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CURRENCY EQUIVALENTS a

End-December Currency Unit

Prior to 1967 US$1.00 = Rs 4.77
Rs 1.00 = US$0.21

Rs 1 mn = US$209,644

1967-1971 US$1.00 = Rs 5.93
Rs 1.00 = US$0.17

Rs lmn = US$168,634

1972 US$1.00 = Rs 6.70

Rs 1.00 = US$0.15
Rs 1 mn - US$149,254

1973 US$1.00 = Rs 6.75

Rs 1.00 = US$0.15

Rs 1 mn = US$148,148

1974 US$1.00 = Rs 6.69

Rs 1.00 = US$0.15

Rs 1 mn = US$149,477'

1975 US$1.00 Rs 7.71
Rs 1.00 = US$0.13

Rs 1 mn = US$129,702

1976 US$1.00 = Rs 8.83

Rs 1.00 = US$0.11
Rs 1 mn = US$113,250

1977 US$1.00 = Rs 15.56

Rs 1.00 = US$0.06
Rs 1 mn = US$64,267

1978 US$1.00 = Rs 15.50
Rs 1.00 = US$0.06
Rs 1 mn = US$64,516

Annual Average Exchange Rates
Foreign Exchange Entitlement

Official Rate Certificate (FEEC) Rate b

1969-1971 US$1.00 - Rs 5.95 Rs 9.22 (55% FEEC)
1972 US$1.00 = Rs 6.00 Rs 9.30 (55% FEEC)
1973 US$1.00 - Rs 6.40 Rs 10.56 (65% FEEC)
1974 US$1.00 = Rs 6.65 Rs 10.97 (65% FEEC)

1975 US$1.00 = Rs 7.05 Rs 11.63 (65% FEEC)
1976 US$1.00 = Rs 8.46 Rs 13.96 (65% FEEC)
1977 US$1.00 = Rs 9.15 Rs 13.02 (65% FEEC)
1978 US$1.00 = Rs 15.61 -

a/ The Sri Lanka rupee, which had been linked to the U.S. dollar from November 6,

1971, was re-linked to the pound sterling from July 10, 1972 onward at a parity

rate of bI.00 = Rs 15.60. Parity rates with all other currencies were determined
from time to time by the Central Bank. The rupee was de-linked from sterling on
May 24, 1976, and linked to a weighted basket of currencies. On November 15, 1977,

the exchange rate was unified, depreciated, and allowed to float at a rate near

US$1.00 = Rs 16.00.

b/ This rate applied to about 35% of current receipts of foreign exchange and 60%

of current payments. FEECS were abolished on November 15, 1977.

c/ The average FEEC rate for 1977 shown here applies to the January-November 15,

1977 period.
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COUNTRY DATA - SRI LANKA

AREA POPULATION 1/ DENSITY
65,607 sq. km. 14.0 million (mid 1977)- 213 per sq. km. (1977)

Rate of Growth:1.7% (from 1971 to 1977) 579 per sq. km. of agricul-
tural land (1977)

POPULATION CHARACTERISTICS (1977) HEALTH (1977)
Crude Birth Rate (per '000): 27.4 Population per physician: 4,010
Crude Death Rate (per '000): 7.9 Population per hospital bed: 330
Infant Mortality (per '000 live births): 51 (1974)

INCOME DISTRIBUTION DISTRIBUTION OF LAND OWNERSHIP
% of private income, highest quintile: 42.8 % owned by top 10% of owners **

lowest quintile: 7.3 % owned by smallest 10% of owners **

ACCESS TO SAFE WATER ACCESS TO ELECTRICITY (1971)
% of population - urban: 36 % of dwellings - urban: 9

- rural: 13 - rural: 3

NUTRITION EDUCATION
Calorie intake as % of requirements: close to 100 Adult literacy rate: 78%
Per capita protein intake (grams per day): 48 Primary school enrollment: 77%

GNP PER CAPITA IN 1977:- US$200

GROSS DOMESTIC PRODUCT IN 1977 ANNUAL RATE OF GROWTH (%, constant prices)

Rs. Mn °/ 1960-70 1970-77

GDP at Market Prices 31,204 100.0 4.7 2.6
Investment 5,194 16.6 7.5 -0.5
Domestic Saving 3/ 5,866 18.8 12.0 7.1
Current Account Balance 4/ +672 2.1 * *
Exports of Goods, NFS 7,461 23.9 0.6 0.6
Imports of Goods, NFS 6,646 21.3 -2.0 -0.5

OUTPUT AND EMPLOYMENT GOVERNMENT FINANCE

Value Added(1977) Employment(1978) Central Government
Rs. Mn % Mn % (Rs. Mn) % of GDP

1977 1970-72 1977
Agriculture 11,525 39.4 2.084 47.8
Industry 5/ 4,835 16.5 0.389 8.9 Current Receipts 6,098 21.0 19.5
Services 12,905 44.1 1.888 43.3 Current Expenditure 5,749 23.1 18.4

Total 29,265 100.0 4.361 100.0 Current Surplus -98 6/ 2.1 -0.3
Capital Expenditure 2,141 6.4 6.9
External Assistance(net) 1,346 2.7 4.3

1/ Provisional estimates.
2/ The percapita GNP estimate for 1977 is taken from the World Bank Atlas.
3/ Savings are calculated as a residual; prior to November 15, 1977, the use of the low official exchange rate

for calculating the rupee value of the current account balance distorted the level of domestic savings.
4/ Balance of goods and services excluding current transfers.
5/ Includes mining.
6/ Includes Advance Account Payments of Rs 447 million.

** not available
* not applicable
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COUNTRY DATA - SRI LANKA

September
iEY, CREDIT. AND PRICES 1971 1972 1973 1974 1975 1976 1977 1978
end of period) (Rupees Million)

aey and Quasi Money 3,379 3,916 4,093 4,504 4,712 6,251 8,636 10,291
nk Credit to Public Sector 2,738 2,579 2,385 2,248 2,460 3,529 4,799 4,659
nk Credit to Private Sector 1,736 2,117 2,133 3,188 3,363 3,919 5,714 8,358

( Percentages or Index Numbers)

ney and Quasi Money as % of GDP 26.6 28.7 24.8 20.9 19.6 23.7 27.4 -
olesale Price Index (1975=100) - - - 96.7 100.0 108.2 141.7 150.4 1/
nsumer Price Index (1975-100) - 76.0 83.4 93.7 100.0 101.2 102.5 114.9 2/
Annual Percentage changes in:
olesale Price Index - - - - +3.4 +8.2 +31.0 +6.2 1/
naumer Price Index - - +9.7 +12.3 +6.7 +1.2 +1.3 +12.1 V
nk Credit to Public Sector - -5.8 -7.5 -5.8 +9.4 +43.4 +36.0 -2.9 3/
nk Credit to Private Sector - +21.9 +0,8 +49.5 +5.5 +16.5 +45.8 +46.3 3/

4/
LANCE OF PAYMENTS 4/ MERCHANDISE EXPORTS (1978)-/

1977 1978-' us$Mn 7,
(US$ Million)

Exports of Goods, NFS 839 945 Tea 410 48.5
Imports of Goods, NFS 756 1083 Rubber 129 15.3
Resource Gap (deficit = -) +83 -138 Coconut Products 63 7.5

Sub-total 602 71.3
Interest Payments (net) -14 -10 All other commodities 242 28.7
workers' Remittances - - Total 844 100.0
Dther Factor Payments (net) -1 -1 5/
Net Transfers +10 +27 EXTERNAL DEBT. (US$ Million)
Balance on Current Account +78 -122

December December
Direct Foreign Investment -1 1 1977 1978
Net MLT Borrowing 89 167

Dis.ursements (136) (235) Total Outstanding 1212.1 1350.8
Amortization (47) (68)
Subtotal 88 168 Total Outstanding

Capital Grants 60 58 and Disbursed 787.0 922.7
Dther Capital (net)/ -46 -2 6/
Dther items n.e.i.- +3 -8 DEBT SRtVICE RATIO for 1978- 10.0%
Change in Reserves (+)- +183 +94

gross Reserves (end year) 292 398
Net Reserves (end year) +116 +210 IBRD/IDA LENDING, December 31, 1978 (US$ Million)

RATE OF EXCHANGE IBRD IDA

67 - 1971 End 1975 Outstanding & Disbursed 32.5 67.6
$1.00 = Rs 5.93 US$1.00 = Rs 7.71 Undisbursed 4.0 79.6

1.00 = US$0.17 Rs 1.00 = US$0.13 Outstanding incl. Undisbursed 36.5 147.2

d 1972 End 1976
$1.00 = Rs 6.70 US$1.00 = Rs 8.83 Foreign Exchange Entitlement
1.00 = US$0.15 Rs 1.00 = us$0.11 Certificate (FEEC) Rates 9 /

1968 US$1.00 = Rs 8.54 (44% FEEC)
d 1973 End 1977 1969 to
$1.00 = Rs 6.75 US$1.00 = Rsl5.56 1971 US$1.00 = Rs 9.19 (55% FEEC)
1.00 = US$0.15 Rs 1.00 = US$0.06 1972 (end) US$1.00 = Rs 10.38 (55% FEEC)

1973 (end) US$1.00 = Rs 11.13 (65% FEEC)
d 1974 End 1978 1974 (end) US$1.00 = Rs 11.04 (65% FEEC)
$1.00 = Rs 6.69 US$1.00 = Rsl5.50 1975 (end) US$1.00 = Rs 12.72 (65% FEEC)
1.00 = US$0.15 Rs 1.00 = US$0.06 1976 (end) US$1.00 = Rs 14.57 (65% FEEC)

(Oct ) US$1.00 = Rs 14.07 (65% FEEC)

Average of first three quarters of 1978.
For the full year.
Change over end December 1977.
Preliminary estimate as of March 1979.
Repayable in foreign currencies and with a maturity over one year.
Ratio of debt service to exports of goods and non-factor services.
Includes errors and omissions.
+ sign indicates increase in reserves.
The certificates were abolished on November 15, 1977.

*tth AR1a Prorama Denartment



SRI LANKA: ISSUES AND PROSPECTS

FOR INDUSTRIAL DEVELOPMENT

CONCLUSIONS

(i) Compared to most developing countries, Sri Lanka has a long history
of industrialization. Nevertheless, Sri Lanka today is under-industrialized
relative to countries in a similar economic position. There are many reasons
for this, but most go back to past industrial development policies. Those
policies emphasized import-substituting industries for a small domestic market
protected behind high tariff barriers. Many of these were relatively capital-
intensive industries in the public sector, which often came directly at the
expense of the private sector. Many were also major loss-makers. The indus-
trial sector that has consequently evolved is characterized by a large number
of small private firms (many of them unapproved), a few medium sized private
firms, and 25 larger public corporations.

(ii) By the early 1970s, aggravated by a deteriorating balance of
payments position, slow economic growth and inflationary pressures, a com-
prehensive system of high tariffs, and foreign exchange and price controls
had been introduced. These controls, in conjunction with over-capacity
in the slowly growing economy, led to a substantial decline in real private
investment. As a result, there are now very few large private industrial
operations; the sector is dominated by small concerns based, in many cases,
on production technologies obsolete for even a low-wage economy. The only
dynamic area was that of industrial exports, which had grown as a result of
liberal foreign exchange incentives. Most of these exports, however, under-
went only simple processing. The performance of the big public sector
industrial corporations, which for years had absorbed a large part of
government capital expenditure, had proved profoundly disappointing.

(iii) By July 1977, when the present government came into power, industry
was in urgent need of revitalization. The new government immediately pro-
ceeded to take major steps to free the economy. By early 1979, most import
controls, price controls, and public sector import monopolies had been
eliminated; the dual exchange rate unified at a depreciated level; a new
import tariff introduced; the tax system streamlined; and the tax burden
reduced. These measures created a vastly improved economic climate that gave
private investment a much-needed stimulus and were largely responsible for
an estimated 11% real growth in industrial value-added in 1978. Real GDP
grew by more than 7%. Much of the initial private sector investment was for
replacement purposes and to replenish depleted stocks. By early 1979, how-
ever, expansion investment had begun to pick up, and the current high level
of investment approvals suggests that further output increases and improve-
ments in industrial efficiency are likely in the medium-term.
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(iv) By virtue of its location and well-trained, low-cost labor force,
Sri Lanka has considerable potential for industrial development. Real
growth of about 10% per annum in industrial value added should be achievable
over the medium-term provided that:

- further adjustments are made in the system of trade
and fiscal incentives;

- there is adequate industrial finance, and more efficient
administration of public sector corporations;

- priority is placed on the expansion of subsectors in
which Sri Lanka has comparative advantage, especially
labor intensive industries; and

- government planning and implementation capabilities
are strengthened.

To realize the goals of increasing the share of industry in national income
and generating additional employment, the Government recognizes that the
strategy for industrial development is going to have to shift away from
import-substitution towards export promotion. The potential for import-
substitution is already largely exhausted, and although there is scope for
widening the product range, the small size of the domestic market will
severely restrict demand prospects, even if rapid economic growth is
sustained.

(v) The government's recognition of this issue is reflected in the
stated objectives of the public investment program for 1979-83. It envisages
an 18.3% annual real expansion in industrial exports compared to 7.3% annual
growth in production for the home market. The Government expects most of
this growth to be provided by foreign investment in a new free trade zone.
While this is a highly visible means of promotion that should help improve the
overall climate for industrial investment, experience in many other countries
has shown that such zones, however successful, cannot substitute for economy-
wide programs of industrial development. Incentives within the zone should
not be substantially better than those available to other exporters; however,
recent changes in the incentives system do little to encourage existing firms
and potential indirect exporters to increase exports. Significant export
potential exists among the private small and medium industries, utilizing
labor intensive techniques that the Government should aim at realizing
through a comprehensive system of trade and fiscal incentives combined with
efficient institutional promotion. A potentially major constraint to indus-
trial expansion in the medium term, however, is the availability of bank
credit. Present rates of credit expansion, it is estimated, will be unable
to sustain the investment required to achieve the government's target of 8%
growth in real industrial value added.

(vi) Existing industry, especially in the public sector, still suffers
from low capacity utilization, low labor productivity, and high manufacturing
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costs. Improving industrial efficiency will have to be a major element of
any successful medium-term program of industrial development in Sri Lanka.
In the short-term, the emphasis should be on raising the efficiency of public
sector corporations, which presently account for some 40% of industrial value
added. In this context, the corporations should be allowed more autonomy
in decision-making and in choice of management. At the same time, however,
management should be held more accountable for the efficient use of funds.
Improving output levels and labor productivity from existing plants, with
minor investments to ease bottlenecks, should be given the highest priority
in building up public sector industry. In the medium-term, it is important
to ensure that invesrments ave-dnreted-in

eor protection. Many of the large
investments currently envisaged for public sector industry are very capital-
intensive. Before these projects are launched, it is crucial to ensure that
they are likely to result in net economic benefits to the country.

(vii) Although two-thirds of industrial employment is in unapproved small
and cottage industries, this sector has largely been neglected in the past.
Besides having promising export potential, small and medium industries (SMIs)
in Sri Lanka provide important opportunities for helping alleviate the serious
unemployment problem, especially in rural areas. SMIs compare well with larger
private and public firms in terms of efficiency in capital and labor use and
can be efficient producers of products which have no major economies of scale,
or have specialized markets. To realize their potential, however, the SMIs
will need special access to credit and institutional support. Government
policies are now paying increasing attention to their needs.
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Chapter I

ISSUES IN INDUSTRIAL DEVELOPMENT

A. Recent Industrial Performance and Present Industrial Structure

Recent Industrial Performance

1.01 The beginnings of industry in Sri Lanka trace back prior to
World War II, when industries were established to process the treecrop
exports, and help meet the consumption needs of the estate sector. Since
independence, import substitution has been the dominant characteristic of
industrialization, with emphasis being placed on the development of large,
capital-intensive industries in tht public sector, often at the expense
of the private sector.

1.02 During the 1960s, based on import substitution, manufacturing
value added grew at some 6% per annum in real terms, significantly faster
than GDP. However, by the early 1970s, slow economic growth as a result
of stagnating treecrop exports and inflationary pressures l.ad led to a com-
prehensive system of high tariffs and rigid price and foreign exchange con-
trols, which favored the public corporations. There were also domestic raw
material shortages and periods of labor unrest. Finally, the limits of viable
import substitution were also rapidly being reached. The private sector was
hard-hit by these developments, and investment declined sharply. As a result,
the private sector in Sri Lanka is now technologically less developed, and
its product range more limited, than in comparable countries. Together with
large inefficiencies in the public sector, this decline in private sector
activity caused the real rate of output growth in manufacturing industries
to drop to 1.8% per annum between 1970 and 1977, less than the rate of growth
of GDP.

Table 1.1: SECTORAL GROWTH OF GDP, 1960-77
(at 1959 factor cost)

(In Rs million) Annual Rate of Growth (%)
1960 1965 1970 1977 1960-65 1965-70 1970-77 1900-77

GDP 6,332 7,565 9,771 11,952 3.6 5.3 2.9 3.8

Manufacturing 728 937 1,329 1,505 5.2 7.2 1.8 4.}
Agriculture 2,436 2,773 3,410 3,828 2.6 4.2 1.7 2.7
Mining 32 34 68 311 1.2 14.9 39.4 14.3
Construction 281 266 576 480 -1.1 16.1 -2.6 7.9
Services 2,855 3,555 4,388 5,828 4.5 4.3 4.1 4.3

Source: Central Bank of Ceylon, Review of the Economy, 1977.
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1.03 Only very rough indicators of industrial investment trends are
available, but compared to the 1960s and the early 1970s, real investment
levels appear to have declined during 1973-1977. The fall in public invest-
ment was mainly due to shortage of foreign exchange. Relatively few public
sector projects had been initiated in the late 1960s, partly because no new
projects had been initiated in the late 1960s, but also because a number of
the projects proposed in the First Five Year Plan (1972-76) never got off
the ground. The emphasis of public investment shifted somewhat from public
corporations to direct investment by the government in agriculture, railways,
ports, and posts and telecommunications. The decline in private investment
was due to fears of nationalization, rapidly spreading price controls, and
the imposition of restrictive trade practices. There were very few signi-
ficant new private sector projects, while low levels of capacity utiliza-
tion and foreign exchange constraints inhibited replacement investments.
Until recently, foreign investment in Sri Lanka was insignificant, mainly
because of the uncertain political climate. Projects approved by the Foreign
Investment Advisory Committee (FIAC) amounted to only Rs 35 million during
September 1972 - August 1974. During January 1976 to June 1977, the total
rose to Rs 195 million, still a very modest figure in absolute terms.

1.04 The one bright spot during the 1970s has been the growth of indus-
trial exports. These products include gems, processed seafood, garments,
processed teas, ceramics, essential oils, as well as petroleum by-products.
Industrial exports, excluding gem and petroleum by-product exports, grew
continually from about US$9 million in 1972 to US$60 million in 1978. They
remain, however, only 7% of total exports, which are still dominated by
traditional tea, rubber and coconut exports. Dependence on these traditional
exports has been declining - from about 88% of total exports in 1970 to 71%
by 1978 - in response to incentives introduced in the late 1960s to diversify
exports into more dynamic sectors. These incentives included a dual exchange
rate system introduced in 1968, and the Convertible Rupee Account Scheme 1/
created in 1972. Excluding petroleum by-products, some 70% of industrial
exports originate in the private sector.

1.05 The most striking development in? the industrial sector has, however,
been the emergence of a large public industrial sector (Table 1.2). In 1960,
public corporations accounted for less than 2% of industrial value added.
By 1970, their share had risen to 16%, and by 1977 to 39%. At the same time,
value added in the private sector, which had grown at 5% annually during the
1960s, declined in real terms by one-third during 1970-77.

1/ Under the Convertible Rupee Account Scheme, a certain percentage of
the value of non-traditional export earnings and of certain services
was credited to special accounts. Holders of funds in Convertible
Rupee Accounts could use the balances for certain imports, including
those prohibited or subject to quotas, and for certain payments for
invisibles. The scheme was discontinued with the exchange rate reform
in 1977.
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Table 1.2: PUBLIC AND PRIVATE INDUSTRIAL VALUE ADDED
(In Rs million at 1959 factor cost)

1961 1970 1974 1977

Public Sector 13.4 216.1 430.8 -
Private Sector 733.4 1,115.7 928.6 -
Share of Public
Sector (%) 1.8 16.2 31.7 39%

Total 746.8 1,331.8 1,359.4 -

Source: National Institute of Management, Public Enterprises
in Economic Development in Sri Lanka (1976, draft).

Following the nationalization (in 1972 and 1975) of all tree crop estate
holdings in excess of fifty acres, a substantial portion of the treecrop
processing industries also passed into public sector ownership.

The Industrial Structure

1.06 The manufacturing sector in Sri Lanka is still relatively small,
contributing only about 15% of GDP and employing 10% of the labor force
(around 400,000 workers). Some 30% of industrial value added is accounted
for by the processing of tea, rubber and coconut. Excluding the tree crop
processing industries, value added in manufacturing is equivalent to some
10.7% of GDP 1/.

Table 1.3: MAIN CHARACTERISTICS OF INDIJSTRY, 1977

Public Organized Total
Industrial Private Organized Unorganized

Corporations a/ Sector Industry b/ Industry c/

Number of
Enterprises 25 1,485 1,510 n.a.
Employment (000) 51 63 114 206
Value added
(Rs million) 1,730 d/ 958 d/ 2,688 n.a.

Gross output
(Rs million) 4,097 2,907 7,004 n.a.

Source: Central Bank of Ceylon, Review of the Economy, 1977
Ta Includes agricultural and mining activities of some corporations.
/b Excludes tree crop processing industries.

T7 Mostly unapproved.
T7 Residual from estimated total employment of 400,000.

1/ These and other figures on the industrial sector (Table 1.3) have to be
regarded as rough estimates only. Data inadequacies make impossible a
definite description of the size and structure of the sector.
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1.07 The public sector corporations play a dominant role in industry.
About 66% of value added in the "organized" 1/ industrial sector and about
34% of total value added in the industrial sector is estimated to originate
in the public sector corporations. Most of the present 25 public industrial
corporations are relatively large concerns. They employ on average 2,000
workers each. The largest, the National Textile Corporation, employs some
10,800, while only three corporations have under 400 employees. Total
accumulated capital investment was around $209 million in 1977, and total
value added around $108 million. In 1977, five of the corporations accounted
for 62% of gross investment; these were the National Paper Corporation,
the National Textile Corporation, the Sri Lanka Sugar Corporation, the
Ceylon Cement Corporation and the Ceylon Petroleum Corporation. The Steel,
Ceramics and Plywoods Corporations are also relatively large. Most of the
corporations are relatively capital-intensive. The average capital invested
per employee is over $4,000, far higher than in the private industrial sector.
In 1976, the value added per worker in the public sector was around Rs 33,900
compared to the average for the entire manufacturing sector of Rs 21,692.
Public sector industry is also highly import-dependent. In 1976, imported
raw materials comprised 45% of the total value of production in the public
sector, as compared to about 40% for all organized industry. This stems
from the complete dependence on imported raw materials of several major
corporations producing flour, petroleum, steel, textiles, tobacco; 2/ how-
ever, the statistics also reflect the heavy dependence of industry in
general on raw material imports.

1.08 Private industry consists of an organized (registered) sub-sector
comprising some 7,700 private firms 3/ and of an unregistered sub-sector
of some 20,000 small and cottage industries. Private registered firms and
unregistered small and cottage industries each contribute about one-fourth
of the industrial value added. It is estimated that about two-thirds of
total manufacturing employment is in the unregistered sub-sector.

1.09 Private sector firms are generally far smaller than public corpora-
tions. Even the largest fall well short of the smallest public corporations
in terms of employment, capital employed, or turnover. In 1977 the 1,485

1/ Throughout this report, the term "organized industry" refers to firms
covered in the Central Bank's annual survey, both public and private
sector. Some of these are quite small operations, while other firms
not covered are fairly significant. Thus, unorganized industry is not
the same as small industry.

2/ In many other corporations the dependence on imported raw materials
is also high: plywood (62%), hardware (83%), paper (70%), tires (83%),
and chemicals (57%).

3/ Ministry of Industries and Scientific Affairs, private sector industries
approved up to December 31, 1978.
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largest private firms had an average of 42 employees 1/, while the typical
unregistered private firm employed primarily family labor and two to three

additional workers. Only 5% of the registered private firms had an investment

in plant and equipment with book value over Rs 1 million (US$64,000); the

average fixed investment was around Rs 113,000 (US$7,250). Average fixed

investment per, employee was only 15% of that in public sector industry. In

registered private firms, imports accounted for some 35% of output and some

65% of total raw materials used. The unregistered small and cottage industries

are less dependent on imported inputs, since many of their products are based

on domestic raw material such as coconut fiber, rubber, wood and clay.

1.10 Three major subsectors--textiles, food processing, and chemicals

industries--account for 77% of value added and 61% of employment. The textile

industry consists of six public sector cotton textile mills accounting for 93%

of the spinning and 15% of the weaving capacity, three medium-scale private

textile mills, some power looms, and a very large number of handlooms. There

are also several synthetic weaving units and a growing ready-made garments
sector. The food-processing industries cover rice and flour milling, dairy

and bakery products, and tobacco and beverage factories, in both the public

and private sectors. The chemicals industries cover petroleum refining

(about half of the value added in this group), tires, pharmaceuticals,

industrial chemicals, and plastic products.

Table 1.4: PERCENTAGE DISTRIBUTION BY MAJOR INDUSTRIAL
GROUPS (ORGANIZED SECTOR), 1977

Industrial Group Value Added Employment

Food processing 35.5 24.8
Textiles, clothing

and leather products 10.0 25.1

Wood products 2.9 5.7

Paper products 4.4 6.9

Oil refining and chemicals 28.6 12.6
Mineral products 9.3 8.7
Basic metals 1.1 1.6

Machinery and metal products 7.6 13.6
Others 0.6 1.0

Total 100.0 100.0

Source: Central Bank of Ceylon, Review of the Economy, 1977

1.11 The public sector dominates the chemicals industry including petro-
leum, basic metals, wood and non-metalic minerals (cement, mineral sands,

etc.), and has slightly less than half the share of output in paper and food.

The private sector accounts for almost all the output of manufactured metal
products, machinery and transport products, and two-thirds of the textiles,

weaving apparel, and leather foods production.

1/ Central Bank of Ceylon, Review of the Economy, 1977.
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1.12 Geographically, industries are highly concentrated in the Colombo
area, which in 1974 accounted for 89% of value added and 82% of employment
in the organized private sector. The degree of concentration around Colombo
is somewhat less in the public sector, largely as a result of a deliberate
attempt by the government to disperse its industrial projects to other
districts. About 70% of registered small and medium scale industries are
in and around Colombo, with secondary concentrations in the Kalutara, Kandy,
Matara, Jaffna, Galle and Kurunegala districts. Unregistered small and
cottage industries are more widely dispersed among small towns and villages.

B. Evolution of a New Industrial Strategy

1.13 By the mid-1970's it had become clear that the import substitu-
tion strategy of the previous decade had run out of steam. The size of the
domestic market had increasingly become a constraint, particularly in the
intermediate and capital goods industries where economies of scale are sig-
nificant. In some sectors an excessive number of small operations had been
established. Growing shortages of foreign exchange had begun to cripple many
industries and the raw materials scarcity was intensified by the virtual
monopoly position enjoyed by public importers or producers. Also, the per-
formance of the public sector, which had emerged as the dominant force in
the organized industrial sector, was falling far short of expectations.
Reasons included excessive government intervention, overmanning and poor use
of labor, and the negative effects of high protection levels on efficiency
(see Chapter IV). And finally, balance of payments problems, exacerbated by
the oil-induced international inflation, made it clear that a higher priority
had to be placed on stimulating industrial growth and diversifying exports.
Industry was also beginning to be viewed as a major part of the solution to
the aggravating unemployment problems. It was evident, though, that major
changes in the investment climate would be necessary if the private sector,
local or foreign, were to play any major role. It was in this industrial
climate that the new government of 1977 embarked on the program of economic
revitalization.

Economic Liberalization

1.14 The first major steps towards economic liberalization and the
stimulation of private sector industry were announced with the 1978 budget,
presented on November 15, 1977. The main thrust of the new policies, designed
in consultation with the IMF, was to dismantle the administrative controls
over the allocation of resources in favor of the price mechanism, to restore
realistic relative prices, and to open up the economy. Reforms introduced
so far include:

Exchange Rate Reform: The exchange rate was unified on
November 16, 1977 and allowed to float on the basis of
underlying market forces at an initial depreciated rate
of Rs 16 = US$1.00. This implied a depreciation of 46%
against the official rate prevailing prior to unification,
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11.2% with respect to the Foreign Exchange Entitlement
Certificate rate, and 29.5% with respect to a transactions-
weighted average rate of the two markets 1/.

Import Liberalization: The trade and payments regime has
been liberalized. With exception of foodgrains and petroleum
products, public sector import monopolies have been terminated.
Prior licensing of imports has been abolished for all but
a handful of commodities. The tariff structure has been
revised and simplified.

Interest Rate Reform: To encourage financial savings and
discourage speculative imports, interest rates have been
raised sharply.

Price Controls: These have ended for most commodities.

Budgetary Policies: The unification and depreciation of the
exchange rate caused tree crops export tax revenues and the
cost of food, fertilizer and petroleum subsidies to rise
sharply. Export tax rates on tree crops were raised further
to mop up windfall profits while attempting to leave adequate
producer margins. Business Turnover Tax rates have been
substantially lowered and rationalized to be consistent with
the new import tariff and exchange rate. To limit the growth
in food subsidies, the rice and sugar rations were confined
to the poorer half of the population and the subsidy on
imported wheat flour was reduced through adjustments in the
domestic price. To offset the adverse political impact of
these changes, public sector wages have been adjusted upwards
on two occasions, and an unemployment dole has been introduced
at Rs 50 per month to benefit the unemployed (some 317,000)
in the poorest households in which one or more persons has
no gainful employment. Public corporations have been asked
to pass on cost increases, except in the cases of fertilizer,
petroleum, milk and public transport, where price increases
were initially deferred to cushion the impact on consumers.

Tax Reform: The tax structure has been rationalized and
simplified with a view to increasing the elasticity of
revenues. The burden of personal and company taxation has
been lowered. An increased role has been envisioned
for the private sector, and the first steps have been taken
to encourage export industries through foreign as well as
local investment. The most significant of these was the
decision to establish an Investment Promotion Zone (IPZ).

1 Prior to unification, all exports other than tea, rubber and coconut
products (or about 35% of current receipts) and all imports other than
food, fertilizers and drugs (or about 60% of current payments) were
channelled through the certificate market. Since November 1972, the
FEEC rate was maintained at a 65% premium over the official rate.
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The initial response to the reforms has been good - real GDP grew by more than
7% in 1978 after growing at only 2.9% per annum during 1970-77, and growth in
real manufacturing output excluding tree crops processing jumped to 11%,
after growing at only 1.8% annually during 1970-77.

The Medium Term Development Program (1979-83)

1.15 The Government has set ambitious development targets for the medium
term, and a medium-term framework has been drawn up 1/. The underlying
objective is to restore the economy to a long-term growth path. By 1983,
the Government intends to:

(i) increase employment by 1.1 million; and

(ii) achieve growth in real GDP of 5.5% per annum.

For the industrial sector, this translates into annual growth of 8.0% (exclud-
ing tree crops processing), and into the creation of 111,000 new employment
opportunities. Although the recent economic reforms are steps in the right
direction, it is clear that further adjustments will be required if these
targets are to be achieved.

1.16 The strategy for industrial development during 1979-1983 emphasizes:

(i) the development of exports, both inside and outside
the IPZ;

(ii) the promotion of small- and medium-scale industries,
including agro-based industries, particularly in rural
areas where employment is most severe;

(iii) the expansion of industries meeting local mass-consumption
needs and emphasizing the improvement of product quality; and

(iv) the development of industries based on indigenous raw materials.

1/ Public Investment 1979-83, Ministry of Finance and Planning, February
1979.
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The following table outlines the projected sub-sectoral development.

Table 1.5: PROJECTED GROWTH IN INDUSTRY (1978-1983)
(Rs million at 1978 prices)

% growth p.a.
1978 1983 1978-83

Tea, rubber, and coconut
production /a 9,543 10,588 2.1

of which : processing /a (3,454) (3,796) (1.9)
Tea, rubber and coconut exports 9,417 10,449 2.1
Other industry: production /a 4,778 7,020 8.0

production for
home market /b 2,882 4,108 7.3

: exports 1,896 2,912 8.9
of which : petroleum by-

products (932) (679) (-5.2)
other products (964) (2,233) (18.3)

Source: Public Investment 1979-83, Ministry of Finance and Planning,
February 1979.

/a Contribution to GDP at factor cost.
/b Total value added less exports.

A very rapid expansion is envisaged in industrial exports, other than tree
crop processing and petroleum by-products. However, rapid growth is also
expected for import-substituting industry, which will absorb an important
portion of available investment resources.

1.17 The investment plan calls for a de-emphasis of public sector
industry, stressing the need to improve management efficiency of existing
units, to complete speedily existing projects, and to expand output through
selective technical improvements not requiring major investments. There is
undoubtedly considerable scope for improving public industry performance in
such ways. The proportion of gross public investment doing directly into
industry is expected to fall from 21% in 1978 to an average of 10% over
1979-1983. Most of the Rs 5,725 million allocated for public industrial
investment over this period is aimed at basic industries, deemed vital to
economic growth and which, it is believed, should remain in the public sector.
A number of projects have already been identified, involving a very tentative
cost of Rs 3,700 million. The most important are the completion of the urea
fertilizer plant (Rs 739 million) and a hydrocracker unit for the oil refinery
(Rs 1,059 million). Other capital-intensive public sector projects under
consideration include steel production, extraction and processing of local
minerals, and a Nylon-6 project. The net economic benefits likely to accrue
from such projects need to be carefully considered. Public investments in
textiles (Rs 226 million) and in cement (Rs 90 million) relate more closely
to policies of stepping up performance through relatively cheap technical
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expected for import-substituting industry, which will absorb an important
portion of available investment resources.

1.17 The investment plan calls for a de-emphasis of public sector
industry, stressing the need to improve management efficiency of existing
units, to complete speedily existing projects, and to expand output through
selective technical improvements not requiring major investments. There is
undoubtedly considerable scope for improving public industry performance in
such ways. The proportion of gross public investment doing directly into
industry is expected to fall from 21% in 1978 to an average of 10% over
1979-1983. Most of the Rs 5,725 million allocated for public industrial
investment over this period is aimed at basic industries, deemed vital to
economic growth and which, it is believed, should remain in the public sector.
A number of projects have already been identified, involving a very tentative
cost of Rs 3,700 million. The most important are the completion of the urea
fertilizer plant (Rs 739 million) and a hydrocracker unit for the oil refinery
(Rs 1,059 million). Other capital-intensive public sector projects under
consideration include steel production, extraction and processing of local
minerals, and a Nylon-6 project. The net economic benefits likely to accrue
from such projects need to be carefully considered. Public investments in
textiles (Rs 226 million) and in cement (Rs 90 million) relate more closely
to policies of stepping up performance through relatively cheap technical
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improvements and concentrating on industries based on domestic resources. The
government should, however, be careful to avoid excessively large, capital-
intensive industries that will find survival difficult without heavy protec-
tion or subsidies. Support to small and medium industries (for which no
specific amounts have yet been allocated), and to export industries (most of
the Rs 513 million for the GCEC) would appear to have higher economic returns.

1.18 In the medium-term, much of the anticipated increase in industrial
output is expected to occur through improved efficiency and capacity utiliza-
tion in both public and private sectors, rather than through major capacity
expansion. This is a sensible strategy given the long history of low capacity
utilization and the inefficiency in Sri Lankan industry. The private sector's
response to the new investment climate has been encouraging. Capital goods
imports are exceeding original expectations, primarily for replacement invest-
ments, and stocks are being replenished. Despite surplus capacity in several
product groups, business confidence has been sufficient to stimulate some
expansion investment. The main bottleneck to overall industrial development,
however, is still the public corporations, which need to improve their
performance significantly (see Chapter IV).

C. Factors Affecting Potential for Growth

Industrial Efficiency

1.19 Capacity utilization in industry in Sri Lanka has been low through-
out the 1970s. By 1974, largely as a result of foreign exchange shortages, it
had dropped to 40%. It rose subsequently to 54% in 1975 and to 60% in 1976,
but it was still a low 69% in 1977. The following table shows how this 69%
was comprised across selected subsectors.

Table 1.6: CAPACITY UTILIZATION AND USE OF IMPORTED
RAW MATERIALS IN ORGANIZED INDUSTRY, 1977

Imports as % of
Capacity Total Raw

Industrial Sector Utilization (%) Material Usage

Food processing 69 30
Textiles, clothing and

leather products 55 64
Wood products 38 41
Paper and products 70 67
Chemicals 75 93
Mineral products 61 34
Basic metals 36 100
Machinery and metal

products 54 79
Others 57 48

Total 69 66

Source: Central Bank of Ceylon, Review of the Economy, 1977.



1.20 The average level of capacity utilization was particularly poor in
basic metals (essentially the Steel Corporation) and in wood products (in part
because of shortages of raw materials to the Plywoods Corporation). In the
past, foreign exchange shortages have adversely affected capacity utilization
particularly in sectors heavily dependent on imported raw materials, espe-
cially in the private sector. Depressed demand also adversely affected
capacity utilization, while technical and management deficiencies often made
it difficult for Sri Lankan products to compete with imported goods despite
heavy protection. Indeed, the limited market size means that the unit cost
of production for the local market alone is unavoidably high for many products.

1.21 Table 1.7 gives some rough indication of capacity intensity and labor
productivity.

Table 1.7: ORGANIZED SECTOR: CAPITAL INTENSITY
AND LABOR PRODUCTIVITY, 1973

Fixed Capital per Value Added per Ratio of Value
person employed person employed Added to Fixed

Industrial Sector (Rs'OOO/person) (Rs '000/person) Capital
Public Private Public Private Public Private

Food processing 21.2 8.1 11.8 16.6 0.6 2.0
Textiles, clothing and

leather products 47.5 6.3 10.9 5.2 0.2 0.8
Wood products 40.6 6.1 11.0 3.1 0.3 0.5
Paper and products 37.7 8.2 10.2 7.4 0.3 0.9
Chemicals 60.4 9.1 27.0 13.2 0.4 1.5
Mineral products 72.5 4.4 19.9 3.0 0.3 0.7
Basic metals 110.4 16.1 36.8 7.9 0.3 0.5
Machinery and metal

products 20.3 5.3 9.9 7.8 0.5 1.5
Other - 6.2 - 15.5 - 2.5

Total 43.6 6.7 17.1 8.2 0.4 1.2

Source: Central Bank of Ceylon.

1.21 Comparisons of capital/labor ratios indicate that these ratios were
some 6-7 times higher in public enterprises than in smaller private firms
(see Appendix Tables 8 and 13). However, value added per worker was only
twice as high in the public sector. It is significant to note that the
efficiency of capital use, i.e., value added per unit of fixed investment,
was more favorable for private firms in every single industrial sector. It
is also noteworthy that although there is, as one would expect, a close
correlation between high capital/labor ratios and high value-added per worker,
the percentage differences in the former are much less marked. This implies
that better returns in terms of value added per worker might have been
achieved by concentrating investment in the less capital-intensive sectors.
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Cost of Labor

1.22 The cost of labor is a key element affecting Sri Lanka's industrial
potential. Indeed, for export industries (especially those based on imported
raw materials) labor costs and the "investment climate" are the two crucial
factors determining foreign investment. The evidence is that money wages in
Sri Lanka are significantly below those in neighboring developing countries, 1/
and far below those in South Korea, Hong Kong, Taiwan or Singapore. Sri Lanka
also has an advantage in that the general educational level is relatively
high. However, more emphasis on the development of technical skills is
needed. In general, Sri Lanka should be well-placed to develop industries
which are both labor and skill intensive.

1.23 There is some evidence, though, that low wage rates in Sri Lanka
are offset, at least in part, by low productivity. In 1976, gross output
per worker was between one-quarter and one-third lower than in India, about
one half lower than in the Philippines, and only a third that in Malaysia.
These overall averages are of course affected by the sectoral composition of
industry, by the degree of vertical integration, and by relative capital
intensity. Nonetheless, the differences are too large to be explained only by
such factors. Overmanning in Sri Lankan industry is undoubtedly one reason
for low productivity. It is most marked in public corporations, though it
also affects private firms.

D. Industrial Statistics

1.24 Systematic and reliable statistics are necessary for policymakers
to be able to plan and evaluate the effects of policy changes. In Sri Lanka,
the industrial statistic systems are weak. There are frequently multiple
sources of data on major variables, and they are often contradictory or in-
ternally inconsistent 2/ so that decisions and policy conclusions must be
constantly hedged or severely qualified. These uncertainties pertain to most
statistics presented in this report; they must therefore be treated accord-
ingly. In the short term, assistance is needed to develop a set of statistical
series on industry to meet the needs for policy discussion and industrial
planning; in the longer term, statistical data should be based on new sample
surveys and/or censuses. Improvement of statistical data does not, however,
imply any need for new legal powers involving new or additional registration
or licensing of firms.

1/ The average 1975/76 industrial wage was $420, compared with 1973 figures
of $560 for India and $810 for Malaysia.

2/ At present, differing data on industry are produced by the Ministry of
Industry, by the Central Bank, and by the Industrial Development Board.
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Chapter II

INDUSTRIAL POLICY FRAMEWORK

Introduction

2.01 The Government has already taken major steps to stimulate more

rapid growth of industry and manufactured exports (para. 1.14). The tax and

incentives system has been simplified and streamlined, the foreign exchange

and trade system liberalized, most price controls on industrial foods abolished,

and an Investment Promotion Zone (IPZ) established. The release from fears

of expropriation and of new controls on business activities has also been

an important factor in encouraging industrial investment. Further efforts,

however, are necessary, especially in promoting export industries.

2.02 This chapter focuses on four major policy areas affecting industry:

(i) general tax incentives;

(ii) changes in import tariffs and the import licensing system;

(iii) export incentives and promotion; and

(iv) special facilities available in the Investment Promotion

Zone (IPZ).

Tax Incentives

2.03 The main problem with the tax and incentives system prior to 1978

was its complexity resulting from the multiplicity of overlapping incentives,

the high level of the profit tax rates, and the cascading effect of the

Business Turnover Tax (BTT). Reforms introduced in the 1978 and 1979 budgets

have considerably improved the system. The basic profits tax rate has been

reduced from 60% to 50%. The tax incentives system, which is still evolving,

was simplified to consist of a generous capital allowance, tax exemptions for
small and medium-scale industries (SMIs) and for those exporting non-traditional

goods, and special incentives for firms within the IPZ (para 2.23). The BTT

rates have been lowered to reduce the cascading effects of the tax and to be

consistent with the new import tariff. The number of major rates has been

reduced from 10 to 3, and with few exceptions, the maximum rate is now 10%.

2.04 The former 60% profit tax and the refundable 33-1/3% tax on dividends

represented a higher rate than in most other countries, both developing and

developed. The 1978 budget reduced the profit tax rate to 50%, and at the

same time introduced a 100% lump-sum machinery depreciation allowance (50%

on construction costs). For typical firms, this allowance results in an

early accumulation of net cash flow - an effect equivalent to that of a new

investment.
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2.05 In order to allow companies sufficient time to benefit from this
system for immediate investments in replacement, modernization and expansion,
the depreciation scheme will remain in effect until March 31, 1980. At that
time a new scheme is to be introduced that will spread capital consumption
allowances over several years, based upon an annual fixed percentage of the
cost of fixed investment. The base year for assessment will be changed from
the preceeding year to the current year, and the taxes payable for the year
of assessment (1978/79) will be recovered over a period of 5 years. Although
the nominal profit tax rate will remain at 50%, the effect of cash flows
of existing companies in the next five years will be approximately the same
as if the tax rate remained at 60%. Only those companies established from
1979 onwards will gain the full benefit of the reduced profits tax rate. In
drawing up the new capital consumption allowance scheme, the disadvantages
faced by companies established prior to 1979 might be reduced through, for
instance, an accelerated depreciation schedule. In addition, an investment
tax credit could be introduced to stimulate reinvestment of retained earnings;
with a maximum 10% offset, the effective profits tax rate after taking full
advantage of the investment credit would be 40%. Such incentives for rein-
vestment would obviate any need to reduce dividend taxation.

2.06 No new tax incentives were granted in 1977 and 1978, except for
those given to firms within the IPZ. As a result, Sri Lanka continues to
lag behind other countries in Southeast Asia in promoting exports and private
investment; most of these countries have extensive tax holidays and exemptions
for selected categories of investment. In 1979, Section 7A of the Inland
Revenue Act, giving a tax holiday to new companies which manufacture non-
traditional goods for export, was reactivated. In addition, a five-year tax
exemption on profits of up to Rs 200,000 was granted to new SMIs outside
municipalities. However, except for a refund of the BTT on export sales,
there is still little to encourage existing firms to increase exports. There
is a risk that investment which would otherwise go to build up existing com-
panies will be diverted to establishing entirely new operations. Incentives
could be extended to include tax exemptions on a portion of profits of
(a) existing industries if they expand or modernize to meet export orders,
(b) existing SMIs which expand and (c) local subcontractors, i.e., manu-
facturers supplying components or finished products to manufacturing or
commercial exporters. The tax exemption for subcontractors could be based on
their relative share in the domestic value added of the exported goods. The
cut-off point for tax exemptions on export profits might be an export of at
least 80% of output averaged over a three year period. Tax holidays might
also be extended to any new investment which is designated a "priority"
project, if it helps create a large number of jobs per unit of investment,
produces strong backward or forward linkages within the economy (e.g., in the
engineering sector), or eliminates existing supply bottlenecks (e.g., certain
construction materials).

Tariffs and the Protection System

2.07 Between 1970 and 1977, the exchange and trade system, depended pri-
marily on a dual exchange rate system which had been introduced to promote
non-traditional exports and increase the cost of non-essential imports, and on
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severe quantitative restrictions imposed through import licensing. In
November 1977, the exchange rate was unified at a level representing an
effective trade-weighted devaluation of 29.5% 1/. Import licensing was
abolished for most commodities, and protection was based mainly on tariffs.
The structure of import duties has also been completely revised, mostly
downwards. Although the overall level of nominal protection has been reduced
significantly, protection still remains high.

2.08 The new import tariff includes eight main rates grouped into three
bands:

(i) Low duty: 0% on essential consumer goods such as
rice, flour, and drugs; 5% for many raw
materials and spare parts; 12-1/2% or 25% on
most intermediate goods (e.g., textile yarns,
nuts and bolts), but also certain final
products such as vehicle accessories and
calculating machines;

(ii) General revenue duty: 50% on final products considered neither
essentials or luxuries, and on some pro-
ducts competing with domestic goods;

(iii) High duty: 75%-100% or specific duties on luxury goods
including certain types of paper, rubber
products, soap, lock and padlocks that com-
pete with domestic goods, and prohibitive
rates of 500% on such items as chandeliers,
cigarettes, perfumes, gems, and carpets.

2.09 The rationale behind the new tariff system was to allocate the
lowest possible rate of duty to essential consumer goods, raw materials, and
spare parts. Where there was sizeable domestic production, a higher duty rate
was applied. The common revenue duty band serves mainly budgetary purposes,
but includes also some non-essential imports competing with local production.

2.10 Designing an appropriate tariff system has been a major concern of
the new Government, and the present structure is the first step towards more
fundamental reform. A Tariff Review Committee, set up in October 1977, has
been reviewing selected industrial duty rates and making subsequent adjust-
ments based on justified representations by domestic producers, importers, and
consumers. Downward revisions have been made for a number of commodities
(e.g., fertilizers and sugar) and there have been a few increases (e.g.,
cosmetics and tobacco).

1/ The Convertible Rupee Account Scheme was also abolished. Between November
1977 and March 1979, the exchange rate appreciated by about 3% against
the US dollar, but declined by about 5% against a weighted average of the
currencies of Sri Lanka's major trading partners.
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2.11 Table 2.1 presents the impact of the new tariff system on the
effective cost of selected imports. Taking into account the changes in the
exchange rate system, notably the elimination of the FEECs, the effective
cost of imports increased in many cases despite nominal reductions in
duties 1/. The real cost of imports fell only where rates were cut
dramatically (e.g., from 60% to 5% for water heaters).

2.12 An attempt has also been made to estimate the weighted nominal
tariff rate, based on 1976 import data and the output in corresponding
domestic industries. When the group averages of nominal tariff rates 2/ are
weighted by their corresponding domestic output and aggregated, the overall
weighted nominal rate is about 50%, net of FEECs. However, a more meaning-
ful approach would be to measure the effective protection. While nominal
protection concerns itself with the difference the protective measures make
to the domestic price of a product, effective protection concerns itself with
the differences these measures make to the renumeration of the domestic
factors of production, i.e., to the value added of the product.

1/ For example:

Cost of import (or effective rate of exchange) of one dollar worth of
import of textiles:

Old System New System

c.i.f Rs 8.00 c.i.f. Rs 16.00
Tariff 12.00 Tariff 100% Rs 16.00
FEEC 65% 5.20
Total cost or effective

rate of exchange Rs 25.20 Total cost Rs 32.00

Increase in total cost Rs 32 - Rs 25.2 = 26.9%
Rs 25.2

2/ Customs duty levied on items manufactured in Sri Lanka as percent of
total c.i.f. value of these imports.
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Table 2.1: EFFECT OF RECENT CHANGES IN TARIFFS ON COST OF SELECTED IMPORTS

% change in cost
Levied on (Product of one dollar

and BTN Code) Old Tariff New Tariff /a worth of import

Photographic film 37.01,
textiles, clothing 61.11,
etc. 150 100 +26.9

Rubber Piping 40.14 100 100 +50.9

Soap 34.02, flavoring
for food 33.04 60 100 +100.0

Clasps and buckles 83.09,
wire cables - electric
85.26, motor vehicles, /b
etc. 60 50 +33.3

Yarn, discontinuous manmade
fiber 56.05, iron tube 73.20,
motor vehilces accessories
87.12, etc. 60 25 +11.1

Water heater 85.12, tires
for aircraft 40.11 C 60 5 -6.6

Yarn of manmade fiber 51.01 15 25 -38.8

Source: Ministry of Finance and Planning.

/a From January 1978

/b 50% first Rs 40,000, 100% next Rs 20,000 and 200% of excess at Rs 60,000
for motor cars.

2.13 Inadequate though the above calculations are, they indicate that
high average levels of effective protection still exist on domestic industry.
In the long-term, such levels inhibit the growth of economically efficient
industry. It is also clear that protection varies widely from industry to
industry. There is a strong case for seeking to reduce the differences and
approach more closely the theoretical ideal of a single rate of effective
protection. However, in practice, it might not be possible to do more
than progressively eliminate the very high rates, bringing them closer to
a middle band. The present system has a serious deficiency in favoring
particularly high levels of protection for local industry judged capable
of supplying all local demand. A more appropriate approach would be to phase
out protection gradually so as to encourage efficiency once local industry
has grown out of its infancy and is able to supply a substantial share of
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local demand. Government officials recognize the rationale of the effective
protection approach, and are taking steps to estimate the existing level of
effective protection.

2.14 Only 130 items out of 1,099 BTN headings are now subject to import
licensing. These include essential consumer foods and intermediate goods
imported by state agencies, luxury goods, and certain goods judged to endanger
the security of the state or the well being of the society. In 1978, excluding
basic food items and fertilizers, about 31% of total imports were subject to
licensing, mainly food products, petroleum products, and textiles. Only some
30 items are subject to licensing on grounds of needing protection -- princi-
pally textiles, yarn and fabrics.

2.15 In late 1978, the establishment of a Presidential Tariff Commission
was approved by the Cabinet. The ultimate objective of this commission is the
designing of a tariff system based primiarly upon the principle of effective
protection. The Commission should be expected to complete this task by the
end of 1981. As part of the SMI-Credit, 1/ IDA is providing the financing for
two manyears of outside assistance to the Commission. The consultants will
prepare a study including a detailed analysis of effective protection levels
for industrial products and product categories, on the basis of which specific
recommendations for amendments to the overall structure and individual tariff
rates would be made.

Export Incentives and Promotion

2.16 Despite rapid recent growth, industrial exports are still very
modest; in 1978 then accounted for about 7% of total exports excluding petro-
leum by-product exports and gems. This is due partly to the long-established
strategy of promoting import substitution industries, and partly because of
indifferent encouragement for private sector investment in the past. The new
policy environment and the creation of the IPZ with its special privileges
have already resulted in an expansion of export industries; however, most of
those are based on imported raw materials and thus do not have strong linkages
to the rest of the economy. Export industries outside the IPZ and those
based largely on the processing of local raw materials need still further
encouragement. The still high levels of tariff protection for import sub-
stitution industries maintain, in effect, the built-in bias against production
for export, meaning investors can achieve higher profits from a relatively
inefficient home market-oriented operation, than by producing for more com-
petitive export markets.

2.17 Normally, an exchange rate depreciation can be expected to both
encourage import substituting industries (provided offsetting tariff reduc-
tions are not made) as well as increase the attractiveness of export
production. Although the exchange rate depreciation of November 1977 amounted

1/ IBRD Staff Appraisal Report, Sri Lanka, Small and Medium Industry Project,
Report No. 2485-CE, June 8, 1979.
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to some 20% for industrial exports, and import tariffs in general, were
lowered, these measures have not yet eliminated the bias against exporting
(see para 2.11). The low level of industrial exports relative to total
external transactions would, however, predicate against any immediate and
major adjustment of the relative profitability of manufacturing exports
through the exchange rate mechanism alone.

2.18 Important elements of any strategy to increase exports outside
the IPZ are the reduction of effective levels of protection, and the stream-
lining of administrative procedures associated with exporting. However, in
addition to addressing these issues, the Government may wish to consider the
possibilities of introducing direct fiscal incentives for exporting. Such
measures have been introduced in other developing countries with considerable
success. The incentives currently offered in Sri Lanka are a duty rebate on
the imported components of some exported items and the income tax holiday for
new export-oriented investments. A further incentive that might be investi-
gated is direct export subsidies to infant industries on a short-term basis.
However, any such decision should await the results of the effective protec-
tion study and take into account such factors as the strain on the Government
budget and the risk of countervailing duties being imposed by other countries 1/.
If it were decided to introduce such a scheme, the subsidy should preferably
be expressed as a proportion of value added in order to avoid undue subsidi-
zation of final assembly or even just repackaging operations.

2.19 In addition to financial export incentives, successful long-run
export development also calls for market and technical assistance to exporters.
It does, however, take time to build up an institutional base to support this
kind of assistance, which the government recognizes. A multiplicity of agen-
cies are presently involved in export promotion, but the system as a whole
does not work effectively 1/. To consolidate these efforts, the Sri Lanka
Export Development Board was established recently under the chairmanship of
the President. The Board is expected to have wide powers and be strongly
staffed; it is already planning major export market studies. Strong commit-
ment from the highest authorities will be essential if an effective insti-
tutional structure is to develop.

The Investment Promotion Zone (IPZ)

2.20 In January 1978, the Government established the Greater Colombo
Economic Commission (GCEC) which was given broad powers to promote foreign
investment, broaden the base of the economy, and increase export earnings.
The GCEC was given the authority to enter into agreements with enterprises
located inside and outside its area of authority (a 200 square mile zone north
of Colombo), and can grant exemptions from a variety of laws including those
applicable to taxes, customs duties, licensing procedures, and others. The
extent to which these powers are utilized is determined by the President of

1/ These are: The Export Promotion Council of Ministers, the Export
Promotion Secretariat (Prime Minister's office), the Commerce
Department (Ministry of Trade), and the Greater Colombo Economic
Commission (GCEC).
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the Republic. The GCEC has created a first Investment Promotion Zone (IPZ) of
some 500 acres, in which the government is proceeding to install the necessary
infrastructure. It is located near the Colombo international airport and is
also reasonably accessible to Colombo Port. Its size is sufficient to cater
to all likely needs for at least five years.

2.21 By the end of 1978, the GCEC had approved 52 projects involving
Rs 1,624 million ($102 million) in investment, of which Rs 1,202 million was
to be foreign. It is envisaged that some 26,500 jobs would be created. This

compares with only Rs 121 million of foreign investment during 1978 approved by
the Foreign Investment Advisory Committee outside the GCEC. Some 57% of the
investments and 54% of the jobs envisaged are to materialize in 32 garments,
textiles, and leather products projects. Nearly all of these are simple
garment manufacturing operations, though among the projects approved up to
October 1978 there are two modest-sized synthetic textile operations. The
largest single approved investment, however, is for a leather garments and
footwear factory. Except for a number of small coconut and rubber product
industries there have been few requests to establish industries based on
domestic raw materials. Over 95% of the output of the approved plants is
destined for export.

2.22 The IPZ has become one of the pillars in the government's medium
term development program, and it is an important declared vehicle for devel-

oping new export-oriented industry and generating employment. Original
plans envisaged that most foreign investment would take place in 1979 and
that exports would build up rapidly and create a significant surplus on the
trade account as early as 1980. Given the need to establish the physical and
administrative infrastructure in the IPZ and to construct factory buildings
before the machinery can be imported and installed, such expectations are
overly optimistic. Indications are that plans are generally behind schedule
and that some of the projects will not materialize. Most of the agreements

with the firms in the IPZ have been reached on a case-by-case basis. While
this might be acceptable in the initial stage, a set of approval procedures
and operating regulations should be set by the GCEC in the future in order to
help minimize uncertainties for future investors.

2.23 The generous incentives for firms in the IPZ make the zone attrac-
tive to foreign investment. Moreover, major importing countries have so far
not imposed quotas on Sri Lankan textiles, which has helped attract many

garment manufacturers to the IPZ. The following major fiscal incentives have
been offered:

(a) a 7-10 year tax holiday; after this, for 15 years, a 2%
export sales tax, in lieu of income tax; throughout this
period tax exemption on dividends paid to foreign share-
holders;

(b) total exemption from royalty taxation during the initial
tax holiday, and a reduced one thereafter;

(c) exemption from import and export duties and harbor dues;
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(d) sales on the Sri Lankan market subject to only 75% of
prevailing import duty rate; and

(e) exemption from exchange control regulations on foreign
transactions and remittances.

2.24 Land in the IPZ is made available on a 99 year lease with a rela-
tively high initial payment, plus a nominal rent annually thereafter. It
is doubtful that foreign investors require such a long period, even as a
guarantee of stability; a shorter period would probably serve equally well.
In addition, the combination of a long leasehold period with a small fixed
annual rent is almost certain to generate a windfall gain for the successful
entrepreneur. It may be significant that some firms have taken rather more
land than the size and nature of their operation would appear to justify.

2.25 Based on the experience of export zones in a number of other
countries, the IPZ might be optimistically expected to generate some 25,000
jobs by 1983. However, with the high level of unemployment in Sri Lanka,
the IPZ cannot be expected to make a significant contribution to alleviating
overall unemployment. The employment effects could be multiplied if enter-
prises in the IPZ were able to procure a large part of their raw materials and
intermediate goods from domestic firms outside the IPZ. However, until strict
quality standards and delivery schedules required by the firms in the IPZ can
be met, prospects for subcontracting are limited.

2.26 In larger countries, where a substantial proportion of inputs can
be purchased locally, net foreign exchange earnings are equivalent to a sub-
stantial proportion of the value of production 1/. In Sri Lanka the fraction
is bound to be much smaller. Submissions by firms approved by the GCEC
suggest that direct exports net of direct imports, i.e., net foreign exchange
earnings, could amount to only one third of gross export earnings by these
firms in 1982, and only a little higher in 1983. Moreover, net foreign
exchange earnings would be even further depressed through profits repatriation.

Foreign Investment Outside the IPZ

2.27 The GCEC is responsible for investment approvals within the IPZ.
Outside, foreign investments are approved by the Foreign Investment Advisory
Committee (FIAC); domestic investments 2/ by the Local Investment Advisory
Committee (LIAC). In 1978, LIAC approvals were still more important in terms
of number of projects and employment created, although GCEC approvals were
significantly larger in terms of total investment. Approval procedures are
generally reasonably quick, but other implementation procedures, such as
construction permits, can lead to delays.

1/ For instance, net foreign exchange earnings from the Santa Cruz
electronic export processing zone near Bombay were equivalent to about
60% of gross sales in 1976.

2/ With imports of capital goods in excess of Rs 700,000.



- 21 -

(d) sales on the Sri Lankan market subject to only 75% of
prevailing import duty rate; and

(e) exemption from exchange control regulations on foreign
transactions and remittances.

2.24 Land in the IPZ is made available on a 99 year lease with a rela-
tively high initial payment, plus a nominal rent annually thereafter. It
is doubtful that foreign investors require such a long period, even as a
guarantee of stability; a shorter period would probably serve equally well.
In addition, the combination of a long leasehold period with a small fixed
annual rent is almost' certain to generate a windfall gain for the successful
entrepreneur. It may be significant that some firms have taken rather more
land than the size and nature of their operation would appear to justify.

2.25 Based on the experience of export zones in a number of other
countries, the IPZ might be optimistically expected to generate some 25,000
jobs by 1983. However, with the high level of unemployment in Sri Lanka,
the IPZ cannot be expected to make a significant contribution to alleviating
overall unemployment. The employment effects could be multiplied if enter-
prises in the IPZ were able to procure a large part of their raw materials and
intermediate goods from domestic firms outside the IPZ. However, until strict
quality standards and delivery schedules required by the firms in the IPZ can
be met, prospects for subcontracting are limited.

2.26 In larger countries, where a substantial proportion of inputs can
be purchased locally, net foreign exchange earnings are equivalent to a sub-
stantial proportion of the value of production 1/. In Sri Lanka the fraction
is bound to be much smaller. Submissions by firms approved by the GCEC
suggest that direct exports net of direct imports, i.e., net foreign exchange
earnings, could amount to only one third of gross export earnings by these
firms in 1982, and only a little higher in 1983. Moreover, net foreign
exchange earnings would be even further depressed through profits repatriation.

Foreign Investment Outside the IPZ

2.27 The GCEC is responsible for investment approvals within the IPZ.
Outside, foreign investments are approved by the Foreign Investment Advisory
Committee (FIAC); domestic investments 2/ by the Local Investment Advisory
Committee (LIAC). In 1978, LIAC approvals were still more important in terms
of number of projects and employment created, although GCEC approvals were
significantly larger in terms of total investment. Approval procedures are
generally reasonably quick, but other implementation procedures, such as
construction permits, can lead to delays.

1/ For instance, net foreign exchange earnings from the Santa Cruz
electronic export processing zone near Bombay were equivalent to aboult
60% of gross sales in 1976.

2/ With imports of capital goods in excess of Rs 700,000.



- 22 -

2.25 The treatment of foreign investment outside the GCEC area is much
more selective than in the IPZ and approved investments are apparently still
limited to export-oriented industries or those filling technological gaps.
The discrimination against foreign investment outside the GCEC is difficult
to justify. For some operations - for instance, those tied to local raw
material supply, or with special requirements in water or waste disposal -
location in the existing IPZ may not make economic sense. Existing firms are
discouraged from expanding their present operations. Experiences of other
countries which have been successful in attracting foreign investment
suggest that it might be useful to consider the setting up of a small
"Investment Service Office" conveniently located in a commercial building
to provide all administrative clearance for foreign investors, including
construction permits, tax privilege certificates, etc. It could handle
applications for foreign investments both inside and outside the GCEC area.
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Chapter III

INDUSTRIAL FINANCE

Introduction

3.01 The system for industrial finance in Sri Lanka is very simple, in
keeping with the low overall level of industrial development. Traditionally,
much of private industry has been self-financed, while the vast majority of
public corporations' investments have been financed directly from the gov-
ernment budget. More than 80% of institutional finance is provided by com-
mercial banks in the form of working capital and short term finance. The two
largest banks are government-owned, and have about 95% of all bank branches
in the country 1/. Two smaller domestic banks 2/ are in the process of moving
from being primarily exchange banks to becoming multi-purpose banks, while

there are seven foreign banks mainly involved in financing foreign trade. The
Development Finance Corporation Ceylon (DFCC) provides term finance and
equity capital in local and foreign currency to the private sector. It is
the only institutional source of equity capital and is the largest long-term
lending institution in Sri Lanka. Private finance companies provide loans
predominantly for purchase of motor vehicles, or assistance secured by motor
vehicles. The capital market has been dormant for several years 3/.

1/ The Bank of Ceylon and the People's Bank.

2/ Hatton National Bank and the Commercial Bank of Ceylon.

3/ There is also the Agricultural and Industrial Credit Corporation (AICC),
established in 1943. However, AICC can only make new loans out of repay-
ments of previous loans, made from its total resources of Rs 30 million.
It plays a very limited role both in industry and agriculture. The Gov-
ernment has recently decided to merge AICC and the State Mortgage Bank;
the new bank will provide finance primarily for agriculture and housing.
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Demand and Supply of Industrial Finance

3.02 In view of the lack of reliable statistics, only very rough estimates
of industrial investment and financing are possible 1/. During the three years
1975-77, public corporations spent Rs 1,473 million on construction, plant and
machinery. In the absence of any breakdown, this is taken as being equal to
total investment by public industrial corporations. It does not seem feasible
to arrive at a comparable investment estimate for the private sector, due to
heavy construction activity outside the industrial sector. However, capital
formation in plant and machinery was Rs 1,481 million; assuming this to be
55% of total fixed formation, 2/ total private sector fixed capital formation
would be Rs 2,793 million for three years. Assuming that increased trade
credits would balance increased investments in stock, 3/ The following
sources of finance were utilized.

1/ The Central Bank's annual national account statistics give investment
figures in a very summary form; there are no available statistics for
sources and uses of industrial finance, while the published aggregate
commercial bank lending statistics show only quarterly outstandings
(loans and overdrafts together), and not approvals, disbursements or
repayments. The statistics on deposits show the various types of
deposits by amount at certain points in time, but no flow of funds.
It is also not possible to get additional data directly from com-
mercial banks. The latest sample survey of private investment was
undertaken by the Central bank in 1966/67 and published in 1970.
It showed that 41% of all investments in organized industry, including
stocks, were financed by own funds, 35% by trade credits, 13% by banks,
and 8% by other loans (friends and relatives, money lenders, other
finance companies).

2/ In 1965-67 it was 51.4% (most of the rest being in construction, and
the balance split between vehicles, land, and office furniture and
equipment), but this was a period of higher new investments relative
to replacement investments than was 1975-77.

3/ The 1967 survey showed this result. It is probably an unrealistic
assumption, but there are no later statistics available for working
capital requirements. However, parts of the trade credits would again
have been financed by the banks.
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Table 3.1 SOURCES OF FINANCE, 1975-77
(Rs million)

Public
Corporations Private Sector Total

Government capital transfers /a 1,184 -- 1,184
Government current transfers 32 -- 32
Commercial banks /b 284 260 544
DFCC -- 56 56

Self-finance and other /c -27 2,377 2,350
Total 1,473 2,693 4,166

Source: Central Bank of Ceylon, Review of the Economy, 1977.

/a Net of Rs 252 million of contributions to the budget by industrial
corporations.

/b Net increase in outstandings to industry (includes tourist loans).

/c Arrived at as residual and includes direct foreign investment; the
negative figure for the public sector is because of government
finance of operating deficits.

3.03 Crude though the estimates are, they indicate that over 80% of
finance for the public industrial corporations comes from the Government, and
that their degree of self-finance is very low. In contrast, the vast majority
of private sector industrial investment is self-financed. The banking
system accounted for only 13% of fixed capital formation.

3.04 Over the next few years, most of the growth in the private sector
will probably come from the medium- and large-scale firms. The average size

of investments will increase, and increased industrial imports should lead to
more competition and thereby to lower profits. As a result, the demand for
institutional finance from the private sector may be expected to increase
considerably. Initially it would be mostly for working capital due to
increased costs of imports following the exchange reform. In the medium-
term, there should also be an increased demand for term finance, and, in
particular, for equity capital. The latter could become an important
bottleneck in view of the poorly developed stock market.

3.05 The average annual investment requirements for the period 1979-83
under three alternative industrial growth rates are shown in Table 3.2. The
figures involve many assumptions and should be regarded as rough estimates
only. The projections suggest that indu stry would need between Rs 1

million (at 6% industrial growth) and Rs 3,770 m iio G.l (at 12%
industrial growth) i_Ln 9 prices for total investments. This compares with
an average spending level estimated at Rs 491 million annually during 1975-77.
Private industry's needs would rise from an estimated Rs- 8Y9-lmT`ion anFnually
during 1975-77 to between Rs 970 million and Rs 2,260 million annually. To

meet this demand, a dramatic increase is implied in total institutional
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Table 3.2 Annual Investment and Finance Needs for Industry During 1979-83
at Alternative Growth Rate Assumptions (Rs million at 1978 Prices).

Alternative Industrial Growth Rates

6% 9% 12%

Investment Needs

Increase in Industrial Value Added

1979-83 2,000 3,240 4,650

New Fixed Investment-/

1979-83 total 6,000 9,700 14,000
1979-83 per annum 1,200 1,950 2,790

of which: Importede/ (480) (780) (1,100)

Increased Working Capitals/

1979-83 per annum 420 680 980

Total Investment Needs

1979-83 per annum d/ 1,620 2,620 3,770
Public- (650) (l,0O0) (1,510)
Private (970) (1,570) (2,660)

Financial Needs-/

Public per annum 650 1,050 1,510

Government Transfers 410 410 410
Institutional Finance 90 490 950
Self-financed and other 150 150 150

Private per annum 970 1.570 2,260
Institutional Finance f/ 240 390 560
Self-financed and other- 930 1,180 1,700

Total Institutional Finance Needs Per annum 330 880 1.510

a/ Assumed Incremental Capital Output Ratio of 3 throughout. Note that at the 6%
growth rate a higher share of output increases would be through increasing the
capacity utilization levels of existing operations, while at the 12% growth rate
a relatively high proportion of investment would be in labor-intensive operations
(most of the clothing operations proposed for the IPZ have ICORs of around 1.0);
however, planned government investments have high ICORs.

b/ 40% of total fixed investment (assumes some increase following trade liberali-
zation).

c/ 35% of fixed investment costs (a sample of DFCC appraisals suggest that a typical
new investment leads over 3 years to an increase in working capital equivalent to
39% of additional fixed investment; the reduction to 35% allows for the time lag).

d/ Assumed public share of 40%.

e/ Assumed that: net transfers from government to public sector industry remain at
around 1975/77 average level; public sector self-finance and other taken as Rs.
150 million p.a. throughout; institutional finance 25% of total private sector
financing needs. (The rapid growth in private industrial investment could re-
quire an even higher percentage).

f/ Includes direct foreign investment and supplier credits, which have recently
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financing needs. During 1975-77, the commercial banks and DFCC increased
their industrial financing by some Rs 243 million annually 1/. For the period
1979-1983, the 6% industrial growth rate implies a need for Rs 330 million
annually of institutional finance while the 12% growth rate would imply a
need for Rs 1,510 million annually.

l

3.06 Although bank lending for industry rose by about Rs 628 million
during the first half of 1978, this was essentially a one-time increase to
finance growing working capital requirements following devaluation and import
liberalization. It is most likely that the banking system will not be able
to sustain this growth in the medium term. Presently, industrial outstandings
amount to some 32% of total outstandings. It seems reasonable to expect that
this share could be increased to permit a maximum annual expansion in indus-
trial lending of some Rs 650 million annually. This would be ample to cope
with a 6% annual expansion in industrial output, short of meeting the demand
for 9% growth rate, and well under half the amount needed to achieve a 12%
growth. Thus, the resource constraints in institutional finance could slow
industrial development, especially if public corporations do not improve their
profitability, and hence increase their capacity for self-financing. Higher
growth rates could be supported if additional financial resources were made
available to the banking system, provided that the banks and DFCC will be in
a position to utilize the funds without undue restraints caused by staffing,
exposure limits, and other institutional bottlenecks. The projections also
show that the demand for bank term funds would become increasingly important,
although the calculations of working capital may be on the conservative side,
especially if the average capacity utilization should increase.

Industrial Lending Structure

3.07 Industrial lending by the banking system rose dramatically between
1963 and 1969. In the same period, the banks' assistance to agriculture
increased from 4% in 1963 to 12% in 1969. These increases were direct results
of the expansion of the domestic banks, and came at the relative expense of
conmercial advances, which were 65% of total credit in 1963, and 44% in 1969.
Since 1969, industrial lending amounted rather consistently to some 23-28% 2/
of total bank credit to the private sector.

3.08 As Table 3.3 shows, there has been a steady growth in the share of
industrial lending to the public corporations, from 32% in 1969 to 61% in 1978.
This was primarily a result of the rapid expansion of the public industrial
sector due to government policies discouraging private investment. The
improvement in the investment climate since late 1977 has not been reflected
as yet in lending trends. Between December 1977 and December 1978, loans
to the public corporations increased by 66%, compared to an increase of
only 19% for the private sector.

1/ Including 10% of the commercial outstandings of industry.

2/ In addition to classified industrial lending, almost 10% of commercial
lending should be counted as credit to industry, consisting of import
and trade loans for industrial raw materials, spares and machinery.
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Table 3.3: COMMERCIAL BANK OUTSTANDINGS FOR INDUSTRY /a
(end December, Rs million)

As % of total
Public Corporations Private Industry Total outstandings

1963 --- 43 6
1969 --- --- 387 26
1973 218 299 517 23
1976 567 557 1,124 27
1977 734 653 1,387 23
1978 1,215 778 1,993 28

/a Loans plus overdrafts; including tourism.

Source: Central Bank of Ceylon, Review of the Economy, 1977.

3.09 Most loans to public corporations used either as normal working
capital or to cover cash shortages caused by low profitability or losses.
They are rolled over from year to year. Thus, improved profitability for the
public corporations could reduce their dependence on bank credit and thereby
leave more room for bank lending to the private sector. In December 1978, 81%
of all outstanding loans to public corporations were accounted for by petro-
chemicals (50%) and textiles (31%). Loans to the private industrial sector
are more evenly distributed (see Appendix Table 1). The largest outstandings
in 1978 were in textiles (24%), engineering and building materials (7%), food
products (6%) and the miscellaneous industries sector including tourism (14%).
The growth in outstandings to private industry reflects reasonably well the
recent sectoral pattern of industrial growth.

3.10 Due to a change in 1970 in the definition of lending terms for
purposes of statistics, it is difficult to estimate the development of term
finance. However, Appendix Table 2 shows that industrial advances exceeding
30 months accounted for 43% of total industrial loans in 1963 and 38% in 1969.
By 1977, however, loans exceeding 60 months represented only 8%, and advances
over 1 year, 24% of the total 1/. While loans under 1 year quintupled between
1973 and 1978, loans of 1-5 years rose by only 82%, and those over 5 years by
only 78%. The increased relative concentration on short-term lending is, in
part, a result of the increase in lending to public corporations since such
lendings are mainly short-term. Also, the poor investment climate in the
early seventies affected the private sector demand for term funds more
seriously than for working capital. Over the past few years, DFCC has become
an increasingly active term lender. To benefit from DFCC's expertise in this
field, the banks could participate with DFCC in providing term finance to
projects too large for DFCC to handle on its own because of its exposure limit
(see para 3.17).

1/ Although the Central Bank has a refinance facility for term lending to
approved industries, it does not function well.
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3.11 It is the general opinion of local business that the two smaller
domestic banks and the foreign banks often provide banking services more
quickly and reliably than the two larger banks. This is due to a variety
of factors, including the smaller banks' ability to give more personalized
service to relatively few selected customers, compared the larger banks cover
much larger spectrum of clients. In addition, the larger banks were respon-
sible for the very rapid expansion of the bank branch network in Sri Lanka.
This expansion was highly desirable, but also meant that the larger batiks
may have stretched their managerial and staff resources beyond prudent
limits 1/. Statistics and management information systems, follow-up and
credit inspections, loan collection and staff training, all show deficiencies.
Now that the country is well-covered with bank branches, there should be
increased emphasis on these needs 2/.

3.12 Net profits before tax for the Bank of Ceylon and People's Bank
have been around 2% of average total assets (net of contingent liabilities)
in the past. The two private banks have had slightly better profits records.
It is possible that the two larger banks have made inadequate write-offs and
provisions for bad and doubtful debts. It seems that the profits situation
of the banks improved during 1978, mainly due to increased activity in foreign
exchange transactions. For all domestic banks, moderate to low profits and
an increasing demand for loans have led to dangerously low equity levels -
around 2-3% of total assets net of contingent liabilities. The Central Bank
does not impose any specific equity limits on the banks, but officials from the
Central Bank have raised the question of the low equity base with the private
domestic banks. Clearly, the question of the low equity is more important
for these two banks than for the government-owned banks, although the latter
should also consider ways of improving their equity base. The government
could encourage the private banks to increase their share capital by granting
investment relief under Section 16cc of the Inland Revenue Act. Finally, all
financial institutions should be permitted to make tax-exempt provisions
against bad and doubtful debts, perhaps up to a fixed percentage of outstand-
ings, without having to prove losses in individual cases as is present
practice. This would reduce their tax liabilities and would encourage
more prudent accounting policies.

Recent Financial Developments

3.13 As part of the recent policy reforms, deposit interest rates were
raised substantially in September 1977 to prevent a possible capital outflow
after the liberalization of foreign exchange controls, to reflect the higher

1/ The managements of these banks are partly aware of the present short-
comings.

2/ IFC's recent $2 million loan to the Bank of Ceylon, which is combined
with technical assistance, is likely to alleviate these problems to a
certain extent for this bank. IDA's SMI project will have the same
effect. The Central Bank is preparing training programs in cooperation
with the National Institute of Bank Management in India. Such efforts
should be given high priority.
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rates of inflation expected during the transition to a more open economy, and
to stimulate medium-term private savings. The Central Bank's rediscount rate
was raised from 8.5% to 10.0% and the deposit rates increased to a maximum of
15.0% for commercial banks and 18.0% for the National Savings Banks (NSB) 1/.
With annual inflation of about 13%, real interest rates on deposits continue
to be positive.

3.14 Between October 1977 and October 1978, total time deposits (fixed
and savings) plus savings certificates increased by some 38%. The commercial
banks accounted for 78% of the increase, indicating that they could compete
effectively with the 18% maximum rate given by the NSB 2/. Demand for time
deposits has grown faster than for current deposits, on which the banks
earn higher profits 3/. This has affected the commercial banks' profitability,
which has always been low 4/ (see para 3.16).

3.15 Since import liberalization, demand for credit by all sectors of
the economy has increased rapidly. The banks have responded well to this
demand. During 1978, total credit by the banking system rose by 44%, whereas
total deposits increased by only 30%. Outstanding short-term industrial loans
increased by 69% between December 1977 and June 1978. This was a considerably
higher growth rate than for short-term commercial loans (24%), which might
have been expected to grow somewhat faster in view of the opportunities for
increased commercial imports permitted by the liberalization of exchange
controls. Between November 16, 1977 and November 30, 1978, the Letters of
Credit opened for machinery and spares amounted to Rs 1.9 billion. Adjusted
for exchange rate differences, this corresponds to a monthly rate more than
double that of actual imports in the period January-November 1977. These
figures indicate a satisfactory response from the banks to the import
liberalization, especially in view of some businessmen's reluctance to adjust
to a more liberal economic system.

3.16 The sharp increase in the financing needs for trade and imports of
raw materials and intermediate goods, bureaucratic delays in the disbursements
from the Central Bank's refinancing scheme, and the contractionary effect of
government operations contributed to a significant liquidity squeeze in the
second half of 1978. Due to this liquidity squeeze and the rising cost of
funds, most banks increased their effective lending rates during 1978. In

1/ See Appendix Table 3.

2/ The banks generally offer a better service than the NSB, including the
possibility of borrowing against deposits at a narrow margin.

3/ As of December 1976, time and savings deposits represented 44% of total
deposits; by December 1978 this had increased to 56%.

4/ On the other hand, it is reported that the profitability of the banks
lately has increased considerably due to a higher level of activity, in
particular for foreign exchange.
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most cases, they now charge 13% to 18% on industrial term loans, including
loans to small and medium scale industries. Preferred industrial customers
pay around 15% per annum on their bank loans. Despite frequent complaints
from businessmen, there is no evidence that such rates are hurting private
investment. Public corporations normally pay an interest rate of 13.5%.
There does not seem to be -any valid reason for giving these enterprises
preferential treatment of this sort.

Other Financial Sources

3.17 The Development Finance Corporation of Ceylon (DFCC) was the only
institutional source of foreign exchange for private industrial investments
in Sri Lanka; the virtual monopoly it once had over non-public sector foreign
exchange allocations has disappeared with the economic liberalization. It
remains the only institutional source of equity finance for the private
sector. As of end October 1978, DFCC's total outstandings (loans and equity)
were Rs 172 million, compared to industrial loans from the commercial banks
of Rs 103 million. This makes DFCC the largest industrial long-term lending
institution for the private sector. It has high appraisal standards and an
excellent collection record. However, DFCC's future growth may be restricted
by its low equity base - i.e., its low exposure limit. Its borrowings may
also be constrained by its contractual debt-equity ratio. To assist DFCC in
increasing its share capital, the government has granted DFCC investment
relief under Section 16cc of the Inland Revenue Act for its new share issues.
This will increase the return of the share issues, thereby making them more
attractive to domestic investors.

3.18 The stock market has been inactive for several years, and the thin
market could now become a serious constraint on the growth of the private
industrial sector. With the increasing size of industrial projects, it will
become more and more difficult for promoters to obtain the necessary equity
finance, since most Sri Lankan companies are small due, inter alia, to slow
private sector growth in the seventies. Unless the equity market is revived
and new institutional sources of equity finance introduced, lack of risk
capital could become a serious bottleneck. The revival of the market will
take a long time, and will require tax and policy changes to eliminate dis-
incentives for equity finance. Other than DFCC, there are virtually no
institutional investors. Participation of, e.g., the Insurance Corporation
and the Employee's Provident Fund would provide liquidity to the market and
equity resources for the growing private sector.

Export Financing

3.19 Between December 1976 and December 1977, total commercial bank
advances to the private sector and the public corporations increased by 51%,
while export bills measured in rupee terms increased by 97% 1/. Although
a large part of these bills relate to plantation sector exports, it seems

1/ Without exchange rate unification, the increase would have been 52%.
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that adequate finance was also available for manufactured goods exports.
Export financing has recently been strengthened by the introduction of the
Export Packing Guarantee Scheme and the establishment of an Export Credit
Insurance Company.

3.20 The Export Packing Guarantee Scheme was established by the Central
Bank in 1977 to encourage preshipment export credits from the Banks. The
scheme works as follows:

(a) The scheme covers up to two-thirds of preshipment advances
from commercial banks on the basis of valid export orders
for all goods except traditional agricultural exports.
The advances are meant to help the exporter to fulfill
the export order in question, e.g., for purchasing,
manufacturing, processing, or packing of goods meant
for export.

(b) A bank is entitled to a claim under the scheme when the
exporter fails to repay the advance, either because of
insolvency of the exporter, or default of the exporter
of four months or more, provided that the banks have
exercised normal care and prudence.

(c) The scheme is funded by a premium of 0.1% per month of
highest outstandings during the month, paid by the banks
to the Central Bank. If necessary, the Government will
cover any deficits under the scheme.

3.21 Through July 26, 1978, the Central Bank had issued 60 guarantee
applications for a total limit of Rs 38 million, and had received guarantee
fees of Rs 124,000. No defaults have so far been reported by any of the
eight banks participating in the scheme. The banks are satisfied with the
procedures under the scheme, but are only making use of it in a minority of
cases where the exporters are new and do not have a solid record with the bank
concerned. In this way, the scheme serves a useful purpose in encouraging
non-traditional exports. However, it is likely that the Central Bank could
increase the utilization of the scheme through more aggressive promotion
vis-a-vis banks and exporters.

3.22 The packing credit guarantee scheme covers the banks only up to the
time of the export order. In addition, an Export Credit Insurance Corporation
has recently been established to provide post-shipment insurance directly to
exporters against non-payment of bills, supplemented by postshipment guarantees
to the banks. The corporation is owned and staffed by the Central Bank and
has an initial capital of Rs 2.5 million. The guarantees to the exporters
will cover about 80% for commercial risks and 85% for political risks; the
guarantees to the banks will cover 75% of losses or defaults along the lines
of the packing credit guarantee scheme. Provided that the corporation is able
to handle the inevitable control problems connected with export credit gua-
rantees (e.g., collusion between exporters and importers), it should be able
to provide a useful service for Sri Lankan exporters.
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National Development Bank

3.23 The Government has recently passed the Act for the creation of a
National Development Bank (NDB) 1/. Government financing of public corpora-
tions will be channelled through the NDB instead of direct budget financing
as at present. In this way, the government hopes to be able to increase the
accountability and fiscal discipline of the public corporations. The first
operation of the NDB will be the refinancing of commercial bank loans to small-
and medium-scale industries under the recently approved IDA SMI Project.

3.24 The present project identification and evaluation process for public
sector industries is clearly in urgent need of improvement and the NDB should
be able to play an important role in this area. It is likely that the NDB
will be involved only at a fairly late stage in the project preparation pro-
cess, primarily evaluating investment proposals generated and prepared in
the public corporations under the supervision of the ministries concerned.
It will not be in a position to deal effectively with the problems of weak
top and middle management in many corporations, organizational restrictions
placed on the management of the corporations, and the quality of supervision
and evaluation by the ministries concerned (see Chapter IV).

3.25 A number of issues need to be considered, if the NDB is to make
a major contribution to the institutional financial system in Sri Lanka.

(a) A total of Rs 390 million of capital resources were allocated
to the NDB in the 1978 budget. This compares to government
capital transfers to public corporations in mining and manu-
facturing (including Ceylon Fisheries Corporation) of Rs 868
million in 1977. Annual allocations of this magnitude imply
that the NDB would only be in a position to provide a part
of the financing needs of the public corporations, and
would require additional financing for other activities.
Part of these additional financing needs are being provided
under the IDA SMI-Project.

(b) To be successful, the NDB will require a substantial measure
of autonomy in its operations and decision-making, and will
have to place heavy emphasis on project profitability and
other financial aspects.

(c) The financial performance of the public corporations has been
mixed; this is likely to continue in the short term due to
their managerial problems and the multiplicity of objectives
the corporations are expected to serve. Accordingly, the
NDB could find it difficult to collect on loans, and so
undertake follow-up operations. This would endanger its

1/ The Bank has an initial share capital of Rs 600 million, of which Rs 400
million subscribed by the Government, Rs 100 million by the Central Bank,
and Rs 50 million each by the Bank of Ceylon and the People's Bank.
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creditworthiness for outside borrowings and might create
problems for the repayment of these borrowings. Also, it
could be impracticable for the bank to enforce its security
on public corporations by fore-closing on debtors. To pre-
vent such problems, the NDB would have to place heavy
emphasis on its supervision work; however, in addition it
may require some form of government guarantee or liquidity
support.

(d) The bank will require a large professional staff, including
financial analysts, economists, engineers, accountants,
and lawyers. Assuming average annual approvals per pro-
fessional of $400,000 (Rs 6.4 million), 1/ the bank would
require over 60 professionals to accommodate gross approvals
to the public sector of Rs 40 million per year 2/. Under
the SMI-Credit a special fund will be established with
separate staffing and accounting. Staff of the SMI fund
would review SMI appraisals and refinance sub-loans submit-
ted by the five major credit institutions; monitor appraisal,
supervision, and collection standards; collect repayments of
refinanced amounts; and administer project funds for tech-
nical service components.

(e) It takes considerable time to fully develop any new financial
institution. It would, therefore, be advisable for the NDB
to prepare a realistic implementation schedule, showing expec-
ted lending activity along with the corresponding resource
and staffing requirements. In the absence of such a schedule,
it is possible that the Board of the NDB could be burdened
with excessive expectations.

1/ This would be more than double the FY77 figure for DFCC and 13 times the
present upper limit for investments by public corporations that do not
require ministerial approval.

2/ The NDB expects to recruit 60 professional staff in its first year of
operation. In addition, the World Bank is planning to provide technical
assistance to help the NDB's management in the early establishment of
the NDB as an efficient institution.
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Chapter IV

PUBLIC INDUSTRIAL CORPORATIONS

Introduction

4.01 Although public sector industry grew rapidly in the 1960s and

1970s 1/, its performance has been, on the whole, disappointing. A number
of public corporations make large losses, stemming in part from low levels
of capacity utilization and poor productivity. Many of them are overstaffed

and subject to poor management decisions due to excessive government involve-
ment in day-to-day operations. This chapter provides an analysis of issues
related to the performance of the public industrial corporations and considers
possible ways of improving their efficiency and responsiveness to the market.
These are critical issues, since public industry presently accounts for some

39% of total industrial value added in Sri Lanka.

4.02 The scope for improvement is quite ample. The recent upswing under
new management in the Cement Corporation - a major loss maker in 1976-1977,

demonstrates that it is possible to achieve improvements in a relatively
short period of time. However, in case of some enterprises it may not be
possible to make them economically and financially viable. Past decisions
influenced by political considerations have resulted in some enterprises
being poorly located, with inevitable cost penalties. Others may be burdened

with excess capacity, inappropriate technologies, and product lines which do
not match market requirements. In firms where operations appear to be wholly
misconceived from the start, the government might even have to consider clos-

ing them down.

Measurement of Performance

4.03 Five indicators were chosen to analyze the financial, economic and
social performance of public sector corporations:

(a) capacity utilization;

(b ) return on capital before interest and taxes;

(c) ratio of current asset's to current liabilities, as a
measure of liquidity;

(d) contribution to efficient employment measured by labor
productivity; and

(e) income to the state measured by net current transfers.
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Data inadequacies have made it impossible to apply all these indicators
uniformly to each enterprise; accounting procedures are deficient in some
organizations, and accounts and related data are not always produced promptly.
Broad judgements are, however, possible 1/.

4.04 Data on output and capacity utilization of 14 public enterprises
(Appendix Table 5) under the Ministry of Industries and Scientific Affairs
generally indicate a declining trend over 1974-77, though exceptions exist
for individual product lines. Capacity utilization figures for 1977 have
been compared to the maximum utilization ratio achieved in 1974-1976. In
relative terms, the 1977 performance was generally poor except in the ceramics,
petroleum, and some chemicals industries. In absolute terms, the levels of
capacity utilization have been consistently low in the plywood, textile,
cement, steel, certain chemicals and hardware industries. While low levels
may be ascribed to insufficient demand (or overcapacity) in a few cases
(steel, minerals, hydrochloric acid), in others they can be explained by
obsolete equipment, labor problems, and other extraneous factors.

4.05 The financial performance of public enterprises in the years 1973-
1977 is shown in Appendix Table 6, which analyzes net profits before taxes
and the rate of return on capital employed in 15 selected corporations. Fol-
lowing combined profits averaging Rs 196 million a year during 1973-75, the
combined loss was Rs 15 million in 1976 and Rs 163 million in 1977. Thus,
current transfers from government to public enterprises now exceed their con-
tributions to government revenues. The dramatically deteriorating performance
of the Petroleum Corporation was the largest single reason (a net profit of
Rs 81 million in 1974 turning to a net loss of Rs 190 million in 1977), but
four other large corporations also made substantial losses during 1976 and
1977 - the Cement Corporation, the Hardware Corporation, the Textile Corpora-
tion, and the Plywood Corporation. Most of the smaller corporations continued
to make profits, though only the Ceramics and the Leather Products Corporations
achieved profit increases. The combined rate of return on capital 2/ declined
sharply from 12.6% on the average during 1973-1975 to -12.2% in 1977. Again,
it was a few larger corporations which were mainly responsible for this deter-
ioration. Some of the smaller corporations continued achieving high, though
declining average rates of return (e.g. flour milling, salt, graphite, and
mineral sands).

4.06 A large part of the poor financial performance of public industrial
corporations in recent years was due to government-imposed price controls on
their output. Sharp increases in overhead costs have also been partly respon-
sible. For example, cost structure analysis of the Kankesan and Puttalam

1/ It is quite conceivable that economic efficiency tests, if they were
available, might yield different results.

2/ Capital = equity + reserves + long-term liabilities - accumulated losses.
Thus, capital is defined on historic basis, whereas replacement costs
would be more appropriate for economic analysis. The age of much of the
investment in several of the smaller corporations is consequently a
major reason for the very high rates of return.
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factories of the Ceylon Cement Corporation indicates that the Rs 98/ton cost
differential between the two factories is due solely to the difference in the
manufacturing overhead cost. In 1977-78, profitability of the Cement Corpora-
tion deteriorated because manufacturing overheads increased 59% in the Kankesan
works and 40% in the Puttalam works.

4.07 Appendix Table 7 shows the ratio of current assets to current lia-
bilities for a sample of firms in 1977. The current liquidity ratio i-. below
1.0 only for the Hardware Corporation, while it exceeds 5.0 for several others
(Sugar, Cement, Fertilizers and Chemicals). However, the high levels of raw
material stocks indicate substantially lower quick ratios (i.e., liquid assets
to current liabilities), reflecting poor management of working capital.

4.08 Employment growth in 26 public enterprises between 1970-76 shows an
average increase in employment of 10% per annum 1/. However, in the same
period output in those corporations grew by only 4.6% p.a. in real terms,
indicating declining labor productivity. The main causes were a high level
of absenteeism, generous leave provisions, and failure or inability to adjust
the level of employment to the low levels of capacity utilization.

4.09 Financial contributions to the Consolidated Fund by manufacturing
and mining corporations in 1976 and 1977 amounted to Rs 24.7 million and
Rs 10.5 million, respectively. In the same period, direct tax collections
from these corporations amounted to Rs 50.1 million and Rs 41.2 million, res-
pectively. In contrast, current budget transfers to the corporations totalled
Rs 90 million in 1976 and Rs 163 million in 1977. The public corporations
have thus been net consumers of resources rather than net contributors, and
have failed to generate sufficient current income to give the government a
positive return on past capital investments.

Factors Affecting Performance

4.10 The factors responsible for the inadequate performance of public
corporations are diverse and complex. They are mainly external factors 2/
and actions taken in the past that now make it difficult to function effec-
tively, constraints imposed on the operations by government policies, and
internal factors that could be corrected by individual managements.

4.11 Poor investment decisions made in the past regarding such problems
as poor location, obsolete technology, or inadequate market research often
cannot be reversed. While these factors undoubtedly explain some of the poor
performance, they are of importance for only a few corporations. It is cru-
cial that similar mistakes be avoided in the future. Decision-making based
on proper project evaluation procedures should minimize these risks in future.

1/ Central Bank, Review of the Economy, various issues 1970-1976.

2/ For example, lack of appropriate physical infrastructure.
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4.12 Government policies, in the long-term, are the most important deter-
minants of the performance in public sector corporations. These policies
include such critical aspects as competition, pricing, product mix, employ-
ment, salaries and wages, incentives, use of financial resources, appoint-
ment procedures and administrative controls.

4.13 By excluding private investment from key industrial subsectors, the
government gave many public corporations monopoly status. Often operating
at very low capacity, the corporations were further protected behind high
tariff barriers and by quantitative import restrictions. Lack of competition
severely eroded incentives for technical progress and acceptable quality stand-
ards. For example, automobile tires produced by the Tire Corporation have an
operating life which is approximately half that of imports, with virtually no
improvement in product quality over the years 1/. Thus, lack of competition,
coupled with the lack of managerial freedom for corporations, removes incen-
tives for product innovation and reduces efforts to cut down on manufacturing
costs. Inefficiencies in capacity utilization, material wastage, and accumu-
lation of inventories are often immediate consequences.

4.14 Government financial and pricing policies for public enterprises are
embodied in the Finance Act #38 of 1971. The Act states that "the ultimate
surpluses on revenue account shall at least be sufficient to cover the ulti-
mate deficits on such account over a five year period." However, corporations
have not been free to determine their own prices, and for social welfare con-
siderations had to sell their products at controlled prices. The Finance Act
also provides for specific government subsidies "if as a result of any decision
of the Government .... the corporation is prevented from determining during any
particular period a pricing policy for the corporation to meet (its) financial
obligations....". Recent steps by the government to permit public manufactur-
ing corporations to: (a) adjust their prices taking into account the revi-
sion of parity of Sri Lanka Rupee and the wage and tax revisions, and (b) to
permit an increase in prices by 10% per annum without prior approval, have
been rescinded. All corporations are now obliged to secure the approval of
the National Prices Commission before raising prices. For example, in 1978,
the government did not permit price increases on products of the National Milk
Board, Ceylon Petroleum 2/, and Paper Corporation, resulting in heavy financial
losses to these enterprises. At the same time, price controls on private
sector products have been eliminated. Besides providing the wrong investment
signals, losses incurred in the public corporations are equivalent to losses
in government revenue. Pricing policy in corporations should be revised in
order to separate consumer subsidies and "social" pricing from considerations
of productive efficiency. (For further recommendations see para 4.22).

1/ The desire to minimize the import content of locally manufactured tires
may have led to the continued use of poor outdated designs; such policies
are unlikely to bring net economic benefits.

2/ However, price increases on gasoline and diesel were implemented in June
1979 in connection with OPEC price increases on crude oil. These in-
creased prices cover the costs of these products and contribute towards
meeting the large kerosene subsidy.
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4.15 Through sectoral planning and production targets, government has
fixed the product mix of many public corporations. This has resulted in con-
siderable inefficiency caused by wastage of raw materials (e.g., in textiles)
or underutilization of plant capacity (e.g., in engineering, ceramics, and in
certain food industries). By fixing product mix, output volume and prices,
there is no room left for the corporations to adjust to markets and earn
profits.

4.16 Provision of employment, particularly to the educated unemployed, is
considered to be one of the most important economic development objectives in
Sri Lanka. Yet by employing surplus labor in public corporations and raising
manning levels, productive utilization of labor has suffered significantly.
The textile industry has been one of the most severely affected, 1/ but the
problem is endemic. Overstaffing is mainly among white collar jobs. While
wages in the public sector corporations are comparable to those in the private
sector, salaries of executives and professionals are significantly lower. This
has limited the entry of good professionals into public corporation management,
particularly in periods when opportunities in the private sector are avail-
able. A number of the corporations find that turnover is substantially larger
at the higher levels than at the lower. Since 1977, however, the Government
has raised salaries twice, and exempted all public employees from income tax.
Government policies of keeping top executive salaries comparable to those in
government departments have made public corporations extensions of the general
public service. This has been reinforced in the past by civil servants holding
top positions in public corporations as second jobs.

4.17 Bonus policies are governed by a 1974 cabinet decision and consist
mainly of payment of 2 months salary, or maximum Rs 1,000 per worker per year.
In addition, production incentives are paid in almost all public sector firms.
The norm is usually 60% of the rated production and the payment rates increase
sharply for production above the norm. The combination of the bonus, incen-
tives, overtime and other fringe benefits including provident fund is often
larger than wages paid. However, incentives are set at relatively low levels
of capacity utilization and since payment of bonuses is usually on a compulsory
basis, any true "incentive" value which these may have has been significantly
eroded. However, with careful analysis of the present incentives schemes and
appropriate administrative steps, the incentives could be related more directly
to productivity.

4.18 The Finance Act also allows for rigid Government control over the
financial affairs of the corporations. Borrowing limits are set for each cor-
poration and all capital expenses exceeding Rs 500,000 have to be approved by
the relevant ministry and by the Ministry of Finance. This degree of financial
control offers very little scope for independent decision-making. Furthermore,
since all surpluses are taken off by the Treasury, the corporate management
has virtually no control over resources generated. While there is a need for
greater financial discipline than in the past, adequate financial autonomy

1/ Partly because it is located largely in rural areas, where the employ-
ment pattern is often seasonal.
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and improved capital budgeting and planning are necessary if enterprises are
to be judged on their own merit. This could serve as basis for the appraisal
process of the financial institutions lending money to public corporations.

4.19 Besides financial controls, public corporations are subject to con-
trols over personnel practices, e.g., salaries, recruitment of all levels of
staff, staff disciplinary action, etc. The Chairman and all members of the
Board of Directors are appointed by the Minister. The government has adopted
the practice of assigning to the Chairman the role of a full time chief exe-
cutive of the corporation. The nature of the controls suggests that public
corporations have very little autonomy and are often subject to direct ad hoc
interventions from the Minister. While all directives to a corporation from
the Minister are supposed to be published in the annual reports, this is
hardly ever done.

4.20 It appears that the ability of the top corporate management to take
decisions is extremely limited. Also, since top management is subject to
change frequently and at short notice, the enterprise ceases to have managerial
continuity. Professionalism in management suffers. In the selection of the
Board, little is done to include persons with expertise in management and
practical business experience. Thus, the lack of decisive action by corporate
management in controlling internal affairs is traceable to both the constraints
imposed by government policies and to the uncertainty of tenure.

Improving Efficiency

4.21 In suggesting reforms for the public industrial sector, a central
question is the future role that public enterprises are to play in industrial
development. While the previous government visualized public investment as
the "preferred instrument" and reduced private industrial participation to a
residual level, the present government is signalling a greater role for pri-
vate initiative. However, in any case an immediate objective is to improve
the operational efficiency of the existing corporations and to make them
financially and economically viable. Three major inter-related types of
change are required. First, public corporations should be subject to a
greater degree of market discipline and competition; this means removing or
modifying many of the regulations and policies imposed by the government.
Second, the present ministerial framework of decision-making and control
could be modified so as to allow more autonomy for the corporations. Third,
the internal management and operations of the companies can be improved in
several different ways (see para 4.27).

4.22 In order to achieve improvements in the economic efficiency and the
profitability of the corporations, government control over management needs
to be reduced, allowing it far more freedom of action to market discipline
and needs. Revision of pricing policies (para 4.14) for the corporations is
an essential ingredient in any attempt to make them more competitive. Public
corporations should be allowed to realize profits independent of the sub-
sidization policies of the Government. However, profitability can only be
measured by making a clear distinction between the corporations as firms and
the corporations as welfare institutions. Salaries, wages, staffing and
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operating methods must all be directed at achieving profits, while subsidies
should be applied as close to their point of impact as possible and not loaded
onto the cost of the last firm handling the product. Such a revision of the
pricing policy should not cause too many administrative and operational
problems. First, the Government has been continuously revising and stream-
lining its subsidies policies since it came to power in 1977. Second, the
Finance Act regulating public corporations explicitly provides for the
application of specific subsidies instead of general budget transfer,. The
limited pricing freedom and adjustment for exchange rate variations should
be restored (para 4.14).

4.23 Price controls have largely been dismantled for the private sector;
it is essential that government explore ways to do the same for the public
sector. While there are some items on which, for welfare reasons, it may be
politically or socially necessary to retain price controls, many others do
not require controls. For example, prices of kerosene and diesel oil are
controlled, yet they constitute a small proportion of the average family ex-
penditure or costs of firms, and are strong candidates for decontrol. Gov-
ernment should review price control policies in the light of its tariff and
other protection policies. It is also necessary to ensure that levels of
protection against imports are not excessive. Sometimes public corporations
also have to follow specified target levels of output. In conjunction with
price controls, this puts them in a position where it is impossible to per-
form efficiently 1/. The product mix and output level should in general be
determined by the managements of the corporations.

4.24 A greater degree of market discipline can be injected in several
ways. There is no single "best" method, and a multi-faceted approach probably
would provide the flexibility needed to deal with the varied circumstances
surrounding different public enterprises. It is likely that, at least for the
near future, most public corporations will remain under public ownership and
control, although the government might consider passing some of them into
private ownership or engaging in joint ventures. The dearth of private capital
to purchase equity in public corporations will act as a natural limitation on
transfers to the private sector. In the event of such transfers being made,
the government still has ample regulatory powers to ensure that the enterprise
would operate in a manner consistent with the interests of the economy.

4.25 Control of public corporations is now the responsibility of the min-
istries directly concerned, and of the Ministry of Finance (Public Enterprise
Division). The detailed supervision and control at present exercised could be
modified, so that the ministries establish simply the broad framework within
which the public corporations are to operate, and monitor performance in
accordance with those rules. The ministries could leave considerable latitude
for Boards of Directors and managements of individual enterprises to make
decisions within this framework. The ministries would also have responsibility
for recommending new legislation or regulations, while the valuable functions

1/ The Textile Corporation is a good example of this situation.
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of the Auditor General in monitoring performance should remain. Establishing
the broad framework means, inter alia, choosing criteria and measures for
judging performance; these must include financial as well as economic indi-
cators. This report cannot go into the fine lines that will have to be drawn
to make the criteria realistic. Refining the criteria will require continuous
work, and it is an area where external assistance will probably be needed.
IDA is at present considering a project involving this type of assistance.

4.26 To make the reformed system of public sector control work success-
fully, the individual enterprises must be given greater freedom to make
decisions and to meet the performance standards set for them. The managements
of the enterprises must be correspondingly strengthened and then held account-
able. Management cannot be held accountable when government intervenes across
a broad spectrum of areas in a way that severely limits the ability to perform
efficiently. In addition to freedom of pricing, and the specification of tar-
get levels of output, the following areas are critical for effective management:

(a) Employment and Wage Policies. The basic conditions will be
set by the new labor legislation. However, it is essential
that, to the extent possible: (i) wage and bonus payments
are linked to productivity; (ii) public enterprise salaries
be delinked from those in the civil service; (iii) produc-
tion incentives be set at a sufficiently high norm; and
(iv) management has effective authority to increase or
decrease the labor force within the limits allowed by
employment legislation.

(b) Investment Decisions and Retention of Earnings. In order
to encourage independent action by enterprises, they must
have at least some power to retain earnings and to make
decisions on new or replacement investment. This would
not preclude concurrent appraisal and later evaluation
of the investment decision by the ministry responsible
in assessing management performance. Government should
renew policies on retention of earnings by enterprises.
Profits should be remitted to the government in the form
of dividends on equity.

(c) Management Tenure and Professionalization. In order to
provide stability to management, it is suggested that
chief executives and key officers of an enterprise operate
under fixed contracts allowing removal only for "cause"
where "cause" would primarily refer to systematic failure
over an extended period to achieve satisfactory perform-
ance by the enterprise (in addition to the usual causes
of fraud, etc.) Professional qualifications and valid
practical experience should be the criteria for manage-
ment appointments at all levels.
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4.27 The decentralization of decision-making and the removal of many
direct interventions by government imply that managements of individual cor-
porations would have the authority to tackle problems related to increasing
capacity utilization and labor productivity, removing production bottlenecks,
gearing their product specifications better to market needs, improving sales
networks and marketing procedures, restructuring prices, and improving internal
cost control, stock control and budgeting. Obviously the problems, and hence
the solutions, vary in many respects from corporation to corporation. A
greater emphasis on professionalism in management at all levels, is crucial;
in this context management training through educational institutions and
the National Institute of Management could be valuable. The problems of
recruiting and developing sufficiently strong management could be reduced by:

(a) Contracting Management Responsibility. The government has
recently undertaken an innovative arrangement for improving
management of five public textile mills, by contracting the
responsibility, for a limited period, to private sector
companies. If there are incentive features in the contracts
(so that payment is at least partially tied to performance
or improvement) and if the contractors are given sufficient
authority to make changes, this may provide a valuable pre-
cedent for the future. The outcome of this experience
deserves careful study.

(b) Encouraging Joint Ventures. Some public corporations have
attracted the interest of private companies which are prepared
to make new investments and help reorganize operations so
that they will be efficient. The tire company is an example.
With proper safeguards against arrangements or conditions
leading to quasi-monopolistic positions, this could be a
most effective way to improve the performance of at least
some public corporations.

(c) Technical Assistance for a Management Review. Regardless
of the other actions that may be undertaken to revitalize
the public sector, there is one that could be undertaken
fairly quickly and with benefit to all future actions,
and that is to engage technical assistance to perform a
management review of large industrial public corporations.
Such a review should cover, inter alia, the following
topics: (i) technical conditions of the plants (i.e.,
plant layout, flow of work, maintenance practices, quality
of output, condition of machines, production practices);
(ii) costs and competitiveness of operations; (iii) market-
ing and pricing; (iv) assignment and use of labor; and
(v) financial management and controls. From such a review
would come recommendations for change that could be accom-
modated within the present system, as well as those requiring
changes in the system itself. The financing for such a
technical assistance effort is under consideration by IDA.
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Chapter V

SMALL AND MEDIUM-SCALE INDUSTRIES

Introduction

5.01 Small- and medium-scale industries (SMIs) warrant special attention

due to their potential in helping increase exports and in meeting local demand

in several subsectors, and in generating employment. They at present constitute

the majority of all industrial enterprises, and most new industrial ventures

are likely, therefore, to also start out as SMIs. As Appendix Table 13 shows,

SMIs are also competitive and efficient producers in many industrial sub-

sectors. To realize their potential, the SMIs will need specialized types of

credit mechanisms and institutional support.

Characteristics and Role of SMIs

5.02 For the purposes of fiscal incentives, the government presently

defines SMIs as enterprises with less than Rs 1 million ($64,000) in plant,

equipment and land and buildings, valued at original costs. The Ministry of

Industries is proposing to change this definition to Rs 1 million, excluding

investment in land and buildings. This increase appears to be justified

since: (a) due to cumulative inflation, Rs 1 million in total fixed assets

is too restrictive for efficient operations in some SMI product groups; (b)

expansion of existing SMIs should be encouraged; and (c) SMIs with up to Rs 1

million in plant and equipment are those for which simplified loan appraisal

techniques and outside technical services are appropriate. Based on this new

definition, the SMI sector would include some 90% of registered private firms

and all unregistered firms, account for about three-quarters of industrial

employment in Sri Lanka, and contribute about two-thirds of total industrial

value added. The same definition is appropriate for SMIs in construction,

contracting, and quarrying, which are not covered by fiscal incentives; SMIs

presently account for roughly 80% of employment and 45% of value added in

private construction contracting.

5.03 About 70% of the registered SMIs are in and around Colombo, with

some concentrations in secondary towns. Unregistered small and cottage indus-

tries are more widely dispersed among small towns and villages, with the

Colombo district representing only about 30% of the total. Regional indus-

trial dispersal is one of the government's prime objectives, and tax incen-

tives have been tailored to encourage industrial expansion outside the major

municipalities. However, potential in these areas is limited largely to agro-

industries, construction and some cottage industries; potential in secondary

towns is greater if access to institutional finance and technical and market-

ing services can be increased. SMIs subcontracting to larger firms or involved

in direct or indirect exports have strongest potential in the Colombo area,

which often offers logistical and cost advantages. If the government is to

encourage participation in indirect exports by SMIs and linkages with large

enterprises, it is important that SMI expansion into primary and secondary

industrial areas not be precluded.
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5.04 The principal SMI sub-sectors, which account for over 80% of
employment and investment in registered SMIs, are light engineering, textiles
and garments, rubber and chemical prooacts, food processing, and wood and
paper products. In these sub-sectors, significant expansion opportunities
exist for SMIs in selected products or services, based on export potential
or increased domestic demand due to Sri Lanka's accelerated rate of economic
expansion. Potential for efficient, labor intensive SMIs is good in rubber,
metal and wood product industries and in agro-industries. Construct ;,n and
building materials SMIs, most of which are unregistered, also have good
potential derived from the major public development projects and the rapidly
expanding public and private housing market.

5.05 Subsector distribution of unregistered small and cottage industries
is similar, with major product areas being handloom textiles, black-smithy,
jaggery, pottery, wood and coir items. Expansion potential for these indus-
tries is mixed. In some product groups (e.g. handloom products and jaggery),
the ability to be "competitive" in local markets depends upon high subsidies
for inefficient production technology and to offset consumer preference for
higher-quality imports. Some traditional industries (e.g. pottery) are being
superseded by less expensive, more marketable materials (e.g. aluminum and
plastic). The future viability of certain major cottage industries may well
depend on the ability to meet export demand for high speciality items (e.g.
handloom, coir, and wood products).

5.06 In 1977, SMIs on average made gross earnings roughly equivalent
to 34% of total sales 1/ and 40% of total investment 2/. In the principal
subsectors, SMIs compare well with larger private and public firms in terms
of efficient use of capital and labor. Capital/labor ratios in all major SMI
subsectors are lower and value added per unit of labor and capital cost 3/
higher than in the larger firms. SMIs can be efficient in several labor-
intensive product lines which have no major economies of scale (e.g. certain
rubber and metal products), or where specialized market preferences exist
(e.g., export handloom products). However, many SMIs will need to upgrade
productivity, product quality, and capacity utilization to operate profitably
in a liberalized environment. For this purpose, they will require better
access to credit and improved subsector-specific institutional services.

Industrial Policy and SMIs

5.07 While past governments have protected local industry in general,
they have avoided the pitfall of encouraging inefficient small industrial

1/ While this figure appears high, it is important to note that many SMIs
employ several family members who are paid out of profits rather than
wages.

2/ Total investment equivalent to fixed investment and permanent working
capital.

3/ Assuming a cost of capital of 15%.
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5.04 The principal SMI sub-sectors, which account for over 80% of
employment and investment in registered SMIs, are light engineering, textiles
and garments, rubber and chemical proG"cts, food processing, and wood and
paper products. In these sub-sectors, significant expansion opportunities
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development through differential subsidies and protection. In the context of
its liberalization policies, the present government has removed subsidies and
protection for the handloom sector, mindful of the lower cost of milled cloth
to meet local demand for standard textiles. However, the Ministry of Indus-
tries and Scientific Affairs recently proposed a set of differential incentives
for SMIs, including preferential pricing on public procurement, reserving
of product groups for exclusive production by SMIs, and possible subsidization
of interest rates and physical inputs. These effective subsidies, if imple-
mented, would be likely to encourage inefficiency and diminish the positive
impact of price and import liberalization on the domestic allocation of
resources. Experience of other countries which have implemented similar
facilities on capital inputs indicates that their effect has often increased
capital intensity of smaller firms and resulted in the creation of ineffi-
cient import substituting industries dependent on protection, and unable
to compete in export markets.

5.08 Analysis by the Tariff Review Committee and discussions with a large
number of small entrepreneurs indicate that SMIs have generally responded
well to import liberalization. Better access to imported raw materials and
equipment and the buoyant domestic market have more than offset any reduction
in output prices necessary to compete with imports. Only a small number of
SMIs involved in noncompetitive production (e.g., handlooms for domestic
markets), or assembly operations are experiencing serious difficulties.

5.09 Given the potential for small and cottage industries in certain
sub-sectors (para 5.04), it would be advantageous to concentrate promotional
efforts, credit and technical and marketing services on those specific areas,
while avoiding general subsidies and protection. Instead of introducing
differential incentives for SMIs, the present system of fiscal incentives
could be extended to include tax exemptions on a portion of profits of (a)
existing SMIs outside municipalities which expand, provided they still qualify
under the agreed SMI definition; (b) industries established prior to 1972
if they expand or modernize to meet export orders; and (c) local manufacturers
supplying components or finished products to manufacturing or commercial
exporters, based on their relative shares in the domestic value added of the
exported goods (see also para 2.06). Also, import duty rebates and refund
of the BTT could be extended to SMIs subcontracting to exporters.

5.10 A major argument against reserving product groups for SMIs is that
large industries themselves can generate demand for small industrial products.
In export-oriented countries of East Asia, a significant portion of exports
by large manufacturing and trading companies consists of components or
finished products manufactured by SMIs. Subcontracting is particularly wide-
spread in light industry, e.g., garments, engineering products, plastics,
and leather products. In Sri Lanka, large and medium-scale manufacturing is
primarily by public sector corporations, although there should be significant
subcontracting opportunities by large private firms both within and outside
the IPZ. These are mainly in garment inputs, rubber products, engineering
goods, construction, contracting, and coir. Nevertheless, SMIs could increase
their subcontracting to the public sector as well as through sales of equip-
ment spares, educational supplies and building materials. Public and private
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subcontracting could be encouraged most efficiently by improving information
to SMIs on tendering and subcontracting opportunities and requirements, and
by providing technical services to help them improve productivity, quality
and delivery reliability.

5.11 SMIs have difficulties in exporting directly. They often lack export
contacts, are at a comparative disadvantage in bulk raw material purchases,
and cannot meet the volumes required by importers. However, SMIs and cottage
industries have significant potential as indirect exporters, making components
and finished products for larger manufacturing and marketing concerns through
subcontracting arrangements (para 5.10). Also, trading companies can play a
useful role in organizing production from dispersed sources, and in providing
technical and financial inputs necessary for small producers to meet price,
design and quality specifications. To encourage export houses for cottage and
small industry products, intensified export promotion policies are needed.
Export credit schemes exist, but many small exporters find them difficult to
qualify for and obtain (para 3.19). Improved information on export require-
ments and marketing channels is important as is continued participation in
trade fairs and sales trips. However, a major problem is organizing adequate
quantity and quality of products to meet these export orders. The new Sri
Lanka Export Development Board and the subcontracting exchange planned by the
Industrial Development Board (IDB) will help exporters identify potential
SMI sources and assist SMIs in improving quality and productivity. Export-
oriented joint venture firms inside and outside the IPZ could be asked to
supply a list of inputs required to the subcontracting exchange.

5.12 There might also be potential to relieve certain public corporations
of some of their smaller-scale operations. Several public sector corporations
are engaged in jobbing operations with short production runs or subsidiary
activities which require excessive management time-. Some of these activities
could be performed more efficiently by private SMIs. The Ministry of Indus-
tries would need to analyze the production mixes of selected public sector
corporations (e.g., Hardware, Steel, Leather, Ceramics) to determine the
degree to which they could concentrate on major items requiring long runs and
large equipment. This could increase the efficiency of the corporations while
expanding the scope for private SMIs.

Financing SMIs

5.13 In response to the liberalized investment environment, credit to
SMIs increased by some 50% in 1978, mainly for working capital. However,
credit to SMIs still represents only about 7% of institutional lending to
private industry. Historically, credit institutions have covered less than
20% of SMI's financing requirements. The banks have generally used conser-
vative lending criteria based more on collateral than on project viability.
Administrative costs for small industry loans are relatively high and SMI
loans are perceived as risky. These conditions, combined with the banking
system's resource constraints and increased credit requirements for other
purposes, limit SMI access to credit.
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5.14 For the past three years, People's Bank and the Bank of Ceylon have
been participating in a Joint Credit Scheme with the IDB. Under this scheme,
IDB has formulated and appraised projects, and recommended them for commercial
bank financing. While the scheme has helped to improve access to credit by a
number of SMIs, it has not proved satisfactory. The participating banks are
critical of the lack of objectivity and thoroughness of IDB's appraisals,
since the credit institutions carry the risk of the loans. As a result, only
about 200 of the 1,000 projects proposed by IDB for financing under the Joint
Scheme were approved by the banks during 1978. Most commercial bank lending
to SMIs has thus been independent of the IDB Joint Scheme.

5.15 As noted in para 3.23, the Government passed legislation establish-
ing a National Development Bank. One of the first roles of the NDB will be
to refinance commercial bank lending to SMIs. An SMI Fund, with separate
policies, procedures, and staff, will be established within the NDB to provide
partial refinance for eligible SMI subloans made by the five major credit
institutions. Refinance will be made available to the credit institutions at
interest rates sufficient to enable them to lend profitably to SMIs and with
spreads more than sufficient to cover administrative costs. Eligible banks
will have specialized, trained SMI appraisal and supervision staff in place
at headquarters and in key branches. This should help increase the credit
institutions' ability and willingness to lend to SMIs largely on the basis
of project viability rather than collateral. The Central Bank's Credit
Guarantee Scheme is being modified to incorporate SMI loans refinanced by
the NDB.

5.16 An estimate of potential demand for financing by SMIs has been made
in Appendix Table 14, based on conservative assumptions regarding the economic
rate of growth of the sector (6.5% p.a.), the incremental capital/output
ratio, and permanent working capital requirements. Between 1979-1983, total
investment requirements by SMIs are estimated to be about Rs 2.8 billion.
Assuming that the IDA SMI project would somewhat increase access to institu-
tional credit by SMIs 1/, it would be reasonable to anticipate that about
one-third of total SMI financing requirements could be covered by the credit
institutions. On this basis, and taking into account an expected average
world inflation rate of some 7% per annum in the medium term, credit to SMIs
could amount to roughly US$12 million per year in current prices. In 1978,
commercial banks and DFCC lent about US$3 million to SMIs in term credit. The
banking system's resource constraints and increased requirements for other
purposes are expected to limit its ability to sustain a significantly higher
level of SMI lending in the medium-term, particularly since it will take time
to change conservative banking attitudes and increase SMI project appraisal
capabilities. Assuming that the banking system will be able to maintain its
present level of financing in real terms from its own resources (i.e., at

1/ A 1966/67 investment survey by the Central Bank showed that excluding
stocks and trade credits, self-finance accounted for about 63% of invest-
ment; the banks, for 21%, and other sources, for 16%. Although these
figures are dated, private industry, especially SMIs, still relies
heavily on self-financing.
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present about US$4.5 million per year in current prices), the financing gap
could amount to US$7.5 million per year, or US$22.5 million over the period
1980-82. Through the SMI Fund of the NDB, the IDA SMI Credit will provide
US$12 million to help fill about one half of this gap.

Technical Services

5.17 Sri Lanka has a number of institutions which provide managerial,
technical, and training assistance to SMIs. While their services are useful,
the effectiveness of these agencies is constrained by unclear assignment of
responsibilities, shortages of trained personnel, and inadequate technical
service facilities.

5.18 The IDB, an agency of the Ministry of Industries and Scientific
Affairs (MINSA), is the principal SMI development institution responsible for
promoting and assisting all SMI subsectors other than textiles and cottage
industry. The IDB is a well-established agency, but needs to strengthen pro-
motional activities and subsector services at headquarters and key districts.
The Department of Small Industries (DSI), responsible for cottage industry
development, has been shifted from MINSA to the newly established Ministry of
Rural Industrial Development. DSI, which will continue to concentrate on
cottage industries, plans to provide mainly services to craftsmen rather
than concentrating its efforts to DSI-owned production facilities. The
Ministry of Textile Industry (MTI) formulates policy and implements programs
in the textile and garment subsector; the Department of Textile Industries
(DTI) under MTI, which is responsible for development of the handloom industry,
plans to increase collaborative arrangements with private exporters. Train-
ing programs are concentrated in two main agencies the National Institute of
Business Management (NIBM) which provides production and financial manage-
ment courses, and the National Apprenticeship Board (NAB) which arranges
supervised, paid trade apprenticeships for private industry.

5.19 Given the number of ministries and agencies responsible for differ-
ent segments of industrial development, an overall strategy with clear allo-
cation of responsibilities and coordination is essential. The move by each
of the principal three SMI agencies to providing subsector-specific services
should prove very useful, since technical, marketing and raw material supply
problems vary by product group. IDB plans technical service centers in rubber
and metal products, and in construction materials. These centers will pro-
vide testing facilities, specialists' advice on processes, products, and
marketing and raw material supply services for rubber products.

5.20 However, if these agencies are to provide effective specialized
services, attention and resources will be needed to attract and retain quali-
fied, motivated technical staff. Salaries and emoluments of IDB's technical
and managerial staff should at least be equal to those in public sector
corporations. IDB plans to reinforce its staff with outside training and
short-term subsector specialists, mainly from abroad, who would help establish
the promotion and technical service programs and train IDB staff.
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5.21 It is also important that IDB no.t diffuse its energies on a multi-
tude of minor activities. In view of the limited success of industrial
estates in secondary towns 1/, it would be useful if IDB and the government
reassessed the sizeable investment plans for mini-industrial estates. IDB
might want to reassess the experimental and demonstration projects, which
represent a high proportion of capital expenditures and staff time, but which
have only limited impact on new SMIs. It could be more advantageous to
spend funds on extension staff and demonstration and selective common service
facilities rather than build costly infrastructure which is likely to be
underutilized.

1/ Experience elsewhere indicates that (a) industries suitable for semi-rural
areas are often service and agro-based industries, neither of which norm-
ally are suitable for an industrial estate, and (b) in these areas, space
and infrastructure facilities are often less constraints than is access
to markets, raw materials, and managerial and technical skills.
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Table 1
1/

COMMERCIAL BANKS' ADVANCES FOR INDUSTRY

1973 1975 1976 1977 1978

1. Food, beverage and tobacco 11 72 43 56 112
State Corporations 1 58 21 29 50
Others 10 15 22 27 62

2. Textiles 71 185 292 319 561
State Corporations 19 79 152 149 291
Others 52 106 140 170 270

3. Weaving apparel and leather
industr4es 23 24 40 74 282
State Corporations 6 5 3 3 21
Others 17 19 37 71 261

4. Wood and wood products 11 6 6 9 14
State Corporations 10 1 1 2 7
Others 2 4 6 7 7

5. Paper and paper products 20 56 71 42 69
State Corporations 14 41 37 22 32
Others 6 15 33 20 37

6. Rubber and plastic products 18 20 27 24 31
State Corporations 2 1 - - 1
Others 16 19 27 24 30

7. Chemicals, petroleum and coal 34 91 231 409 598
State Corporations 16 71 212 389 555
Others 19 20 19 20 43

8. Non-metalic mineral productsi/ 4 20 27 38 82
State Corporations - 4 9 16 25
Others 4 16 18 23 57

9. Basic metal products 23 35 74 88 92
State Corporations 12 17 46 66 43
Others 11 18 28 23 49

10. Fabricated metal products,
machinery and transport
equipment 13 23 1 27 37
State Corporations 3 2 - - -
Others 10 20 18 27 37

11. Processing of tea, rubber and
coconut 36 26 19 14 22
State Corporations - - - - 2
Others 36 26 19 14 20

12. Processing of other agricultural
commodities 9 4 5 6 13
State Corporations 5 - - - -
Others 4 4 5 6 13

13. Engineering & building trade 61 73 85 72 79
State Corporations 20 31 33 21 14
Others 41 41 52 51 65

14. Mining and fishing 21 29 40 43 126
State Corporations 12 14 20 13 30
Others 9 12 20 30 96

15. Other industries 161 126 147 167 277
State Corporations 98 39 34 24 58
Others 63 87 114 143 219

Total 517 786 1,123 1,388 2,396
State Corporations 218 365 567 734 1,130
Others 299 422 557 653 1,266

1/ Advances outstanding as of December of the respective years.

2/ Except petroleum and coal.

Source: Central Bank of Ceylon
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Table 2

COMMERCIAL BANKS' ADVANCE 1BY PURPOSE AND MATURITY

(Rs million)

2/ 2/ 2/
Short-term - Medium-term - Long-term Total

Amount % 3/ Amount % _ Amount Z 1

A. Commercial

1963 196 43 182 40 73 16 452 65
1969 271 41 277 41 120 18 669 44
1973 769 80 179 19 19 2 968 43
1976 1,550 85 254 14 22 1 1826 44
1977 2,508 89 284 10 31 1 2823 48
1978(June) 2,636 86 383 13 34 1 3053 42

B. Financial

i963 19 26 26 37 26 37 71 10
1969 47 34 45 33 46 33 130 9
1973 67 54 38 31 18 15 123 6
1976 78 56 34 24
1977 73 55 33 25
1978(June) 118 61 47 24 26 14 192 3

C. Agricultural

1963 6 23 6 22 14 55 26 4
1969 26 15 105 60 46 26 177 12
1973 229 67 104 30 9 3 341 15
1976 422 73 149 26 12 2 582 14

1977 789 78 209 21 19 2 1,017 17
1978(June) 1,040 78 265 20 21 2 1,327 18

D. Industrial

1963 9 20 17 39 18 42 43 6
1969 159 41 82 21 147 38 387 26
1973 335 65 124 24 58 11 517 23
1976 875 78 156 14 92 8 .1123 27
1977 1054 76 221 16 113 8 1388 23
1
9
78CJune) 1,665 84 226 11 103 5 1993 28

E. Housing 5/

1963
1969
1973 4 5 43 56 30 39 76 3
1976 12 6 92 51 78 43 182 4

1977 18 8 95 45 99 47 212 A

1978(June) 22 9 107 45 109 46 238 3

F. Consumotion

1963 8 21 10 27 IQ s2 17 5
1969 15 16 33 31 51 51 99 7
1973 70 50 62 45 7 5 139 6
1976 113 54 87 42 8 4 208 5
1977 111 51 91 42 14 6 216 4
1978(June) 105 47 104 47 15 7 223 3

G. Others

1963 30 48 7 12 25 41 62 9
1969 4 9 24 56 16 36 43 3
1973 40 52 26 35 10 13 77 3
1976 33 27 48 39 44 35 125 3
1977 36 27 45 34 53 40 134 2
1978(June) 51 31 56 34 60 36 166 2

H. Total

1963 267 39 248 36 176 26 690 100
1969 522 35 566 37 426 28 1, 514 100
1973 1, 513 68 576 26 152 7 2,240 100
1976 3, 083 74 819 20 283 7 4, 185 100
1977 4,591 78 977 17 354 6 5,922 100
1978 (June) 5,637 78 1,188 17 367 5 7,192 100

1/ Including loans, overdrafts and bills discounted. All figures
except for 1978 are for December month of the respective years.

2/ For 1963 and 1969, short, medium and iong terms were below 6 months, 6-30 months,
and above 30 months, respectively. For 1973 and 1976 theese limits have been changed
to below 1 year, 1-5 years, and above 5 years, respectively.

3/ % of total advances to each sub-sector.

4/ Z of total advances.

5/ Included under consumption in 1963 and 1969.
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Table 3

INTEREST RATE STRUCTURE

(percent per annum)

Before After
April 1975 Apr.-Dec.1975 Jan.1976-Sept.1977 September,1977

DEPOSIT RATES Min. Max. Min. Max. Min. Max. Min. Max.

Commercial Banks

SAvings Deposits 4.5 5.5 ) 7.2
Fixed Deposits )

3-12 months 4.5 4.75 )
3 months 6 6.75) 8.5 8.5
6 months 6.5 7.0 ) -do- 11.0 12.0

12 months 7.0 7.5 ) 14.0 15.0
2 years 4.75 5.0 ) ) 14.0 15.0
3 years 5.0 5.25) 7.0 7.5 ) 14.0 15.0
4 years 5.25 5.5 ) 14.0 15.0

National Savings Bank

Savings Deposits 7.2 7.2 ) 8.4 1/
Fixed Deposits (12 mos.) 7.5 7.5 ) 15.0 2/
Fixed Deposits (18 mos.) 18.0
Savings Certificates

(10 years) 11.0 11.0 ) -do- 11.0

Government Securities

Treasurv Bills 5.0 5.0 -do- 9.0

LENDING RATES

Bank Rate (Central Bank) 6.5 6.5 8.5 10.0

Commercial Banks

Inter-bank Call Loans 5.0 8.0 8.0 7.0 9.5
Bills Purchased &

Discounted 6.5 10.0 8.5 12.0 8.5 13.0 11.0 21.0
Loans & Overdrafts

Secured by:
Govt. Securities 7.0 10.0 7.5 11.0 7.5 14.0 12.5 18.0

Shares of Jt. Stock
Companies 9.0 12.0 9.0 12.0 9.0 13.0 13.5 19.0

Stock in Trade 8.5 12.5 8.5 13.0 8.5 14.0 13.0 19.0
IMMOVABLE PROPERTY 8.0 12.0 8.5 12.0 8.5 14.0 13.0 19.0

Others 6.5 12.5 6.5 13.0 6.5 14.0 10.0 20.0
Unsecured 8.5 13.5 9.5 14.0 9.5 14.0 18.0 20.0

State Mortgage Bank 5.0 12.0 5.0 12.0) -do- 5.0 12.0
Agricultural & Industrial 3/ 3/

Credit Corporation 9.0 12.0 9.0 12.0) 12.0- 15.0
National Housing Dept. 6.0 9.0 6.0 9.0) 6.0 9.04
National Savings Bank 10.0 12.0 10.0 12.0) 9 0 12.0
DFCC 9.5 12.0 9.5 12.5 9.5 12.5-' 9.5 13.0-

1/ Compounded interest on savings deposits.

2/ Interest rate on 6-months deposits is 12%.

3/ After November, 1977. Range changed to 11% - 14% in June, 1978.

4/ 13% after May, 1978.

5/ itecrest rate on loans to unincorporated bodies: 15%.
Source: Central Bank of Ceylon.
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Table 4

THE STRUCTURE OF INDUSTRY - 1976

PRIVATE AND PUBLIC SECTORS

Private Sector Public Sector

Relative
% Share Shares of

of Public Sub-sectors
Output Value Added Output Value Added Firms of in Public

Rs. Million Rs. Million Rs. Million Rs. Million Total Output Sector 0utput

1. Manufacture of food, bev-
erages and tobacco 966.2 395.18 748.6 306.2 43.8 19.8

2. Manufacture of textiles, wear-
ing apparel, and leather in-
dustries 486.1 190.07 194.3 76.0 38.3 5.1

3. Manufacture of wood and wood
products, including furniture 8.9 5.41 119.8 72.8 94.4 3.1

4. Manufacture of paper and paper
products 107.0 28.57 95.5 25.5 47.0 2.52

5. Manufacture of chemicals, petro-
leum, coal, rubber and plastic
products 222.1 89.06 2,114.1 847.8 90.4 55.95

6. Manufacture of non-metallic
mineral products except petro-
leum and coal 18.2 11.08 341.9 208.2 95.0 9.02

7. Manufacture of basic metal products
products .1 .28 138.2 38.0 99.9 3.6

8. Manufacture of fabricated metal
products, machinery and trans-
port equipment 454.3 146.74 19.7 8.36 4.0 0.5

9. Manufactured products n.e.s. 20.7 12.54 5.7 3.45 20.0 -

Total 2,283.6 878.93 3,777.8 1,586.31

Percentage share of value added of
each sector's output 38.5% 42.0%

Source; Central Bank Report, 1976. Survey of Manufacturinf Industry - Kiniscry of Industries and Scientific Affairs
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Source: Central Bank Report, 1976. Survey of ManufacturinO Industry - Kinistry of Industries and Scientific Affairs
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Table 5
1/

PRODUCTION AND CAPACITY UTILIZATION IN STATE INDUSTRIAL CORPORATIONS-

Production Capacity Utilization

1967 1974 1975 1976 1977 1974 1975 1976 1977

Ceramics Crockery '000 tons 2.9 2.8 2.5 2.4 2.9 104 92 90 107
Sanitaryware " 0.6 0.6 0.7 0.5 0.6 120 131 108 120
Wall Tiles " 0.2 0.3 0.4 0.3 - 112 141 92 -
Kaolin 4.8 5.8 4.1 4.3 4.3 116 82 85 86
Insulators " - 0.2 0.2 0.3 0.22 67 75 107 73
Brick & Tiles million nos. - 20.6 24.3 26.2 20.67 87 103 111 88

Cement Cement '000 tons 418 469 408 378 355 66 57 53 50

Hardware Mammoties '000 nos. 360 342 301 200 384.7 86 75 50 96
Cast Iron Pro-

ducts '000 3.1 1.8 3.6 2.1 1.44 29 60 34 24

Mineral Sands Ilmenite " 93.0 79.8 63.0 54.9 20.1 89 69 61 22
Rutile " 2.2 3.0 3.1 1.0 1.07 72 72 24 25

Paranthan Chemicals Caustic Soda " 1.5 1.4 1.2 1.6 1.5 90 77 97 93
Chlorine " ' 0.8 0.7 0.6 0.7 0.6 50 41 49 43
Hydro Chlorine

Acid " 0.5 0.5 0.4 0.6 0.54 25 21 30 27

Leather Shoes '000 nos. 209 248 199 200 177 72 58 58 51
Chrome Leather million sq. ft. 1.3 1.2 1.0 1.4 1.04 90 80 114 83
Bark Leather '000 lbs. 266 498 215 201 224 124 54 50 56

Tyre Standard Types '000 nos. 149 122 121 128 112 67 67 71 60

Petroleum Petroleum Prod; '000 tons 1,770 1,430 1,381 1,377 1.4 75 73 73 73
Lubricating Oil '000 gallons 4,015 3,111 3,597 3,866 3.39 74 86 79 80

Steel Rolled Prod. '000 tons .23.9 30.9 23.0 28.3 24.5 43 26 39 27
Wire Products " 4.3 5.0 7.2 9.1 7.6 41 60 75 63

Paper Paper & Paper
Boards " 19.3 17.3 18.7 17.3 15.1 76 83 77 67

Flour Flour " 93.9 85.8 97.8 130 101.3 88 98 106 82

Plywood Plywood million sq. ft. 43.2 49.1 52.0 47.5 38.4 45 47 43 32

Lanka Porcelain Porcelain
Table Ware '000 tons - - - 1.4 - - - 141 -

Textile 2/ Yarn million lbs. 10.5 10.7 12.9 10.7 9.4 45 54 45 -
Cloth Woven " yds. 11.2 14.8 19.0 17.4 14.2 36 46 43 -
Cloth Finished " yds. 25.5 39.7 48.4 45.7 n.a. 54 65 62. -

1/ Production capacity defined as installed capacity on three shifts.
2/ Figures are estimated for 1977 for Textile Corporation.

Source: Ministry of Industries and Scientific Affairs, Annual Review of Activities.
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Table 6

FI-NMCIAL PERFORMANCE OF MAJOR STATE INDUSTRIAL CORPORATIONS

Corporation Net Profit (Rs. million) Rate of Return on Capital (%)
1973 1974 1975 1976 1977 1973 1974 1975 1976 1977

State Flour Milling 12.2 39.7 11.1 7.8 7.78 30.0 83.2 29.5 20.6 69.0

National Paper 14.5 22.2 22.6 17.7 8.8 11.0 23.9 18.8 3.6 7.0

Paranthan Chemicals 1.1 4.9 5.1 7.8 0.5 9.2 40.5 29.7 10.8 4.0

Sri Lanka Tyre 0.4 4.5 22.7 6.5 1.5 0.5 5.9 28.6 7.8 0.3

Ceylon Ceramics 8.2 11.5 13.0 12.1 14.0 18.8 19.9 22.1 11.0 7.0

Ceylon Steel 12.8 24.8 11.4 13.3 8.6 9.6 16.2 9.3 9.0 3.0

National Salt 6.8 8.9 9.6 8.2 8.4 37.8 42.8 46.2 35.9 n.a.

State Graphite 7.6 10.0 4.0 6.4 7.3 n.a. n.a. 72.7 76.8 n.a.

Ceylon Mineral Sands 4.6 8.6 11.8 12.6 2.9 22.5 37.9 55.9 58.0 n.a.

Ceylon Leather Products 0.4 0.1 0.8 1.1 1.38 2.5 0.6 4.5 5.0 13.0

Ceylon Plywood -6.9 5.1 6.2 -3.2 -4.4 -5.7 4.2 4.8 -2.3 -ve*

Ceylon Petroleum 76.6 81.1 39.0 _77.5-190.0 27.7 34.3 15.4 -24.4 -ve

Ceylon Cement 11.7 32.6 11.1 -4.8 -19.5 3.6 12.6 3.1 -1.3 -ve

Ceylon State Hardware -4.3 -3.1 -2.8 -11.4 -9.3 -11.6 -8.8 6.9 -29.2 -ve

National Textile 7.5 14.1 2.9 -11.9 0.5 2.5 5.6 0.8 -2.6 -ve

Total 153.2 265.0 168.5 -15.3 9.4 18.0 10.5 -0.5

al Excluding the State Graphite Corporation

Source: Ministry of Industries and Scientific Affairs, Annual Review of Activities
Central Bank of Ceylon, Annual Reports. For 1977, Treasury Division,
Ministry of Finance and Planning.

* Negative
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Table 6

BINARCIAL PERFORMANCE OF MAJOR STATE INDUSTRIAL CORPORATIONS

Corporation Net Profit (Rs. million) Rate of Return on Capital (%)
1973 1974 1975 1976 1977 1973 1974 1975 1976 1977

State Flour Milling 12.2 39.7 11.1 7.8 7.78 30.0 83.2 29.5 20.6 69.0

National Paper 14.5 22.2 22.6 17.7 8.8 11.0 23.9 18.8 3.6 7.0

Paranthan Chemicals 1.1 4.9 5.1 7.8 0.5 9.2 40.5 29.7 10.8 4.0

Sri Lanka Tyre 0.4 4.5 22.7 6.5 1.5 0.5 5.9 28.6 7.8 0.3

Ceylon Ceramics 8.2 11.5 13.0 12.1 14.0 18.8 19.9 22.1 11.0 7.0

Ceylon Steel 12.8 24.8 11.4 13.3 8.6 9.6 16.2 9.3 9.0 3.0

National Salt 6.8 8.9 9.6 8.2 8.4 37.8 42.8 46.2 35.9 n.a.

State Graphite 7.6 10.0 4.0 6.4 7.3 n.a. n.a. 72.7 76.8 n.a.

Ceylon Mineral Sands 4.6 8.6 11.8 12.6 2.9 22.5 37.9 55.9 58.0 n.a.

Ceylon Leather Products 0.4 0.1 0.8 1.1 1.38 2.5 0.6 4.5 5.0 13.0

Ceylon Plywood -6.9 5.1 6.2 -3.2 -4.4 -5.7 4.2 4.8 -2.3 -ve*

Ceylon Petroleum 76.6 81.1 39.0 -77.5-190.0 27.7 34.3 15.4 -24.4 -ve

Ceylon Cement 11.7 32.6 11.1 -4.8 -19.5 3.6 12.6 3.1 -1.3 -ve

Ceylon State Hardware -4.3 -3.1 -2.8 -11.4 -9.3 -11.6 -8.8 6.9 -29.2 -ve

National Textile 7.5 14.1 2.9 -11.9 -0.5 2.5 5.6 0.8 -2.6 -ve

Total 153.2 265.0 368.5 -15.3 9.4 18.0 10.5 -0.5

a/ Excluding the State Graphite Corporation

Source: Ministry of Industries and Scientific Affairs, Annual Review of Activities
Central Bank of Ceylon, Annual Reports. For 1977, Treasury Division,
Ministry of Finance and Planning.

* Negative
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Table 7

FINANCIAL RATIOS FOR SELECT PUBLIC ENTERPRISES (1977)

Raw Mater- Equity Working
ial stocks Capital Capital
as % on as a % as a %
years con- of total Current of total

Name of Corporation sumption Assets Ratio Assets

Ceylon Cement Corp. 21% 75% 7.1 37%

-do- Cermaic -do- 88% 78% 1.9 16%

-do- Leather Products Corp. 24% 90% 4.3 --

-do- Oils and Fats -do- 10% 24% 1.0 2%

-do- Plywoods -do- 28% 91% 4.0 30%

-do- State Hardware 79% 20% 0.7 --

-do- Steel Corp. 22% -- 1.5 23%

-do- Tyre -do- 28% 64% 3.7 37%

National Paper Corp. 28% 55% 1.6 13%

National Textile -do- 47% 74% 1.1 6%

Parenthan Chemicals -do- 8% 71 6.2 19%

Ceylon State Flour
Milling Corp. 11% 98% 1.1 33%

Ceylon Sugar Corp. -- 86% 20.0 40%

State Fertilizer Man-
ufacturing Corp. -- 24% 8.3 0.4%

Source: Treasury Division, Ministry of Finance.
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Tabla 8

VALUE ADDED BY EDPLUYUT OF EIERMPRISES

No. of V.Is. Added Av-g. lode- Index
Est.bli.h- No. Voloo of V.lI. V.lI. Added V.lI. of P-r Vel.1 of Fi-ed A.eet. Total Peyenet Ixd.. of of CGpitol of Inco

Eeployxeet eots Explovod Gro-e Gutput Added Per ExplOyes xeest enot Fixed Meet Per Eeplyv.. FPYment. Per fEl.ey Valo. Added Intnsty P-er Eplore.
(-00 (E-. 000.) (Re. 00Oc) (RE. 000.)

1 to S employee. 102 355 4,177 1,637 4,611 1,468 1,982 4,135 446 1.256 .632 .840 .600

6 to 10 " 170 1,279 21.318 8,305 6,493 4,913 1,762 3,685 1,815 1,419 .890 .749 .673

11 to 15 " 127 1.412 15,421 7,215 5,110 4,463 1,617 3,161 2,110 1,494 .700 .642 .708

16 to 25 " 158 2,787 37.382 19.032 6,829 9,602 1,590 3.445 3,923 1,408 .936 .700 .668

26 to 50 238 6,910 94.454 43,379 6,278 27,281 1,567 3,948 10,495 1,519 .861 .802 .720

5 to 75 " 90 4.541 65.517 31,262 6,884 30,059 1,497 6,619 8,289 1,825 .944 1.345 .865

76 to 100 " 48 3,134 46,074 24,784 7,908 15,812 1,115 5,045 5.218 1,665 1.004 1.025 .789

Above 100 " 176 37,037 509,660 283.524 7.655 189,415 1,040 5,114 S89851 2.399 1.049 1 059 ,11

Tot.l/A--rgsr 1,109 57,455 794,003 419,138 7,295 282,813 1,482 4,922 121,148 2,109

Soorco Annool S-rvey of todosties., 1975.
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Table 9

INDUSTRIES APPROVED UP TO THE END OF 1975 - SECTIONWISE CLA8SIFICATION,
ESTIMATED TOTALS OF VALUE OF RAW MATERIALS. VALUE OF OUTPUT. INVESTHENT AND EMPLOYMENT

1
'

Fxed ntdee
No. of Ap- Investment in Ma tentEmeoye

proved Units Re. O00a EquLpment Average Invest- Average Employ-
Section Total % Total % Emolovment Only Total ment/Unit mnt/Unit

Meat, fish and milk products 41 1.0 40,170.9 3.1 1,155 10,880 34,780 979,780 28.1

Fruit/vegetable products 101 2.5 4,884.3 0.4 551 4,210 8,860 48,360 5.4

Confectionery, bakery, cereal products 118 2.9 32,749.6 2.5 2,027 8,090 16,150 277,540 17.1

Alcoholic beverages 33 0.8 29,013.4 2.3 1,586 7,730 18,290 879,190 48.0

Other food products/tobacco 136 3.3 224,441.9 17.4 5,308 28,670 42,280 1,650,310 39.0

Textiles 503 12.4 186,688.8 14.5 28,703 3,610 6,500 371,150 57.0

Made-up garments 853 21.0 68,336.4 5.3 14,458 2,420 4,730 80,110 16.9

Petroleum products 200 4.9 84,880.0 6.6 3,008 14,990 28,220 424,400 15.0

Salt-based chemicals 26 0.6 9,061.5 0.7 3,874 940 2,340 348,520 149.0

Other chemical products 121 3.0 32,359.2 2.5 3,036 6,370 4,280 267,420 25.0

Pharmaceuticals, cosmetics 96 2.4 23,492.7 1.8 2,333 4,140 10,070 244,720 24.3

Soap, oils, fats 118 2.9 28,538.4 2.2 3,538 4,940 8,070 241,850 29.9

Leather/rubber products 271 6.7 73,997.0 5.8 9,917 4,320 7,460 273,050 36.5

Wood, paper and pulp 316 7.8 132,293.7 10.3 10,879 8,640 12,160 418,650 34.4

Clay, sand and cement products 211 5.2 76,675.3 6.0 7,250 4,720 10,570 363,390 34.3

Basic metal industries (excluding
transport machinery) 142 3.5 50,524.8 3.9 1,411 24,420 35,810 355,810 9.9

Ferrous and non-ferrous metal products
other than machinery 367 9.0 69,413.4 5.4 6,938 6,540 10,000 189,140 18.9

Transport equipment spares 202 5.0 47,773.8 3.7 6,561 5,270 7,280 236,500 32.4

Electrical goods 154 3.8 59,187.6 4.6 5,104 6,660 4,930 384,330 33.1

Optical goods and precision products 62 1.5 12.130.0 0.9 1.905 3.430 6.370 195.640 30.7

Total 4,071 100.0 1,286,612.7 100.0 115,488

I/ Survey by IDb of approved private IMIs, 1975.
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Table 10

INDUSTRIES APPROVED UP TO THE END OF 1975 - INVESTMENT GROUP CLASSIFICATION

Estimated Totals of Value of Raw Materials. Value of Output. Investment and Employment
Based on Annual Returns by Industries

No. of Report- Vslue of Output
Fixed Investment in ing Units Investment in Rs. 000s in Rs. 000s Employment Investment/ Output/ Output/
Plant & Equipment Total % Total % Total % Total % Emplovment Investment Employment

- Rs. 50,000 705 53.5 59,262.0 4.6 239,488.2 5.1 20,916 15.8 2,830 4.04 11,450

Rs. 50,000- 100,000 145 11.0 36,229.6 2.8 203,021.8 4.3 8,950 6.8 4,050 5.60 22,680

Rs. 100,000- 250,000 171 13.0 107,992.8 8.5 314,226.4 6.6 17,808 13.5 6,060 2.91 17,640

Rs. 250,000- 500,000 110 8.3 144,180.0 11.3 437,454.0 9.2 16,740 12.7 8,610 3.03 26,130

Rs. 500,000-1,000,000 75 5.7 175,174.8 13.7 473,239.8 10.0 15,810 12.0 11,080 2.70 29,930

Rs. 1,000,000 and above 112 8.5 752.996.8 59.0 3,028,970.5 64.7 51.770 39.2 14.530 4.07 59.120

Total 1,318 100.0 1,275,836.0 100.0 4,696,401.1 100.0 311,994 100.0 9,660 3.71 35,830

ESTIMATED TOTALS - PRODUCT GROUP CLASSIFICATION

No. of Report- Value of Output
ing Units Investment in Rs. 000s in Rs. 000s Employment Investment/ Output/ Output/

Product Group Total h Total % Total % Total % Employment Investment Employment

Consumer 885 67.2 796,139.3 62.4 3,436,511.1 73.2 83,182 63.0 9,560 4.34 41,060

Intermediate 388 29.4 405,617.2 31.8 1,028,987.8 21.9 42,152 31.9 9,620 2.54 24,410

Investment 45 3.4 75.526.3 5.9 230.902.2 4.9 6.660 5.0 11.230 3.09 34.670

Total 1,318 100.0 1,275,836.0 100.0 4,696,401.1 100.0 131,994 100.0 9,660 3.71 35,580
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Table 11

DIDUSTRIES APPROVED UPTO THE END OF 1975 - DISTRICTWISE CLASSIFICATION

Estimated Totals of Value of Raw Materials. Value of Output, Investment and Employment

No. of Value of Output/ output/ 7. of Imported Total Investment/
DISTRICT Approved Investment Output Employment Employment Investment Raw Material/Total Employment

Amparai 19 503.5 731.5 152 4,820 1,450 - 3.31

A'pura 41 2,685.0 19,791.5 508 38,960 7,370 41.74 5.28

Badulla 53 5,772.0 15,207.0 670 22,690 2,630 71.85 8.61

Baticaloa 33 591.0 l,890.8 290 6,520 3,200 - 3.04

Colombo 2,637 754:,670.7 3,753,021.3 90,846 41,310 4,970 68.09 8.31

Galle 119 19,772.1 45,821.7 2,835 16,160 2,320 47.76 6.97

Hambantota 25 660.0 743.6 31 23,990 1,130 14.0 21.29

Jaffna 169 344103.4 50,974.3 3,910 13,030 1,490 55.46 8.72

Kalutara 204 32k178.0 154,969.0 5,750 26,950 4,820 54.66 5.60

Kandy 203 5,925.0 2,384.2 2,110 1,130 400 34.65 2.81

Kegalla 66 3,337.0 6,984.2 743 9,400 2,090 39.67 4.49

Kurunegale 109 10,521.9 83,365.2 1,887 44,180 7,920 69.68 5.57

Mannar 3 - - - - - - -

Matale 42 766.8 1,884.6 321 5,870 2,460 16.48 2.39

Matara 169 13,582.8 26+334.0 1;756 15,000 1,940 34.08 7.73

Moneragala 12 24.0 272.0 60 4,530 11,330 - 0.40

N'eliya 27 489.6 627.2 115 7,450 1,280 19.08 4.26

P'Naruwa 7 995.7 604.2 42 14,380 600 24.90 23.71

Puttalam 74 25,426.8 20j441.1 2,169 11,160 1,040 81.77 10.73

Ratnapura 31 327.6 716.4 252 2,840 2,190 - 1.30

Trincomalee 21 - - - - - -

Vavuniya 7 - -

TOTAL 4,071 ) 912,333.5 4,214,227.8 114,638
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Table 14

DEMAND FOR CREDIT HY SOIs (1979-1983)

(in millions of Rupees)

IN 1978 PlICES

1/ 2/ 3/
GD0 at Factor Cost Manufacturina GDP at Factor Cost Conotruction and Quarrying CDP Total of Manufacturing and Construction CGP

at Factor Cost at Factor Cost

1978 34.903 5,247 1,660 6,907
1983 45.617 7.021 2.688 9,709

Incremental value
1979-1983 10,714 1,774 1,028 2,802

4/
Share of SMIs in Manufacturino and - Registered SHIn Unregistered SMIn Construction SMIn Total of Manufacturing sod Construction

in Construction SKis

1. 1978 876 1,747 747 3,370
2. 1983 1,173 2.337 1.231 4,741

3. (2-1) Incremental v-lue 297 590 484 1,371
1979-1983

4. Assumed ICOR 5/ 2 0.5 1 1

5. (3 a 4) Total fixed investment 594 295 484 1,373
6. Assumed ratio fixed investmest/-

permanent working capital 1 1 1 I
7. (5 x 6) Total pernanent wrking capital 594 295 484 1,373

8. (5 + 7) Total investment 1,188 590 968 2,746

9. Credit financing in percent 7 40 30 30 34
10. (8 a 9) Credit deuand 475 177 293 945

11. Credit demiand in US dollars / 30.5 11.3 18.8 60.6

I/ ALt GOP estimates are based on Central Bank figures made aailable to the Appr-cal Mission. Revised figure, based on newthdology fo copiling ntionI
acut,have been produced recently, which indicate. a smesht larger contribution by industry. Howevr, these -evlsd figturee have not been coed In this

table since the new nethodolos, to still beins checked for accuracy and consistencY.
2/ Assuming a real grovth rate of 6.01 p.-. slightly higher th-n growth of CDP.

31 Assuning a real srowth rate of 10.57. p..-
1C/ The share of SMis in manufacturing CDP has been estimated at 16.57 of total for registered firms and 33. of total for unregistered ones. Thin coincide

with the Industrial Sector Rport. Thb chars of SMIls In construction is assumed to be 451 and is based on detailed analysi by the SH1 mission and by
previous consultants. These shares are assuied to remain constant over the period 1979-83.

5/ Since a lsrgS part of future investment will have to be for replcemnt of worn out equipment a well as for expansion, the ss eed ICOR a probably
underestimates. The ICOR for the economy has bsen setimuted at 3.7 and for industry at 3.0.

6/ Based on analysis of sone 500 SMI subprojeJts. Although the statisticol basin availble indicates significantly higher ratios, thi sconnerostie
assumption has been adopted due to the usually heavily depreciated book value of fiaed assets.e

7/ Takiog into account the traditionally high level of s.lf fin-nce in industry and the limited access to trade credit and bhak loans by SMIs in Sri Lanka,
credit denand has been estimated At 347 of total investment requirements on the average.

8/ Aseuming a constant eachange rate of Re.15.6 Ser 01$.
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Table 12

UN11PROV8D DIDU8ThIES IN SRI LIlNA - 1976

PRlODUCTS FM WHICM NIR 100 UNITS ARE UICTICNING

__ DISTRICT

1 1- 1^l'l-t 19 11 1S. ] h 2 ad2 .(5 f IPrductrGoup Ditributim
PRODUCT a .I .. . J1 A - ~ 7 of Total Units)

1. Pottery 483 182 357 05 45 221 233 23 14 60 115 27 88 62 - 55 - 05 - - 03 2,022 16.4

2. Textile Weaving 612 - 37 542 133 161 - - 17 17 25 02 08 02 144 - _ 01 - 05 - -1,706 13.9

3. Jaggery 240 619115 - 78 16 48 227 13 88 07 28 06 - 02 - 02 - 02 - - - 1,491 12.1

4. Bricks 493 49 45 11 114 115 226 67 05 30 33 10 18 17 - 26 20 - - 09 - - 1,288 10.5

5. Blacksmith 322 181 103 62 09 52 29 41 106 - 49 61 27 24 20 11 17 21 58 17 - - 1,210 9.8

6. Sheet Rubber 298 629 26 - 42 45 06 - - -2 - - - - __01- -_ _ -1,049 8.5

7. Rice Hills 212 90 75 146 09 16 25 -199 14 05 47 - 05 05 33 - 54 - 24 - - 959 7.8

S. Copra 53 47 2 - 06 65 39 - 03 - 06 - - 26 - - - - - - - _ 647 5.2

9. 1aatiba-v 182 06- - - - - 47 - 05 03 36 41 - - - 01 - - 10i - 331 2.7

10. Coir Fibre 95 01 70 01 03 -104 08 - - - - - - - - - - - 02 - - 284 2.3

11. Cutting of Gems - - - - 240 01 - - - - - - - - - - - - - - - _ 241 2.0

12. Cane Products 51 15 14 - 13 24 - 09 - - 50 27 - - - 3 - 03 - 04 _ 07 220 1.8

13. Batik 118 06 10 -04 08 07 25 05 -12 - 01 02 -- 02 -01 -- - 201 1.6

14. Sugarcane Syrup - 04 - - - - - - - 146 41 - --D3 - - - - - 194 1.6

15. Hetal Quarry 143 02 07 - - --3 -4 -5 0511 - - - 07 .3 - - - - 01 - 191 1.6

16. Garments 66 - 09 01 02 09 - 23 - - 06 - 18 -04 --0 4 … 138 1.1

17. Curios 41 11 -_ - 50 - - 23 01 01 07 … _ - _ 02 - 01 - - - 137 1.1

3,409 1,842 1;270 768 748 733 720 450 415 363 331'246202 179 178 134 92 80 67 61 11 10 12309L' 100i

Geographical Distribution
(Percentage of Total
Units) 27.8 15.1 10.3 6.2 6.2 6 5.8 3.7 3.4 2.9 2.7 2.0 1.6 1.5 1.4 1.0 0.7 0.6 0.5 0.5 0.1 0.1 100

1/ Total number of unapproved units is 15,599 according to the 1976 Census of Unapproved Industries conducted by the Industrial Development Board;

these 17 groups represent about 801 of all unapproved asall and cottage industries.
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Table 13

INDICATORS OF PERFORMANCE IN ARGE INDUSTRIES AND SMIs

Share in % of total / Ratio in Rupees Value Added per

Number Value Fixed Fixed Investment Value Added Rupee of Fixed
of firma Added Inveatmept Employment per Employee per Employee Investment

Textiles and Garments 36 27 35 32- 7.400 12,200 1.64

Large 2 8 26 10 17,300 10,900 0.63
SMIs 34 19 9 22 2,800 12,700 4.56

Light Engineering 25 15 19 26 5.200 8,400 1.63

Large 3 6 6 7 6,700 13,400 2.00
(Electrical appliances:) (0.5) (4) (2) (2) (7,300) (30,400) (4.18)
(Mechanical machinery) (0.2) (1) (1) (1) (3,200) (8,300) (2.60)
(Metal products) (1.6) (1) (2) (2) (9,200) (5,600) (0.62)
(Transport equipment) (0.4) (-) (1) (1) (6,000) (8,000) (1.33)
(Scientific equipment) (0.2) (-) (-) (-) (18,500) (6,200) (0.33)
SMIs 22 9 13 19 (4,600) 6,700 1.45
(Electrical appliances) (4) (3) (3) (4) (4,500) (10,500) (2.33)
(Mechanical machinery) (3) (2) (5) (7) (4,300) (4,600) (1.07)
(Metal products) (10) (2) (3) (4) (4,600) (7,100) (1.53)
(Transport equipment) (3) (1) (2) (3) (4,800) (5,100) (1.07)
(Scientific equipment) (2) (1) (-) (:) (7,000) (3,400) (1.66)

Paper Products and Printing 3 9 4 3 8.800 40,900 4.65

Large - 2 1 - 11,100 61,900 5.60
SMIs 3 7 3 3 8,300 8,300 4.38

Wood Products 6 3 2 6 2,700 8,200 3.00

Large - -

SMIs 6 3 2 6 2,700 8,200 3.00

Rubber Products and Chemicals 11 15 20 15 9,300 14.600 1.57

Large 2 7 12 5 15,500 18,700 1.21
SMIs 9 8 8 10 6,000 12,300 2.08

Food Manufacturing 8 24 15 11 9,100 30,800 3.39

Large 1 22 11 6 11,700 48,100 4.10
SMIs 7 2 4 5 5,300 5,300 1.09

Basic Metal Products 1 21 1 1 3,700 44,500 12.00

Large 0.3 1 - - 4,700 51,800 11.00
SMIs 0.7 1 1 - 3,700 41,900 12.50

Non-metallic Mineral Products 6 2 2 5 3,200 4,700 1.47

Large 0.4 1 1 0.3 4,500 5,200 1.14
SMIs 5.6 1 1 0.7 2,500 4,400 1.75

Other Subsectors 5 1 2 2 8,200 9.300 1.14

Large - - - - 13,200 6,600 1.00
SMIs 5 1 2 2 7,700 9,600 5,00

Total 100 100 100 100 6,800 14,000 2.06

Large 8 47 57 30 12,700 21,400 1.69
SMIs 92 53 43 70 4,200 10,800 2.56

1/ Figures do not add to 100 due to rounding

Source: Ministry of Industries and Scientific Affairs, 1977 Annual Survey of Approved Industries;
only 2428 firms were covered, about 40b of the total registered firms in 1977.
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