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Background
)
.-This centu­

ry  dawned 
with a much 
depressed year 
2001, with a 
negative 
growth rate 
ever, in the 
kpown eco- 
ndnfic history 
ofjohr coun­
try, of 1.5 %, 
biit With an 
alppst zero deficit in the current 
account o f the balance o f pay- 
mfeiits (-1.4 o f GDP) and mer­
chandise exports still account- 
in'g for nearly one third o f the 
GbP (30.6%). The econom y start- 
ecj picking up since then up till 
2007.;W ith the setting in o f the 
G}ob|il recession, the econom y 
topk a downward swing until the 
third-quarter o f 2009 when the 
growth rate had fallen below 3.5 
% o f GDP. Despite the still 
unabated recession in the West 
(A D V de S Indraratna “The 
Impact o f the Global Recession 
on thte Sri Lankan Econom y” in 
Sri Lanka Econom ic Journal, 
V61.12'(2011). pp.1-30), the Sri 
Lankan econom y reversed 
upward in the third quarter o f 
2009 and attained a high growth 
rate o f more than 8 % (Table 1), 
with falling unemployment and 
poverty, in the follow ing two con­
secutive years. This, however, it 
must be noted, the Government 
wasable to achieve, not by m obi­
lizing savings (refer the budget 
deficit) but by increasing the 
debt burden (both debt and debt 
service- Table 2) and allowing 
the trade deficit to deteriorate 
with increasing pressure on the 
exchange rate.

In the context o f deteriorat- 
ing, external imbalance, it was 

 ̂difficult to sustain such high 
growth, and the growth began to 
decelerate from  the last quarter 
o f 2012, the growth rate reaching 
as low as 6.1 in the first quarter 
o f this year, 2013. Even though 
We see an upward reversal in the 
second quarter with the growth 
rate .rising to 6.8 %, it cannot be 
taken as ominous o f sustainabil­
ity o f high growth o f 7.0 %- 
8.0%, in the four years, fendfrig in 
2016 - so as to see a doubling of, r:
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resources, sufficient domestic 
savings o f her own, to sustain 
the required domestic invest­
ment, without recourse to bor­
rowing. There was a continuous 
huge resource gap between 
dom estic savings and domestic 
investment which had increased 
from  an annual average o f 7.5 % 
o f GDP in 2001-2005 to 11.2 % of 
GDP in 2006-2012. This gap was 
manifest in the corresponding 
trade deficit, and the gap was 
met largely by borrowing. This 
is a strategy I would call spend­
ing or investing by borrowing.
For, even though as a percent of 
the GDP, the total debt has come 
down from  more than 100 % o f 
GDP to around 80 % and the for­
eign debt from  43% to 36 %, in 
absolute volume the debt has 
tripled (in Rupee terms almost 
quadrupled), and interest rates. ■

the aggregate demand and there­
by the im port demand while at 
the same time strategize exports 
, (a debate we had at the last 
year’s Annual Sessions). This 
w ill help to contain inflation as 
well as interest rates. While the 
reduction o f the budget deficit 
decreases dissavings o f the pub­
lic sector, the low money interest 
rates and still lower inflation 
with a resulting positive real 
interest rate, would encourage 
private savings. The increase in 
public sector savings or decrease 
in its dissavings i.e. reduction of 
the budget deficit, should come 
from  the increase in current rev­
enue and curtailment o f current 
expenditure. Increase in current 
revenue should come from the 
increase in direct tax revenue via 
better and greater coverage of
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Sri Lanka’s per capita income of 
five years ago! Is there a “virtu­
ous circle” (the opposite o f the 
vicious circle o f poverty) work­
ing which would automatically 
ensure it? Unfortunately we do 
not see any such circle! Or, w ill a 
mere doubling o f exports to US $ 
2Q.billion help to achieve it? 
Certainly not, without positive 
action on relatively fast rising 
im port expenditure. In fact, 
incom e from  exports had more 
than doubled during the last ten 
com pleted years, from 2002 to 
2012-, but im port expenditure had 
mope Than tripled during the 
skrhepferiod and the country 
raided up with the growth rate 
falling substantially from  more 
than 8% to 6.4 % (Table 1). What 
is the way out then? Or, what is 
the way forward? This is the 
theme o f our Sessions this 
evening and tomorrow.

As stated earlier, Sri Lanka 
could not have sustained the high 
growth, because she did not gen­
erate sufficient domestic

service ratio or foreign debt bur­
den as a per cent o f the income 
from  export o f goods and servic­
es has increased from  around 13 
% to 21 % (Table 2). This debt 
service is more than one fifth o f 
the export income. This cannot 
go on much longer, without 
either getting into a serious debt 
crisis or cutting down gross 
domestic investment. What is the 
way out then?

The way out is to change the 
growth strategy to one o f invest­
ing with savings rather than 
with borrow ing or in other words 
by bridging the huge resource 
gap. The success o f countries 
like, Korea and more recently 
China was due to their domestic 
savings being much higher than 
their domestic investment, or 
there being no resource gap.
Even India has a much higher 
savings rate with a narrower gap 
than Sri Lanka.

For this strategy to be imple­
mented, Sri Lanka has first to 
reduce the budget deficit, curtail

increase indi­
rect taxes. 
Increase in 
current rev­
enue this way 
is to safe­
guard equity.
It may be 
noted here 
that external 
borrowing at 
high interest 
rates like the 
NSB’s US $
750 m illion 
debenture 
loan at 8.875 
% interest 
would certain­
ly be counter 
to this strate­
gy -  specially, 
NSB being 
the state- 
owned pre- 
m ier institu­
tion for sav­
ings mobi­
lization.

Decrease 
in current 
expenditure 
should result 
from  the 

reduction in waste, corruption, 
and ostentation in the public sec­
tor and improvement in the man­
agement and productive efficien­
cy o f the public sector institu­
tions. These things do not hap­
pen automatically; positive 
action, on both fronts o f revenue 
and expenditure, is necessary on 
the part o f the relevant authori­
ties.

The reduction o f the budget 
deficit would augment resources 
internally, while at the same 
time, the restraint o f import 
demand and positive action both 
by the private as well as the pub­
lic sector towards increasing 
exports relatively fast to imports 
should help to restore the bal­
ance in the current account of 
the balance o f payments.

Then, the resources mobi­
lized on the savings side can be 
augmented on the investment 
side by more FDI. Despite the 
cessation o f terrorist hostilities, 
almost as far back as four and 
half years, in May 2009, the FDI

has been flowing very slowly.
(Ref: Table 3). Frfm an annual 
average o f US$ 6l|5 m illion in the 
last two prewar ylars, it has 
increased to an average o f only 
US $ 777, in the fijrst two post-war 
years; This was ah increase of 
only US $ 100 million (rounded). 
The situation is not likely to be 
any better in the current year; in 
fact, it could be even w orse: For 
in the first half of this year, FDI 
has been only US $ 344, less than 
half o f the annual flow in the 
previous two years. Why is this 
so, particularly when there is 
peace, a strong Government, and 
greater connectivity within and 
without the country, with more 
and better roads, sea ports and 
air ports in these post war years?

Apparently, foreign investors 
still do not find the necessary 
environment for their invest­
m ent. Above all the.salutary 
conditions I have mentioned, for­
eign investors still look for 
what is called ah enabling envi­
ronment. What is an enabling 
environment? Enabling environ­
ment, comprises not only a soci­
ety o f peace, security and law 
and order, but also a govern­
ment with good governance, 
(what is good governance?) with 
efficient, honest and independ­
ent public sector institutions, 
and an atmosphere where the 
rule o f law prevails, the act o f 
right to information operates, 
with an enlightened free media 
and rules and procedures of 
customs and immigration, etc. 
are simple and hassle-free 
(According to Minister Basil 
Rajapaksa “some SMEs have to 
go through some 29 institutions 
in Sri Lanka and fill countless 
forms before they get the go 
ahead” to commence and start 
up their business) (The Island, 08 
th October, 2013, Financial 
Review, p.l). Sri Lanka has been 
making some progress in this 
direction, as reflected in the 
Index o f Ease of Doing Business 
and in the Global 
Competitive 
Index, but has 
much more to do
for creating such
environment. I 
w ill not elaborate 
on this as there 
will be a whole 
session devoted to 
this aspect tomor­
row. Suffice me to 
say that, with 
the coming into 
existence of. such 
environment, it 
w ill not at all be 
difficult to 
attract more than 
double the pres-1 
ent level o f fdj! 
in to our country, 
i.e., more than 
US $2 billion a
year. This is nec­
essary to augment 
the gross domes­
tic investment to !'
boost up its rate! 
to around 35 % of 
the GDP.

35% o f GDP is
about the level o f

annual gross investment 
required to sustain a growth 
rate o f 8 %-10 % annually Of 
course, there is a caveat h ere : 
That is, while resources are 
being m obilized to minimize the 
dependence on 
expensive bor­
rowing, largely 
short-term , thd 
other challenge 
o f enhancing 
the productivity 
o f investment 
(increasing out­
put per unit o f 
input) is being 
addressed so 
that the margin­
al productivity 
o f capital or its 
reciprocal capi­
tal-output ratio 
isimamtained a t 
a levql o f 4.0- 
3.5, and also at 
the same time 
there is suffi­
cient investment 
diverted to pro­
duce tradable 
goods to earn 
more export 
incom e relative­
ly to im port 
expenditure 
Moreover, In 
order to signifi­
cantly reduce 
the existing 
huge trade 
deficit (Table 1), 
growth o f 
export incom e 
would have to be 
boosted with 
structural 
changes both in 

: the production 
and trade pat­
terns o f Sri 
Lanka’s exports 
: The former, in 
the way o f creat­
ing value .addi­
tion and supply

chains and increasing high-tech 
manufactured and knowledge or 
IT-based goods, relatively to pri­
mary and less sophisticated 
agrarian products.

(These challenges was the 
focus o f discussion at the 
Annual Sessions o f the last year 
and the year before on Export 
Growth for Sustained 
Development, and Achieving 
Econom ic Goals amidst Global 
Challenges, respectively Ref.:
2011 & 2012 Annual Sessions 
publications o f SLEA.)

The latter, the changesin the 
trade pattern, should be m  the 
way o f shifting the emphasis on 
trade direction from  US and EU 
in the West, more to the emerg­
ing markets o f Asia such as 
China, India and Indonesia and 
the other two BRIC countries o f 
Brazil and Russia, as well as the 
third biggest econom y o f Japan. 
The change in trade pattern also 
should include renegotiation o f 
the existing trade pacts with 
Pakistan and India, and negotia­
tion o f the newly conceived FTA 
with China, to Sri Lanka’s 
advantage, for reduction in her 
present huge trade imbalances 
with them. Fortunately, China, 
like a true friend, has already 
agreed for negotiation with a 
view  to reduce the imbalance. Sri 
Lanka should not go ahead with 
CEPA on India’s insistence, until 
some special and differential 
treatment for Sri Lanka is 
agreed upon between them 
which would reduce the Sri 
Lanka’s growing huge trade 
imbalance with India.

TABLE 3: Foreign Direct Investment 
-2001 -2013

Source: Central Bank o f Sri Lanka 
N o te  : * First six m onths only

Table 2 7  Debt Burden 2 0 0 0 - 2 0 1 2  "

Year

Total
Domestic

Debt
(Rs.Mil)

Domestic
Debt/
GDP

%

Debt
Service

Payment
(RS.Mil)

Total 
Foreign 

Debt 
(US$ Mil)

Foreign 
Debt/ 
GDP %

Foreign
Debt

Service
Payment
(US$ Mil)

Debt.
Service
Ratio*

2001 815,965 58.0 179,072' 8544 45.3 813 13.2

2002 958,386 59.8 284,358 9291 45.6 788 13.2

2003 1,019,969 57.9 344,654 10755 47.9 761 11.6

2004 1,143,389 56.4 300.563 11346 49.1 843 11.6

2005 1,265,721 53.5 344,866 11354 40.4 623 7.9

2006 1,479,230 52.7 381,324 12214 37.5 1080 12.7

2007 ' 1,715,199 47.9 415,089 14252 37.1 1232 13.0

2008 2,140,228 48.5 440,918 13646 , 32.8 1826 18.0

2009 2,400,955 49.7 675,274 15564 36.5 2009 22.4

2010 2,565,662 45,8 686,800 18823 36.1 1863 16.7 '

2011 2,804,085 42.9 728,028 21065 35.6 1739 12.7

2012 3,232,813 42.6 733,100 23604 36.5 2879 21.2*
Sources: Central Bank of Sri Lanka

Departm ent of Census and Statistics 

N o te  : *  A s  %  o f  e x p o rts  o f  g o o d s and  se rv ice s .
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