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Instrumentality of Financial Sector Reforms

The financial sector liberalisation
programme of Sri Lanka was intro-
duced in late 1977 as part of a wider
set of reforms such as trade
liberalisation, reforms in the incen-
tive system, and the privatisation
| programme It is documented that re-
form of the financial system of Sri
Lanka was primarily triggered by the
numerous macroeconomic difficul-
tics that the country faced, particu-
| larly in the latter part of the1970s and,
to a certain extent, the influence of
the world-wide trend towards finan-
| cial liberalisation and deregulation.
- The overall reform programme
placed greater reliance on the neo-
classical model market mechanism
i while the financial sector reform was
. of the McKinnon-Shaw-type.' This
' framework was believed to stimulate
" economic growth while ensuring so-
,  cial justice. The private sector was con-
* sidered to be the ‘engine of growth’
' in the new environment. Tariffs and
i exchange devaluation came into play
. amajor role in place of existing quan-

titative restrictions to case the anti-
, export bias. The objective of the
; programme was to raisc the level and
rate of investment and the cfficiency
of capital for rapid economic growth.

i As mentioned in a few other studies,
. Sri Lanka's reform programme of
I 1977 was not a wholesale removal of
o all regulations on economic activities
in one full sweep.? The empirical lit-
erature says that it is always tricky to
find the appropriate timing in chang-
ing important economic variables to-
wards achieving the set goal with
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macroeconomic stability, and this has be-
come a major issue over time.® The re-
forms in Sri Lanka characterised a
gradual or organic process that consisted
of two major phases from 1977 to 1988
and 1989 to 1994 (see, for example,
Dunham and Kelegama, 1994;
Dassanayake and Herat, 1997) with a
view to avoiding possible macroeco-
nomic shocks to the system.

In the initial phase, reforms were
centred on the banking system, ex-
change system, and monetary policy, and
later extended to reforms of bond and
equity markets and capital flows. To fa-
cilitate these changes, banking laws were
amended to provide more autonomy to
the Central Bank and to strengthen its
capacity in banking supervision and set-
ting prudential regulations. The interest
rate as an instrument of monetary policy
played a prominent role. Based on the
McKinnon-Shaw stylised setting, a high-
interest rate policy became the norm
instead of a cheap money policy, prima-
rily to encourage domestic savings. The
high-interest rate policy was also ex-
pected to address two important mac-
roeconomic issues; firstly, to depress the
growing inflationary pressures in the
economy through increased demand for
rcal money balances; and secondly, to
keep the real interest rate positive, so
that financial flows into the banking sys-
tem would be encouraged, increasing
the Joan giving capacity of financial in-
stitutions.

The major thrust of the interest rate re-
form was an upward revision in the Bank
rate (BR). The BR was raised to 10 per-
cent from 8.5 percent, with a view to
making the BR more effective in influ-
encing the deposit and lending rates of

commercial banks. Immediately af-
ter the change in the BR, the National
Savings Bank (NSB) rates on its de-
posits were also raised sharply from
7.5 percent to 12 percent per annum
for six-month deposits, 15 percent
per annum for 12-month deposits.
The NSB being the price setter in the
market for time and saving deposits,
this sharp upward revision of NSB
rates compelled commercial banks
and other financial institutions to fol-
low suit. Interest rates on bank de-
posits immediately went up, making
real interest rate positive. However,
as a result of growing inflation the
positive real interest rate was short-
lived, and consequently the NSB rate
was raised to keep the real interest
rate at positive levels. Other partici-
pants in the financial market naturally
followed suit by increasing their rates
of interest. It is interesting to note that
there was no interference in the de-
termination of lending rates during
the post-reform period.*

An overhaul of the exchange rate re-
gime was the other important major
change in the macroeconomic setting
in the post-liberalisation period. To
realign the exchange rate, domestic
currency underwent a sharp devalua-
tion in November 16, 1977 against
the US § by 46 percent. The objective
was to counter external sector dis-
equilibrium through an effective im-
port substitution and export promo-
tion. In addition, the exchange rate
was unified. The fixed exchange rate
regime and the existing dual exchange
system were abandoned. And there-
after a managed-float exchange rate
system came into operation. The Sri
Lanka rupee was allowed to float in
terms of a basket of international cur-
rencies. The climax of the exchange
rate policy reform started in 1977 was
reached when Sri Lanka accepted the
obligations under Article VIll (i.e., full
current account convertibility) of the
IMF charter in March 1994.

1995).

! In 1973, Edward Shaw and Ronald McKinnon presanted a new perspective on the role of money in economic development based on the notion that high interest rate and capital accumulation,
investment, real economic growth are positively and strongly corvelated. To them, administrative resource allocation or financial repression is not only inefficient but also the source of macroeco-
nomic instability in devsloping countries and thus presented a strong case in favour of the liberatisation of the financial system and interest rate (fur datalls, see McKinnon, 1973; Shaw, 1973; Fry

j 7 Inthe iterature, the rapid approach is known as the ‘bigbang’ or ‘shock therapy’, which advocatas economic liberalisation, stabilisation, and privatisation within a relatively shorter time span.
| * Theemployment of both fiscal adjustments and markat-based instruments of monetary policy fowards the estabishment of a sound macroeconomic environmant riight bring adverse economic
! consequances if the financial system lacks the fiexibility to adust Rself in fine with the growing financial needs of real sactor enterprises. (see, for example, Gragorio, 1992; Funke, 1933; Dabrowsky,
i 1996; Vissar and van Herpt, 1996; Demirglg-Kunt and Detragiache, 1988; Blackbum, 1999).
1 ¢ hisargued that the authorities should establish upper limits upper boundaries up to which the lending rate can be raisad without incurring additional dimenslons of distorion in the economy (see,
chexample, Kapur 1983; McKinnon, 1988, 1988; Backarman, 1988).
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The Implications for the Money Market

Following the liberalisation there has
been a substantial growth in the com-

. mercial banking system in several re-
' spects. The prohibition placed on the

establishment of new foreign bank
branches was relaxed in 1979, ex-
panding the possibilities for foreign
banks to penetrate the domestic
money market. Consequently, new
foreign banks started business opera-
tions in Colombo giving more oppor-
tunities for international exposure and
room for competition. The total num-
ber of foreign commercial banks op-
erating in the domestic market in-
creased threefold, from 7 banks at the
end of 1971 to 21 by the mid 1980s.
However, the number of foreign
banks operating in the domestic mar-
ket declined to 16° at the end of 1999
from a peak of 25 foreign banks in
1982,

Following the financial sector re-
forms, the number of domestic pri-
vate sector commercial banks oper-
ating in Sri Lanka rose from 2 at the
end of 1977 to 7 by 1999 deepening
the domestic money market. Do-
mestic commercial banks have also
registered a sustained improvement
measured by the phenomenal expan-
sion of their banking activities into
rural and semi-urban areas. The num-
ber of private sector bank branches
rose to 296 by 1999, from only one
bank branch at the end of 1977 (CBSL
Annual Report, 1999). State sector
banks also increased the number of
branches to 637 in 1996, from 151 in
1970. Since 1977, the foreign bank-
ing sector has also shown a substan-
tial improvement in terms of both
branches and assets expansion. The
number of foreign bank branches at

* the end of 1999 was 42, as compared

with only 13 branches at the end of
1970. As a result of this increased net-
work of bank branches, the number
of people per bank branch de-
creased® substantially.

Increased activities in the financial sys-
tem following the reforms have brought
several other noteworthy improve-
ments as well as some positive changes
in the behaviour of banks, including the
large state banks. One example was the
development of distinctions between
different categories of financial institu-
tions that helped to increase the spe-
cialisation in the market. In line with
this, certain financial services like lease
financing, and merchant banking started
branching out from the conventional
banking system. This helped the diver-
sification of the domestic financial sys-
tem and eventually several leasing com-
panies and merchant banks were oper-
ating in the domestic market. Another
example was that in 1993 Sri Lanka
joined the Society for World-Wide In-
ter-Bank Financial Telecommunication
(SWIFT) system, and in the same year
commercial banks in Sri Lanka estab-
lished instantaneous global electronic
links, In addition, commercial banks
have introduced many new financial
products and facilities such as Auto-
mated Teller Machines (ATM), credit
cards, electronic fund transfer facilities,
the Sri Lanka Inter-bank Payment Sys-
tem (SLIPS), tele-banking and internet
banking, and several financial derivatives,
increasing the diversity and the efficiency
in payment and settlement systems of
the domestic money market. Bank
clearing, too, has registered an increase
in the post-liberalisation period. The
monthly average value of bank clearing
has grown in real terms by 22 percent

resulted in a rapid expansion of bank-
ing assets. Commercial bank assets
swelled at an annual growth ratc of
17 percent in real terms’ between
1978 and 1993, and 13.4 percent in
the 1994-98 period. This steady ex-
pansion in assets helped the commer-
cial banking sector to retain its posi-
tion as the biggest source of external
financing for the private sector. In
1998 commercial banks as a whole
contributed 63.5 percent of the total
private sector financing needs. The
relative significance of the banking
sector as a source of private sector
financing, however, has shown a mar-
ginal decline over the years (see table
1.1). The underlying reason for this
decline is probably the gradual de-
velopment of alternative sources of
financing for the private sector dur-
ing the post-liberalisation period

(Table 1.1),

All commercial banks operating in Sri
Lanka were given the green light to
establish Foreign Currency Banking
Units (FCBUSs) in 1979. FCBUs were
allowed to undertake offshore bank-
ing services, such as accepting depos-
its and granting loans in selected for-
eign currencies to non-residents,®
commercial banks, enterprises in frec
trade zones, and residents approved
by the Central Bank. By the end of
1984, all commercial banks operat-
ing in Sri Lanka had established
FCBUS. The growth in total assets of

FCBUs has shown large variations

per annum in 1978- —

89, and 21 percent|.T8 L
per annum in 1990-{: .

98 compared with[™ —

13.2 percentayearin |-
1970-77 (Source:|->
own calculations{—zag e

based on CBSL in-|: Fiane
formation). - Davalopment:Banks

—Other-Creodit-Institutior

The renewed vol- o procand NDB,

b - SMIB, HDFC, NSB, Rural Banks, RRDBs,

ume of activities of RDBs, TCCSs, and other Savings and Development Banks.
commercial banks Source: Figures in 1960 and 1970 are aken from Karunasena, 1998,

after the reform has

and others are own calculations based on CBSL Annual Report, 1998,

$ Bankof America ended its operations in Colomboin 1986, The branch of Dubal Bank mergad with Union Bank of Middle East in 1883 and subsequently it was taken over by HNB In 1989, Aigemene
Bank Netheriands was amalgamated with AMRO Bank In 1991, The operation of the branch of the Bank of Credit and Commerce Intemational was suspended n 1991 and ts operations resumed
altera faw weeks under the management of Seylan Bank Ltd,, a private sector local commerclal bank. Middle East Bank Litd., was taken over by Musiim Commercial Bank. The newest private
seclor domestic bank, Nation's Trust Bank (NTB), started operating in June 1899. mwmmmmmdmmrmmmmmmmmammmm

Bank csased its operation [n Colombo in 1998.

¢ 1n 1970thers were 63,533 customers per bank branch, and by 1896 customers per bank branch dacraesed to 13,477, Indicating a positive trend of banking development. The barking index (number
of bank branches per 10,000 people) also rose sharply from 0.157 in 187010 0.7421n 1986.

7 1990=100

Thisfacity was further extendedito S Lankan residents who obtain foreign cursniy by opening Resident Forelgn Currency (RFC) accounts.
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over the period, and hence, calculat-
ing an average growth rate for FCBU
assets for the whole period of time is
pointless. Therefore, the study
summarises the growth in FCBU as-
sets for three sub-periods: between
1980 and 1983, assets registered 53
percent growth per annum; between
1984 and 1987, growth in assets was
0.7 percent per annum; and from
1988 to 1998, FCBU assets grew at
14 percent a year.” The high growth
in assets registered in the beginning
was short lived and it is after 1988
that FCBUs managed a more stable
growth rate. The growth of FCBU as-
sets, albeit with high volatility, enabled
them to contribute 13.2 percent of
total private sector financing in 1998,
thus becoming the second-largest
credit provider for the private sector
(Table 1.1).

Following the financial sector re-
forms, the activities of Finance Com-
panies (FCs), too, registered an un-
precedented expansion' in several
respects. The volume of assets of FCs
registered steady growth over the
years that helped this group of insti-
tutions to emerge as another impor-
tant source of financing for the pri-
vate sector, According to the infor-
mation available, in 1998, FCs man-
aged to provide 4.9 percent of total
private sector financing needs. This is
more than 95 percent expansion
compared with the 1977 level. The
growth of FCs as mobilisers of de-
posits has also been impressive. After
the interest rate reforms in 1977, FCs
| were able to compete for funds with
commercial banks by offering attrac-
tive rates of interest. By the end of
1996 about 6 percent of the total time
deposits and about 3 percent of all
deposits mobilised by the financial in-
stitutions were through the FCs,
mainly in the form of fixed deposits
(CBSL, Annual Reports). This growth
has enabled FCs to be ranked as the
third-largest deposit mobiliser in the
financial system. This satisfactory ex-
pansion in the asset bases of these

three groups of financial institutions
(i.e., FCs, FCBUs, and commercial
banks) has enabled them collectively to
emerge as the largest source of private
sector financing, contributing 82 per-
cent of the total private sector financing
needs in 1998 (Table 1.1).

Another impor- Figure 1.1

has largely been responsible for this
rapid expansion in the inter-bank
market. The annual turnover of the
inter-bank market grew to Rs. 1016
billion in 1997.This is a 2063 percent
growth when compared with the
value in 1982 (Rs.49.2 billion). Dur-
ing the post-liberalisation period the

tant development
in the money
market was the
emergence of a
very active TB
market. Before
1977, rates of-
fered for TBs were
not sufficient to
attract commer-

cial bank and non-
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Interest Rates

Time
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bank sectors. Asa
result of very attractive yields offered,
compared with other short-term in-
struments and related infra-structural’’
development, TBs have gained rapid
popularity as a short-term investment
opportunity, especially among com-
mercial banks and the non-bank public
sector, since the mid 1980s. In absolute
terms, the value of TBs offered and pur-
chased in 1996 was Rs. 227 billion."”
This is a fourfold increase when com-
pared with the amount purchased and
sold in 1982 (Rs. 58 billion). On aver-
age, the volume of TBs sold and pur-
chased grew at 10.6 percent per annum
during the 1982-1997 period. As a re-
sult of this increased volume in TB trad-
ing, the TB rate has subsequently been
functioning as a general indicator of in-
terest rates, or in other words a floor to
other prominent interest rates in the
market (Figure 1.1).

The emergence of an active inter-bank
market is another important develop-
ment in the money market. The major
task of an inter-bank market is to smooth
out fluctuations in receipts and pay-
ments by commercial banks and simi-
lar financial institutions in the market.
Following the financial liberalisation,
the entry of new foreign commercial
banks into the money market since 1977

Source: CBSL annual reports, various issues.

inter-bank rate has been market driven
and has also been functioning as an
important indicator of the liquidity
condition in the system.

Implications for the Capital and Long-Term
Credit Market

In the course of financial sector re-
forms, the equity market of Sri Lanka
has entered into a new era of progress
in terms of both the quantity and qual-
ity of trading activities. The develop-
ment of a stock market is considered
very important because, on the one
hand, it is an essential element as a
source of finance to fund risky invest-
ment projects, emerging in the grow-
ing sectors of the economy, and on
the other hand as a leading indicator
of economic activity. The increased
stock market capitalisation as a per-
centage” of GDP improves the
economy’s ability to mobilise capital
and diversify risk (see, for example,
Levine, 1996; Arestis and
Demetriades, 1997). Since the finan-
cial sector liberalisation in 1977, cer-
tain bold and pragmatic changes have
been adopted to develop the capital
market in Sri Lanka. The Colombo
Stock Exchange'* (CSE) in 1984 and
Securities and Exchange Commission

¥ Growth rates arein real tems, 1990=100.

 However, after a sudden failure of many finance companies in the 1980s, and as a result of improved legislative measures, the number of finance companies actually operating in
the money market declined to 25 in 1997 from a peak of 72 in the early 1980s.
'*Introduction of TBs with different maturities; CBSL appointed 18 accredited primary dealers to tender for TBs in the primary market; “Secondary Window” of CBSL with a view to developing and

the secondary market in TBs.

expanding
21n 1997 it was Rs. 195 billion and in 1998 it was Rs. 217 billion.

® The Colombo Securities Exchange Ltd., was set up in 1885 by

the trading floors of Colombo Brokers’ Association and the Stock Brokers' Association, which were formed in

amalgamating
1894. CSE is entirely owned by brokers and have provisions for dealers to join. In 1980 the name was changed from Colombo Securities Exchange to Colombo Stock Exchange.
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| (SEC) in 1991 were commissioned

to strengthen and to systematise the
operations in the capital market. SEC
is an independent regulatory body and
its responsibility extends to issuing li-
cences and to formulating rules and
regulations for the operation of stock
exchanges and unit trusts, for proper
conduct of market operation, and to
safeguard investor interests. In 1991,

transformed the CSE into a vibrant mar-
ket.

As Figures 1.2 and 1.3 indicate, market
capitalisation and price indices, though
highly volatile, have registered an up-
turn, particularly between 1989 and
1994, After 1994 all indicators regis-
tered a decline. In the period between

Flgure 1.2

Source: GOSL, 1982; Wortd Bank, 1888 (table 2.3
of atiachment 2.3), a - The ratiohas declined
furtherto 11.5%In 188

the Central Depository System Ltd.
was instituted as a subsidiary of CSE
to improve the efficiency of the in-
creasing volume of trading activities.
As a result, the Central Depository
System (CDS), a state-of-the-art
centralised settlement system that
eliminates the delays involved in
settlement of transactions, was intro-
duced to hold shares. The CSE also
introduced a fully automated trading
system to assist post-trading opera-
tions. This enabled the CSE to become
the world’s seventh fully automated
and integrated stock exchange. With
these technical and institutional de-
velopments, there has been much
progress, amidst large fluctuations in
the volume of business, in the avail-
ability of a range of financial products
that helped the CSE to become an

J emerging stock market in Asia. These
| technical and legislative develop-

ments have attracted a number of new
business establishments, such as in-
vestment trusts and companies, re-
gional and country funds' on to the
trading floor of the CSE. These de-
velopments, coupled with the gradual
removal of exchange regulations, have

Market Capitalisation as a % of GDP

:

TR i anave
Source: CBSL, Annual Reports MC: Market Capiialisation

1982 and 1989, market capitalisation as
apercentage of GDP was onaverage 8.4,
and that level increased to 17.1 during
the 1990-98 period. The highest level
recorded was 24.8 per cent of GDP in
1993.The total number of shares traded
on the CSE also increased significantly.
On average, 33 million shares were
traded annually between 1985 and
1992, and thereafter this amount in-
creased to 384 million shares per year

market to two. The bank was cx-
pected to mobilise funds for project
financing, equity funding, and refi-
nancing to public and private sector
enterprises in priority areas. Like the
DFCC, NDB was empowered to bor-
row money from both domestic and
foreign sources to carry out its busi-
ness activities, Since, the financial re-
forms, the activities of these two de-
velopment banks have been on the
increase. The DFCC on average man-
aged to contribute 23.1 percent of the
total medium-to-long-term credit
during 1980-1997 while NDB's con-
tribution was 39 percent. Collec-
tively, these two development credit
institutions were able to contribute
62 percent of the total medium-and
long-term credit. During the same
period, almost half of the capital raised
through the capital market was from
these two institutions. In 1998 these
two development banks contributed
12.3 percent of the total private sec-
tor financing requirement in the
country (Table 1.1).

In line with the initiative to broaden
the scope of and to diversify the fi-

nancial system, four new long-term

from 1993 to 1997. Asaresult of  Figure 1.3

this progress, the capital generated

through the CSE has also in- |
creased. During the period from | 0
1982 to 1989, the CSE contrib- ! 1000
uted on average 21 percent of the [§ =

total long-term capital generated | 4
in the market (CBSL, Annual Re- | =
ports). This level, however, has
declined to 13.2 percent from

Share Market Price indices 10852100

[} +
PELPPPSISIFESS
T [CEN Ao

1991 to 1997. Despite this
progress, the size of the CSE in
relation to GDP and compared with
other developing Asian countries still
remains small and shallow due to sev-
eral problems' (Table 1.2).

It is evident that there has been a phe-
nomenal increase in the number of in-
stitutions in the market for long-term
credit. The National Development Bank
(NDB) was set up by the government
through the National Development
Bank Act No. 2 of 1979 that raised the
number of development banks in the

Source: CBSL, Annual Reports,

credit institutions started business
operations under the auspices of the
government. They are the State Mort-
gage and Investment Bank (SMIB)'¢
and the National Insurance Corpora-
tion (NIC) in 1979, and the National
Housing Development Authority
(NHDA) and the Housing Develop-
ment Finance Corporation of Sri
Lanka (HDFC) in 1984. The objec-
tive was to channel long-term credit
for agriculture, industry, and housing
construction. The setting up of these

* By 1998 thera wera & venture capiial companies, 10 unit trusts, and a number of country and privats fund management companies operating In S Lanka. ‘
* Forexampls.gmmmamawnershlphnpravantedmoahmawnpanlssfmmbehgllstedInMCSE;pmmmorsmal-andmedeued,nmﬂymmwmpmlesmmmm
tobroadbasa the ownarship, and the number of companies Histed en the CSE sill remains smal (hvera were only 238 companies Uisted on the CSE as atthe end of 1887); ther s high volatiity

Inthe market, largsly due to political instabiity.

® The State Mortgage Bank and Agricuttural and Industrial Crecit Corporation, which were establishedin 1931 and 1943 respectively, were amalgamated In 16781to tom the SMIB.,
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~Table 1.3 - - - - Tablet4~- - C S :
Annual Growth-Rate . .- :Structural-Composition ‘of the. Economy 19701997
__the-Average Level mer - .- Asa percentage o GDP(at constant factor cost prices) |
[Perlod | GDP* | Exports | Unemployment Period | Agricuiture | Manufacturing | Services. | {4){i}+ (2)]
197077 | 3.10. | 19.10 18300 N NS . S IS - B . | :
~1978-89 | .480 '| 2210 |- 1260-1 1485 . 1970 | 283 ] 167 - .| 487 | 450
1990-98- | 5.31 2110 [ 1200 | - 1281 1977, 1 307 - . .281 . 4 412 | 838 |
Source: Own calculations based on CBSL information 1980 | 276 ,1_7;7_ S ;‘-‘_-3"9 o I
a. in real terms 1990=100 1985, .o B (N AN L7/ R 424
) o 1990.. 1} . F N % R § L4120 ]
institutions increased the number of GDP  growth. | 7g95° S ERNTEE - 388
housing finance institutions to threc ~ Supply-side im- {1998 }--~:2t4- |+ 168 . - 3820
and the number of medium-to-long-  provementsimme- “gyrce: own calculations based on CBSL information
term credit institutions to seven. diately after there-

In 1985, Regional Rural Develop-
ment Banks (RRDBs) were estab-
lished with a view to developing the
rural credit structure, providing in-
creasing amounts of credit to rural
enterprises which have limited access
to credit from the organised banking
sector. By 1993 the number of
RRDBs stood at 17, with more than
170 branches islandwide. However,
| their ability as mobilisers of financial
resources remained insignificant.!’
They mobilised less than 1 percent
of total deposits of the financial sys-
tem in 1996.

Other important aspects in the long-
term credit market are the establish-
ment of a new pension fund'?, the
entry of scveral private sector insur-
ance companies, and private and pub-
lic sector long-term credit institu-
tions" . Despite the rapid institutional
developments in the long-term credit
market, its relative size as a source of
private sector financing remained
small. This market as a whole pro-
vided 14 percent of the total private
sector financing needs in 1996, while
its share of total financial assets grew
to 5.3 percent in 1996 from 2 per-
cent in 1970.

Implications for the Real Sector of the
Economy

In liberalisation theory, improvement

on the supply side is considered vital, .

in particular to reduce the rate of do-
mestic inflation and to increase real

forms were a glowing success by con-

Figure 1.4

ventional standards. One simple indi-
cator to assess the supply-side improve-
ments would be GDP growth. The
growth rate in real terms rose to 8.2
percent and 6.3 percent in 1978 and
1979 respectively, and the economy was
able to maintain an average annual
growth rate of 4.8 percent for the pe-

riod from 1978 to 1986.% This is, how-

Growth (percentages)

-NW AN NEDO

Real GDP Growth, 1970-1988

o
LSS SLLELLESESS

ever, a moderate improvement com-
pared with 3.1 percent GDP growth”

during the 1970-77 period (see Table
1.3 and Figure 1.4).

On the whole, from 1978 to 1998 the
economy managed to grow, on average,

S percent per annum. This order of

growth was made possible by the posi-
tive supply-side responses registered in
the manufacturing sector at 6.3 percent
per annum, followed by the service sec-
tor at 5.3 percent per annum and the
agricultural sector at 2.3 percent per
annum between 1978 and 1997. The
relative importance of the financial sec-
tor to the national economy has also in-
creased following the liberalisation. The
contribution of the financial sector to
GDP was 1.32 percent during 1970-
77. lt increased more than fourfold to
7.12 percent in 1996 (Ariyadasa, 1997).

Performance of total exports is another

uscful indicator in understanding the
improvements on the supply side. Ac-
cording to table 1.3, growth in exports
has been reasonably rapid in the post-

liberalisation period. The real growth of
exports during the first half of the
liberalisation programme is thhtly

Source: CBSL, Annual Raports, various issues.

higher than in the second half (from
1990 to 1998). However, when the
growth rate in exports in the post-
reform period is compared with their
growth rate in the pre-reform period,
the difference does not seem very sig-
nificant.

The level of unemployment regis-
tered a fall to 15 percent by 1980
from a peak of almost 20 percent in
1975. Increased employment oppor-
tunities in the economy were largely
created through the execution of
large public investment programmes
immediately following the reforms,
and the expansion of employment
opportunities, particularly in labour-
intensive.manufacturing in the private
sector. Increased activities in the pri-
vate sector, particularly in the second
phase of the reform programme, cre-
ated a major share of the new em-
ployment, and by 1997 the private
sector had absorbed 80 percent of the
employment, of which 27 percent
was in the form of self-employment
(CBSL, Annual Reports).

Contd. on page 26

¥ Asaresull, in 1998 a programme was commenced to restructure RRDBs with a view to enhancing their contribution to the financial system.

*  Tobroaden the retirement benefits to employees in the private sactor and to promote employee pasticipation in the ownership of enlerprises in the private sector, the Employees Trust Fund (ETF)
was created in 1980 in addition to the existing Employees Provident Fund (EPF).

® By 1997, in addition {o two govemment-owned insurance companies, thera were four private sector insurance companies, wo private sectoriong-term credit instituions and one co-operative sector

long- term credt institution in the long-term credit market.

®  However, from 197810 1989 the average growth was just 2.2 percent a year.
2 1n 1971 (the first youth insurrection), the economic growth declined to 0.2 percent. If the year 1971is excluded, the difference between average growth rales in pre- and post- iberaisation periods

becomes even smaller.
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Contd. from Page 12

Total public scctor employment reg-
istered a gradual decline due to pub-
lic sector reform policies coupled
with privatisation of plantation com-
panies and other government busi-
ness ventures. Increased activity in the
financial sector has also positively
contributed towards employment
generation. The financial sector con-
tribution to employment increased to
1.8 percent by 1994, from 0.7 per-
cent in 1971 (Ariyadasa, 1997), indi-
cating a growth of more than 150 per-
cent. The decline in unemployment
in the second half of the post-
liberalisation period, however, is
slower than that of the first half. On
the other hand, the decline in overall
unemployment should be seen in the
context of increased exports of labour
since 1977, As a result of the removal
of restrictions on employment
abroad, at least 100,000 labourers
have migrated annually since 1977,
particularly to Middle Eastern coun-
tries.

The general price level has increased
following the liberalisation of the fi-
nancial sector. In the new environ-
ment, the price control mechanism
was abolished immediately except for
a few essentials. Hence, the price
level differences between pre- and
post-reform periods are somewhat
misleading. However, the important
message in table 1.3 is that the rate of
change in prices remained high
throughout the post-liberalisation pe-
riod. The decline in inflation in the
second sub-period after the
liberalisation is negligible. In conclu-
sion, what can be seen is that a fairly
strong response from the real sector
in the initial years of the liberalisation
programme gradually fading away to
a certain extent until the early 1990s.

The relative size of the agricultural
sector as a percentage of GDP has
shown signs of decline (Table 1.4),
particularly after 1977, which is quite
usual and could be expected in a de-
veloping economy that is in transition.
Basically, in most developing coun-
tries the general tendency is that ini-
tially a larger growth in the industrial

sector manifests itself in a substantial
risc in that scctor’s share of GDP in a
process of structural changes, while the
share of the agricultural sector in GDP
registers a rapid decline (see, for ex-
ample, Mcier, 1989). However, the
growth in the industrial sector has not
resulted in a rise in its share of GDP in
the case of Sri Lanka, which could be a
somewhat strange economic occur-
rence. In fact, the share of the manufac-
turing sector is lower in 1998 than in
1977 (Table 1.4). As liberalisation theory
predicts, rapid expansion in industrial
sector’s share in GDP is vital to higher
economic growth. This, however, has
not taken place in the case of Sri Lanka,
which could be a cause for concern for

the Sri Lankan planning authority.

The other important circumstance in-
dicated in table 1.4 is a steady decline in
the share of the aggregate production of
the agricultural and manufacturing sec-
tors throughout the post-reform period
(the last column of Table 1.4). This is an
important issue because the financial
liberalisation theory believes that in-

Figure 1.5 Investment Saving Profile 1870-98 as % of GDP

financial sector, may directly or indi-
rectly depend on what is happening
in the manufacturing sector. Hence,
the study argues that a rapid expan-
sion in the manufacturing sector
would be crucial to sustain growth
for a long period of time.

The overall growth in real GDP is
largely attributable to a sharp increase
in investment. The reform
programme included massive public
sector investment projects”? largely
financed by concessionary aid in-
flows. As a result, the gross domestic
capital formation reached unprec-
edented heights. The rate of invest-
ment increased to 33.8 percent of
GDP in 1980 from 14.4 percent of
GDP in 1977 (Figure 1.5). During
the 1978-82 period, the cconomy
managed to invest on average 27.8
percent of GDP per annum. The pub-
lic sector doubled its usual level of
investment in the period immediately
after the financial sector liberalisation
through its planned investment
projects. The public sector share in

total investment,

thercfore, rose to al-

most 60 percent in

1980, and in most
years throughout the

period until 1988 the

public sector contri-

bution was more than
half of the total do-
mestic capital forma-

tion. However, given
that a major objective

of reforms imple-

Time

|-o—o|+us---i—ns

mented in 1977 was
to reduce the inter-

D1 Domestic Investmant, DS: Domestic Savings, AG: Resource Gap

Source: CBSL Annual Reports, various issues.

creased production of goods plays a
major role in easing inflationary pres-
sure in the long-run after generating an
initial deflationary stimulus through
higher interest rate and increased de-
mand for money. The growth of the
manufacturing sector is emphasised in
this discussion because a strong manu-
facturing base is an important element
sustaining higher real economic growth.
The development of most of the other
sectors in the economy, including the

ventionist role of the
government and to
allow market forces
to determine economic activities, the
government’s undertaking of direct
investment activities of this magnitude
was, in fact, a major exception. The
trend was reversed during the sec-
ond phase of the liberalisation
programme, thereby allowing the pri-
vate sector to take the lead in domes-
tic capital formation.

What is interesting in the post-
liberalisation period is that, even

2 (l) Accelerated ‘Mahawell river project, (2) urban development programme, (3) housing development programme.

2 Between 1970 and 1977, average domestic saving as a percentage of GDP was 13.7 percent ayear.
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tl"lough the level of investment regls-
tered a sharp increase, averaging
slxghtly over 25 percent of GDP per
annum the growth of domestic sav-
ings has been sluggish (Figure 1.5).
From 1978 to 1998 the average level
of domestic saving was 14.3 percent

¢f GDP per annum, which is not sig-

nificantly different from the average
level of savings in the pre-reform pe-
riod.? It seems that domestic saving
was not very sensitive to the higher
]mterest rate, contrary to the expec-
,tatJons As empirical information'sug-
Igests, the higher levels of investment
‘were financed largely through in-
-creased reliance on foreign savings as
'measured. by the external deficit.
; Hence, some studies have highlighted
! the financial sector reform of Sri
; Lanka as an example for a successful
. | external resources mobilisation effort

 (see, for example, Jayawardena et al.
: 1987; Moor, 1990).

Monetary Policy

i The pro-liberal economic policy re-

gime implemented in 1977 had a sub-
stantial impact on monetary manage-
ment and the challenge to monetary
policy was to find the proper balance
between the development and
stabilisation objectives of the
economy. Direct and discretionary
forms of credit control were sup-
posed to become less important in
the new policy environment. Instead,
market-based methods such as repur-
chase agreements in the inter-bank
market,TB auctions, secondary trans-
actions in TBs, and other government
securities, rediscount facilities, etc.,
were to gain emphasis in managing the
level of liquidity in the system. On
the external front, the exchange rate
and its rate of depreciation were sup-
posed to promote the supply side fur-
ther through changes to costs of in-
puts and the rate of profits of pro-
ductive enterprises.

As discussed carlier, a sharp increase in

“the interest rate and a large depreciation

of the exchange rate were the initial
changes which came into effect under
the new setting (Figure 1.6). At the
same time, controlling the growth of

* the monetary base has become a major

concern of the monetary authorities fol-
lowing the liberalisation. This is basically
due to the belief in a strong positive re-
latioriship between the growth of the

‘monetary base and domestic inflation at

the theoretical level (see, for example,
Mathieson, 1979; Kapur, 1983;
McKinnon, 1989, 1993; Fry, 1995,
1997), and perhaps in some countries
at the empirical level as well (see, for
example, Zaki, 1995; Demirgii¢-Kunt
and Detragiache, 1998). On the other
hand, a higher interest rate, a realign-
ment in the exchange rate, and controls
on the growth of the monetary stock
are the basic policy mix given in the
Mckinnon-Shaw-type liberalisation
theory for rapid economic growth with
macroeconomic stability (see, for ex-
ample, Mathieson, 1979; Kapur, 1983;
McKinnon, 1989; Fry, 1995, 1997).

Flgure 1.6

phoning-off excess hquldlty in the
system, !
According to the Central Bank esti-
mates, the volume of liqhidity in the
system continued to grow due to in-
creased borrowing by the govern-
ment from the bankmg system, in-
creased banking credit tb the private
sector, and contmuous growth of
external banking assets. Hence, in
addition to the reduction of Central
Bank accommodation, increase in
Bank rate, statutory resérve require-
ments, and supplementary selective
measures** were adopted with a view
to maintaining a balancé between the
dual macroeconomic objectives of
stability and growth. As CBSL says,
the objective of the mtroducuon of
selective measures was to reduce the
interest cost to priority 'sectors to
promote supply of gobds and serv-
ices into the market'as a counter
measure to control the level of prices.
However, some of thése restrictive
policy measures do not fit in with the
standard financial hberahsatxon pro-
gramme. For example,
employment of selective
credit and increased re-

Depreciation

Bank Rate, Deposit Rate, and Rate of

serve requirements are

o | regarded by proponents

of financial liberalisation
and finandial structuralists
as policies that could dis-
tort the efficient allocation

of resources. However,
on the other hand, the lit-

m

&@@&?d’@d’#d’@d’

erature on the optimal
degree of financial repres-
sion argues that the effects

DEP The Rate of Depreciation, BA: Bank Rate, (Central Bank Discount Rate),
Dft: Deposit Rate (annual average of 12-month deposit rate of commercial

banks). )
Source: CBSL Annual Reports, various issues.

Therefore, the general feature of the
monetary policy stance in the 1980s was
the introduction of a restrictive mon-
etary policy package with a view to si-

of such regulation should
be assessed in terms of
their consequences on
the raté of economic
growth. In other words,
the correct dose of such regulation
would be useful in guiding the
econortty towards a state of high eco-
nomic growth w1th less instability

3 In1981 mwsumdueedammmdlmmmamwwwldemmnmdsmmmmmmwmw kupdoﬂymmenmﬂwmmmmm In 1983,
meeenrmuankmteoireﬁnmmgwmunksmpreshlmmupmm“mm For the first time CBSL introduced a resarve ratio of 16 pércent on unutilised overdrafis
tothe private sector held with commercial banks. n 1985, the liquid assat ratio of finance companles was raised to $5 percent. In 1986, a celing was imposed on commercial bank creditto the
private sactor, and CBSL issued s own securities to mop up excess liquidity in the system. In 1989, pamaleredhcenhgswemknposedmwmdalbankmdmom-pﬂomysedms

% [11990, the bank rata and refinancing rate were raised. In 1991, the bank rate wes increased again, the cash reserve ratio applicabéa to commercial banks was raised. However, in 1992the 100
pemenldeposltmarglnonletlarsolaadhmﬂaeditwhgsonnmpﬁoﬂwmuswemmwndhmwﬂmwmmmommmpoﬂqmm 1n 1983, the CBSL agaln
issued its own securities 1o reduce quidity, continued restraints on CBSL refinancing credit. In 1894, mo.mecsstmedlswnsewﬂﬂestomwww.CBSI.reﬁmnooladﬂtlaswem
terminated, and granting of new refinancing facilities was also stopped. In1990.conmmalbamcswempsunmdtobomabmadwmsmdmdrmpManmasamasm
of tusther liberalisation of transactions. In 1997, monetary policy was relaxed due to the economic downtum in 1996-97. mmmmmmm\tmsrwumdmhmeyw in 1098,

aravemrepoladﬁlywaslmroduoedbymecast
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(sce, for example, McKinnon and
Mathicson; 1981, McKinnon, 1989,
1993).

In the 1990s, too, the authorities were
obliged to continue with the restric-
tive monctary policy?® stance adopted
in the 1980s. As CBSL says, this was
duc to the pressurc of high growth in
inflation, largely through an increased
flow of credit to the private scctor
and inflow of forcign asscts. BR has
been kept constant at its 1991 level
basically to control the growth of
credit to the private scctor (sec Fig-
urc 1.6). Inaddition to this, it seems
that the rate of depreciation, too, has
largely been used as a deflationary
mcasurc, particularly in the later part
of the 1990s. Domestic currency was
allowed to depreciate at a very slow
pacc compared with the rate of de-
preciation in the period between 1977
and 1989. During the period from
1977 to 1989, the Sri Lanka rupee
was depreciated on average at 10.3
percent per annum, whereas the av-
erage rate of depreciation was only
5.6 percent per annum during the
1990 to 1998 period (see Figure 1.6).
Given the objective of export led-
growth, a rate of deprcciation lower
than the rate of domestic inflation®
clearly indicates that the authority had
given morc weight to the exchange
ratc to stabilise the domestic price
level than to the economic growth?”
objcctive. However, the Central
Bank's opinion is that the rapid in-
crease in external assets in the 1990s
reduced the necessity for large de-
preciation of the exchange rate. To
the CBSL, given a substantially large
share of imports in GDP, the rate of
depreciation has been a crucial factor
in determining the level of domestic
prices. Therefore, the objective of the
CBSL could have been to minimise
the impact of imported inflation on
the domestic price level, employing
amoderate rate of depreciation while
using the external reserves to finance
the balance of payments deficit.

The overall effectiveness of the mon-

etary policy in achieving the set ob-

Table 1.6

Average-Rates of Growth in Money Supply, Price Level; External Assets,
‘Domestic Credlt. and Real GDP ,

Period | Change Chango In| Chnnge in Chango In Growth '
| inM2 Price ® Emmul Aum . Domestlc -Credit _Rate i
1970-77 | 15.6(12.8) | 5.70(4.0) |  70. 3(2575 3) 16,6 (16 5) 3.1(13)
1978-89 (202 (9.2) 12.6(6.1) 134 (336) . 239 (18.9) 4.8(1.9)
1990-98 |17.2 (4.8) | 12.0(4.3) 345 (329) 133 (6.7) 5.3(1.0)
Standard deviations are in parentheses. Source: own calculations based on CBSL information.

a- Onlythe official extemal assats are teken into account. Average growth rates of external assets are grossly misieading
dueto extraordinarily high volatility in growth of extamal assets. For example, averape growth of extemal assats between
1970 and 1977 s exaggerated dus to unusually high growth in extemal assets In 1976 and 1977. The average growth in
extamal assets between 1990 and 1998 is 34.5 percent. However, from 1984 onwards, growth in extemal assets has
continuously declined. In 1998 the growth In extema! assets was just 8 percent.

b - Under the overall reform programme, the existing price control mechanism was removed with exception of a few
essontials, Ovemight, mostpﬂuasofgoodsandsameswmtupar\dpﬂessmalbﬂsdtobedetemmlawmmum
market forces. Therefore, the low inflation In the 1970-77 periodis grossly artificlal.

jective of growth with macroeconomic
stability can basically be analysed
through the cconomic outcomes in the
post-reform period. As revealed in Fig-
ure 1.7, the growth in M2 dcclined
steadily from 1979 to 1987, between
1988 and 1995 it grew at an increasing
rate, and thereafter therc was a sizeable
decline in its ratc of growth. Inflation

looks rather independent from the
movement of M2, particularly until
the mid 1980s. Thereafter, both M2
and price level indicators show
roughly a similar path of growth over
time, except in few years, suggesting
that there may have been an impact
on inflation from monetary growth,
at least to somc extent, as expected in

the theory. Figure 1.8 probably

indicates that the growth in real

GDP is tightly related to M2,
suggesting a closer relationship

between growth in money sup-
ply and real GDP. Do thesc re-
lationships mean that monetary
growth causes the rate of infla-
tion to risc as explained in the
theory? If so, would strict

Figure 1.7
Rate og Growth of M1, M2, and Price level

s 30
~ 40
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i \/\ o}
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monctary control then ad-
versely affect real GDP growth,

Source: CBSL Annual Reports, various issues

given a closer relationship be-
tween M2 and real GDP atem-
pirical level? However, to ex-
amine what is the cause and
what is the effect is beyond

Figure 1.8 the scope of this discussion.
Growth of M2 and real GDP The aim of this discussion is
: [ : merely to highlight such is-

7 % sues.

& 6 g

: : g According to the CBSL, the
B 5 increase in public sector in-
: i | vestmentprogrammes, espe-
0 R — 0 cially during the first phase of
S LPLPPLePesd the reforms, the liberalised
price system, and incrcased
Source: CBSL Anual Repors various ssues flow of external asscts have

jointly raised inflationary ex-
pectations in the economy,

3 Average rates of Inflation are given in the third column of table 1.6

7. SeeAgheil, et al., (1991) for a discussion on the role of the exchange rate in developing countries.

2 The budget deficit as a percentage of GDP of over 10 percent on the average became the narm of the fiscal stance in tha post-iberallsation period except for a few years.

®  From 198310 1991, unexpectsd changes in the domestic as we!l as extemal environments posted tough new challenges to the reform process, which are partly responsible for the siow growth
and macroeconomic difficulties. For example, the Tami separatist war, the second wave of the youth insurrection, operation ‘Desenrt Storm’ In Iraq etc.
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thereby reducing effectiveness of
monetary policy in arresting inflation.
In other words, what the CBSL says is
that monetary growth fuelled by in-
creased public expenditure and ex-
ternal reserves has led domestic in-
flation to rise.

The information inTable 1.6 indicates
that growth in the domestic credit and
money supply declined substantially
in the 1989-98 period compared with
the previous period, largely due to the
tight monetary policy adopted by the
CBSL. It is evident that the monetary
authorities have curtailed the growth
of domestic credit, particularly in

|- terms of the supply of credit to the

private sector, in order to offset the
expansionary impact of the govern-

| mentdeficit and increased foreign re-

serves. However, despite heavy con-
trols on monetary growth, the aver-
age rate of inflation has not shown a

significant decline, contrary to the ex-
pectation.?® 'In addition, the average
rate of GDP growth in the post-
liberalisation period does not seem
significantly higher than the growth
in the 1978-89 period.”” Hence, the
notion that high interest rate with
monetary controls and moderate rate
of depreciation would lead to less in-
flation and high growth seemed to be
in doubt. On the other hand, more
emphasis on stability* through strict
controls on domestic credit expan-
sion and moderate rate of deprecia-
tion may have caused the growth of
GDP to slow down indicating a
trade-off situation between stability
and growth® in the post-
liberalisation period (see, for ex-
ample, Figure 1.9; Gregorio, 1992;
Blackburn, 1999).

Some Observations: Future Agenda for
Reforms

The spectacular shift to a market-ori-
ented financial system in 1977 was
primarily driven by increasing ineffi-
ciency of direct controls in achieving
the development objective of the
country. Even though the economic
consequences, particularly in the real
sector of the economy, were not very

dramatic, the economy
has managed to yield

Figure1.9

some positive out-

comes in certain areas as

Infiation Ve. GDP Growth

L]
Y Y

of the financial system. 3

Such developments-in 25

fact, had some

-
L

spillover impacts as
well on the other sec-

Log of hilation

tors in the economy.
Increased contribution

o &

of the financial sector o . 08

1 . E]
I.ogd Real GDP Growth

to employment gen-
eration and real GDP
growth are some ex-
amples. The structure of the economy
has also been changed in response to
the liberalisation. As empirical evidence
indicates, a service sector-dominated
economic structure has cmerge'd'." .

vanwslssues

The financial scctor reform process in
Sri Lanka has been a gradual one. This
helped economic agents and institutions
to accommodate themselves to the
changing economic environment. The
financial system seems stable and se-
cure and thus as a whole it has been suc-
cessful in gaining public confidence in
it. This helped particularly to improve
the system's capacity to pool savings, in-
creasing liquidity and profitability of fi-
nancial institutions, and to build a broad
consensus among economic agents for
further reforms. This is, a significant ac-
complishment since it is a well-docu-
mented fact that financial liberalisation
itselfhas caused many banking crises and
banking risks in many other countries
(see, for example, Diaz-Alejandro,
1985; Demirgii¢ - Kunt and Detragiache,
1998). In that sense, the Sri Lankan ex-
perience can be an interesting example
for other countries with severe macro-
economic instability and financial sec-
tor weaknesses that coincide with the
reform process.

Financial reforms have successfully
stimulated the financial system of Sri
Lanka in several respects, such as spe-
cialisation of services, dévelopment of
different types of financial markets and
new financial instruments, increased
number of participants, and more im-
portantly, modernisation of the finan-
cial industry, particularly in terms of the

.www.OwnwunaumsbasedchSLAmuamepons,

 application of modern financial tech-
nologies. The scope and diversity of
the financial system have improved a
lot durmg the post-reform period, in-
dicating that the financial reforms have
been successful in creating the nec-
essary dynamism in the financial sys-
tem, even though the same may not
be true in the case of the real sector
of the economy. However, the domi-
nance of commercial bank credit over
other sources of private sector finance
probably reveals the inadequacy of al-
ternative financial possibilities avail-
able in the financial system. This heavy
dependence on bank credit might in-
crease the risk of credit crunches that
would have adverse repercussions on
economic growth. Hence, further
development of alternative sources of
finance would be a cause for concern
in the future.

Economic performance was reason-
ably good in the initial years of the
financial sector liberalisation
programme. The growth rate, how-
ever, slumped in the later part of the
first phase of the programme. The
share of the manufacturing sector as a
percentage of GDP has not registered
satisfactory growth. As Iargued ear-
lier, in the absence of a strong manu-
facturing base higher growth rates
could not be sustained. It seems that
financial liberalisation has probably
failed to create the necessary dyna-
mism in the manufacturing sector.
This is in fact an important cause for
concern for the authorities in design-
ing the nature of further reforms in
the financial sector in the near future.

®  [naddition to monetary controls, memgemmasbemlsedmmullsedoMcpdwlevels(seeﬁgum 8).
*  Figure 1.121s a scatterplot diagram that represents the relationship between Inflation and growth irom 1877 to 1998. The majodty of the data points are grouped in the north-easter part of the
graph with very few outliers, indicating that both inflation and GOP were moving In the same direction to a great extent.

Economic Review April/June 2001

.' 29



Increased government investment
expenditure has played a major role
in raising cconomic growth in the
post-liberalisation period. Therefore,
the study argues that the government
should continuc its efforts in growth-
related infrastructure projects, creat-
ing a favourable environment for pri-
vate sector

tic inflation and slow rate of real cco-
nomic growth were due to lack of effi-
ciency in the co-ordination of supple-
mentary policies during the reform
programme, or perhaps were duc to the
other rcasons such as the increased cost
of finance, would be an important area
of concern for the authorities to deter-

., (1997), “In Favour of Financial Liberalisation”,
Economic Joumal, Vol. 107, No. 442, pp. 754-

.

Funke, Norbert., (1993), “Timing and Sequencing of Reforms:
Competing Views and the Role of
Credibility”, Kykios, Vol. 46, pp. 337-362.

Govemment of Sri Lanka., (1992), "Final Report of the Presi-
mmmmma«w
Vol. 1 and 2, Colombo: Govemnment Publica-
tion Bureau.

Gregorio, José De., (1992) “The Effect of Inflation on Eco-

nomic Growth: Lessons from Latin America”,

European Economic Review, Vol. 36, No.2-3,

investment
to grow. As
the empiri-
cal informa-
tion indi-
cates, a high
level of in-
vestment in
Sri Lanka
has becen
possible

with  the
help of in-
creased for-
eign savings. By and large, the finan-
cial sector liberalisation has failed to
improve the rate of domestic saving,
creating a wider resource gap. Heavy
dependence on external financing is
not viable in the long run due to debt-
related problems. In addition, ex-
change rate depreciation would be
under pressure because depreciation
of the exchange rate balloons the
amount of debt to be paid in domes-
tic currency. Therefore, a proper iden-
tification of what determines domes-
tic saving in Sri Lanka would be an
important task reserved for the fu-
ture to implement necessary policies
to promote domestic savings. Reduc-
tion in government investment would
not be a solution to narrow the re-
source gap since government invest-
ment plays a major role in raising eco-
nomic development and social wel-
fare in Sri Lanka.

Itis evident that high inflationary pres-
sure became a problem in the post-
liberalisation period. On the whole
it scems that the higher interest rate
policy may have failed to reduce in-
flation, contrary to the expectation.
The monetary authorities have basi-
cally adopted a tight monetary policy
and moderate rate of depreciation to
combat inflation. However, the aver-
age rate of inflation has not registered
a significant decline. Therefore,
whether the increased rate of domes-

Rapid reforms are being effected in the systems and service delivery of Local Banks

under re-engineering to suit the changing environment.

mine the nature of further financial re-
forms in the near future.
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