccnomic Times - India and Asia Annual,
1973, Sri Lanka’s population per doctor is about 37,000 whereas in the
economically better-off developing countries such as the Philippines,
Thailand and Malaysia, the same is 98,000, 85,000 and 42,000 res-
pectively. But compared with a developed country such as Japan whose
population per doctor is 9,000, Sri Lanka’s population / doctor ratio is
not all that satifactory. Thus if an appropriate population/doctor ratio
is taken as a norm, Sri Lanka may not have a surplus of doctors.

The problem may be similar in the case of engineers too. The
cadre in the puplic service and the puplic corporations, which the
Cabinet Committee Report seems to have relied more on, is hardly an
adequate measure of demand. With greater emphasis on economic
development, engineers’ services could increasingly be required in the
private sector as well. Hence a surplus in these two categories-doctors
and engineers—-who tend to emigrate in greater numbers is less likely to
exist. In these two categories replacement too is likely to be more
difficult than in the case of categories like economists, accountants, etc.,
in view of the specialized nature of training required in the case of the

1. Government of Srizanka, ibid, p. 14.
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former. Furthermore, where there is no surplus in a particular cat egory
of skill replacement involves a real resource cost to the government,
whereas no such cost would be involved when there is a surplus.

Therefore, with regard to the groups such as economists,
accountants, university teachers, administraters, etc., the problem
seems to be less serious. Fore one thing the number of young
graduates passing out of the University every year and who could be
absorbed into these groups appears to be much higher than the
numbers leaving the country; and for another not all those who pass
out annually are fully employed.

In these circumstances, the outflow of trained personnel could be
viewed as a problem in Sri Lanka only in the case of those categories
of skilles which cannot easily be replaced without adversely affecting
the welfare of the community, As for other categories where
replacement is no problem, emigration could really be a blessing in
disguise.

Another important aspect of Sri Lanka’s emigration is her
foreign exchange policy concerning the emigrants’ transfer of assets.
Since the early sixties it had been Sri Lanka’s policy to limit, for
balance of payments reasons, the amount of assetsthat an emigrant
could take away to a very small amount, This in effect compels the
emigrants to leave behind almost all of their assets which will no
 doubt raise the capital/labour ratio within the domestic economy.

Other things being equal, an improvement in the capital/labour ratio
is likely to raise productivity and per capita income.

The more important aspect of this problem is apparently the
lack of proper coordination between the supply of and the demand for
trained personnel, or in other words, between the man-power training
and the proper assesment of the country’s requirements. The very
high rate of unemployment among the educated is either because there
has been an over-investment in man-power training or because
of under-utilisation of trained man-power due to certain
constraints on economic growth. It is important, therefore, that any
constraints on growth are overcome so that faster econromic growth

could absorb the abundant skilled labour,
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In Sri Lanka, education has been free and the expenditure that
the government would have incurred on education and training of a
highly skilled person could be considerable. Then, from the point of
view of the state, emigration of such a person could be a loss to the
government. But on the other hand if that person is unemployed or
someone else who is equally qualified, who can take his place, is
unemployed, then one could argue that emigration of that person will
not only improve his own welfare but also improve the welfare of
another at home who will take his place. Loss to the government in
such cases, on account of the migrant’s education, therefore, could be
viewed as only a potential loss and not an actual loss.

The loss to the government is potential in the sense that when
there is unemployment among the skilled personnel, outflow of some
of them without causing a shortage in the supply maynot cause an
actual loss; because as the numbers leaving are unemployed, it is
immaterial to the government, as far as education cost is concened,
whether they remain or emigrate. But it could be a potential loss, in
that if some day the economy were to expand and be able to absorb

oll of them, their non-availability by then would amount to a loss.
However, for a slow growing economy where new additions to the
unemployed take place steadily, that would be an extreme possibility,
Outflow of skilled personal (except those who are hard to replace).
therefore, from a country where unemployment among the educated is
high could be some sort of a safety valve that reduces unemployment
pressure. However, the gain to the country that attracts such
educated personnel is an actual gain which would amount to a tranfer
of real resources (in the form of human capital), in most cases, to
developed countries, but for which no compensation is received.

IV

Some Policy Implications

It is, generally, accepted that on account of brain drain both the
emigrants and the developed countries to which they emigrate are the
gainers while the developing countries from which emigration takes
place are the losers. If that is the case, one is justified in suggesting
that the gainers should be asked to compensate the losers.
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To effect a payment of compensation by the developed counttries,
an international agency such as the IBRD could initiate a %pecial fund
to which the developed countries could be asked to contribute a
reasonable sum periodically. Outright grants from this fund could be
made to developing countris, based on a suitable formula (such as the
ratio of skilled personnel left to total working population) that would

reflect the magnitude of the loss to each country on account of brain
drain.

As for the emigrants themselves, they could be required to pay
a special tax at the time of departure from their home countryl,
However, such a tax could hardly be justified in a country such as
Sri Lanka where the impact of emigration on the economy is minimal
by reason of high unemployment among the educated. In such a
situation theemigration tax could, however, be selective in that certain
categories of skills which are hard to replace be taxed more than or to
the exclusionof others. In fact those eategories where unemployment
rates are high may even be encourage to emigrate

The basic couse of brain drain being economic unde-develop-
ment, a more general policy would call for an integrated approach
with measures for faster economic growth and more attractive
remuneration and service conditions for highly skilled personnel as its
main elements. The specific nature of the problem and therefore the
specific policies required may, however, differ from country to country.
For instance, in countries where a scarcity of trained man-power
exists—as is the case in most developing countries in Africa- the
problem may call for more restrictive policies of counter brain drain.
In countries, such as Sri Lanka, where rates of unemployment among
the educated are very high and for that reason man-power shortage is
not a serious prablem, resttictive approach to brain drain may not be
advisible. In such situations, what is urgently required would be a
more dynamic approach to economic growth to ensure faster growth
that could absorb the excess man-power.

1. West argues in favour of an ‘emigration tax’ more as a fulfilment of inter—
generation obligation to other individuals in the home country than as a
compensation payable by gainers to losers (E G. West. “Welfare Economics
and Emigration Taxes”, Southern Economic Journal, July, 1969, pp.52-9).

2. With greater emphasis on higher education being conducted in the official
language, the consequent declinc in the proficiency in English may have been
in recent years, a serious handicap to many young graduates to find jobs
abroad, which probably made the problem of unemployment among the
educated more serious,
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THE PERFORMANCE OF
THE CONVERTIBLE RUPEE ACCOUNTS
SCHEME 1972-75

M. R. FERNANDO AND SIRIMEVAN COLOMBAGE

In July 1972, the Government introduced the Convertible Rupee
Accounts Scheme (CRA) as an incentive to step up exports of a
non-traditional nature, particularly of gems. This was in addition to
the other exchange and fiscal incentives that were in force. Exporters
in the non-traditional sector had already been given the facility of
FEECS, tax holidays, import duty rebates etc. Under the Convertible
Rupee Accounts Scheme, a percentage of foreign exchange earnings
(f.o.b. value) of exports of non-traditional or minor export products
and some services are permitted to be credited to a convertible rupee
account. Exporters of these items can utilize CRA funds for the
payment of imports, travel abroad and other payments which are not
of a capital nature.

The improvement of the non-traditional export sector is vital to
an economy like ours, since the overall performance of the main
plantation industries, the traditional sector of the economy, has
continuously been dissappointing over the last fifteen years. The
general indications are that the performance of that sector will
continue to decline further. The table below gives Sri Lanka’s trade
balance during the last ten years.

As shown in Table 1, the trade deficit which amounted to Rs, 13
million in 1965 rose tremendously to the unprecedented magnitude of
Rs. 1,421 million in 1975. The deficits in the balance of payments
have occured since 1958 on a continuing basis except in 1965 when
the deficit was marginal. This was primarily due to the fact that
import payments of the country rose faster than export earnings. As
import prices have risen faster than export prices, import capacity has
virtually stagnated. While the import bill has continued to rise

1. We are grateful to our Director, Dr. H. N. S. Karunatilske for he] pful
comments on an earlier draft of this paper. Thanks are also due to Dr. Nimal
Sanderatna, Senior Economist who kindly gave his time to discuss matters
arising out of the study with us. In addition, we are particularly thankful to
Mr. P. W Somapala, Senior Assistant Controller of Exchange, Mr. K,
Thiyagarajah and Mr. A. L. Somarathna who have helped us in many ways.
None of them, of course, bears responsibility for any remaining errors of the

paper.
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Table 1
Trade Balance (1965 to 1975)
(Rs. Million)
Trad (%) |
(1) (2) rade Balance
Year Exports Imports
(W -®)
1965 1909 1922 e 13
1966 1674 2018 - 344
1967 1650 1985 — 335
1968 1976 2356 - 380
1569 1909 2655 — 746
1970 2016 2332 s+ 316
1971 1931 2218 — 281
1972 1898 2153 - 255
1973 2346 2644 —~ 298
1974 3400 4663 - 1263
1975 3913 5334 = 1433
TR AR ST AN TR AL THEF: (AL TR o = s

Source: Central Bank of Ceylon

rapidly there has been a downward movement in export earnings,
particularly earnings from traditional exports. For decades, Sri Lanka’s
export trade had been dominated by the three primary commodities
tea, rubber and coconut, which together accounted for more than 90
per cent of foreign exchange earnings, This heavy commodity concen-
tration of exports made export earnings vulnerable to adverse prica
and demand treads in international markets. Realizing the fact that
continued dependence on these three commodities is fraught with
danger, certain remsadial measures were adopted to induce export
earnings so as to meet larger import requirements. One of the
remedial m:asures lies in the effort to diversify the export sector of the
economy. A serious effort has to be made to increase our export in-
come by widening the area of non-traditional exports. The convertible

rupee accounts scheme was introduced with the object of rapidly
promoting the growth of non-traditional exports thus diversifying ‘
Sri Lanka’s export structure and thereby easing the pressure on the
balance of payments. Thus by introducing such an incentive, it was
expected that with all these supplementary financial incentives,
exporters would maximize their foreign exchange earnings and provide
the necessary base for sound and sustained growth.
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Another objective of the scheme was to provide an incentive to
route export earnings through officiay channels and thereby reduce
illicit trade and smuggling with consequent loss of foreign exchange
to the country. It was estimated that during the pericd 1969-1974,
at a minimum, the foreign exchange loss to the country as a result of
smuggling activities was in the region of Rs. 1,000 million. The leakage
of foreign exchange in the earlier years, was to some extent, due to
the inability of exporters, businessmen and others to purchase certain
imported goods and to have access to foreign exchange legally for
travel and other expenditure. The Government has introduced the
convertible rupee accounts scheme in order to prevent the illegal
appropriations of our national wealth in the form of foreign exchange
by allowing exporters and businessmen to credit a certain percentage of
their foreign exchange earnings (f.0.b. value) of exports to convertible
rupee accounts which they can utilize for the payment for imports,
the attractiveness of the unofficial market is reduced.

Scope of the Study

In this paper we discuss the extent to which the CRA scheme
has been successful in achieving its two basic objectives of promoting
non-traditional exports, and restraining black market operations in

foreign exchange. We also examine the purposes for which the
CRA funds have been utilised.

Operational aspects of the scheme are summarized in the first
part of the paper. The second part explains the sources of CRA
funds. This is followed by a third part which reviews the uses of
CRA funds. Achievements and shortcomings of the scheme are
discussed in the last two sections of the paper.

The analysis in this paper is restricted in several respects.  We
have not attempted to analyse whether this scheme had any effect on
under-invoicing or over-invoicing practices in external trade. The net
gain in foreign exchange for comparative investments of domestic
resources in all sectors of the economy are not analysed here. We do
not examine the overall implications of the CRA scheme on resource
allocation of the economy and the long term impact of such reallo-
cations on economic growth and development. Further analysis on
these lines will be useful for a comprehensive study of the scheme and
an assessment of this type of discriminatory foreign exchange incen-
tives as a tool of economic planning and resource allocation,
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Outline of the Scheme

Initially, the Convertible Rupee Account scheme was introduced
as an incentive for the export of gems. From July 11, 1972, 25 per cent
of foreign exchange earnings from gem exports was allowed to be credi-
ted to such accounts. With effect from 1st January 1973 thisscheme
was extended to cover all earnings from general non-traditional
exports with a rate of 2 per cent. The items that came under the

scheme were:-

(a) Merchandise exports, excluding black tea in bulk, crepe
sheet and scrap rubber, coconut oil, desiccated coconut,
copra, fresh nuts and coconut fibre;

(b) Earnings from tourism.

Foreign exchange earned by individuals from the export of
paintings, sculpture and other individual and original works of art,
writings, literary and scientific and other material for publication
and from the professional and consultancy services were also entitled
to CRA facilities from 1st January, 1973, at the rate of 25 per cent.
Later on, the scheme was extended to cover such earnings of
institutions, companies and other pluralistic associations as well.

With a view to providing further inducement to exporters of
non-traditional commodities, the Government raised the rate applicable
to these products from 2 per cent to 3 per cent, effective from 2nd
November 1973. Although coconut fibre was originally excluded
from the Convertible Rupee Account scheme, Government decided in
January 1974 that processed coconut fibre, coir yarn, coir twine and
coir rope should be brought within the scheme. Credits at 3 per cent
of the f.0.b. value were thus allowed with effect from 14th November
1974. With effect from November 1974, the rates with which credits
are made to CRAs were revised as follows:—

(a) Earnings from export of gems - 20 per cent.

(b) Merchandise expotts, excluding black tea, crepe, sheet, and
scrap rubber, coconut oil, desiccated coconut, copra, fresh
coconut and fibre — 5 per cent.

(c) Tourism - 5 per cent.
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(d) Exports and sales to tourists by individuals of original
paintings, sculpture and other %orks of art of an original
and independent nature — 20 per cent.

(e) Professional and consultancy services, rendered by indivi-
duals, firms, institutions, companies or other pluralistic
associasions — 20 per cent.

With effect from 25th November 1974, 20 per cent of the f. 0. b,
value of gem studded jewellary and 20 per cent of the value of the
craftsmanship of the jewellary were also included in this category,
In the Budget Speech for 1976, it was proposed to change the 5 per
cent rate to a variable scale, depending upon the product and its net
foreign exchange earnings up to a maximum of 15 per cent.

Convertible rupee accounts may be held in current, savings and
deposit accounts at the option of the account holder. Under this
scheme, it is permitted to transfer from a current account to a savings
account or deposit account or vice versa. However, interest payments
are not allowed for these accounts. The account may be drawn on
for local disbursements freely, if desired. The drawings from these
accounts cannot be re-credited. Re-credits are allowed only where
drawings have been authorised for an approved purpose and has not
been utilized or been under utilized for such purpose for a valid reason.
Where large sums are held in convertible rupee accounts and the
account holder desires to have liquid funds for business operations,
the balances held in convertible rupee accounts are permitted to be
pledged as security against loans and overdrafts. No overdrafts are
permitted on the Convertible Rupee Accounts themselves.

The CRA schene is a strictly non- transferable scheme and there
is no provision for the transfer or sale of any foreign exchange by the
holder of a CRA to any other person. The following table gives the
present rates applicable to earnings from various goods and services
exported with effective dates.
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Table 2

Rates applicable to export proceeds to be credited to CRAs with effective dates
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11th July 1972

ist January 1973

23rd August 1973

2nd November 1973 ..

14th November 1973 ..

7th November 1974 --.

25th November 1974 .-

Central Bank of Ceylon.

Source:
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Funds which are credited to convertible rupee accounts can be
used for financing imports, travel abroad ad to make other payments
which are not of a capital nature. The items that were allowed to
be imported are:-

(i) Imports
(a) passenger vehicles subject to the ceiling value presently
approved ;

(b) capital goods subject to the prior approval of the Minis-
try of Industries and Scientific Affairs;

(¢c) all imports now allowed under trade quotas, actual
user items and industrial raw materials; and

(d) any other imports at the discretion of the Controller of
Imports and Exports.

(ii) Travel - limited facilities for business, holiday travel or
medical treatment.

(iii)) Education - limited facilities for travel for education only.

(iv) Training - training required for the industry earning the

convertible rupees.

(v) Purchase of goods from the tourist shops of Ceylon Hotels
Corporation.

Export Performance

Table 3 provides data on sources of convertible rupee funds for

the period 1973 - 75.

During the past 3 years, the total foreign exchange earned by CRA
holders from all sources was Rs. 259,960,000. These earnings have
increased consistantly since the begining of the scheme. The total
sum credited to Convertible Rupee Accounts in June 1973 (first month
that the data are available) was Rs. 17-9 million. It had increased by
201 per cent to Rs. 54-2 million in December 1973. Earnings from
all items and other transactions in 1974 have increased to Rs, 143-3
million or by 164 per cent. At the end of 1975, this figure stood at
Rs. 259.9 million and recorded an increase of 81 per cent over the last
year. This shows that the CRA earnings from all non-traditional
exports have increased during 1973-75 by 380 per cent or by about
4 times.
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According to the above table, of zll items of non-traditional
exports, gem exports have been the strongest contender for the
convertible rupee facility over this period. CRA eatnings from gem
exports which amounted to Rs. 464 million in 1973 have increased to
Rs. 165 million in 1975. This is an increase of 255 per cent over the
1973 figure. This phenomenal increase in export earnings from gems
after this facility was introduced is an indication of the magnitude of
the loss of foreign exchange which the country had suffered earlier.
However, its relative importance has declined from 86 per cent in 1973
to 63 per cent in 1975. Partly, this has been due to the lower level
of export earnings from the sale of gems and partly because other items
in the scheme enjoyed better prospects The rate changes proposed in
the Budget 1974, downwards for gems and upwards for others, have
further reduced the bias towards more earnings from gems being
credited to CRA accounts.

The second highest CRA earner was industrial products which
earned Rs, 62-8 million worth of CRA up to December 1975. The
next came export of agricultural products which earned Rs. 18.5
million. Tourism Rs. 8.3 million, fish products Rs. 2-7 million,

professional and consultancy services Rs. 249,000 and other exports

Rs. 745,000 at the end of December 1975.

Sectoral composition of CRA funds is given in table 4.

Table 4

Sectoral Composition of Convertible Rupee Funds
(1973-1975)

Per cent

1973 1974 1975
1. Gems oo ..] 85.77 { 76.26 | 63-41
2. Industrial Products o 14-44 | 24-19
3. Agricultural Products ] 12.52 5.60 7-10
4. Fish Products .o 0.85 1-04
5. Cultural Activities and Services } 0.09 0.01 0-01
6. Professional and consultancy services 0-08 0.08
7- Tourism .. . 1-61 2:20 3.18
8. Other exports . .o 0.07 ! 0-48
9. Re-credits i 5o 0-29 0 64
10- Total credits .- ..1 100-00 | 100-00 | 100.00
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A significant feature of the changes in the sectoral composition of
CRA funds in these years has been the relative decline in the contribu-
tion of gem exports and a sharp improvement in the share of industrial
exports, CRA earnings through exports of industrial products have
increased from 14 per cent in 1973 to 24 per cent at the end of 1975.
Compared with other sectors that have enjoyed the CRA facility, this
is the only sector which recorded a substantial increase in its contri-
bution to CRA earnings over this period. All the other sectors
registered only marginal increases in their contributions to total funds.
CRA eatnings from agricultural products as a percentage of total
credits have increased to 7 per cent in 1975. In 1974, it was 6 per cent.
Alcthough there is a gradual increase in the contributions of the tourist
industry from 1.6 per cent in 1973 to 22 per cent in 1974 and to 3.2
per cent in 1975, it is not appreciable considering the facilities provided
for the industry. The flow of funds to convertible rupee accounts by
providing professional and consultancy services and by selling original
and independent works of art has risen marginally.

The number of convertible rupee accounts with the authotrised
dealers at the end of December 1975 was 1878. At the begining there
were only 282 accounts. There was a substantial growth in the number
of CRA accounts in this period; the number of accounts increased by
151 per cent in 1973, 82 per cent in 1974 and 45 per cent in 1975. It is
observed from Table 3, that the rate of increase of credits to
CRA accounts is higher than the rate of increase of the number of
acccunts. It indicates that convertible rupee funds are concentrated
in the hands of a fewer account holders. The behavior of the average
amount per account holder during this period also supports the
argument. Although the rate of increase of the number of accounts
cpened has declined, the average amount per account holder has
increased from Rs. 76,000 in 1973 to Rs. 138,000 at the end of 1975.

The variations of the convertible rupee accounts with authorised
dealess for 1973-75 are given below,
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Table 5

Convertible Rupee Accounts with Authorised Dealers
(1973 - 1975)

1973 1974 1975

291 156 1093
418 534 185

Indegenszous Banks

Foreign Banks °

Total

709 | 1290 | 1878

Source: Central Bank of Ceylon.

* At the begining of the scheme, foreign banks of the country
accounted for 59 per cent of the total CRA accounts. This composition
has changed in favour of indegenous banks in the following years, and
now the total number of accounts in indegenous banks has increased
from 41 per cent in 1973 to 58 per cent in 1975.

Utilisation of CRA Funds

Funds which are accumulated in convertible rupee accounts can
be used for financing imports, travel abroad and to make other
payments which are not of a capital nature. The total amount of
convertible rupees utilised for these purposes has increased continuosly
over the past three years. A sum of Rs.22.6 million was utilised in
1973 and it increased to Rs. 59-1 million in 1974 and Rs. 93-1 million
in1975. As a ratio of the total import bill of the country, convertible
rupee funds utilised in 1973 amounted to 0-86 per cent. This ratio
rose gradually to 1.28 per cent in 1974 and 1-74 per cent in 1975.

The amount of debits increased fourfold during the past three
years. On the other hand, credits to the accounts doubled. Thus, the

rate of utilization of convertible rupees (ratio of debits to credits) has
been increasing steadily. During 1973, a sum of Rs. 22. 6 million was
utlised out of a credit total of Rs. 54-2 million; this represents a
utilisation rate of 42 per cent. The utilisation rate in 1974 was 66 per
cent and it rose to 79 per cent in 1975. The utilisation rate in respect
of the credit and debit totals upto end of 1975 was 67 per cent,

Digitized by Noolaham Foundation.
noolaham.org | aavanaham.org



58 STAFF STUDIES

Table 6 shows the pattern of utilisation of convertible rupee funds.
Evidently, imports have been the mainstay of convertible rupee debits.
In 1973, 85 per cent of debits was utilised for imports. The share
allocated for imports declined slightly to 82 per cent in 1974 and it
rose again to 87 per cent in 1975.

Table 6

Uses of Convertible Rupees

[mports Travel Exliaoeililes Total Debits
Period
Rs.Mn.| % |[Rs.Mn.| % |Rs.Mno.| 9% |Rs.Mn.| %
1973 19,143| 84.59| 3,037 |13-42| 0,451 | 1-99] 22,630|100-C0
1974 48,522| 82.08| 7,146 |12 08| 3,350 | 5-66| 59,109[100-00
1975 81,424 87-43| 9,322 |10.01| 2,382 | 2-56| 93,128/100-00
Cumulative total as at
Decesber, 1975 }[149,089] 85-30119,505 11-16| 6,183 | 3-54174,777|100.00

Source: Central Bank of Ceylon.

Table 6 shows the composition of imports brought under
Convertible Rupee Accounts. The bulk of covertible rupees has been
utilised for importation of investment and consumption goods. In 1973,
85 per cent of total debits was used for imports. The proportion of
convertible rupee debits allocated for imports in 1974 was 82 per cent
and it was 88 per cent in 1975.

Table 7 shows the values of import licences issued during the past
three years against CRA funds. On the basis of these data, it is seen, the
bulk of outlays has been utilised for importation of trade quota items
which mainly consisted of durable consumer goods. In 1975, 31 per

cent of import outlays has been for trade quota goods; it was 48 per
cent in both the previous two years. The major portion of import
payments under trade quotas was allocated for chemicals and textile
dyes. The other major trade quota items imported were electrical
appliances, wire products, hand tools, chemical products, door and
window fittings, and office equipment. Raw materials are also allowed
to import under the CRA Scheme,
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In 1975, outlays on raw materials amounted to 24 per cent of
CRA import payments; the proportions allocated for raw matetials in
1973 and 1974 were 31 per cent and 28 per cent respectively. There
has been a decline in the ratio of outlays on raw materials to total
import outlays, over the past three years. Partly, this was attributable
to larger import bill on direct user items and industrial plants and
machinery. Durable consumer goods such as radiograms, electric
organ and cloth as well as goods other than for personal use like
scales, balances and machine spares were imported under the direct
user category. The balance of Direct User imports which amounted
to 1.6 per cent of the import bill in 1973 rose gradually to 5-9 in
1974 and 136 per cent in 1975. The higher demand for durable
consumer goods, particularly electrical appliances, provides encourage-
ment to CRA. holders to make more such imports. Therise in imports
of industrial raw materials and plant is noteworthy. In 1973, only a
sum of Rs. 105,845 was utilised to import plant and machinery and
this amount rose to Rs. 5,677,649 in 1975.

On the whole, the composition of imports under the CRA
scheme has changed considerably. The relative importance of the
outlays on motor vehicles, direct user items and industrial plant and
machinery has increased at the expense of trade quota items and
industrial raw materials. Given the fact that industrial raw materials
and industrial plant and machinery are tied directly to investment
activities, it appears that the share of convertible rupees utilised for
these purposes has not been very impressive.! During the three years
between 197375, the funds used to import investment and inter-
mediate goods amounted to 31 per cent of total import outlays; 28 per
cent for industrial raw materials and 3 per cent for plant and
machinery. On the other hand, this share has not shown steady
growth; it was 32 per cent in 1973, 30 per cent in 1974and 32 per cent
in 1975.

Measures should be taken to allocate a larger amount of conver
tible rupees to step up imports of a capital nature, rather than allow
imports of items such as motor vehicles and direct user items which
may create adverse spillover effects. Considering the tendency for
fuel prices to increase, a higher level of imports of motor wvehicles

1- It should be noted here that some commodities which can be trested =asraw
materials -e.g. chemicals and textile dyes are catogorised under Trade Quota
items, In general, however, industrial raw materials and industrial plants
and machinery are more closely linked with productive activities,
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will result in a further increase in the import bill on oil. The sum of
Sri Lanka rupees allocated for motor vehicles and direct user items
amounted to 20 per cent of import outlays; 18 per cent for motor
vehicles and 8 per cent for direct user items. Also, the amount used
for motor vehicles and direct user items increased consistently; 20 per
cent in 1972, 24 per centin 1973 and 37 per cent in 1975.

The annual average ratio of convertible rupees used for travel as

a ratio of totgl debits for the period 1973-75 was 11.68 per cent;
13.42 per cent in 1973, 12.08 per centin 1974 and 9-.56 per cent in
1975. The amount of convertible rupees spent on travel has more
than doubled. Finally, convertible rupee holders have also used their
funds to buy goods that are available for sale at tourist shops.
Approximately 3 per cent of total debits were used to purchase such
items during 1973 - 1975.

Achievements

The Convertible Rupee Account scheme was introduced in order
to achieve two objectives; firstly, to step up exports of a non-traditional
nature, particularly minor agricultural products and gems and
secondly, to induce such earnings to flow through official channels.
Of the non-traditional exports, the results achieved in the field of
gem exports are most satisfactory. The spectacular increase in ear.
nings from gem exports in 1973 and 1974 (Rs. 140.8 million and
Rs. 109.5 million respectively) as compared with the magnitudes in
any previous period indicates that the convertible rupee account facility
has provided a strong boost not only for increasing the export volume
but also for routing such exports through official channels. In fact,
in 1973, the highest rate of increase shown in the value of export
earnings of any important commodity was in the gem industry.
According to customs data, export earnings from precious and
semi-precious stones at Rs. 140.8 million in 1973 showed a significant
increase of Rs. 128.8 million in relation to 1972. (In 1972 earnings
from gem exports were Rs. 12 million}. Until recently export earnings
from gems through official channels were at a low level.

Earnings from other non-traditional expotts have also risen.
The earnings from selected industrial products have increased from
Rs. 51-0 million in 1972 to Rs. 229 million in 1973 and to Rs. 509.6

million in 1974 or by 349 per cent and 123 per cent respectively.
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The increase in 1973 was in contrast to a marginal increase of 3.7 per
cent in 1972. In 1974, earnings from seclected industrial exports more
than doubled. These exports have been increasing both in volume
and value over the last two years. When compared with the previous
years, earnings from other agricultural and non-industrial exports,
fish products and tourism for 1973 and 1974 also showed a distinct
departure from the traditional trend.

As a result of these achievements, the non-traditional exports
tose to 23 per cent of total exports in 1973, and the share of
traditional exports fell to 77 per cent, which is an all time low level.
The contribution of non-traditional exports to total export earnings
in 1974 was 29 per cent, a further percentage increase of 6 per cent

over that of 1973.

The success of this new export strategy could be primarily
attributed to the positive measures that have been taken to promote
exports. However, it is rather difficult to quantify or assess the role
of the convertible rupee incentive in comparison with the various other
incentives such as FEECs, tax holidays, tax concessions, etc. in increasing
exports. But compared to other measures, the inducement provided by
the CRA scheme is much more significant in the field of non-tradi-
tional exports. The increase in exports of gems and an expansion in
gemming activities could be largely attributed to the CRA scheme. In
the earlier years, the leakage of foreign exchange through black market
operations had been mainly due to the inability of exporters and
businessmen to purchase certain imported goods and to have access
to foreign exchange legally for travel and other expenditures. This
demand has to some extent been met through the operations of the

CRA scheme.

There are indications that this scheme is now being progressively
broadened to cover larger areas of non-traditional exports. The
increase in the number of accounts and the amounts credited to
these accounts also illustrate the success of the scheme.

Exports of gems accounted for 5.81 per cent of total export
earnings of the countryin 1973 while the corresponding figure for 1974
is 3.44 per cent. In comparison, earnings from gem exports were only
about 0.2 per cent of total exports in 1970.
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The noticeable increase in gem export earnings was mainly due to
CRA facilities. But the incentives other than convertible rupees have
also more or less contributed to higher earnings from gems. The
State Gem Corporation established in November 1971 exported
26.8 per cent of the total exports of gems during the period August-
December 1972. In 1973, the Corporation exported 28.8 per cent of
gems. Although the FEEC scheme has been in operation since
1968, the sluggish growth of gem export earnings until 1972 shows
that the FEEC scheme has not been effective in promoting the gem
trade or in channelling exports through official organizations.

Tax exemptions for earnings from gem exports were granted with
effect from 1st April 1972. Partly, as a result of this concession, the
average monthly earnings from gem exports rose to Rs. 10.6 million in
1973 when compared to the figure of Rs. 1-5 million for the period
July-November 1972. Prior to the tax exemption, CRA benefits were
partly siphoned-off by high marginal rates of taxation coupled with
compulsory savings.

Deficiencies of the Scheme

Under the new promotional measures, all non-traditional export
proceeds qualify for both CRA and FEECs. Under the present set up,
exporters are entitled to a FEECs premium of 65 per cent of the earnings
in Ceylon Rupees in addition to the earnings received at the parity rate.
However, only earnings on exports of packeted tea do not qualify for
FEECs. For these exporters convertible rupees are given on the
value of exports excluding FEECs. When such an exporter imports
an article using the CRA funds and if that article is subject to
FEECs under the existing procedure, such FEECs have to be paid
from the CRA funds. As a result, the convertible rupee benefit of
2 per cent for these importers falls to 1.2 per cent when the
FEECs is paid from this account. This in a large measure negates
the incentive given to the non-traditional sector. This sort of
discrimination is in fact, one of the negative aspects of the scheme.
Thus, it could be suggested that all types of exports entitled to CRA
should be granted convertible rupees at the official parity rate.

This aspect can be looked at one of two ways. On the one
hand, all these facilities should not be given to the same exporters
who constitute only a fraction of the total number of exporters of the
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country. And on the other hand, incentives other than the conver-
tible rupee facility, such as FEECs; tax rebates etc,. have not been
very effective either in promoting the non-traditional exports or in
bringing foreign exchange operations in the black market into legal
channels. In utilizing the convertible rupee funds, it can be suggested
that imports which are subject to FEECs should be allowed at the
FEECs rate and the whole payment inclusive of FEEGs, should be
made out of convertible rupee funds, the suggested modification of
the CR Accounts maintained at official rate of exchange would
enable the import of essential goods which are not subject to FEECs.
Withdrawals for imports would generally qualify for FEECs. This
would be a check on the imports of non essentials, The release of
FEECs for domestic purposes would help local purchases and
would assist the import substitution programme. FEECs element,
however, would be included with CRA, when money is drawn from
CRA for the purposes of local disbursements.

One of the deficiencies of the scheme is that under the CRA
scheme, only the earnings in convertible currencies from exports qualify
for CRA benefits. Therefore, earnings in other currencies will not
qualify for this benefit. Procecds arising through bilateral trade
agreement between Sri Lanka and another country - since convertible
currencies are not involved in these transactions-will not qualify
for CRA benefits. For instance, exporters to China were denied
CRA. It is feasible to expand our exports to China, our largest
trading partner, but private sector cxporters prefer to export their
commodities to other countries with whom we do not have payment
agreement in order to get CRA benefits. In the long run, it is

disadvantageous to the country since private exporters prefer to
undertake individual export orders to non-payment agreement coun-
tries, rather than to build up long term continuing export trade with
payment agreement countries. It is, however, interesting to note
that the benefits of the CRA were given on exports of the same items
to Afghanistan. Also, exports to Asian Clearing Union countries (Sri
Lanka, Iran, Pakistan, India, Nepal and Bangladesh) presently qualify
for CRA facilities. If these exporters will continue to qualify for
CRA facilities, then, there would be a case for exports to payment
agreement countries too being given the same facilities. It is impor-
tant that exports to all possible markets should be encouraged without
any discrimination so as to support the export drive. The main
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objective of the CRA facility is to provide an incentive for increasing
non-trad tional products in general. Therefore, there appears to
be no reason why exporters of non-traditional goods to China,
together with’exporters of such goods to other countries with whom
we have bilateral payment agreements should not be given CRA
facilities.

The facilities allowed to holders of CRAs have sometimes been
used for importation of luxury arcicles and for purposes which are not
of an essential nature. Under the direct user permits, imports of
luxury items such as radiograms, electric organs, cassette players etc.
have been allowed. On the one hand, to allow articles of this kind
to be imported is highly unreasonable at a time when the basic
essential imports are cut down to the bearest minimum levels and on
the other hand, it has widened the opportunity for smugglers to sell
their contraband openly along with the articles imported or
purchased from tourist shops through CRA funds.

This scheme, as we have noted earlier, was designed to step up
production and exports of non-traditional goods. It has had the
effect of bringing in the private sector to patticipate in the diversifica-
tion of the economy which hitherto had been a traditional import-
export economy. In practice, CRA facilities have been utilized by
State Corporations such as the Ceylon Petroleum, the State Gem, and
the Ceylon Coconut Board. These Corporations were set up as state
monopolies with the object of promoting their respective activities in
the national interest. The government has furnished the capital,
liberal allocations of foreign exchange and other assistance to
them to function as state monopolies. It does not seem to be fair to
grant these government enterprises the promotional concessions that
were granted to the weaker section of domestic industries. It is
irrational to grant further concessions to monopolies when all their
needs are met by the State.

Under the present procedure, the entitre CRA facilities accrue
to the intermediaries such as export dealers while the producers of
export commodities who actually need and deserve incentives do not
receive any benefit. In the case of the tourist industry, for instance,
the CRA facilities accrue to local travel agents while the horeliers
and transport agents who provide the bulk of servicesto tourists do

not qualify for CRA. Similarly, producers of minor agricultural
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exports too are not granted CRA. In these circumstances, the local
exporters whose function is to link local producers with foreign buyers
receive the entire benefits of CRA. To overcome these shortcomings
it can be suggested that the total receipts of CRA should be allocated
among all those who contribute to the export promotion especially
producers of non- traditional products instead of granting such
facilities only to the last stage exporters.

From the viewpoint of the development of local industries, the
CRA scheme has some adverse implications. Certain consumer goods
which can be produced locally such as synthetic textiles, leather cloth
and transistor radios have been imported largely under the scheme.
Given the fact that consumers prefer imported commodities to the
locally produced, the demand tends to get diverted from local goods
to imported items. The reduction of the demand for local goods
restrains the possibilities of expanding local industries. Thus, the
inflow of imported commodities which can be produced locally
siphons-off the effects of direct and indirect import restrictions which
designed to provide protection to infant industries in the economy.

The number of CRA holders amounts to less than 2,000 and it
constitutes only a very low proportion of the total number of exporters.
The more interesting fact is that out of this limited number of holders,
only a very few exporters are able to maintain fairly large balances in
their accounts. This means that the whole financial operation of the
CRA scheme is in the hands of a small group. From an income
distributional standpoint, this leads to push up the share of incomes
of this group because the goods imported under the CRA are sold at
very high prices in the domestic market.
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Table 9
Uses of Convertible Rupee Funds
1 2 3 -
Travel Imports | Miscella- Local Total
neous |purchases | Debits
expenses
1973 June 417 1,769 14 — 2,200
July 649 3,000 286 — 3;935
August 1,005 4,848 296 - 6,149
September 1,383 7,875 354 — 0,612
October 1,607 12,338 394 — 14,340
November 1,780 16,301 428 — 18,516
December 3,036 19,142 451 — 22,630
1974 January 3,248 22,493 494 — 26,235
February 3,412 25,578 508 — 29,498
MarCh 3)539 29 1460 536 e 33,535
April 3,723 31,893 588 — 36,204
May 6,185 33,051 613 — 39,904
June 6,662 36,106 753 4 43,525
July 7,164 43,882 809 4 51,859
August 7,410 48,953 841 17 51,221
September 7,959 51,829 1,181 17 60,986
October 8,444 59,519 3,470 17 71,449
November 9,500 64,1253 3,721 19 77,498
December 10,183 67,665 3,782 19 81,649
1975 January 10,529 73,569 3,959 19 87,578
February 10,824 77,561 3,998 19 91,903
March 11,429 81,515 4,010 19 96,974
April 12,163 86,764 4,044 19 102,990
May 12,893 91,831 4,146 24 108,898
June 13,479 | 115,795 4,180 32 133,487
July 14,350 | 120,996 | 4,412 57 139,817
August . 15,081 125,244 4,545 58 144,929
September .-§ 16,013 130,946 4,910 68 151,936
October -4 16,953 137,7¢€6 5,566 82 160, 367
November 18,477 144,108 5,726 83 168,394
December 19,505 149,089 6,092 91 174,777
Source: Central Bank of Ceylon
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