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Implications of the Budget - 2009 
I n t r o d u c t i o n 

Sr i Lanka has faced w i t h m u l t i p l e 

chal lenges, w h e r e p o l i c y m a k i n g 

has b e c o m e e x t r e m e l y d i f f i c u l t . 

W i t h e n h a n c e d f ocus o n f i g h t i n g the 

L i b e r a t i o n T i g e r s o f T a m i l E a l a m 

( L T T E ) a n d r e o r i e n t i n g t h e 

g o v e r n m e n t ' s s o c i a l w e l f a r e 

p r o g r a m m e s , g o v e r n m e n t h a s b e e n 

c o m p e l l e d t o g e n e r a t e a d d i t i o n a l 

funds . 

T h e b u d g e t for 2009 is e x a m i n e d i n l i gh t 

o f t he p o l i c y t h r u s t o f the g o v e r n m e n t . 

Sri L a n k a has f o l l o w e d v a r i o u s b r a n d s 

o f m i x e d e c o n o m y m o d e l s s i nce i t s 

i n d e p e n d e n c e , v i z . , m a r k e t - i n t e n s i v e 

m i x e d e c o n o m y , w h e r e m o s t o f t he 

e c o n o m i c ac t i v i t i es that the m a r k e t can 

p r o v i d e e f f i c i e n t l y a r e m a n a g e d b y 

f i r m s o r i n d i v i d u a l s , a n d t h e 

g o v e r n m e n t - i n t e n s i v e m i x e d 

e c o n o m y , w h e r e most of the e c o n o m i c 

ac t i v i t i es that t he m a r k e t can e f f i c i en t l y 

p r o v i d e a re d o n e a n d m a n a g e d b y 

g o v e r n m e n t . T h e c u r r e n t r e g i m e 

a p p e a r s to be c h a r a c t e r i s e d b y t h e 

f o l l o w i n g ( G o v e r n m e n t o f Sr i L a n k a 

2006): 

i. T h e r e is a t e n d e n c y f o r m o v i n g 

a w a y f r o m a m o r e m a r k e t -

i n tens i ve m i x e d e c o n o m y t o w a r d s 

a m o r e g o v e r n m e n t - i n t e n s i v e m i x 

e c o n o m y . 

i i . A t t e m p t s are also m a d e to m o v e 

a w a y f r o m a m o r e e x p o r t - o r i e n t e d 

e c o n o m i c s t r a t e g y t o a m o r e 

i m p o r t s u b s t i t u t i o n e c o n o m i c 

s t r a t e g y . 

i i i . 1 here are s igns o f re -emergence o f 

p r o t e c t i o n i s m i n l i g h t o f t h e 

exper ienced a n d pe rce i ved ba lance 

of p a y m e n t s d i f f i cu l t i es . 

T h i s pape r focuses o n b r i e f l y a n a l y s i n g 

t h e m a c r o e c o n o m i c i m p l i c a t i o n s o f 

g o v e r n m e n t budge t fo r 2009. T h e paper 

examines w h e t h e r the b u d g e t for 2009 

c o n t r i b u t e s to i m p r o v e m e n t s i n t he 

fiscal s i t ua t i on of rhe government; the 

t r e n d s i n r e v e n u e , e x p e n d i t u r e a n d 

b u d g e t de f i c i t ; a n d the m a c r o e c o n o m i c 

i m p l i c a t i o n s o f the b u d g e t de f i c i t and 

budge t proposals . The data used for this 

pape r w e r e o b t a i n e d f r o m the Budge t 

R e p o r t 2009 ( P r e s i d e n t o f S r i L a n k a 

2008; C e n t r a l Bank of Sr i L a n k a , 2007, 

2008, 2009). 

2. T r e n d s i n G o v e r n m e n t R e v e n u e a n d 

E x p e n d i t u r e 

O n e of the p r o m i n e n t fea tu res of the 

f iscal s i t u a t i o n i n the c o u n t r y f o r the 

p a s t t h r e e y e a r s i s a n o t a b l e 

i m p r o v e m e n t o f t h e g o v e r n m e n t 

revenue . S ta r t i ng f r o m a r o u n d Rs 550 

b i l l i o n i n 2007, t h e t o t a l g o v e r n m e n t 

r e v e n u e i n c r e a s e d t o a b o u t Rs 700 

b i l l i o n i n 2007, w h i c h is e x p e c t e d to 

i n c r e a s e to Rs 8 5 0 b i l l i o n i n 2 0 0 9 . 

(F igu re 1). 

F i g u r e 1 

T r e n d s i n G o v e r n m e n t R e v e n u e 

Source: President of Sri Lanka. 2008 

T h i s enhanced revenue w i l l p r o v i d e a 

bet ter o p p o r t u n i t y fo r the g o v e r n m e n t 

to e f fec t i ve ly p r o v i d e p u b l i c g o o d s a n d 

serv ices necess i ta ted as a d u t y o f the 

g o v e r n m e n t even in a m a r k e t e c o n o m y . 

It is a l s o i m p o r t a n t t o l o o k at t h e 

sources of th is increased revenue . It is 

n o t i c e a b l e t h a t t h e tax r e v e n u e has 

increased f r o m 9 0 % of to ta l r e v e n u e i n 

2007 to abou t 9 1 % of to ta l r e v e n u e i n 

2 0 0 8 , w h i c h is e x p e c t e d t o f u r t h e r 

increase to a b o u t 91 .2% i n 2009. T h i s 

increase i n g o v e r n m e n t r e v e n u e is a 

sal ient fea ture o f f iscal t r e n d s i n recent 

\ ears. H o w e v e r , enhanced g o v e r n m e n t 

r evenue d u r i n g the past t w o years has 

been from external trade taxes. The 
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expec ted r e v e n u e i n the nex t years w i l l 

a l s o b a s i c a l l y be f r o m t he taxes o n 

fo re i gn t r ade . T h o u g h to ta l tax r e v e n u e 

has inc reased, the revenue f r o m i n c o m e 

taxes has n o t i nc reased c o n s i d e r a b l y . 

I n t h e c o m i n g y e a r , t h i s w i l l n o t 

increase n o t a b l y . W h i l e r e v e n u e f r o m 

i n c o m e taxes w i l l r e m a i n m o r e o r less 

cons tan t , r evenue f r o m ex te rna l t rade 

t a x e s w i l l i n c r e a s e n o t a b l y . 

G o v e r n m e n t has i nc reas ing l y chosen to 

re l y o n ex te rna l t rade taxes to enhance 

revenue t h r o u g h a p r o t e c t i o n i s t p o l i c y 

t h r u s t i n o r d e r to g e n e r a t e r e v e n u e 

(F igu re 2 to 4). 

F i g u r e 2 
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Figure 4 
Relative Importance of External 

Trade Taxes 

24 
22 

ti 
?•-

In 
tu 

10 
2007 2005 2009 

- EilrenJ trade I * ndi werue 
- E'iei-a lade I * •nenuetota' lax iceruel 
- income t * i t f * werue 

Source: President of Sri Lanka, 2008 

Total government expenditure has also 
increased from about Rs 800 billion in 
2007 to around 1000 billion in 2008. This 
will further increase to about Rs 1200 
bill ion in 2009 . Th i s increase in 
government expenditure has mainly 
been driven by the mil i tary 
expendi ture , social welfare 
expenditure, expenditure on various 
subsidies , and inves tment in 
infrastructure. One has to understand 
these trends within the context of 
fighting LTTE militarily, refocusing 
more on various subsidies and social 
welfare programmes, and developing 
physical infrastructure to honour the 
major i ty ' s preference even with 
enhanced budget deficits (Figure 5 and 
6 for trends in public investment and 
budget deficits). 

Figure 5 
Public Investment 
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Source: President of Sri Lanka. 2008 

Both government consumpt ion 
expendi tu re and inves tment 
expenditure have increased from their 
levels in 2007. The total government 
consumption expenditure has increased 
from about Rs 590 billion in 2007 to 
about Rs 720 billion in 2008. This is 
expected to increase to Rs 800 billion 

in 2009. The investment expenditure 
has also increased from about Rs 220 
billion in 2007 to about Rs 290 billion 
in 2008. This is expected to increase to 
Rs 400 Billion in 2009. While there is 
heightened focus on confronting LTTE 
mil i tar i ly , it is imperat ive that 
government spends money on building 
infrastructure to sustain the support of 
the electorate. 

F i g u r e 6 
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3. B u d g e t D e f i c i t a n d i ts F i n a n c i n g 

Two aspects have to be looked into 
regarding the budget deficit. While the 
budget deficit as a percentage of gross 
domestic product (GDP) has declined 
from about 7.5% in 2007 to about 6.5% 
in 2009, mainly because the increase of 
GDP exceeded the cor responding 
increase in budget deficit; the total 
budget deficit has increased from about 
Rs 270 billion in 2007 to about 300 
billion in 2008, which is expected to 
increase to about Rs 340 billion in 2009 
(Figure 7). 

borrowing (Figure 8). While the initial 
attempts during 2005-2006 was to focus 
more on domestic sources, government 
appears to have been concerned about 
the inf la t ionary effects of budget 
deficits. 

F i g u r e 8 
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Source: President of Sri Lanka, 2008 

To avoid conditions attached to foreign 
f inancing, government has been 
borrowing and will borrow at market 
rates from foreign markets (Figure 8). 
Issue of dollar denominated bonds is 
an example. However, borrowing from 
foreign sources at market rates will be 
difficult for the year 2009 as a result of 
current global f inancial c r i s i s . 
However, there are few issues here. 
Firs t , bo r rowing from foreign 
coun t r i e s to deve lop e c o n o m i c 
activities in the non-tradable sector is 
not feasible , as repayment will be 

Figure 7 
Trends in Budget Deficit 
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Source: President of Sri Lanka, 2008 

Though the rhetor ic has been 

otherwise, the government has relied 

and will continue to basically rely on 

foreign sources for financing budget 

deficit, through non-concessionary 

difficult in the future. If foreign money 
is not able to deve lop the export 
capacity of the economy, it will be 
difficult for the government to find 
foreign exchange for servicing debt in 
the future. Second, borrowing from 
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market sources at market rates will be 
extremely difficult due to the current 
global financial crisis. It should be 
noted here that Sri Lanka's sovereign 
credit ratings have been downgraded 
by rating agencies recently as a result 
of increased budget deficit and 
worsened fiscal situation. 

Figure 9 
Domestic Financing 
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Borrowing from domestic sources has 
also increased. Government has been 
heavily borrowing from domestic non-
bank sources, as they do not have 
inf lat ionary effects. However , 
government has chosen not to depend 
on domest ic banking sources as it 
creates inflationary pressures. This 
policy may change in the years 2009 as 
earmarked foreign borrowing will 
become difficult due to global financial 
crisis. Government will be compelled 
to draw resources from domest ic 
banking sector for financing deficits. 

4. S o m e Pe r spec t ives on 
Macroeconomic Implications 

Whether a budget can stimulate or 
retard economic growth depend on to 
what activities that the government is 
expected to channel funds. Government 
consumption expenditure has increased 
because of the war-related expenditure, 
enhanced social welfare subsidies, 
recruitment of personnel for public 
service. However, government has to 
rethink about the enlarging 
government size in the form of 
increased public consumption, as this 
expansion might occur at the expense 
of the private economic activity. 

G o v e r n m e n t ' s thrust towards 

developing the physical infrastructure 

will be favourable for economic 
growth. The budget is l ikelv to 
pos i t ive ly cont r ibute to economic 
deve lopment as a result of the 
increased government inves tment 
spending, development of sea ports to 
promote Sri Lanka as an international 
logistic hub, enhanced focus on the 
small- and medium-scale industrial 
sector , and measures taken for 
promot ing the paddy-domina ted 
agricultural export-oriented sector. 

The increases in government 
investment spending will generate 
activities that will complement private 
economic activity, thereby, fostering 
economic growth. Efforts to develop 
the physical infrastructure by devoting 
resources for the roads and sea ports 
can be appreciated. It would be best if 
the government can focus more on the 
activities which the market fails to 
provide such as public goods and 
services and social safety nets rather 
than trying to be a subs t i tu te for 
providing act ivi t ies which can be 
provided effectively by the private 
agents in the economy. It appears that 
policy makers have failed to recognise 
and give prominence to the activities 
which the market sys tem fails to 
provide efficiently. 

However, this budget also contains 
e l ements that are l ikely to retard 
e c o n o m i c deve lopment . Economic 
deve lopment will be negat ively 
affected as a result of increased 
government consumption spending, 
lack of focus on measures to exploit the 
benefi ts of the global outsourcing 
industry, weakening private economic 
activity due to credit crunch created by 
increased interest rates, and lack of 
policies for promoting productivity 
growth. 

The budget has not clearly envisaged 
the role of the pr ivate sector in 
absorbing the unemployed population. 
What has been done basically is the 
absorption of these persons into the 
government sector for various jobs. The 
domestic agricultural sector is facing a 
huge labour shor tage, though the 
number unemployed is notable. Lack 

of modernisation of the agricultural 
sector has prevented even low-educated 
and low-skilled individuals choosing 
to employ in the agricultural sector. 
There is also an expected decline of 
garment exports to the North America 
and Europe due to global financial crisis 
and emerging global recession. This 
will worsen the unemploymen t 
problem. The declines in commodity 
trade, especially rubber, due to global 
financial crisis and emerging recession 
will a lso worsen unemployment 
problem. However, measures taken to 
reduce the level of unemployment 
through product ive marke t -based 
approach are not present in this budge 

The government has taken a concerted 
effort in the budget to avoid 
inflationary effects of deficit financing 
by choosing to finance the deficit from 
foreign sources and domestic non-
inf lat ionary sources . Whi le non 
reliance of the government to finance 
the deficit through inflationary sources 
is appreciated, government will likely 
to be compel led to tilt towards 
financing the proposed deficits through 
domest ic inf lat ionary sources as 
external borrowing will be limited due 
to global financial crisis. 

Dur ing 2006-2008 , inflation rate 
increased to about 25%. In order to 
contain inflation, the Central Bank had 
to raise official interest rates. As the 
figure shows, the Sri Lanka inter bank 
offer rate (SL1BOR), the rate offered by 
the banks to cus tomers , has been 
increasing very' rapidly. The SLIBOR has 
increased from around 7.5% in 2004 to 
about 20% in November 2008 (Central 
Bank of Sri Lanka, 200S). This increase 
has raised the cost of borrowing. The 
borrowing potentials of small- and 
medium-sca le bor rowers have 
decl ined. The fiscal and monetary 
pol icies have, therefore, created a 
situation of credit crunch, leading to 
c rowding out of private economic 
activity. The source of this crowding 
out of private economic activity has 
been due to the increased publ ic 
spending. This pressure on private 
economic activity is likely to weaken 
the local economy. 
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Figure : 10 
Trends in Interest Rates and Possible 

Crowding out of private economic 
activity 
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Concluding Remarks 

Though there are measures in the 
budget that would enhance fiscal 
situation, the measures taken do not 
suffice to improve fiscal si tuation. 
Though foreign commercial borrowing 
has been identified as a mean through 
which the budget will be financed, 
borrowing non-concessionary loans 
under London Inter Bank Offer Rates 
(LIBOR) (Figure 10) will be unfeasible 

and extremely difficult with the current 
global financial crisis. As borrowing 
from commerc ia l sources will be 
difficult, government will either have 
to seek funding from var ious 
international development institutions 
under various conditions, or will have 
to focus on borrowing from domestic 
inflat ionary sources creat ing 
inflationary effects of budget deficit in 
the year 2009. Increased interest rates 
have discouraged private borrowing 
and hence retarded private economic 
activity. There is no effective policy 
switch to abandon the populist non­
productive subsidies. There is a lack of 
focus in the budget on reforming 
education and health sectors with a 
view to develop a knowledge economy. 
The present regime appears to operate 
on the premise that government should 
be a substitute for individual economic 
ac t iv i ty , rather than work ing to 
support individual economic activity. 
Rather than focusing on providing 

essential public goods and services, 
government is increasingly entering 
into areas which can be effectively 
provided by private economic agents. 
The budget does not include a clear 
policy or programme to enhance total 
factor productivity growth through a 
proper national innovation system. The 
proposed budget will generate both 
positive and negative macroeconomic 
implications, the net effect remains to 
be seen at the end of year 2009. 
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Cotttd. from page 3 

Hence, any decline in foreign inflows 
due to these reasons would affect the 
planned public investments of the 
government, which will lead to the 
pr ior i t isat ion of the deve lopment 
projects particularly to continue with 
mega infrastructure deve lopment 
projects unabated. In addition, the 
disbursement of concessional financing 
could also be slowed down in 2009 if 
there are difficult ies in providing 
necessary counterpart funds by the 
government. 

The difficulties in obtaining foreign 
commercia l financing point to the 
necessity of introducing alternative 
f inancing methods to face the 
challenges during a historically difficult 
period of t ime. Accord ing ly , the 
government and the Central Bank of 
Sri Lanka have introduced alternative 
financing mechanisms to better face 
this emerging challenge. The opening 
up of the government securities market 
for Sri Lankan Diaspora and the 
working community overseas is one 
such activity that has been introduced 
with a view of obtaining new sources 
for invest in government securities. 

The Way Forward 

Sri Lanka, being a small open economy, 
seems to be impact ing from the 
ongoing global financial crisis slowly. 
In the meantime, the humanitarian 
operat ions are nearing complet ion 
requiring a huge amount of funds to 
resettle people and, rehabilitate and 
reconstruct the infrastructure in the 
conflict-affected areas. At this critical 
juncture, the country needs to handle 
the emerging issues cautiously with a 
bet ter unders tanding about the 
potential risks. Hence, a concerted 
effort by all stakeholders is necessary 
to face the cha l lenges par t icular ly 
emanating from the global financial 
cris is , in which the success of the 
implementation of Budget 2009 would 
mainly depend. 
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Footnotes 

' The vinos expressed in this article are those of 
the author and are not those of the Central 
Bank of Sri Lanka. 

: IMF, October 2008 

3 IMF. October 2008. 

1 The use of fiscal stimulus'as a counter cyclical 
or stabilisation measure has gained momentum 
m order to offset declines in economic activity 
of the private sector in the midst of adverse 
economic developments. 

• The IMF has also indicated that "a sustained 
economic recover}/ will not be possible until the 
financial sector's functionality is restored and 
credit markets are unclogged. For this purpose, 
n e w policy initiatives are needed to produce 
credible loan loss recognition; sort financial 
companies according to their medium-run 
viability: and provide public support to viable 
institutions by injecting capital and cawing 
out bad assets. Monetary and fiscal policies need 
to become ewn more supportive of aggregate 
demand and sustain this stance over the 
foreseeable future, while developing s f r n t e g i e s 

to ensure long-term fiscal sustainability". 

" This amount includes the provision of a 
concession of Rs. 20 per litre for the petrol for 
three wheeler owners with a view of giving the 
ultimate benefit of this measure to the passi'ngers 
who use three wheelers as their mode of 
transport. 

7 IMF, 28 January 2009. 

economic Review. Feb./March 2009 7 




