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RESUME 
fl 

Cette thèse analyse l'hypothèse qU'une politique 

monétaire expansionniste accompagnée d'une politique de 

financement d'un déficit budgétaire a été un facteur impor­

tant de l'inflation et due déficit de la balance des paie­

ments au Ceylàn pour la période 1960 - 71. 

Une importante conclusion de cette thèse est que la 

masse monétaire a eu un impact significatif sur le revenu 

monétaire et le niveau des prix. Une augmentation de 1% 

des emprunts du gouvernement de la banque centrale a con­

tribué à une augmentation de 0.4% de la masse monétaire. A 

spn tour, une augmentation de 1% de la masse monétaire a 

élevé le revenu monétaire et le niveau des prix de 0.80% et 

de 0.40%, respectivement. 

L'accroissement de la demande interne a amené une 
,J.<l4 -(".'" 

augmentation du déficit de la balance des paiements de deux 

façons. Premièrement, les importations se sont accrues, 
, 

surtout les importations de matière premièr et de machinerie. 

Deuxièmement, l'accroissement du niveau des prix a réduit la 

demande étrangère pour les exportations due Ceylan • 

, . 



• 

• 

• 

i 

ABSTRACT 

This thesis examines the argument that monetary 

eipansion associated with the financing of the budget deficit 

has been an importapt factor in inflation and balance of 

payments deficits in Ceylon during the period 1960 - 1971. 

A major finding of the thesis is that money supply 

has exerted a significant impact on nominal income and the 

price level. A l percent inctease in government borrowing 

from the banking system h~s contributed to a 0.4 percent in­

crease in money supply while a l percent increase in money 

suppl y in turn has raised nominal income and the price level 

by 0.80 and 0.40 percent respectively. 

The increase in domestic demand has led to an in-

crease in the balance of payments deficit in two ways. 

Firstly, there has been an increase in imports, especially 

of industrial inputs. Second~y, the increase in the domestic 
, -

price level has reduced the foreign demand for some Ceylonese 

exports • 

/ 

j' 
l 
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PREFACE !.' ,1 

This thesis analyses hôw increases in the money 
\ 

supply have led to inflation and balance of payments deficlts 

in Ceylon during the period~' 1960-1971. To be sure, monetary 
1 

expansion need not be the dnly factorJresponsible for these 

economic problems. There could be other factors at work. 

This thesis tries ta show that monetary expansion has beén 
1 

~ 

an important factor contributing to inflation and balance of 

payments deficits in Ceylon. 
1 

Sorne justif~cation has to be offered for undertaking , 
this thesis. First, to the best of my knowledge, no study 

has ever been done on the problems of inflation and balance 

of payments deficits facing Ceylon. The original contribu­

tion of this thesis is to provide a monetary interpretation 

of these problems. Second, although Ceylon's economic pro-

blems ,have their own peculiarities, they also bear a close 

resemblance to the economic problems of other develôping 

countries. Therefore, a study of the Ceylonese experience 

will improve our und~rstanding 'of the nature of the economic 

problems of developing countries in general. Finally, this 

thesis will be of special interest to the westerner because 

the economic problems'of developing countrie~ tend to be 

so~what different from those of advanced countries due to 

political, sociological, and structural dissimilarities. 

In the formulation and preparation'of the thesis MY 

main dèbt of gratitude is ta Professor J. A. Galbraith for 

~ 
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~ continued assistance and encouragement. His contribution 

ranges from suggesting the topic to facilitating the difficult 

passage from initial idea to finished dissertatiort~ Without 

his 'able guidance the the sis would not have seen the light of 

day. l would also like ta thank the other members of my 

thesis committee, Professors J. Handa and A. Vicas for their 

rnany helpful cornments and suggestions for improvement on the 

drafts of this thesis. Finally, l wish to thank my former 

colleague at the Department of Labour, Mr. R. Parent, for 

providing me with computer assistance. 

K. E. A. de ~iIva. 

" 

.. ,. / 

) 

.' , 
,,,\ .~, ... 

,.~, \ 
,J' ~.~~~ 



•• CONTENTS 

" 

Page 
" 

INTRODUCTION 1 .. 

.. 
CHAPTER ONE SURVEY OF MONETARY POLICY IN 5 

CEYLON ('1960 - 1971) 

CHAPTER 'l'WO SURVEY OF THE LITERATURE 60 

CHAPTER THREE THE MODEL' 94 

CHAPTER FOUR THE SUPPLY AND DEMAND FOR MONEY 103 
(1959 - 1971) 

{CHAPTER FIVE AN ANALYSIS OF PRICE MOVEMENTS IN 131 
CEYLON (1959 - 1971) 

CHAPTER SIX DEVELOPMENTS IN THE BALANCE OF 157 
TRADE (1959 - 1971) 

SUMMARY AND CONCLUSIONS 185 

BIBLIOGRAPHY 193 

if 

" 

" . 
" ,\ 



• 

o 

• 

l 

INTRO DUCTION 

Developing countries which undertake development pro­

grammes generally experience inflation and balance of payments 

difficulties •. This thesis argues that the particular method . , 

of financing economic 'development bears a heavy respo~sibility 

for these pro~lems. Specifically, the central hypothesis 

which is examined in this study is that monetary-expansion 

originating primarily from governmentts fiscal operations is 

one of the principal factors contributing to inflation and 

balance of payments deficits in developing couDtries. This 
• 

hypothesis'is tested with Ceylonese data for the period, 

1960-71. 

Since it is common for governments in developing 

countries to assUme the primary responsibility for economic' 

development, attempts to improve the rate of econornic gro~h 

often involve substantial budget deficits. There are three 

ways of financing budget deficits -- mobilising domestic 

savings, attracting foreign capital, and~by borrowing from 

the banking system. The first two methods are not widely 

used in developing countries for the fol~owing reasons. Do-

mestic savings as a rule are very low in these countries; 

similarly, as the inflow of foreign capital is largely de­

termined by political considerations, no country would use 

it as a regular metho'd of financing budget4 deficits. There­

fore, governments in these countries frequently resort to 

borrowing from the banking system. The increase in money 
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supp1y resulting 'from these fiscal operations often 1eads to 

balance of payments defiçits through an increase in imports. 

Governments usually respQnd to balance of payments deficits 

by p1acing restrictions on imports. This produces inflation-

ary pressures at home. However, import contraIs are rarely 

successful ·in sol ving the country' s balance. of payments pro-

blem. With regard to exports, rising domestic priees often 

tend to' undermine their international competitiveness. More-

over, excessive emphasis on manufacturing activity usually 

associated with policies of import substitution tends to 

discri~inate against traditional expbrts. Hence exports 

tend to stagnate or decline at least during the initial stages 
, 

of development. With regard to imports, there are two in-

fluences at work. On the one hand, the ipcrease in dom'estic 

incorne leads to an increase in imports of consu~er goods 

which are not subject to restrictions. On the other hand, 

the growth of domestic industry often requires the relaxation 

of existing restrictions on imports of intermediate and in-

vestrnent goods_. ·Therefore, balance of payments deficits tend 

to become larger at the prevailing fixed exchange rate and 

eventually governments are often compelled to abandon import 

restrictions in favour of other policies such as devaluation-

and import liberalizatlon. 

Most of these developments occurred in qeylon during 

the period, 1960-71. At the beginning of this period, Ceylon 

was :faced with a severe balance of payments deficit'. Export 

earnings had suffered a drastic decline mainly due to poor 

'. 
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world market conditions ·whereas expansionary fiscal and mone­

tary policies had stimulated the dema,nd for imports. The 

Government introduced 'import controls in the early 1960's to 

correct the balance of payrnents deficit. During the early 

years the Government also borrowed heavily from the central 
J 

bank. The resulting increase in the money supply along with 

the drastic reduction of imports generated inflation in the 

economy. Moreover,tlespite import controls, there was a 

continuous deterioration in'the balance of payments. Export 

receipts continued to de cline while imports could not be re­

duced any mOre. Therefore, 'the Government had toI resort to 

other measures such as the devaluation of 1967. 
r 

But attempts 

made to curb the inflationary pressure in the economy were 
J 

not very successful. During the major part of this period, 

the increase in money supply could be attributed mainly to 

budget deficits and hence was beyond the control of the cen-

tral bank. Furthermore, the central bank itself encouraged 

the extension of commercial bank credit to the private sector 

provided i t was used for pro,ductive purposes. 'The increase 

in real domestic output during the entire period was fairly 

small an~ acute shortages were experi~nced in many sector~ 

of the ~onomy. 

Chapter One of this study contains a comprehensive 

account of monetary policy in Ceylon during the period 1960- -

71. The purpose of this chapter is to provide a background 

for the subsequent discussion of Ceylon's economic problems • 
1 ., .. ,_ 

Chapter Two deals with the survey of the literature in this 
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, 
field. Chapter Three contains the basic model we have used 

in this study. The remaining chapt ers deal with the statis~ 
, , . 

6 

tical application af the moàel. ~ Chapter Four deals with the 

demand for and suppl Y of money. Chapter Five contains an 

an~lysis of pric~ movements. Chapter Six i8 devated to a 

discussion of the balance af trade'difficulties of Ceylan. 
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CHAPTER ONE 

t .. " .. , . 
. 

" ~ 

SURVEY OF MONETARY POLICY IN CEYLON (1960-71-) 

The purpose of this chapter is to provide a background 

of the main developments in monetary policy in Ceylon during 

the period, 1960-71. 

The firs~ part deals with th~ structural cha~acteris­

tics of the banking system. ~Tpe growth of commercial banks, 

changes in their lending policies, and the beginnings of 

central banking are described here. Part two deals with the 

tools of monetary policy. This is followed by a detailed 

description of monetary policy during the period of this 

study. 

The Banking System in Ceylon 

Commercial banking evolved in Ceylon as a means of 

rlnancing export and import business and the plantations. l 

Until the early 1960's with the sole exception of the Bank or 

Ceylon, aIl the commercial banks were foreign owned and the , . 

more important of them were branches or a rew financially 

strong British banks whose opérations extended to many colo-

niaI territories. 
" 

The overseas head office placed limits on 
~ 

the size and types of loans that the local branch managers in 

1. Fo~',a very comprehensive account of the origins of 
commercial ban king in Ceylon, see Kannangara (67). 



• 

• 

• 

6 

Ceylon could make at their own discretion. The local branch 

did not feel the need for a central bank because it could 

. always borrow from the head office abroad whenever it was 

necessary to obtain more funds. Following the British tra­

dition, the banks acted as a source of short-term capital 

and refused to finance long-term investment. Due to the 

great importance attached to collateral security and the ex-

treme1y conservative assessment of credit risks by the corn-

mercial banks, the majority of the Cey10nese population'found 

that the banking'system could not meet their needs. The only 

collateral that the peasant could provide, if he could offer" 

any, was land. Peasant land-holdings hav~ always been noto­

rions for their small size, and to make matters worse, very 

~often the peasant could not fUrnish documentary evidence to 

prove his ownership rights to the land. 2 Finally~ mo~~ of the 

bank offices were concentrated in Colombo. In other words, 

the system of banking which existed before the 1960's can be 

described ~s unit panking as opposed to branch banking. 
r 

Several important developments which took place in 

the 1960's completely changed the above picture of Ceyl?nese 

banking. The most noteworthy event was the establishment of­

the People's Bank in July 1961, which was,aimed at helping 

the peasant cultivator and the small scale industrialist. 

The People's Bank was empowered to grant: 3 

2. Due to his inability to obtain credit from the banks, the 
peasant had to depend upon the money lenders who usual1y 
charged exorbitant interest rates. The literature on 
rural credit 15 ably surveyed in Long (78). 

3. People's Bank Act, No. 29 of 1961, section 5, sub-section 1. 

1 
~.­

n • 
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"(1) short-term, medium-term, and long-term loans 
and other accommodation to cooperative so­
cieties, approved societies and Cultivation 
Committees; 

7 

(2) short-term, medium-term, and long-term loans 
to cooperative societies, approved societies, 
Cultivation Committees, individuals for con­
structing, repairing or renovating buildings; 

(» short-term, medium-term, and long-term loans 
and other accommodation to any person who in­
te~ds to carry on or is carrying on any agri­
cultur~l, industrial or business undertaking 
which, in the opinion of the Board of Directors 
of the Bank, is a small scale undertaking; and 

- . 
(4,) short-term loap.s to pers ons resident in rural 

areas for ,the purchase of articles necessary 
for their persona1 or dom~stic requirernents." 

The affairs of the People's Bank arè under the control 

of the Government. AlI the members of its board of directors . 
are appointed by ~he Minister of Finance. 4 The Government is 

, 
the'major shareh6lder and the remaining shares are made avail-

," 

able to the coope~~tives.5 Finally, no loans and overdrafts 

can be granted to any person or agency other than the coopera­

tive s~cietles without the approval of the Minister of Fi­

nahce.~ 

The next i~portant development was the nationali­

zation of the Bank of Ceylon. By an Act of Parliament in 

1961, aIl the shares of the Bank of Ceylon passed into the 

hands of the Government which became its only shareholder. 

4. ~ •• section 7. 

5. ~ •• section 12 • 

" 6. Ibid., section 5. sub-section 2. 
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To further strengthen goverriment control over the banking 

system, an Act of Parliament was passed on April l, 1961, 

decl~ring that no person who is a citizen of Ceylon could 

open an account in a foreign owned bank. 7 

With the passing of these legislative measures, the 

lending policies of the commercial banks underwent a consi­

derable change. Instead of financing mainly plantations and 

external trade, the banks now also became interested, due to 

pressure from the Government, in lending for industrial and 

agricultural.purposes. As industrial and agricultural loans 

are primarily of a long-term nature, a fairly distinct in-

crease in the ratio of long-term lending -to total bank lending 

is not~ceable (Table 1). 

- Another significant change lies in the various items 

accepted as security against bank loans. Until 196), docu-

mentary bills and stock in trade were the commonest forms of 

security acceptable to the banks; since then, several new 

types of security such as trust receipts, and plant and 

machinery have become. very popular (Table 2). 

Finally, since the early 1960's, there has developed 
• 

a significant trend towards branch banking. Whereas earlier 

banking was confined to ColomboJànd a few major towns, bank 

offices have now been opened in Many rural areas. In 19~O. 

7. ,Later this law was partially rélaxed in 1969. By a 
Gazette notification on February 28, 1969, the Eastern 
Bank and the Chartered Bank were approved by the Minister 
of Finance for new a'ccounts • 
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TABLE 1 

l' '. 

CO:vJ,iERCI AL BANK ADV AN Cr;S~~ CLASSIF IED BY MATURITY 

Short-terr.n f-ile dl um- te rm Long-term 

(lE;ss than (exceeding 
6 manths) (6 ta 30 months) 30 months) 

Sept. 1959 /T~. 7 41.0 14.3 

Sept. 1961 32.5 51.2 16.3 

Dec. 

Lec. 

Dec. 

Dec. 

De::::. 

1963 38.6 35.9 25.5 

1965 ,37.6, 35:8 26.5 

1967 39.3 36.8 _----2.3.8---
--- ---------

lQ68 38.5 ----------- 3lr.4 27.1 -. , 

1969 . 
34.5 37.4 28.1 

*.A.dvances inc1ude loans, over'drafts and bills 
discounted, ~~d exclude cash items in process 
of collection. 

9 

---

Source: Annua1 Report of thè Central Bank of Ceylon (1969) 
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TABLE 2 

"II. COI'tiMERCI AL BANK ADV ANeES CLASSIFIED BY TYPE OF SECUftITY 

s of joint stock co. 

deposits 

StoG:k in trade 

I~~ovab1e property 

Unoeeured 

Otr.ers* 

Sept. Sept. 
1959 1901 

Dec. 
1963 

tee. 
1965 

D3c. 
1967 

(as a % of total advances) 

26.0 

2.0 

6.) 

2.5 

))'.8 

Il.6 

5.9 
12.0 

26.6 

2.1 

5.2 

).7 

_ 30.4 

8.7 

12.3 

11.1 

20.5 

0.8 

2.7 

4.5 

29.0 

10.0 

13.1 

19.3 

16.6 

0.6 

2.4 

6.7 

26.5 

8.7 

11.1 

27.4 

15.8 

1.5 

1.8 

5.) 

20.5 

10.5 

8,S 

35.8 

tee. 
1968 

14.4 

1.) 

1.6 

4.0 

21.1 

9.6 

5,1 

42.9 

• ~ 

Dec. 
1969 

9.7 

1.2 

1.3 

4.9 

20.8 

Il.1 

, 

3.5 

47.5 L 

,,( These inc1ude guarantees, trust receipts, hire-purchase agreements, 
plant and mach1nery, tractors and motor veh1cles, promissory notes, 
bonds, etc. 

Source: Annua1 Reports of the Central Bank of Ceylan (1960-69) 0' 
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there were 45 bank offices in Ceylon, of which 25 were in 

Colombo. In 1969, the total number of bank offices had in­

creased to 155, of which only 30 were located in Colombo. 

Ce yI on did not have a central bank until 1950. The 

Monetary Law Act No. 58 of 1959 establishing a central bank 

in Ceylon was passed by Parliament in March 1949. The cen­

tral bank commenced business on August 28, 1950. 

The central bank is given the power of note issue 

and wide powers for controlling the volume of credit created 

by the commercial banks. The Monetary Law Act does not re­

quire the maintenance of any specifie proportion of gold or 

foreign currencies against the note issue. It merely requires 

the central bank to keep an international reserve "adequate 

to meet any foreseeable deficit in the balance of payments".8 

In the sphere of credit control, the central bank is 

equipped with a wide range of weapons. The central bank is 

empowered to fix its bank rate "in accordance with the charac­

ter and term of each such operation".9 It is empowered to 

rediscount for the commercial banks "commercial credits" with 

not more than 180 days to run from the date of their acquisi-
• • 

tion by the central bank,and "production credits" with not 

more than 270 days to run, and also to make advances against 

similar assets or against government or other specified se­

curities. lO The central bank ~ay engage in open market 

8. Monetary Law Act, paragraph 65 • 

9. lb ig.., paragraph 86. 

10. Ibid., paragraph 82. 
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operations and also vary the reserve requirements of com-

mercial banks. It also has powers to control the nature of 
/" 

commercial bank portfolloS. For instance, the central bank 

May fix the ma'JCÏmum pennissible maturitie s for loans and in­

vestments, and thelPature and the amount of the security re­

quired for various types of credit operations. It May pro­

hibit commercial banks from increasing the amount of their 

loans and investments or fix limits to their rate of i~crease. 

It May prescribe the maximum ratios whicQ various classes of 

assets May bear to the capital of a commercial bank. Finally, 

the central bank has powers to prescribe the minimum cash 
J 

margins against which letters of credit may be opened and the 

power to fix different classes of transactions. ll 

The objectives of central bank policy are set out in 

the Monetary Law Act as follo~s:12 

1. The stabilisation of domestic monetary values. 

2. The preservation of the par value of the Ceylon 
rupee and the free use of the rupee for current 
international transactions. 

3. The promotion and maintenance of a high lavel of 
production\ ernployment and real incorne in, Ceylon • 

• 4. The encouragement and promotion of the full develop­
ment of the productive resources of Ceylon. 

In short, the central bank is entrusted with the task 

of maintaining stability of the price level and the exchange 

Il. Ibid., paragraph 99-109. 
( 

12. .I!?,!g., paragraph 5. 

.. 
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rate, of securing a high level of employment, and finally, 

of promoting economic development. 

Tools of Monetary Policy 

One of the most important tools of central banking 

is open market operations. Economists have long recognized 

the obvious fact that the central bank cannot carry on tra-
. , 

ditional open-market operations in an economy where there 

exists no securities market to conduct these operations. 

And they have noticed the equally obvious fact that the se-

curities markets of underdeveloped countries are, in general, 

extremely narrow. Bloomfield (15) mentions three attributes 

of narrow, as opposed to broad, securities markets. First, 

the absolutE1, number of buyers and sellers is few, "and hence, 

the maximum average frequency of transactions is low; second, 

position-takers are lacking; third, there does not exist a 

wide spectrum of owners and of ownership motives. 

Most of these characteristics are found in the se-

curities market of Ceylon. For instance, in 1960, about 83 

percent of government securities was held by the-banking 

system, and of this amount about 73 percent was in the hands 

~f the central bank. The rest was distributed among insurance 

companies and savings institutions. However, in 1971, the .. , 
latest year for which the statistics are available, the 

banking system held only 42 percent o~ government debt; the 

remainder wss held by the Employees' Provident Fund, savings 
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institutions, insurance companies, etc. (Table 3). 

Most of the institutions listed in Table 3 are not 

position-takers because they buy securities and hold them to 

maturity. The reason why the y hold substantial amounts of 

securities may be largely political. For example, the two 

leading savings institutions which hold government securities 
1 

are the Stqte Mortgate Bank and the Post Office Savings Bank, 

both of which are government corporations. Similarly, the 
1 

most important holder of government securities among the in-

surance companies is the Insurance Corporation which again 
, 

is a government corporation. It is likely that these insti­

tutions have almost no choice except to cooperate with the 

Government although no firm evidence can be given in support 

of this proposition. With regard to commercial banks, there 

are several reasons why they purchase government securities. 

A partial explanation is the liquidity ratio imposed on aIl 

commercial banks, because the liquidity ratio includes govern­

ment securities. A second reason why banks have been willing 

to hold government securities has been the readiness of the 

central bank to honour these securities as collateral for 

advances. 13 However, in sorne years the quantity of govern-' 

ment securities which the commercial banks hold may be far 

in excess of what they would desire to have. Why the banks 

will ~ave to hold these excess securities May be due to the 

following reasons. Firstly, because of the narrowness of 

13. For a more detailed discussion, see Sayers (110). 
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TABLE , 

OWN~SHIP OF GOVERNMENT SECURITIES, 1971 

.. 

Central bank 

Commercial banks 

Sinking funds 

Insurance companies 

Savings institutions 

Employees' Provident Fund 

Other Provident funds 

Others 

TOTAL 

Amount 

(rupees million) 

2083 

384 

751 

481 
t' 

652 

811 

469 

~ 

5875 

Percent 

35 

7 

14 

8 

Il 

14. 

8 

--1 
100 

15 

Source: Annual Report of the Central Bank of Ceylan (1971) 

" 

" r ~ • ,. 
."'." \ "'~L" •• ~. ,.~ 

\ 



• 

• 

/ 

16 

the market for government securities, outside buyers wou1d 

require the inducement of significant price discounts. Se-
.-

cond'ly, even if a bank were successfu1 in se11ing sorne of' its 

securities at a 10ss, the central bank might apply pressure 

) on it to take a correspondingly larger quota when the next /t' 

new government securities are issued. 

Due to the lack of a weIl developed securities mar-

ket, the central bank generally finds it very difficult to 

0Qnduct open-market operations. Sales and purchase of 

government securities might lead ta wide fluctuations in 

security priees (55,2$). Since the central bank does not 

wish to upset the securities market by allowing excessively 

large changes in security priees, it places little reliance 

on open-market operations. 

The bank rate is another instrument used by the cen­

tral bank ta control the banking system. The literature 

mentions several reasons to explain the absence of widespread 

rediscounting practices in many underdeveloped countries. 14 

One reason is the habit of commercial banks to keep compara-

tively large cash reserves (104). The 1ack of suitab1e bills 

for discoun~ may be another factor preventing the wide use of 

rediscount facilities offered by central banks. Fina1ly, 
. 

foreign banks which occupy an important position within the 

banking system of many underdeve10ped countries may have 

14. See U Tan Wai (115) for a discussion of the effective­
ne ss of the bank "ra'te as a too1 of monetary policy in 
less deve10ped countries. 
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S 
access to the financia1 resources of their parent bank ~4 

of other branches abroad (42). 

The first argument concerning large excess reserves 

was applicable to commercial banks in Ceylon in the 1950's15 

but is not valid today because excess reserves have declined 

through the 1960's (Table 4). 

Commercial bank borrowing from abroad has been re­

latively smal1 in the 1960's while borrowing from the central 

bank appears to have become common in recent years. 

The greater dependence of,commercial banks on the 

central bank for their financial resources (see Table 5) has 

contributed to the growing importance of the bank rate as a 
\ 

tool of monetary policy. This can be seen by the more fre-

quent changes in the bank rate since 1964. From 1954 to 1964, 

the bank rate was changed only once - in 1960, it was raised 

from 2~ percent to 4 percent. 16 However, after 1964 it was 

changed three times - in 1965 it wa~ raised to 5 percent, to 

5! percent in 196$, and finally to 6~ percent in 1970. 17 

15. N.U. Jayawardana (56). 

16. Mention should be made of the increase in the bank rate 
from 2~ to 3 percent on December 16, '1959. However, due 
to a difference of opinion between the Government and 
the central bank f the bank rate was restored to its ori­
ginal level of 22 percent on December 24, 1959. For 
more details on this episode, see Wickramasingha (119). 

, 
'17. It is interesting to note that P.c. Thomas in hjs re­

view of central banking in India (117) mentions that the 
bank rate was changed only seven times dur ing , the long 
period from 1935 to 1969. According to him, the rare 
use of the bank rate by the monetary authorities was 
due to the narrowness of the security markets. 

(' 
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• TABLE 4 

. 
RESERVE POSITION OF COMMERCIAL BANKS 

'"" 
Total Required Excess 

Reserves Actua1 Reserves Total Reserves 
':ç " 

" Deposits with Till Cash 
" the Central set apart 

/ Bank as Reserves ". 

, .. 
~ (in rupees million) 
t 

0, 

1950 '. , 73.5 165.2 165.2 91.7 
" j 

- 1952 90.2 131.9 131.9 41.7 

1954 71.3 105.4 It5.4 34.1 

~ 1956 88.7 150.1 150.1 61.4 

1958 80.4 91.5 91.5 11.1 

1960 96.7 140.3 
l, 

140.3 43.6 , 

il, 1962 105.5 106.7 8.4 115.1 9.6 
,,/0 , 

1964 168.6 147.9 25.4 173.3 4.7 ,-
\ 

1966 164.4 89.6 42.2 131.8 

1968 210.9 142'.3 70.8 213.1 2.2 

1969 1~.4 137.2 55.4 192.6 1.2 
" 

~970 . 318.8 224.6 109.6 ~34.2 15.4 .. -, 

Source: Annua1, Reports of the Central Bank of Ceylon {1968-71} 
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TABLE 5 

COMMERCIAL BANK BORROWING 

Foreign 
Borrowing 

Central Bank 
Borrdwing 

(in rupees, million) 

..jt 

7.7 0 

5.7 0 

4.4 0 

7.5 0 
3 

'10 • 6.2 0 fi'" 

5.9 21.0 

1.8 0 
,- 0.4'- 19.1 

\ 

2.3 \ 42.7 
\ 

8.5 \ 89.2 

3.6 1148.8 

Annual Report~ o~ the Central Bank of Ceylon 
(1968-7Q) 

, 
/ 

, ? 

" 
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Another instrument of monetary control is variable 

reserve requirements for commercial banks. Provided that the 

ratio of required reserves to total deposits is greater than 

the ratio which the commercial banks would maintain volun-

tarily for their working needs, a minimum cash reserve re-

quirement will be a powerful tool of monetary policy. 

When the monetary authorities have the power to vary 

~eserve requirements, changes in reserve requirements can be 

used to supplement other instruments of monetary control in 

order to influence credit conditions more quickly and to a 

greater extent than would otherwise be possible. For example, 

an increase in reserve requirements May be employed as a means 

of making the bank rate effective. In the absence of supple­

mentary action, an increase in the bank rate May have little 

effect on the co st and availability of credit. This May be 

the case if the commercial banks have excess reserves (42) , 

or are not accustomed to rediscounting at the central bank; 

but even where these conditions do not exist, there May be' 

considerable delay in transmitting '~e effect of a change in 

the bank rate to-the operations of the commercial banks. ~ 

increase in reserve requirements, however, can ~orce the 

commercial banks to borrow from the central bank if they 

wish to expand the ir loans and may .force the more extended 

commercial banks to borrow ~ediately in order to meet the 

higher reserve requirement • 
.... 

. -Aècording ta Karunatilaka (69), the central bank o.f 

Ceylon appears to have follawed the apove strategy in its 
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effort to strengthen the effectiveness of the bank rate. 

Pursuant to regulations laid down under sections lOC, 93, 

94, 96 and 97 of the Monetary Law Act, commercial banks are 

required tb maintain with ,the central bank cash reserves 

amounting to 12 percent of their demand deposits and 5 per­

cent of their time and savings deposits. With effect from 

February 10, 1961, commercial banks except the People's Bank 

are required to maintàin special reserves of 3$ percent 

against any increase in their demand deposits over the level 

of such deposits as at the close of business on February l, 

1961. With effect from June 18, 1965, the People's Bank is 

required to maintain special reserves of 28 percent against 

any increase in demand deposits, above the level as at the 

close of business on June 9, 1965. Note that this is an 
, 

average cash reserve ratio and does not refer to the marginal 
~ 

reserve ratio. 

In addition to the traditional tools 'of monetary 

policy, the central bank of Ceylon has also relied very 

heavily on selective credit controls. The philosophy behind 

the use of selective credit controls is that monetary manage-
\ 

ment should not merely aim at a general restraint or spur to 
/ 

economic activity; it should alsoLtry to influence different 

economic activities in different ways (100). More specifi­

cally, selective credit controls are·intended to encourage 

or discourage certain types of expenditure by influencing the 

lending policy of banks and other credit institutions. This 

line of reasoning has been very popular in CeylQn and its 

.. 
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, 
acceptance by the Government and the central bank has led to 

several developments - the trend towards medium-term and 

long-term lending, the exemption of government corporâtions 

and rural credit associations from credit ceilings, and the 

acceptability of a larger number of items as'collatê~al for 

loans. 

Review of' Monetary Policy in Ceylon: 

Before presenting a detailed account of monetary 

policy in Ceylon, the main points may be summarized. 

Monetary policy during the period of this study was 

concerned with three objectives. First, it was concerned 

with exchange rate stability. • Second, it was interested in 

the maintenance of priee stability. Finally, it was interes- \ 

ted in the promotion of economic growth, although the rela-

tion between monetary policy and economic growth was nowhere 

made explicite In the pursuit of these objectives, the cen­

tral bank could make its influence felt only on the amount of 

commercial bank credit extended to the private sector. How-

ever, since the major factor in the monetary expansion of 

this period was the financing of the budget deficit, the 

central bank's influence on the money supply was only mar­

ginal. This was an important feature of monetary policy in 

Ceylon during-the period under examination. The other signi-

ficant feature of monetary policy at this time was the ob-
I 

vious conflict among the objectives of economic growth, 
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price stability, and exchange rate stab'ility. The central 

bank was fully aware of the fact that monetary expansion 

would lead to inflation and ba~ance of payments deficits. 

However, due to its interest in economic growth, it did not 

bring about~a drastic reduction in commercial bank credit to 

the private sector. Instead, it chos~ to luse selective credit 

controls aimed at channelling commercial bank credit for pro-

ductive uses. The final outcome of this policy was a sub­

stantial increase in commercial bank credit to the private 
, 

sector mainly because the largest borrowers from the banks 

were exempted from credit controls. 

The most serious problem facing Ceylon in 1960 was the 

deficit in the balance of payments. The various measures 

adopted by the authorities to restore balance of payments 

equilibrium fall into two categories. On the one hand, the 

Government undertook direct action in the forro of import re­

strictions. Import duties were raised on many consumer goods, 

especially on those commodities which were considered to be 

luxuries. On the other hand, the central bank enforced both 

general and selective credit controls. The two most impor­

tant general controls were the imposition of higher reserve 

requirements and the increase in the bank rate. With effect 

from August 13. the central bank increased its rate of in­

terest on advances to commercial banks, secured by the pledge 

" 
\ 

. '." 
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of government securities, from 2! to 4 percent. However, a 

special concessionary rate of 2! percent was allowed for ad­

vances against the pledge of usance promissory notes relating 

to the financing of imports of certain essential items such 

as foodstuffs and textiles, as weIl as activities connected 

with domestic production and exports. At the same time, the 

maximum rates of intere~t chargeable by banks on advances in 

respect of these transactions were fixed at rates obtaining 

on August 12, 1960, subject to the condition that these rates 

were in no case to exceed 6 percent. Similarly, with effect 

from August 26, 1960, commercial banks were required to in­

crease their reserves with the central bank against demand 

deposits from 10 percent to 12 percent. 

With effect from August 13, c,Ommercial banks were 

required: 

1. to insist on 50 percent cash margins against Ietters of 

credit for the importation of certain specified commo­

dities. The banks were also requested not to grant 

advances for the purpo~e of providing these margins. 

In order to make this :èquirement more effective, im-

porters were also required to import the se commodities 

only on Ietters of credit; 

2. not to increase the amount of their advances as on 

August l~, for the purpose of importing certain speci-

" fied goods; 
~ 

3. not to finance hire-purchase operations in respect of 
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certain goods except on the security of hire-purchase 

agreements resulting from the hire of such goods; such 

advances should not exceed either 1/3 of the amount due 

by hirers to owners, or 1/4 of the value of goods hired, 

under such agreements whichever is less; and 

4. not to increase the arnount of their advances for the 

purpose of purchase of certain goods. 

". 

In short, the strategy adopted by the central bank 

to solve the balance of payments problem involved both 

general and selective credit con troIs with greater emphasis 

on the latter. Credit controls were made selective primarily 

to discourage the financing of imports of non-essentials. 

As a result of these stringent measures, imports .. 
fell from 200~ million rupees in 1960 to 1794 million rupees 

. 
in 1961; with the greatest decline occurring in the category 

of consumer goods rather than in investment and intermediate 

goods. ~Although export receipts also declined during the 

year, the greater drop in imports led to a drastic reduction 

in the trade deficit from 210 million rupees ~n 1960 to 87 

million rupees in 1961 (Table 6). The 1055 of external 

assets was partly offset by borrowing 53.8 million rupees 

from t~e International Monetary Fund • 

The year 1961 is very important because it marked 
\ 

the beginning of a period of serious concern over another 
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• TABLE 6 

THE BALANCE OF TRADE 

Exports Imports The Balance 

(f.o.b.) (c'. i • .f. ) of Trade 

(in millions o.f rupees) 
'. 

1959 1773 1958 -28, 

1960 1796 2006 -210 

1961 1707 1794 - 87 

1962 1763 1906 -143 

1963 1708 " 1869 -161 

1964 1767 1960 -193 

1965 1917 1922 - 5 

1966 1669 2018 -349 

1967'-'" 
.. 

1634 1985 -351 

1968 1976 2356 -380 

1969 1909 2655 -746 . 

1970 2016 2332 -;316 

1971 1964 2197 -233 
'"\ 

Source: Annual Report o.f the Central Bank o.f Ceylen (1221) 

• 
, 1 
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obj€ctive of monetary policy - the maintenance of priee 

stability. Thus, in the Annual Report of 1961, the central 

bank stated: 

In previous years the increase in consumer 
demand generated by the monetary expansion 
was substantially met out of an expanded 
volume of imports which in turn was made 
possible by the running down of external 
reserves. The inereased supplies of im­
ported goods served, to a large extent, to 
prote et the general level of priees in Cey­
Ion from pressures of the monetary expansion. 
In 1961, with the sharp contraction in the 
volume of imports the situation has altered 
basically. Given the continuance of the 
expansionary factors in the monetary field, 
the contraction in the supply of goods im­
plies rising pressures on priees and costs. 
(page 24) 

To curb the inflationary pressure in the economy, the 

central bank was interested in reduding the rate of monetary 
" expansion. However, it could directly influence only one 

factor contributing to the increase in money supply - com­

mercial bank lending to the private sector. It had no direct 

'influence on government borrow~ng from the banking system and 

on external reserves. Accordingly, in January 1961, the 

special concessionary rate of 2! percent relating to central .. 
bank advances to commercial banks was replaced by a general 

rate of 4 percent. In February, the central bank further in­

creased the statutory reserve requirements of commercial 

banks against demand deposits. In addition to the general 

reserve requirement of 12 percent against total deposits, 

commercial banks were required to maintain special reServea 

-equal to 38 percent of any 1ncrease in demand deposits over 
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TABLE 7 
/ 

, MONEY SUPPLY IiI CEYLON* 

(in millions of rupees) 

Amount %...Gh:mge 

1959 1178 

1960 1209 2.63 

1961 12$9 h.62 

1962 " 1376 6.79 

1963 1499 9.01 

1964 1680 12.10 

1965 1809 7.69 

1966 1749 -3.31 

1967 1851 5.83 

1968 1 1971 6.49 

1969 2147 S.93 

1970 2246 4 J'1 

1971 2324 3.47 

*defined as currency an~demand deposits in the hands of 
the public 

Source: Annu{ll Report of the Cent-ral Bapk pf .Ceylon.~(1971) 

, 
'. 
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1959-60 

1960-61 

1961-62 

1962-63 

1963-64 

1964-65 

1965-66 

1966-67 

1967-68 

1968-69 

1969-70 

1970-71 
.. 

Source: 
\ 
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TABLE 8 

FISCAL OPERATIONS, COMMERCIAL BANK CREffiT, 

AND EXTERNAL RESERVES 

Changes in govern- Changes in Commer- Changes in 
ment borrowing from cial bank credit to extemal 
the ban king system the 2rivate sector reserves 

(in millions of rupees) 

147 30 -142 

149 13 - 83 

102 22 79 
... 

163 36 ~ - 73 

176 38 28 
... 89 Il 23 

95 2 - 35 

158 123 -170 

169 130 -169 

208 149 -181 

219 83 -200 

80 81 -210 

AnnQ!l Reports of the Central Bank of CeYlon, 
196 71. 

'-.... 
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the level prevailing on February l, 1961. The People's Bank 

which was formed in July 1961 was exempted from these re-

serve requirements. 

With the passing of these measures, commercial bank 

lending to the private sector increased by only 13 million 

rupees in 1961, compared with an increase of 30 million 

rupees in 1960. However, commercial bank credit to the pri-

vate sector exerted only a minor fmpact on the total money 

supply relative to the expansionary impact of the budget 

deficit. The budget deficit for the current fiscal year was 

254.3 million rupees, of which 149 million rup~es was finan­

ced by borrowing from the central bank. Cons~quently, money 

supply18 increased by 6.6 percent in 1961 compared with the 

increase of 2.6 percent during the previous year (Table 7). 
f 

Thus the impact of the central bank's rnonetary measures was 

completely wiped out by the expansionary influence exerted 

by government borrowing from the banking system. (Table g). 

There was a slight decline in government borrowtng 

from the banking system - 102 million rupees in 1961-62 corn­

pared with 149 mi~lion rupees in the previous fiscal year, 

1960-61. The main source of financing the budget deficit was 

administrative borrowing rather than non-bank borrowing. The 

19. Money supply refers to currency plus demand deposits in 
the hands of the public. The broader definition of 
money ia not used in this section. 
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Government used money order funds in transit ~nd unexpended 

balances of various go~rnment agencies. However, it should 

be emphasized that ~lthough government borrowing from the 

banking system was slightly lower in 1962 than in the pre-

vious year, it was still the Most significant factor in 

monetary expansion. 

During all these years, government borrowing from 

commercial banks was confined to very small amounts and hence 

was a negligible factor in the increase in money supply. The 

main lender to the government was the central bank and the 

instrument of lending was the treasury bill. The total value 

of treasury bills outstanding is subject to a ceiling which 

can be raised only by Act of Parliament. In several years, 
fi) 

with the persistence of budget deficits, there was a need 

for successive increases in the ceiling itself. Thus, during 

the fiscal year, 1959-60, the authorized limit on treasury 

bills was raised twice by Parliament to 450 million rupees in 

October 1959 and 650 million rupees in August 1960; in Juhe 

1961, the authorized limit was raised from 650 million rupees 

to 750 million rupees. In December 1961, the limit was in­

creased further to 1000 million rupees, and again in March 

1963 (during the current fiscal year) the authorized limit 

was raised once more to 1150 million rupees. 

While no new credit controls were introduced during 

1962, measures passed in the past two years were still opera­

• tive. Despite these measures, commercial bank credit to the 

private sector increased by 22 million' rupees over the pre-
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vious year. The central bank blprned the commercial banks 

for extending credit for speculative purposes but no action 

was taken to introduce tighter controls mainly because the 
c 

central bank felt that the rate of monetary expansïon was 

not too high - 6.7 percent compared with 6.6 percent in 1961. 

Finally, there was a marked deterioration in the 

balance of payments. While export earnings experienced a 

modest increase, this was more than offset by the expansion 

of imports. Consequently, the trade deficit for the year was 

143 million rupees, eompared with the deficit of 87 million 

rupees during 1961. The increase in imports was confined to 

the categories of investment and interrnediate goods. 

! 

The Annual Report of the central bank statid that 

"two of the main features of the domestic economy during 1963 

were the upward movement in the general level of priees and 

the emergence of shortages in supplies of several categories 

of imported goods" (page 3). Under these cireumstanees, one 

would have normally expected a reduction in the money,supply. 

In contrast, money supply actually increased by 9 per~ent 

during the year and this rate of increase was in excess of 

the rates of increase experienced in the past y~ars - 2.6 

percent in 1960; 6.6 percent in 1961; and 6.7 percent in 1962. , 

The year 1963 wasoalso important as being the first 

time that commercial bank credit to the private sector became 
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af>,,f3ii'Aificant factor in the monetary expansion. Commercial 

o~nk c~edit to the private sector increased by 36 million 

pupe s - the highest increase so far. In its Annual Report, 

the 1en~ral bank justified the increase in commercial- bank 

credit to the private sector in the following manner: 

" 

A process of development involves inc'reasing 
requirements of credit to fâcilitate the ex­
pansion in economic activfty. With the esta­
blishment of new manufacturing activities and 
the extension of activity in agricultural and 
other fields there will inevitably be a rising 
demand for credit in Ceylon (Page 13). 

With the emergence of economic growth as a major ob-

jective of monetary policy, the central bank now wanted to 
, 

les sen the conflict between economic growth and the other 

objectives. One solution adopted by the central bank was to 

encourage commercial bank lending for productive purposes 

while restricting credit for activities not directly related 

to production in order to reduce the inflationary pressure. 

The central bank was fully aware of the fact that 
,~ 

during 'the early years of import substitution, many industries 

needed capital. Arrangements were finalized during the year 

for ,a scheme of stimulating the flow of medium and long-term 

credit both through long-terni credit institutions and thro,ugh 

the commercial banking syste~ bY providing refinance facili-

, ties at the central bank within the framework of amendments 

introduced by the Finance Act "of 196) to the Monetary Law 

A~t.19 Foz4'the lat,ter purposes, a medium and long-tenn credit 

• Il 

,19. _ Finance Act, No. 11 of 1963, Part IlIA. 
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fund was created at the central bank. The capital resources 

of this fuhd were to come partly from capital repayments of 

loans gra~ted out of the resources of the fund, from inter~t 

charges on loans granted, and from such funds which May be 

transferred to the fund out of the reserves of the central 

~bank from time to time. The resources of the fund were to 

bé{utilized'by the central bank to provide ·financial accom­

modation to credit institutions in, respect of advances made 

by such institutions for productive purposes. The terms 
~ 

governing these loan? were to be determined by the central 

bank. 
) 

Another strategy of the central bank was to make the 

objective of exchange rate stability consistent with the ob­

jective of economic growth and for this purpose, it enco~raged 

commercial bank credit for the financing of imports of inter-, 

mediate and investment goods while restricting credit for 

imports of certain specified consumer goods. This cumpromise, 

however, worked heavily against the attainment of ~xchange 

rate stability for two reasons. First, export earnings were 

declining during the major part of the period of~ study; 

hence any increase in imports of investment and intermediate 

goods immediately resulted in a trade deficit. Second, there 

was a limit to the reduction of imports of consumer goods 

because even after the import restrictions came into_effect, 

food and drink al one accounted for roughly 40 percent of 

total imports • 

Some of these factors clearly were at work in 1963. 
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As usual, exports declined. Imports of consumer goods also 

declined but there was an increase in imports of intermediate .. 
and investment goods. Thus, the de'cline in total imports was 

smaller than the decline in exports, with the result that the 

year ended with a trade deficit of 161 million rupees. 

1 

Money supply inçr~ased by 12 percent indicating an 

acceleration in' the" rate of increase over the'. previous year. 

This increase in the rate of monetary expansion was due to 

several reasons. First, the budget deficit itself was larger 

than in the past year. Second, government borrowing from the 

banking system increased by 176 million rupees which was 
• 

larger than the last year' s ~ncrease. Finally, commercial 

bank credit to the private sector also showed a larger in-

crease - 38 million rupees whereas the increase in 1963 was 

36 million rupees. The larger increase in commercial bank 

credi t to the pri vate sect or was due to an increase in export'" 

bills rather than due to an increase in loans and overdrafts. 

Gross National Product at constant (1959) priees in-

creased by 7 percent during the year. However, as was readily 

admitted by the ce~tral bank in its Annual Report, this in-

crease .in real output was not sufficient ta overcome the 

shortage of goods experienced in the various sectors of the 

economy. As a result, the Consumer Priee Index increased by 

3 percent - the highest inerease sa far. 

, 
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:1 
4It The balance of payments showed no signs of improve-

4It 

ment. The trade deficit for the year was estimated at 193 

million rupees, the highest since 1960. There was a slight 

improvement in export earnings but it was more than offs~t 

by the increase in imports. It is interesting to note that 

the increase in imports took place in the category of con­

sumer goods, especially in food and drink, with slight re-

ductions being noticeable in imports of investment and inter-

mediate goods. By now the authorities were almost convinced 

that the scope for further import restrictions on consumer 
~ 

goods was extremely limited and a new strategy must be adopted 

to cope with the balance of payments problem. However, no 

action was taken immediately. 

The central bank ~s çoncerned over the growing threat 

of inflation (Table 9). ln its Annual Report, the central 

bank argued that "the shortages of supplies arising both from 

an inadequate level of domestic production and f~om the re­

duction of imports combined with a certain degree of monetary 

expansion resulted in continued pressure on the domestic 

price,level. While subsidies helped to restrain the priees 

of the basic or essential goods, there were marked shortages 

in a wide range of semi-essential commodities" (page 2). The 

problem of shortages was further aggravated by the poor ece­

nomic performance during the-current year. Gross National 
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TABLE 9 

THE CONSUMER PRIeE INDEX 

(1952 = 100) 

1959 105.2 

'1960 103.5 '" 

1961 104.8 

1962 106.3 
~ 

1963 108.8 

1964 112.2 

1965 112.5 

1966 112.3 -, 
1967 114.8 

.-l-

1968 121.5 

1969 130.5 

1970 138.2 

).971 141.9 

37 
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,; 

" 

Source~ Annua1 Report of the Central Bank of Ceylon (1971) 
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Product at constant (1959) prices increased by 2 'percent, in 

contrast to the increase Qf 4.4 percent in 1964. The Consumer 

Price Index increased by only 0.27 percent which was, lower 

than the percentage increases experienced in the previous 

years. However, the central bank did not attach too much 

faith in the Consumer Price Index on the grounds that it con-

~ tains several subsidised items and has not been revised since 
'J~ 

1952. Tb supplement the priees ente ring the Consumer Priee 

Index, the central bank started collecting information on 

retail prices of building materials, oils and paints.,house­

hold goods (such as furniture and sewing machines), motor 

vehicles and spare parts, and fertilizers. The prices of aIl 

these categories except those of fertilizers rose during 1965. 
J 

On the basis of the central bank's assessment of the , 

prevailing monetary situation, the following measures were 

passed: 

1. Increased the bank rate from 4 percent to 5 percent w~ 
effect from May 28. 

2. Imposed a ceiling on the expansion of commercial bank 

credit to the private sector by limiting the increase 

in the total commercial bank advances under the four 

asset items of loans, overdrafts" import bills financed 

and local bills financed. In imposing the cei~i~ 
central bank impressed on the commercial banks that 

! 

fteach bank's ceilings should be observed in such a manner 

as to minimize the availability of credit for non-, 

essential purposes and thereby ensure the maximum of 
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~ credit ror production purposes within the ceiling".20 

, 1 

~ 

3. With efrect rrom June 18, the People's Bank which hither-

to had been exempted rrom the special reserve ratio, was 

reqùired to maintaïn a special reserve of 28 percent or 

any increase in demand deposits above the level of such 

liabilities as at the close of business on June 9, 1965. 

The special reserve ratio imposed on February 10, 1961 

on aIl other banks remained unchanged. 

4. Finally, in November, margin requirements against letters 
-
of credit and commerCial bank advances for the purpose of 

financing certain categories or imports were withdrawn. 

This was because the central bank relt that "margin re-

quirements were superfluous as a method or restraining 

imports with the extension of direct controls to cover 

virtually aIl impertsn • 21 

By their nature selective controls are discriminatory. 

Therefore, in enforcing selective credit controls, the central 

bank was always trying to make concessions to various types 

of borrowers and lenders and by so doing, failed to come to 

grips with the problem of monetary expansion and inflation. 

This is best illustrated by the decision of the central bank 

to encourage commercial bank credit for productive purposes. 

The leading beneficiaries of this concession were the govern­

ment corporations who were the largest borrowers from the 

20. Annual Report of the Central Bank or Ceylon (1965), 
page ih. 

21. Ibid.,' page 81. 
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commercial banks. By exempting them from credit controls, 

the central bank was not able to bring about a permanent re-

duction in commercial bank credit to the private sector. , 

However, the new monetary controls brought temporary 

relief because there was an immediate drop in the rate of 

expansion of commercial bank credit to the private sector. 

The increase in commercial bank lending to the private 

sector by Il million rupees was the lowest on record for the 

past four years. There was also a sharp reduction in govern-

ment borrowing from the banking system from 176 million 

rupees in 1964 to 89 million rupees in 1965. The Government 

tried to reduce the inflationary effects of its borrowing 

operations ~y increasing its reliance on non-bank sources 

than on the banking system. In fact, during the next few 

years the Government switched from banks to non-bank sources 

from time to time as part of its policy of keeping down the 

inflationary pressure. As a result of the smaller increase 

in commercial bank credit to the private sector and the re­

duction in government borrowing from the banking system, 

money supply displayed a slower rate of increase - 7.6$ per-

i cent in 1965 compared with an increase of 12.09 percent in 

~. 1964. 

The pressure on external payments which has been a 

feature of the Ceylonese economy ~recent years continued in 

1965 although the trade deficit of 5 million rupees was 

smaller than in any previous year sinee 1960. This smaller 

trade deficit was mainly d~e to an almost unpreeedented in-
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crease in exports in recent years. 

The expansion of exports witnessed in the previous 

year was short-lived because the Most striking feature of 

the economic situation during 1966 was a drastic decline in . 
v 

export earnings. Not only did export receipts decline 

sharply from the level of th~ previous year but they reached 

the lowest level since 195$. At the same time, imports in­

creased substantially, with the largest increas~ being experi­

enced in the consumer goods group. Consequently, the year 

ended with a trade deficit of 349 million rupees, the highest 

since 1957. The increase in real output was ~ually dis­

appointing. Gro~s National Product at constant (1959) prices 

increased by 1.6 percent du ring the year, in contrast to the 

increase of 1.$ percent in 1965. 

One relieving feature of the large trade deficit was 

that it partially solved the problem of shortages of commo­

dities on a very temporary basis. As a result of the increased 

inflow of imports made possible by a greater amount of for-

eign capital and the drawing down of external reserves, the 

price level as measured by the Consumer Price Index recorded 

a slight decline from 112.5 in. 1965 to 112'.3 in 1966. But 

the decline in the priee level should not be exaggerated be-
" 

cause the central bank',s private survey of priees not covered 
• 

by the Consumer Price Index indieated.that the priees of Many 

t 
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commodities were still higher th an la st year. 

Government borrowing from the banking system increaseg 

by 95 million rupees compared with an increase of 89 million 
. 

rupees in 1965. However, commercial bank credit to the pri-

vate sector showed an increase of only 2 million rupees, 

mueh sma11er than the increase which occurred in 1965. 

In spite of the expansionary influence of government 

borrowing operations, money supply declined by 3.32 percent 

in 1966 main1y due to the drastic reduction in commercial .1 

J"d~ 

bank credit to the private sector and the reduction in ex- -

terna1 banking_assets consequent on the balance of payments 

deficit. 

A substantial increase in real output was the high­

light of the economie situation in 1~67. Gross National 
" 

Product at constant (1959) priees inereased by 4.2 percent 

as against an increase of only 2.3/percent in 1966. 

The balance of payments situation, however, caused 

grave concerne Export earnings reached the lowest level since 

1958, while import payments were only marg~ally lower th~ 

~he peak reached in 1966. Consequently, there was continuous 
~ 

pressure on the ba~ance of payments and the year ended with a 

trade deficit of 351 million rupees, the highest.reached in 

recent years • 

The cumulative effects of the continuous deteriora-
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tion in balance of payments in the past years and the devalua­

tion of the British Pound led to the devaluation of the 

Ceylonese rupee by 20 percent on November 22, 1967. The 

central bank's explanation for the devaluation ran along 

the following lines. First, it was argued that from a long-

run point of view, the expansionary impact of the monetary­

fiscal imbalance which had continued for sorne time had re-

sulted in the imposition of severe import and exchange 

controls on the one hand, and bred circurnventions through 

the over-invoicing of imports and under-invoicing of exports, 

on the other, with a consequent loss of foreign exchange. 

Second, rising domestic prices and costs, particularly in 

the export secto~ had also tended to diminish progressively 
1 

CeyIon's competitive position in world trade. Therefore,the 

central bank felt that "both with a view towards restricting 

the demand fbr imports, providing added incentive to import 

substitution in agriculture and industry and with a view 

towards affording sorne relief to exporters, an adjustment of 

the overvalued exchange rate appeared to be necessaryft. 22 

Government borrowing from banking system in 1967 was 

higher than in the previous year - 158 million rupees in 

contrast to 95 million r~pees. The private sector had greater 

recourse to the banking system in the current·year than in 

1966. Commercial bank credit to the private sector increased 

by 123 million in 1967 as against 2 million rupees in 1966. 

22. Annual Re ort of the Central Bank of 
page 13 • 

, 
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As a result of all these f'actors, money supply increased by 

5.83 percent between the end of December 1966 and the end 

of December 1967. 

No new monetary controls were introduced during the 

year. The only noteworthy change was the establishment of a 

new agricultural credit scheme in September. The maximum 

credit limit for each individual farmer was raised upwards 

from 175 rupees per acre to 220 rupees per acre. Under 

this scheme, the commercial banks were to replace the Depart­

ment of Agrarian Services in providing cultivation loans to 

farmers through primary cooperative societies. Since culti­

vation loans carry a high degree of risk not associated with 

commercial bank lending, the Government agreed to guarantee 

the repayment of up to 75 percent of loan or part of any 

loan that goes with default. This gua ntee scheme was to be 

operated ~he ~entral bank on behalf 0 e Government. 

The central bank also made available refinance facilities up 

to the full extent of loans given by a commercial bank under , 
the provisions of the new agricultural credit scheme, thus 

ensuring the ready availability of credit for agricultural 

p,,!rposes. 

The Consumer Price Index increased by 2.23 percent 

during the year. However, the prices of items not covered 

by the Consumer Price Index appear to have increased appre­

ciably. According to the central bank's private survey, the 

price of steel bars, asbestos sheets, and gafvanised sheets 

incr~sed by 23 percent, 33 percent and 60 percent respeç-.. 
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tively. The only commodity groups in which priees did not 

rise, according to the central bank's survey, were fertilizers 

and oils and paints. 

After the devaluation in November 1967, one would 

have normally expected the central bank to follow a tight 

monetary policy to ease the balance of payments situation. 

While sorne atternpt was made in this direction, the new con-

troIs that were introduced were not very successful in pre-

venting an expansion of commercial bank credit to the private 

sector. The bank rate was raised from 5 percent to 5~ per­

cent on May 6. The central bank also fixed new ceilings 

limiting the increase in specified forms of commercial bank 

advances to 8 percent of their level at the end of August or 

Septembe~ whichever was higher. This ceiling was to be 

effective initially from the beginning of October to the end 

of December and applied to loans, overdrafts, import bills 

and local bills, but excluded export bills, loans under the 

new agricultural credit scheme, advances to government cor­

porations, and loans under the tea factory modernisation 

project. 

Money supply incre~sed at a higher rate during the . 

year - 6.48 percent compare~to 5.83 percent of the previous 

year and this increase in the rate of monetary expansion-' 

resulted mainly from an increase in government borrowing 

", 
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from the banking system and from an increase in commercial 

bank credit to the private sector. Government borrowing 

from the banking system during the current fiscal year was 

slightly higher than in the previous year - 169 million 

rupees as against 15S million rupees in 1967. Similarly, 
n 

there was a slight increase in commercial bank credit to the 

private sector - 130 million l~pees compared to an increase 
~ 

of 123 million rupees in 1967. This increase was mainly due 

to the extension of credit for industrial and agricultural 

purposes. The central bahk could have done very little to 

stop the Government from increasing its borrowing from the 

banking system. The maximum it could have done was to advise 

the Government about the adverse effects which its borro~ng 

operations would have on the balance of payments and the 

price level. Be that as it may, the central bank must acc~ 

the blame for the large increase in commercial bank credit to 

the private sector. By trying to work out a formula to strike' 

a balance between the objective of economic growth on the one 

hand, ahd the objectives of eXGhange rate stability and price 

stability on the other, the central bank in effect sacrificed 

the latter two objectives for the sake of the economic growth 

objective. In the end)\however, neither objective w,as achieved 

quite satisfactorily. 
, 

With the expansion of aggregate demand at h~me, what-

ever favourable effects the devaluation May have otherwise 

had on the balance of payments were completely nullified and 

the year ended, ~s usuaI; with a severe balance of payments 
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defici,t. Exports inc-reased by 16.6 percent but imports rose 

'fastér by more than 17 pe~cent. The defici t was \financed 

partly by foreign aid and partly by drawings from the Inte~ 
1 

.. 
national Monetary Fund. 

By 1967 it had bècome apparent to the authorities 

o 

~' that the stringent import controls were not capable of solving 
f • 

~ ,the balance of payments proble~. This explains why the rupee 

was devalued. , However, since the devaluation did not imme-

diately cure the balance of payments problern,. the authorities 
1 

now turned their attention to an alternative policy to stop 
, ' 

the adverse trend in the balance of payments~ The new policy 

which came to'be known as the Foreign Exchange Entitlement 

Certificate Scheme (FEECSr~as started in May 1968. Briefly, 
. 

this scheme ,esulted frorn the realization that th~ existing . . 
system of import quotas and controls had led'to a consider­

able reduction in the ability of ,industry to'exploit existing 

capacity to the fullest possible extent~, It was felt that a 

liberalization of imported inputs, particularly of agii~ul-
J 

tural and industrial raw rnaterial and investment goods wou~d 
~ 

enable the more efficient and more dynamic industries in the 
, i 

economy to increase their output. It was also observed that 

1 s~veral industrial and minor, 'agr~cultural products could not 

be exported because the prod~cers did not find it profitable 

to .do so at the prevailing priees. In view of the fact thât 

large segments in the minor agricultural export product sec-
~ -

-tbr were organized on a ~on-corpor~~e _basis, 't ~as felt,that 

a subsidy in the form"of a nigher premium attached to ear-
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nings in foreign exchange would lead to a more socially de­

sirabl~ distribution of income. 23 

Under the provisions of the FEECS, cert~cates are 

issued to those who surrender foreign exchange to commercial 

banks against the export of certain specified commodities 

and against certain inward remit tances. The priee of these 

certificates was initially intended to be determined by 

market forces as re~lected by tender priees for certificates 

offered weekly by the central bank. Subsequently, however, 

the priee was stabilised at 44 rùpees per certificate o~ a 

face value of 100 rupees. Receipts of foreign exchange from 

the,export of tea, rubber,coconut oil, desicated coconut, 

copra, and fresh coconuts are not eligible to the benefits 

of the FEECS. Holders of certificates are entitled, subject 

to import and exchange control requirements, to purchase 

foreign exchange from commercial banks at their selling rates, 

on surrender of certificates of equivalent face value, for 

the payment of certain items of imports and other remittances 

~s specified. 

Merchandise imports are classified into A and B 

,categories. AlI payments for A category imports are to be 

made at the official exchange rate while B category imports • 

are subdivided into two groups. One gro~p is subject to 

quota allocations in the for~ign exchange budget but requires 

in addition the surrender of the certificates. The second 

23. Annual Report of the Central Bank of Ceylon (1968), 
page 220. 
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group comprises "Open General Licence Imports" which also re-
/ 

quire the surrender of certificates to the full value of the 

foreign exchange payment. "Open General Licence Imports" 

are defined as those imports which are permittetl into the 

economy without the necessity for individual import licence. 

After the FEECS was put into operation, industrial raw 

materials and investment gQods were brought under ~ cate-' 

gory of "Open General Licen~e Imports", thus doind awa~ with 

the quota system under which these items were imported ear-

lier. The main commodities which have been included in the .. 
A category are foodstu.ffs, drugs, fertilizers, fuels and 

, 
lubricants, imports of government departments, local bodies 

and other government and semi-government agencies. These 
.0 , 

items were included in the A category as they are basic cost 
t 

of ,living items or items imported by institutions which pro-

vide.basic services such as health and transportation. AlI 

other imports are classified in the B category. 

Basically then, the FEECS had the following features • . 
First, it was an attempt to subsidize minor export products, 

both agricultural and ind~strial, by exchange rate manipula­

tion. Second, it also meant a partial'liberalization of 

imports of various inputs needed for domestic production. 
i 

Finally, the FEECS was an attempt by the authorities to re-

duce the eXtent of the overvaluatiort of the rupee. Instead 

of devaluing the official rate a second time, the authorities 

decided to use a dual exchange rate system - the official 

rate and the FEECS rate. This is the Most important feature 
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of the FEECS. 

By offering a subsidy to minor exports and debarrin~ 
t 

traditional exports from the benefits of this scheme, the 

FEECS may have diverted ec~nomic resources from the latter 

sector to sectors producing minor exports, although no firm 
~ 

evidence is available on this point. The liberalization of 

imports of various intermediate and investment goods was also 

not really complete because the foreign exchang~ required to 

finance these imports had to be obtained at the FEECS rate 

which is much higher than the official rate. Although the 

abolition of quotas stimulated a greater inflow of imports 

of these items, shortages still contii.nued. ,~: Finally, the 

attempt to correct the overvaluation of the rupee was a fai­

lure. Before the FEECS came into operation, the black market 

rate was in the range of 10 to 12 rupees per dollar. After 
~ 

the FEECS was introduced, however, the black market rate 

soared to roughly la rupees per dollar indicating that there 

is still an acute shortage of foreign exchange at the new 

exchange rates. 

The year 1968 witnessed sharp increases in the priees 

of many commodities. Priees as measured by the Consumer 

Price Index which had increased by 2.2 percent in 1967 rose 

by 5.9 percent in 1968. While the priees of eertainamsumer 

goods outside the Consumer Prlae Index also registered ~n­

creases, priees of some investment goods fell due to increased 

imports under the FEECS • 
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Monetary policy in 1969 continued to be dominated by 

the exigencies of the balance of pazments situation. The 

central bank was very much interested in reducing the money 

supply. .However, in order to mitigate the severity oÏ the 

effects of a restrictive monetary policy on economic growth, 

the central bank felt that it was desirable to permit a . 
limited extent of credit expansion. Thus a selective app-

roach was adopted in the form of credit ceilings. Credit to 

, governrnent corporations was initially exempted from the 

ceilings imposed on commercial bank credit so as not to place 

undue restrictions on their activities. However, it was ob-

served tnat commercial bank credit to government corporations 

had increased at a fairly rapid rate in the last Ïew years. 

Accordingly, with effect from June 16, 1969, a ceiling was 

imposed on advances to government corporations permitting an 

increase of 7 percent over the amount of total credit out­

standing to the\private sector (including government corpora­

tions) as on April 29, 1969. Moreover, from June l, 1969, 

other ceilings were also revised ta permit an increase of 7 

percent in advances over the amount outstanding as, at a new 

base date (April 29, 1969). A further 7 percent was permitted 

Ïor advances for the finance of exports, for tourist promotion 

and for the promotion of tea production. 

The external payments situation worsened Wi\~the 
trade deficit reaching record levels during the year. The 
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trade defieit aeeounted for 746 million rupees and this large 

defieit was the result of many factors. The decrease in 

export earnings was due large1y to the deeline in the export 

priees of tea and eoconut products, t~e 'effect of which 

was aggravated by a contraction in their e~brt volume. There 

was, however, an increase in the exports of minor products 

whieh was larg~y the result of favourable world priee trends 

for these eommodities. The FEECS also may have contributed 

to the increase in the output of these commodities. On the 

imports side, there was a large increase in imports of in-

vestment goods'and a decline in imports of consumer and 

~ermedi~te goods. The deficit in the'balance of payments 

was financed by drawing down external reserves and by 

borrowing from the International Monetary Fund and from 

foreign commercial banks. 

The defieit in the balance of payments was a very 

significant factor.influencing money supply during the year. 

As a result of the deficit, net external banking assets 

declined by 181 million rupees. In the domestic field, while 

the private sector (inc1uding government corporations and the" 

cooperatives) obtained 149 million rupees from the banking 

system, the Government drew 208 million rupees. Thus while 

the external sector was exerting a subst~ntia1 contractionary 

effect on money supply, the impact of the domestic sector was 
/ 

markedly éxpansionary. Th~ net effect was an increase in 

money supp1y ~y 8.93 percent • 

Priees moved up raster in 1969 than in 1968. The 

, 
/ 
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Consumer Price Index rose by 7.4 percent in 1969 as against 

a rise of 5.9 percent in 1968. There was also a noticeable 

increase in the prices of goods and services not covered by 

the Consumer Price Index. Footwear, wax polishes, motor 

vehicle spare parts, sewing machines, a~ electrical bulbs 

registered a price increase in the range of 4 percent to ]0 

percent. The rate of incr,ease in tpe prices of investment 

goods was in the range of 2 percent to 20 pe~nt. But the 

greatest inerease in price took place in the category of 

intermediate goods - about 55 percent. 

Finally, the rate of eeonomic growth achieved du ring 

the year was not encouraging to the authorities. Gross 
/ 

National Product at con$tant (1959) priees rose by. 5.7 percentj 

comI?\3.red wi th a rate of growth of 8.J percent in the previous 1 
year. In per capita real terms, the rate of growth was ].5 

percent as compared with 5.8 percent in 1968. 

1970 

There was no change in the paliey of the central 

bank, except for an increase in the bank rate from 5, per 

ta 6~ percent. The ceilings on eo~rcia1 bank credit, 

revised in June 1969, continued ta be in force in 1970. 

While there was a slight drop in credit under the 

there was an expansion of credit outside the cei1ing, 

attributable to an increase in credit for agricultura 

poses. 

g, 

1 
1 

1 
1 
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Money supply increased by 4.61 percent during the 

year, which was much l~s th an the increase of 8.93 percent 
i 

in 1969. Government's indebtedness to the banking system 

increased by 2.9 million rupees. Central bank holdings of 

government paper and advances rose by 155 million rupeesj 

commercial bank credit to the Government rose by 64 million 

rupees and consisted of increases both in treasury bills and 

government and government guaranteed securities. Bank credit 

to the private sector including government corporations in­

creased by 83 million rupees which was appreciably lower than 

the increase of 149 million rupees in the previous year. 

The decline is most noticeable in the category of loans which 

fell from 136.3 million rupees in 1969 to 77.2 million rupees 

in 1970,4primarily due to a reduction in credit to government 

corporations. 

The trade deficit in 1970 was estimated at 316 

million rupees which was a considerable improvement over the 

previous year when the deficit was 746 million rupees. In 

spite of this substantial reduction in the trade deficit, 

the management of the external financial situation presented 

formidable problems. The cumulative effect of the continuous 

deficits which had been incurreq has resulted in the deple­

tion of Ceylon's exchange reserves. At their current leyel, 

the reserves were not adequate to meet a sudden and unexpec­

tedly large difference between external payments and receipts. 

A further source of anxiety was Ceylon's heavy reliance on 

short-term debt for financing balance of payments deficits. 
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The central bank has, in the past, arranged several lines of 

credit with foreign banking and financial institutions, with 

the object of augmenting the external reserves available for 

meeting any 8udden unfavourable change in the countryts pay­

ments situation. Although arranged for contingencies, the 

central bank has admitted in its annual repo,rt for 1970 that 

considerable use has been made of this form of credit in 

recent years for bridging the recurring gap between external 

payments andfreceiPts.· Since this source of finance i8 n0t 

always reliable, the Government wanted to reduce the deficit 

by its own efforts. Accordingly, when the new Government 

took office in May 1970, one of its immediate actions was to 

suspend the "Open General Licence Import Scheme" pending a 

review of the countryts foreign exchange position. It was 

therefore decided that aIl imports should be brought under 

individual import licences and that quotas be issued in 
, .. 

accordance with a system of priorities. In other words, 

there was a significant reversal of government policy from 
< 

import liberalization back to the former system of import 

quotas. 

Prices went up in 1970 by 5.9 percent as ,shown by 

th~ Consumer Price Index. The average increase in the Con­

sumer Price Index for the last three years has been approxi­

mately 5 percent. According to the central bankts private 

survey, priees of items not included in the Consumer Price 

Index showed significant increases. Consumer goods presented 

a mixed picture, with some commodities recording a price de-
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cline and others a priee increase. On the other hand, in-

vestment and intermediate goods showed substantial priee in-
r 

; 

creases. Intermediate goods such as copper wire and soda ash 

increased in priee by about 3 percent to 27 percent whereas 

investment goods such as tea machinery, steel and clay tiles 
~ 

registered a priee increase of between 2 percent and 35 

percent. 

Finally, the rate of growth of real GNP was also 

lower than the previous year - 4.1 percent in 1970 as against 

5.1 percent in 1969. Allowing for a population increase of 

2.1 percent, the rise in per capita Gross National Product at 

constant (1959) priees was about 2 percent. In fact, there 

has been a slackening in per capita real output during the 

last two years. 

There was no significant change in central bank 

policy. Money supply increased by 3.4$ p~cent during the 

year, compared with an increase of 4.61 percent in 1969. 

Government borrowing from the banking system recorded a very 

sharp decline from 219 million rupees in 1970 to 80 million 

rupees in 1971. {n contrast, commercial bank credit to tHe 
( 

private sector showed only a very small change from the 

previous year - 81 million rupees in 1971, compared with 8J , 

million rupees in 1970. The small increase in commercial 
--_ 0 

bank lending was due to the imposition of ceilings on CQm-

/ 
\ 
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mercial bank credit, especially to government corporations. 

Despite the slqw increase in money supply, the ba­

lance of payments continued to be in deficit. As a result 

of the deficit, net external as sets declined by 210 million 
'1 -

rupees, whereas in 1970 the decline1was 200 million rupees. 
( 

The Consumer Pricè Index increased by 2.90 percent, 

in contrast to the increase of 5.90 percent in 1970. How-

ever, according to the annua1 survey of the central bank, the 

prices of many items not covered by the Consumer Price Index 

have increased more rapidly than in the previous year. In 

the category of consumer goods, sorne items such as electric 

bulbs, footwear, motor car spare parts and cotton thread have 
1 

increased by about 20 percent. But the g~eater increase has 

taken place in the categories of intermediate and investment 

goods. The average increase in the prices of these items is 

approximately 40 percent. 

Finally, the rate of economic growth during the year 

was also very disappointing. Gross National Product at con­

stant (1959) priees increased by 0.9 percent as against a 

rise of 4.1 percent in 1970. 

Conclusion 

The main conclusion which emerges from this survey 

is that monetary policy in Ceylon Has not been very success-

fuI. Monetary policy set out to achieve a satisfactory rate 

of economic growth, price and exchange rate stability, and 



• 

• 

full employment. It is not clear what effect monetary poliey 

eould have on economic growth. Therefore, the performance of 
\ 

the central bank should not be judged by the rate of economic 

growth achieved during the period, 1960-71. Regarding priees, 

aeute shortages experienced in almost all sectors of the 

economy have contributed to a fairly steep rise in priees 

although, unfortunately, the Colombo Consumer Priee Index 

does not provide an accurate picture of the priee increase. 

The external p~yments situation presents a story of continuous 

deterioration with the result that Ceylon has to resort to 

distress loans f~m foreign sources to meet the deficits in 

the balance of payments every year. Finally, the recent 
-/' 

insurgent activity in the country was largely motivated by 

disenchantment with government policy concerning the unem-

ployment problem, and the primary objective of the new Five 

Year Plan is to reduce the rate of unemployment in the 

economy. 

In fairness to the central bank, it must be said 

that it made a fairly correct diagnosis of the monetary pro­

blems facing Ceylon. In its annual reports, the central 

bank mentioned repeatedly that a rapid increase in the money 

supply has led to balance of paymentjVâeficits and to in­

flation. But where it went wrong was in its policy pre­

scriptions to combat these problems. The central bank has 

always held the view that the monetary expansion in recent 

years was due to budget deficits. While this was certainly 

a eonstraint on the central bank's operation, the 
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policies which the latter uded to regulate commercial bank 

credit to the private sector were rnost unsatisfactory. The 

central bank was primarily interested in stepping up the 

rate of economic growth and followed a monetary policy airned 

at easing credit to produc~e activities while curtailing 

credit to activities not directly related to production. 

For this purpose, it had to make various concessions and 

compromises, some of which reduced the impact of monetary 
~. 

r 
policy~on the economy. For example, after the devaluation, 

although the central bank wanted to adopt a restrictive 

monetary policy, it permitted gov€rnrnent corporations and 
1 

'co-operatives easy access to commercial bank credit. The 

net result'was a large increase in money supply which com-

pletely wiped out the gains which the devaluation woulq have 
r-

otherwise brought about._~milarly, the exemption of the 

People's Bank from statut ory reserve requirements was a very 

serious mistake which was corrected much later during th~s 
/ 

periode 

\ , 
\ 

\ 

J 
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CHAPTER TWO 

A SURVEY OF THE LITERATURE 

In this' survey we are concerned with the problèms 

of inflation and balance of payrnents deficits. Although the 

following discussion covers various aspects of these two 

problems, the main focus is on ~e financing of economic 

development and the extent to which it gives ,rise to infla­

tion and balance of ,payments difficulties. Fiscal and mone­

tary policies adopted to avoid inflation and balance of pay-

ments deficits and surpluses are also discussed in this 

chapter. 

Inflation and Economic Development: , 
At the outset, it is desirable to discuss the question 

whether inflation encourages or retards economic growth. This 

is a difficult question because an observed relation between 

inflation and growth is not s~ficient to establish a causa~ 

connection between them. First, cross-sectional differences 

among countries may vitiate the entire analysis and, second, 

circumstances relating to inflation in a given country May 

change from time to time. Finally, there is also the possi­

bility that causation May run from growth to inrlation, in 

the sense that slow growth may be a factor contributing to 

inflation. 

The available empirtc~l evidence (13, 116) reveals 
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that there is no significant relationship between 'inflation 

and growth. Johnson (59) has given the following reasons 

for the' lack of any historical association between these two 

variables. First, in the long run one would normally expect 

an economy to adjust to whatever rate of monetary growth it' 

experiences largely through price movements, or conver~lY 

no adjust its rate of growth of money supply to the rate of 

economic growth and price trends, depending ort whether the 

exchange rate is fixed or flexible. Second, saving and in-

vestment of physical capital are only a few of the determi-

nants of economic growth. ,There are several others such as 

the spread and application of knowledge through technical 

<, 

and managerial change and the improvement of human sk~lls. 

These determinants of economic growth have very litt le direct 

relationship with monetary developments. 

In general, the mobilization of economic resources by 

d~velopment policy is likely to involve sorne degree of infla-

tion. Johnson ,( 60) has stated that a moderate degree of 

~nflation is the logical concomitant of efficient reso~rce 

i mobilization. Owing to various rigidities and immobïlities"; 

prevalent in most economies, sorne ,;ncrease in,wages and priees' 

"inay be needed to draw resources out of, tradi tional or subsis­

~ence sector~into the, developing sectors of the econorny. In' 
-

this ~ense, a moderate' degree of inflation is, indeed, desi-

ra,ble because it pe,rfo'nns the function of facilitating resource 

reœllocation • 

Whi1e it is to be.· eXp~cted that ':a grôwing economy May 
-' .... 

, . 

" 
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experience a moderate degree of inf~ation due to the reasons 

mentioned above, some economists believe thàt this rate of 

inflation is not sufficient and that there should be a deli-

berate use of infla~ionary policies to promote economic 
') 

development. The main theoretical arguments in favour of 

the deliberate use of inflationary policies stem from both 

the Keynesian theory of incorne and the quantity,theory of 

money. The typical Keynesian view is that inflation promote~ 

econornic growth in two ways. Firstly, due to the tendency of 

wages to lag behind priees during inflation, there will be a 

redistribution of incorne in favour of profit-earners and away 

from wage-earners. Sorne econornists sueh as Kaldor (65) and 

Holzman (46) contend that sueh incorne redistribution is eon-

duei ve to ec~nomic growth because the marginal propensfty to 
t':r 

save is higher among profit-earners than among wage-earner~. 

Thus inflation leads to an increase in profits which in turn 

stirnulates investrnent. The system tends to feed on itself 

because a higher rate of growth raises the rate of profit 

and the process continues. l Secondly, inflation influences 

investment from the supply side too. As is weIl known, in 

order for investment to take place, it is necessary that the 

expected rate of return on investment projects should exceed 

the long term rate of interest. Kaldor (65), for example, 

1. This follows frorn Kaldo~' s formula: P /K • GIrl... where 
P = profits; K = capital stock; G • rate of growth of 
output; and ~ • percentage of profits saved. This 
formula assumes that the propensity to save out of wages 
is zero. For ~pe more general case where wage-earners 
also save, the" formula is more complicated. See Kaldor 
(65) • . .' 

.. 
" 
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argues that inflation tends to widen the differential between 

the nominal rate of profit and money interest rates, thereby 

giving an additional boost to investment. Note that the 

validity of this argument depends on the alleged slow res­
j 

ponse of interest rates to inflation. Both these propositions 

have come under severe criticism. With regard to the first 

point, empirical work done by Alchian and Kessel (3) and Baçh 

and Ando {6} appears to indicate that inflation does not have 

a significant impact on income distribution. ( Their conclu­

sion receives further confirmation from Cargill's (19) recent 

finding that both wages and priees have risen simultaneously 

during inflationary p,eriods. Regarding the second point, 
1 

again, the bulk of the evidence indicates that both short-

term and long-term interest rates have increased during in-

flationary periods (4l, 17, 108). 

The qU5ntity theory approach argues that during a 

sustained inflationary period the behaviour of aIl sectors 

of the economy will become adjusted to the expectation of 

inflation, and that consequently the effect of inflation will 

be to redistribute income not from wage-earners to profit-

earners but rather from the holders of money balances to the 

monetary authorities. The basic postu1~te of the quantity 
1 

theory approàch to inflation is that there is a stable demand 

for money in real terms, into which the rate of inflation 

enters as a cost ~f holding re l balances. Given this func-

tien, the rate of increase of nominal stock of money 

determines the rate of inflatio , the public eventualqcoming 
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to expect that rate of inflation and adjusting their stock 

of real balances to it. In order to maintain its real ba-

lances constant in the face of inflation, the publie must 

spend a part of their real incorne to accumulate money 

balances at a rate equal to the rate of inflation. The real 

incorne sacrificed to aceumulate nominal cash balances is 

equivalent to a tax on the holders of real cash balances and 
. 

the tax proceeds accrue to the rnonetary authorities. The 

above arguments summarize Cagan's (16) pioneering work on 

hyper-inflation. In his model, it is the expected rather 

than the actual, rate of inflation which enters as a variable 

in the demand function for real rnoney balances. The expected 

rate of inflation in Cagants model is a weighted average of 

the rates of inflation in the past, with the weights declining 

as one g~Js ~aekwards in time. 
, 

The quantity theory approach can be illustrated with 

the aid of Diagram 1. The rate of inflation is measured on ("" 

the vertical axis and the ratio of real eash balances to redl 

incorne is measured on the horizontal axis. DOl represents 

the dernand for re~l cash ~alances as a funetion of the rate 

~~ of inflation. With priee stability, the ratio of real balances 

to real incorne is 001. With the rate of inflation estab~ished 

and expected to continue at OP,the demand for real balances 

relative to real income falls to OMo The decline in the de-

mand for real balances relative to real incorne is due to the 

increase in the cost of holding real balances under infla­

tionary conditions. The area OPplM represents tae proportion • 

'. 
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of real incorne that the holders of real balances are obliged , 

by the inflation to accumulate in the form of money balances 

in order to keep their real balances intact. In other words, , 

OPplM is the tax revenue frorn inflation expressed'as a pro-
, , 

portion of real incorne. 

The deliberate'use of inflationary finance, there-

fore, is a rnethod of obtaining revenue by the governrnent for 

use in a developrnent programme. As a matter of practical 

~xperience, resort to~he inflationary tax is often prornpted 

by the inadequacy of foreign capital and by an inability to 

obtain sufficient revenue by taxation and by borrowing frorn 

the public. 

A striking feature of the quantity theory approach 

is that the welfare cost of inflation to the economy appears 

not as a socially undesirable redistribution of incorne among 

the various classes of the community, but as a waste of re-

sources involved in the efforts of the public to econornize 

on the use of rnoney by substituting real resources for it. 

Such substitution generally takes various forms such as 

shortening the interva~s between wage payments and the holding 

of stocks of goods instead of rnoney. Bailey ($) has shown 

that the welfare cost of inflation to the economy is rneasurable 

by, the area plMnl (Diagram 1), and can be approxirnated by the 

formula 1/2 P M/Y N, where P is the rate of inflation, M/Y is 

the ratio of money to in come held at a given rate of inflation, 
/ 

and N is the inflation-elasticity of the ratio of rnoney to in-

come. This formula overlooks the possibility that sorne of the 
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revenue collected by the government through the in~lationary 

,meth0d may be used for development purposes. 

(84) has shawn that, ·from an empirical point f view, what-

ever contribution to-econom±c growth there be out-

weighed by the waste of resources produced the inflationary 

tax. 2 

If monetary expansion associated wi h development 

policy is likely to lead to inflation, it s interesting to 

find out whether there is a "safe" limit to which money 

supply could be increased without produCi~g inflationary con­

sequences. The answer to this Question Js that it depends on 
1 

the willingness of the public to hold th~ increased cash ba-
I 

lances at stable prices. The growth ofjdemand for money in 

turn depends on two factors the incr~ase in real incom~ 

consequent on the growth of the econo~ and also to sorne 

extent, on the monetization of the traditional or subsistence 
J 

secto~ \" underdeveloped economies. / The am~unt of resources 

that can be made available for financing economic development 

by monetary expansion without producing inflation depends on 

" the rate of growth of demand for money, the ratio of money to 

income, and the portion of additional money that can be used 

for governrnent spending (60). For example, wi th a rate of 1-

growth of demand for money of 6 percent, half of which can be 

used for government spending,the budget deficit financed by 

2. Milton Friedman (37)' argues that in a growing economy 
where growth is due to factors other than government 
investment, the welfare cost of inflation will be less 
than the estimates provided by Bailey and Marty. 
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monetary expansion will be 3 percent of the initial money 

supply. if the ratio of money to incarne is 2/5, this would 

make 1.2 percent of national income availab1e for government 

spending. If, on the o~er hand, the ratio of money to in­

carne is 1/5,only 0.6 percent of national income can be used 

for government expenditure. The small proportion of incarne 

held in the form of Money i::; on~ rcason \'vhy deficit financinr; 

tends to be more inflationary in less devcloped countries 

than in advanced countries.3 

Using a very simple quantity the ory model, f,lundell 

(91) tried to estimate the contribution that inflationary 

financing might make to economic e;ro\'Ith. His re s\llts which 

are based on rather generous assumptions about the magnitudes 

o~ determinants, designed ta produce a maximum estimate, 

shm'i a maximum infla1:iünary .tax yif'ld of 3 pp.rcent of national 

incorne and a maxil'u..rn increas(~ in the growth rllte of 1.50 

percent on one formulation of t~e influence of the rate of 

inflation on the demflnd for r..on~y, and a L-t~ vi p Id of 1.2.% 

of national incomc:! and an ir:c rC1::;C in th~ gro\lth rélte of 0.8 

percent on anothcr formul QtiCli.. r'lundell t s General conclu:.üo:1 
, 

is that the contri.hutj on of i;tflation,,--try financ(; te eC0nom"Lc 

c..> 

3. The above arGument as~u::e3 tha.t the mon~y /incorrle rD LiG 
remains con'1ten t. throub:-:o~l t. '1'0 "Lhe exte,nt t,ha t the 
rn0n ;V / i l1CC':'l(--! rat i (', .i;, ;.' ~:-~ r: 'J :. i .;..' t." l h,:, ra te () f i!1 fL.', t i n!l , 
t'r~l("' ;la~Uli.!lt.l ui' ~·~!::)~~r~.·~~ ~, ~) :\.r~i~ "'~:JL1~ r\jr In':"l;;.L~o·t:: .. r~;· 
Linnncc vlOU id tu 1;'UC"l-) :'''.2: l~;r thar: l.he estitna:~f~s gi'lea 

in the texte Another r,·,irl.t not con.:;idered here L:; the 
currericy drain. The hlgh c~rrcncy ~ntiùs prevalent in 
less d0\rclC'1"" J l'f,U'lt :'1.c::; . ;C 1 i'! ct r·:>dllre the in.flatj Of1él.ry 

pressure rcsll]t~:ing from rr:or:ctary expansion. 
,P 
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gro~th is rather negligible. He ignored the possible 

effects of the'monetization of the subsistence sector on the 

demand for money. He also overlooked the importance of the 

currency drain in less developed countries. Finally, Mundell 

assumed that government spending is entirely for investment 

purposes. However, as Lotz (73) has pointed out, a large 

proportion of government spending in-many underdeveloped 

countries goes into activities which are not directly related 

to economic development. To the extent that this is true, 

the rate of economic growth resulting from inflationary 

finance will be much smaller than that assumed by Mundell. 

There have been several empirical studies dealing 

with the application of the quantity theory model to infla-

tion in underdeveloped countries. The pioneering work is 

Harberger's study of the Chilean inflation (43). According , 

to him, the rate of inflation is a linear function of money 

supply, real incorne, wages, and the expected rate of priee 

change. Since priee expectations are based on the behaviour 

of priees in the immediate past, Harberger used the rate of 

price acceleration in the ,past as a proxy for the expected 
, 

rate of price change. Interest rates were left out of the 
, 

analysis because they were subject to legal control at that , 
time and generally were kept at levels $ubstantially below 

the rate of price increase in the economy. Irnplicit in 

Harberger' s 'study is the assumption that the dernand for real 

balances is a function of real income and the expected rate 
,. 

of inflation. Others who have made the sarne assumption are 
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Cagan (16) and Deaver (26). The novelty of Harbergerls 

approach lies in the addition ,of a wagc variable ta capture 

the cost-push elements in the inflationary process. In fact, 

bis i5 the first study based on the quantity theery approach 

which combines monetary and cost-push elements in one equa-

tien to explain price changes. Harberger's main finding is 

that changes in money supply have been the key factor in the 
, 

Chlled.rt inflation. He a150 found aIl the other ·:~tri.ables 

except wages to be statistically signifieant. The pe0r per-

farmance of the wage variable Play be due te several reasons. 

First, cost-push elements may have been weak as Harbergerts 

study seems to suggest. Second, it is a1so possible that 

multi-callinea"rity between v/age changes and priee accelera-

tien in the past ~ight have redueed the statistical si~nifi­

canee of the wage variable. 

Colaco (23) has recently attempted to apply Harbergerts 

model te the Indian economy.4 When annual data were used, he 

found that money supply did not have a significant cffect en 

the priee level. But when qu:tr'terly data were used, mor.ey 

had con~iderable explanatory power al thoù.gh r~al i.ncome 
/ " D 

laeked statistlcal signiflcarice. The main diffieulty in 

using real incorne as an cxplanatory variable is thü.t 

it aIse includes real inceme originating in the subsistence 

sec tor cf t~c cconomy, ·which is, gcnc;rally not very s8nsit,i va 

to chartges ln monny supply. Thercfore sorne writcrs have 

4. Other stuùj (..:.:, ba!":,ed on the Harberger study are thoJ3'9 by 
Diz on Argentine .(27) and Hyne& (52) on Chile. 
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argued that in the measurement of real income tpe subsistence 

sector should be omitted. 5 
.-

In addition to these studies there have been sorne 

interna'ti'onal comparisons based on cross-aection data. For 

example, both Argy (5) and Liang-Shin Fan (32) found in 

their cross-section studies that the money supply variable 

was statistically significant in the price equation. Parti-
, 

cular mention should be made of Argy's study because he tried 

to compare the performa~ce of the monetary variable with 1he 

"structural" variables which are discussed later in this 

chapter. Ris main finding was that changes in money supply 

performed consistently better than the other variables. 

Both the' Keyne~ian and the quaptity theory versions 

fall into the 'general category of demand-pull theories of in­

flation. In contrfst, the cost-push inflation theories em-
1 

phasize the importance of cost elernents, especially of unit , 
labour costs, in the inflationary process. According ta these 

latter theories, autonomous increases in wages which exceed 

the average produetivity of labour are inflationary if the 

money supply also is increased at the same time to accommo­
ï., 

date the wage increases. Almost aIl the cost-push theories 

have the following corrunon features. .First, firms set priees 
\ 

in sueh a way as to cover di~ect costs and to secure a given 

profit margine The price fixed must be consistent with a 

"normal" rate of utilization of plant and machinery (30). In 

this case a change in money wages in excess of productivity 

5. An excellent discussion is found in Prasad (106). 

f. 
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increases will tend to be transferred on to priees as long 

as the rate of utilization of capacity is maintained. Second, 

wage increases in a few "keyU industries set the pattern for 

wage increases elsewhere in the economy. The definition of 

a key industry is based on either its size as measured by 

sales or employment, or its~trategic importance to the eco­

nomy. The tendency for wage increases to spill over from 

the key industry group to other sectors of the economy is 

referred to as "pattern bargaining" (77). Thirdly, iyiS 

implicitly assumed that the monetary ~uthorities are committed 

to the maintenance of full employment in the economy. There'-

fore, whenever wage increases outstrip productivity increases, 

the authorities try to avoid the resulting unemployment by 

monetary ~xpansion (31). This is why it is practically im­

possible to devise a satisfactory test to determine whether 

an inflation is of the demand-pull or cost-push variety. An 

excelient discussion of the various pitfalls involved in 

drawing a distinction between these two types of inflation 

is found in Holzman (47). Cost-push inflation theories are 

not very popular as ran explanation of inflation in under­

developed countries. One reason for this is that trade 

unionism is 3till rather weak in many of these countries. 
, 

The other reason is that data on wages, productivity and 

other cost elem~nts are rather suarce in underdeveloped coun-

tries. 

With the exception of the quantity theory, ,perhaps 

the most popular explanations-of inflation in undertleveloped 

1 
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countries relate to the "strticturalist" school. These 
1 

theories, while not denying the connection between the fi-

nancing-of economic development and inflation, emphasize 

that the structural elements of an economy play a far more 

important role in the inflationary process than money supply. 

The three most popular structuralist arguments are the 

following: 

a. The export instability hypothesis. 

b. The import bottlenecks hypothesis. 

c. h 
7. 

The agricultural bottlenecks ypothesls. 

a) The exp~rt instability hypothesis: 6 

The relationship between changes in the general price 

level and-~Xport receipts can be rationalized in several w~ys. 

First, one '~ould normally expect a combination of multiplier 
~ 

and accelera~Q~~effects to stem from an expansion of export 
-

demande Howevér, the general result is likely to be infla-
M 

-tionary bècause the supply of goods will not be able to keep 

pace with ;i$ing incomes. On the other hand, when export 
' .. -

incom~s fall,~ the domestic price level need not necessarily 

fFII partly due to the downward rigîdity:of wages and partly 

due to the fact that the government might try to maintain 

aggregate demand at its original level. Second, a country's 

abiliuy to import may_be closely related to its export ear­

nings. This implies that a decline in exports will automati-

6. A leading exponent of this hypothesis is G. Maynard (85). 
Also see Baer (7). 
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cally lead to a decline in imports which in turn may aggra-

vate the dornestic inflationary situation. Even i~ it is 

.difficult to cut back irnports quickly, a balance of payrnents 

crisis rnay be precipitated. I~ foreign exchange reserves 

have not been accumulated against this contingency, exchange 

rate depreciation would raise irnport prices thereby giving a 

~urther fillip to the domestic price level. Finally, there 
, 

May be a positive relationship between governrncnt revenue . 
and export incornes. Thus government expenditure increases 

during an export boom because governrnent revenue has increased 

but expenditure May be inflexible in a downward direction. 

To test the export instability hypothesis, MacBean 
, 

(?l) used the variance of dollar export receipts as a surro-

gate for export instability and correlated it with average 

rates of inflation for 29 developing countries. He found a 

very low and insignificant correlation; however, when he 

drop~ed Ceylon, Malaya and Ghana from the sample, there was 

a substantial irnprovement in the correlation. Argy (5) also . 
~ 

correlated the variance of annua~ per~entage changes in ex-

port receipts with average rates of price change for 22 

developing countries and found that the export instability 

variable was statistically insigni~icant. However, the 

findings of these studies are nnt conclusive. First, the~ 

ar~ based on cross-section data and do not:shed .much light 

on how export instability and the price level are related in 

a country over time. Second, as MacBean has argued, while 

the export instability hypothesis May not be applicable to 
1 ~ 
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aIl deveroping countries alike, it may hold true for Eiiome , 

() 

\ 

countries,. Finally, the main difficulty wi th the export in- ' 

stability hypothesis is that, sincê several theoretical 

possibilities are mentioned, it is not always easy to p~e­

dict 'in advatce w?at the exact relationship between export 

receipts and'i~flation would be. 
'-

b) The import bottlenecks hypothesis: 

Impott bottlenecks are alleged to result from the 

general tendency of ex~ort earnings of developing countries 
~ 

to decline or remain stagnant, thereby making'it extremely 

diffiçult for these countries to maintain a volume of imports 

commensurate with the needs of economic development (Ill)., 
~ 

This in turn provokes two types of responses. First, imports, 

especially of consumer goods, have to be constrained. Second, 
-

t 'there i~ a tendency to resort to expènsive import-substitution 

,. f progra~es. SOOle writers (90, 7') have claimed that these 

policies éontribute to inflation in 'developing countrie~. 

1 • The empirical evidence on the i~port bottlenecks, 

hypothesis is, somewhat mixed. n Usi~g an input-output model, _. 

H~phrey' (51) has demonstrated that impor~substitution ~ad 

~~ignifi~an~ effect on ~nflation in Argentina during the 
, 

However, Argy (5)' fa,iled to find much 

_ su,p~rt fçr the 'import bottlenecks hypothesis in hi~ study 

'o~ internation~l com~rison~. 7 He 'used the ra~ti6 of imports 

7 . Blair (14l also'~eaèhed a' slmilar conclusion in his 
st~dy on Brazi'l. 

, -." IF' 

'i 
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to GNP as a proxy for import bottlenecks in his multiple 

regression analysis. One reason for the lack of a strong 

relationship between imports and inflation is the possibility 

of a lagged response in the priee level to a change in im-

forts. Another is the possibility of a bias in the estimates 

due to the correlation of GNP w·i'th other variables like money 

supply in the same equation. Finally, it is important to 

note that, even if a strong relationship between imports and 

inflat~on was found, the evidence cannot be treated as con­

clusive due to the two-way causation between these variables. 

A reduction in imports may cause domestic prices to rise. 
, 

But the authorities also may relax import restrictions to 

ease the inflationary pressure. 

'c} The agricultural bottlenecks hypothesis: 

Accotding to this hypothesis, population growth, im­

provement in living standardS, and urbanization co~tinue to ..... 

increase the demand for food. Due to the short-run inelas-.. 
ticity of supply, the output of food cannot be increased in 

, 
the short-run to match the increase in demande Hence an 

excess demand develops for food. In the absence of imports, 
~ 

food price~ will increase, thus setting off an inflationary 

spiral. 

The view that food priees are important ~n 1nflation . 
figures prominently in the writings of the strueturalist 

./"-.., 
school. Thus, Porter (103) argues that, despite the strong 

relâtionshlp between money supply and the priçe level, the 

priee of food was the dominant source of infla~~~~ry pres-

.' 
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sure in Pakistan in the 1960's. Unfortunately, he does not 

prov~e any empirical evidence in support of this assertion. 

Sj..mila~IY ~ in' Harris' s model (44), food prices play the 

major role in the inflationary process. According to him, 

an increase in food pricés leads tO,an increase in the wage 

rate which in turn exerts upward pressure on manufacturing 

priees, through the practice of mark-up pricing.$ 

The general conclusion which emerges from this dis-

eussion is that inflation in less developed>countries eannot 

be attributed to a singl , c~use. There is a multiplieity 

of factors at work and meney supply is only one of them. 

Structural elements of an economy also may be relevant and 

cannot be completely overlooked. 

Balance of Payments and Economie Development 

The Keynesian' approach to the question of l10w the 

state of the balance of payments affects domestiC economic 

activity runs in terms of thé familiar foreign trade multi-

plier according to which an increase in exports leads to a 

multiple increase in dornestic incorne, a part of which is 

drained out of the system through an increased dernand for-
=:"'" 

imp~rts. Sorne~iters (66, 97, $3) have used this approach . 

to show how fluctuations in export earnings~ especially of 

primary products, create domestic eeonomic instability. 

$. Also, see Khusro (70) on the role of rood priees in 
India. 
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In, contr.:lst to the Keynesian <Jpproach \'lhich shows a 
:'\ 

d~r9ct link between exports and domestic incorne, the quantity 

theory approach attemp~s ta establish a causal relationship 

.fir~t os t\"ieen exports and rnoney supply and then betueen n:o:1ey 
-t 

s'Llpply wd income. In his fixed exchange ra~e model" Polak (l02) 

showt: Lha"':" start.i!1g from a position of equilibrium in the 

eCOllGrPy, a bEllar.c:) of t rade surplus' caus~d hy an CXO?,;Y101_~3 

l'acter 5uch as an increase in the vrorld dernand for exports, 

leads to an il1crease in money supply- which in turn has a 

stimul:J.t ing effec t, on incorne. Since h. portion of the in-

creLlse in incorne is spent on imports, the initial trade sur-

plus will be reduccd and this \dll' have a contractionary 

j nflue:nse on rnenc:y supply. The pro cess will continue lmtil 
; 

the econorr.y i3 back in cquilibriurn. In Polak's model, money 

s'Llpply k'.3 a .lune tian 0 f tr.::tùc t:;urpluse3 and defici ts". La ter, 

1-1:1I1Ci'?_L l (9':-2) t"xtcnded Polak' s tinalysis tu include lJudget de­

fici~s as an additional variable' influenci~g money supply. , 
Polak' S ori[,inal p;lper h71s formed the b;lSi s of several om-

• 'Work i~ t,1tat of ;~i_chatjl Y.:it~r0!l (71) \·;ho Lri8i to u.:;:; the , 

stud L'-:!:3 .\·lhi C;l trv t.o cO:rJp.J.r,~ tr,~ pcr rumance of the Poll1k 
, 

rnOl!·~l vrLth 't,hc 1'><')''''1 ~~)j ,:m r.1o(]'j-l~, :lrJ ~;h'J~w of' Sc;'ott..Q (lJ 2) 

m~rl'\_',l by "0ht! dif('ü:uLty ir. dl':l\'TÏ!ll; :-:n empirical distinction 
\ 

'. 

bct\lt~/:Yt ;tuLO:1 Jif1d ... :j dl~J jll(lu::t!,J jrt'/tjdt::.~~!:t "nJ 11r-nc r : L'1 0 y teTld 

t.o tilt. th .. b;dd'tSI' h(~"lVi]y in f'avol1r (',f the quantiLy t~ (:;ory 

1 
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approach. 

While it is readily conceded that the balance of ~ 

payments situation affects economic development, it is also 

true that causation may run boyh ways. According to conven­

tional theory, a high rate of econornic growth tends, other 

things equal, to give rise to a deficit in the balance of 

payments. For exampIe, in Johnson's model (5$), each country • .dI 
is c~mpletely specialilEfd,-and its irnports are a function of 

incorne and relative comrnodity priees. At current priees, 

1 then, the higher the rate of growth of a country, the more 

rapidly its imports increase. If the incorne elasticity of 

demand for imports is the same in aIl countries, a higher 

rate of growth of a given country relative to that of its 

trade partne~s necessari~y deteriorates its balance of pay­

ments. This is,however, in sharp conflict with reality. 

The balance of payments of a few rapidly growing countries 

has tended to be favourable, whereas sorne countries with slow 

---- --growth have experienced prolonged balance of payments diffi-

culties. 

Therefore, a general equilibrium model is more appro­

priate for the analysis of the effects of economic growth on 

the balance of payments. For example, in Komiya's (72) model, 

" there are three markets - good, bonds and money. An excess 

demand for goods is reflected in the balance of payments on . , 
1 

the current acco~t while an excess demand for bond~ affects 

the capital account. In the absence of bond purchases by ~he 
1 

banki~g system, the overall balance of payments ~s equal to 
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the private sector's excess demand for money. With the aid 

of this model, Komiya demonstrates that there are two basic 
,. 

forces which affect the balance of payments in the process 

" .of economic growth. One factor is.. the growth of output 

whicb tends to' improve the balance of trade, as weIl as the 

\. 

overall balance of payments, while deteriorating the balance 

on thé capital account. As an economy gro~s, the demand for 
\ 

rnoney increases, and if there is no autonornous increase in 

~ey supply, the balan~e of payments surplus is the only 

channel through which the additional money is fed into the 

economy. Similarly, the balance of payments on the capital 

acc.ount turns into a deficit as the demand for bonds is in-

creased in response to a rise in incorne and residents buy 

bonds from abroaCl. The se1,ond factor which is at work is an 

al.ltonomous increase in money supply. When there is an excess 

supply of ~oney in the economy, the residents of a country 

dispose of the redundant rnoney by spending it on goods and 

bonds. Thus an autonomous increase in money supply leads to 

4'.~orsening in the balance of payrnents. According to Komiya, 

the relative strengths of these two factors determine the 

exact course of the balance of payments of a growing economy. 

Since many countries are on a fixed exchange rate 

system, recurring deficits in the balance of payments may 

indicate that their currencies are overvalued and that they 

need adjustment. Johnson (62) argues that developing coun­

tries which embark on planned economic development often 

experience an over-valuation of their~hange'rates. Planned 
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developrnent means a higher levei of economic activity whîch 

in turn raises the demand for both domestically produced and 

imported goods. There is aiso likely to be a shift of demand 

from consumer goods to capital goods, rnost of which have to 

be imported. On the export side, a reduction rnay be expected 

for the following reasons. First, a part of the increase in 

domestic consumption Iflay be at the expense of exports,_ Second, 

emphasis on import-substitution would tend to divert resources 

from sectors producing traditional ~xport goods into other 
, \ ~ 

areas. Finally, dornesttc inflation of tep experienced during 

the process of planned deveIoprne~t rnay be anther factor 

affecting adverselythe international compet tiveness of a 
{ 

country's exports. / 

One way of'correcting the disequilibrium in the for-
1 

eign exchange market is devaluation. But many countries are 

reluctant to devalue their currencies for a host of considera-

tions such as their inability to obtain popular support in 

favour of a redistribution of incorne from cbnsumers to pro-

ducers of international1y traded goods which a devaluati6n 

entails (57). Therefore, instead of resorting to a devalua-
) ~ 

tion, governménts often attempt to cor~ect the disequilibrium 

in the foreign exchange marke"t by taking dire,ct action on the 

im~ort side in the form of higher duties and other restric­

tions. 

Several studies have been conducted on the over-

valuation of exchange rates. One group of studies (54, 98, 

99).attemp~to measure the degree of overvaluation by direct 
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crnrparison of dc~e3tic priees with foreign priees for the 

sams basket of goods. 9 The ether group of studies (34, 63) 

attcmrwtG étrrive Bt a num"!rical cstimate of the extent of 

cverv21uation by using the elasticitics approaeh. Apart from 

the nlUOETOUS data problems which these studies run into, they 

a~so s~ffcr froffi s8veral other·weaknesses. First, they con-

centrate sol'Jly on the trade balance and complctely ignore 

iJhe eapii..:ll.:lccount of the balance of payments. llipending on 
. 

the magnicud~ of capital flows, these studies tend to either 

OV6res Jc irnô.te or tmderestimate the degree of overvaluation. 

Second, so~e of these studies tend to overlook the fact that 

the forei~n exchange markets in underdeveloped countries are 

not fJ'c'2 due ta the exis tenee of trade rest;,rictions and for-

ejgn, ~.xcha.nge eontrol~ Subject tOJthe above limitations, 

aIl these ~)tudies seem to indicate that the current exchange 

ra:tes in m:tr.y underdeveloped countries are considerably over-

~lalued • 

Polici8s to ':I.~hle"'.:! I:lt~rnaJ. nnd External Balance 

Having ':l).3cus,sE>d t è problems of inflation and ba-

lance Qf p<:'.Yf!J'3nts deficits, it i5 now necessary to dis.cuss 

the Vé!.1·.i 011.3 

d 

tl c:-;.l 1 or', ; nt.ér 

MJ~etary and fi~al policie3 

al t"wJ l::·.tf>rr.al béti nce. InternaI' 
, < 

9. The pi(,n\~-Jr ing ·.!I")rk il'fl thiB arca was undertaken by 
Ho..:. t,ha U-·: l (i~ ~) -:::lO 1 s('d the J'urchasing power pari ty , 
doetriue to est,irr.atc tt-.e ûxtent of overvaluation of 
~he Unit~J S~~tc~ dol]ar. For ~ criticism of his 

,work, SC0 AIIL0r (4) and Balas3a (9). 
\ 
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balance requires that aggregate demand for domestic output 

be equal to aggregate supply of domestic output at full 

employment. If this condition is not fulfilled, there will 

be'inflation or recession according to whether aggregate de-

" rnand exceeds or falls short of full empioyment output. 

External balance, on the other hand, implies that the balance 

of trade is equal to net capital exports at a given exchange 

rate whic~s assurned to be fixed. If the balance of trade 

""" exceeds capital exports, there will be a balance of payments 

surplus and an aO'cumulation of exchange reserv~s. To keep 

the exchange réserves at their original level, the central 
• 

bank buys foreign exchange. Conversely, if the balance of 

trade falls short of capital exports, there will be a deficit 

in the balance of payments and a reduction of foreign exchange 

reserves. Under these circumstances, the central bank will 

s~ll foreign exchange. ~ 
To understand how a conflict could arise between 

internaI and external balance, consider an open economy 

trading with the rest of the wo~ld at a fixed exchange rate. 
il '. 

Ta simplify the analysis, assume that, given the exchange 

rate, the trade surplus (deficit) 'of the country is a de­

creasing (increasing) function of its level of incorne. The 

influence of other factors will be discussed later on in.this 
. 

section. Whichever choice of combination of policy instru-
1 

ments - fiscal policy and monetary policy - it makes to 

maintain full employment, the trade surplus (deficit) will 

be the sarne. In consequence, it appears-that a, country pn a 
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fixed exchange rate thàt would have a deficit at full em-

ployment, is faced with a conflict of objectives which it 

cannot surmount - eith1er it must have full employrnent and a 

deficit, or it must have external balance ,and excessive 

unemployment. 

The solution provided in the immediate post-war 

period by James Meade (86) and other writers such as Tinber­

gen (118) was to introduce the possibility of changes in the 

exchange rate. At a lower exchange rate, given the satis-

faction of certain elasticity or stability conditions, the 

trade deficit (surplus) associated With any particular ~evel 

of incorne would be lower (higher). Hence the country could 

achieve both objectives - internaI and external balance - by 

a proper combination of exchange rate adjustment and monètary 

and fiscal p~licies. It should be noted that, although a 

devaluation would achieve external balance, it would also .... , 
résult in inflation unless expenditure - redu~ing policies 

are undertaken at the same time. 

In the international monetary system as it has 

developed since the early post-war work on the theory of 

international economic policy, exchange rates have becorne, 

for practical purposes, relatively rigide Although several 

countries have devalued their currencies in recent years, 

devaluation still appears as a measure of the last resort 

rather than as a regular feature of the international mone-

tary system. Thus/a country which is faced with the choice 

between a trade deficit and excessive unemployment would not 

/, 
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ordinarily attempt to solve the dilemma by resorting to a 

devaluation combined with sorne mixture of monetary and 

fiscal policies. 
l1 

" This dilemma has been dispelled by recognition of 

the fact that the balance of payments comprises two elements -. 
the current account and the capital 'account, and that wqile , 

the balance on the current account can be taken as a function 

of the Ievel of national income and (in pri~ciple) the ex­

change rate, the flow of funds on the capital account"of man y 

developed countries is a function of the level of domestic 

interest rates relative to interest rates abroad. This means 

that the capital account can be adjusted to match the current 

acco~t deficit or surplus by a proper choice of the fiscal 

and monetary poliGY mixe 

The solution to the problem of maintaining internaI . 
and external balance can be illustrated with the aid of one 

of Mun de 11 ", s (93) diagrarns .10 The- economy being studied is 

assumed to operate under a fixed exchange rate system. It 

is also assumed that the authorities can use two policy 

variables - the ~ate of intergst and the budget surp~us - to 

10. Sorne economists such as Michaely (SB) have used the IS 
~ and LM curVes tO,describe the problem of internaI and 

external balance. The application of the IS and LM 
analysis to an open economy leads to several complica­
tions. First, the IS curve'has to be redrawn to take 
into account the foreign sector. Along the new I8 
curve saving minus investment is equal to exports minus . 1 /.,(. 

imports. Second, money supply is no longer an exogenous' 
variable-due to its dependence on the balance of pay-
ments to sorne extent. Finally, i~ is necessary to make 
sorne assumption about the exchange rate because of its 
influence on the various sectors of the economy • 

.. 
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achieve internaI and external balance. The rate of interest 

is measured along the horizontal axis and the budget surplu~ 

on the vertical (Diagram 2). The FF curve shows the various 

combinations of the rate of interest and budget surpluses 

along which the balance of payments is in equilibrium. It 

has a negative slope because an increase in the rate of in-

terest, by reducing capttal exports and lowering domestic 

expenditure and hence imports, improves the balance of pay-

ments; whereas a decrease in the budget surplus, by raising 

domestic expend1ture and hence imports, worsens the balance 

,lof payments. Points above and to the right of FF refer to 

balance of payments surpluses. Conversely, points below and 

to the left of FF indicate deficits in the balance of payments. 

The XX curve shows the various combinations of budget sur-

pluses and the rate of interest that permit continuing full 

employment equilibrium in the market for goods and services. 

It is also negatively sloped because an increase in the rate 

of interest reduces aggregate demand and is deflationary; 

whereas a decrease ,in the budget surplus raises aggregate 

demand and is inflationary. It is only along the XX curve 
~ , 

that aggregate demand'is equal to the full employment output. 
1 

Points above and to the right of XX are 9~flationary while 

those below and to the left are inflationary. ... 
Since both XX and FF curves are negatlvely sloped, 

the next interesting question to ask is which of these is the 

steeper one. It can be shown that FF must be steep~r than 

xx if capital is even' slightly mobile •. 

1-

The slope of IX is the 
• 

- , 
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ratio between the responsiveness of domestic expenditure to 

the rate of interest and the responsiveness of domestic ex-' 

penditure to the budget surplus. If it is assumed for a 

moment that capital exports are constartt, the balance of 

payments depends only on domestic expenditure because eXports 

are assumed constant and imports depend only on dom~stic 

expendi ture. In other words, if capital export,s are constant, 

the slope of FF also is the ratio between the responsiveness 

of domestic expenditure to the rate of interèst and the res- • 

ponsiveness of domestic expenditure to the budget surplus. 

This means that if capital exports are constant, the slopes 

of FF and XX are the same. It is then possible to see that 

the responsiveness of, capita~,exports to tpe rate of interest 

makes the slope of FF greater in absolute valu~ than the 

slope of XX. 

The diagrammatic apparatus deseribed above can be 

used to ~llustrate the praper mix of monetary and fiscal 

palicies used ta aehieve internaI and external balance. 

Consider first the effects of using riscal poliey tô achieve 

extern~l balance and monetary p~licy to achieve internaI ba-P 

lance. Suppose initially the economy is at Q (Diagram 2). 

At Q, the gaods market is in equilibrium but the balance of 

payments is in deficit. Ta corr.ect the deficit in the 
,.?Ii 

balartce of 'payments, the budget surplus must be increasèd. 

The ~ew equilibrium is at L on FF. At L, the economy 1S 
1 

experiencing a recession. To bring the goods market back 

into equilibrium, the rate of interest must be, lowered. 
" 

, 
.' .. 

, 

. ~ 
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Thus it is clear that the use of monetary policy to achieve 

internaI balance and fis'cal policy to achieve external ba­

lance moves us away from the ove raIl equilibrium of the 

economy. Now, con~ider the effects of using fiscal policy 

for internaI balance and monetary policy' for -external balance. 

Starting once again at Q, it is necessary to raise the rate 

of interest to reduce the deficit in the balance of payments. 

The new equilibrium is at K. At K, the goods market is 

~xperiencing an exeess supply. To correct the disequilibrium 

in the goods market, the budget surplus must be redueed. 

Thus it is ciear that the use of fiscal and monetary polieies 

to aehieve internaI and external(balance respectively results 

in a stable equilibrium. 

The ~roblem of c~oosing a particular po~iey instru­

ment to attain a specifie target, w~ther it be external or 

internaI balance, is referred to by Mundell .( 94) as the 

"assignment problem", and the choice depends on the relative 

effeetiveness of the various poliey instruments in aehieving 

the di'fferent targets. The prineiple of "effect,i ve market 

olassification" provides a useful guide in making these de­

cisions because it matches each instrument with the target 

on which it exerts the greatest relative influence. Owing 

to the 'greate·r relative effectiveness of fiscal poliey in 
, 

r 

maintaining internaI balance in the presence of international 

capital mobility, Mundell (95) assigns fiscal policy to 

maintain internaI balance, while m~etar.y P?licy i6 entrusted 
K ... 

with external balance. 

-
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, 
While the adjustment of the capital account balance 

to match the current account deficit or surplus is applicable 

to developed countries in general, it has little relevance 

to less developed countries rnainly because capital flows into 

these countries are not very sensitive to interest rate 

changes (2). Therefore, interest rate adjustrnents cannot be 

considered as a practical solution to the balance of payments 

d~fficulties experienced by many less developed countries. 

Unfortunately, instead of discarding the interest rate vari-

able, recent studies continue to use it while adding new 

variables. F~-;'~xample, Johnson (61) has suggested that the 

balance of payments on the capital accoupt should be treated 

as a function of the rate of interest and the level of incorne. 

The" rationale for =4tcluding incorne is tha.t direcf investment 

tends to be positively related to the level of i~e of the 

capital-receiving country. Without denying the validity of 

Johnson's argument, it rnay he said that several other factors 

such as tax incentives and the political stability of the 

capital-receiving country, may be equally, if nat more impor­

tant than the level of incom~ 
Re{urning to Joh~son' s suggestion, i t has several 

important implications. First, the incarne variable enters 

into both the current and the capital accounts of the balance 

of payments. Second, external balance could be achieved even 

Il. There have been several studies supporting this point 
of view. See, for example, Lent (76), Chandavarkar 
( 20) and Aharoni (2). ' 
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• r 
when the response of capital flows to the interest rate 

differential is negligible. Therefore, it need no longer 

be true that monetary policy has a comparati~ advant~ge in 

dealing with external balance. 12 By way of elaboration, 

assume that initially the economy is at less than full em­

ployrnent and that the outflow of capital is greater than the 
, 

trade surplus at the prevailing fixed exchange rate. It is 

further assumed that capital flows are perfectly inelastic 

with respect to the rate of interest. Only ~he incorne vari-

able enters into the capital account and the ·current account 

of the balance of payments. Now suppose the authorities use 

fiscal policy to achieve full employment while keeping money 

supply constant.' As incorne expands and the economy reaches 

the full ernployrnent equilibrium, the balance of payments is 

affected in two ways. First, the increase in incorne leads 

to a reduction of the trade sur~lus through an increase in 
.. 

imports. Second, the increase in incorne also results in a 

reduction in the capital outflow. Therefore, provided that 

capital flows are sufficiently sensitive ta incorne changes, ~ 

the capital outflow can be made to match the, trade surplus. 

Of coursé, the appropriate policy mix needed to restore ex­

ternal ba~ance depends on two crucial elasticities - the 

interest elasticity and the incarne elasticity of capital 

flows. 

Finally, Jones (64) has shown that the composition 

12. Surveys of the recent literature are found in Krueger 
(74), Helliwell (451 and Takayama (114). 
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as· weIl as the level of aggregate demand influences the ba­

lance of payments on the current account. This will be the 

case if the import content of aggregate expenditure differs 

from category to category. To illustrate this, assume that 

the economy is already at full employment and that the 
\ 

capital outflow is greater than the trade surplus at the 

prevailing fixed exchange rate. AlI imports are assumed to 

be for investment purposes only. Finally, it is assumed 

that both the current account and the capital 3ccount of the 

, balance of payments arp functions of the rate of interest 
, 

only. Given these assumptions, if the authorities raise the 

rate of interest to a,chieve external balance, two things will 
" 

happen. First, the capital outflow will be reduced. Second, 

imports will fall due to the decrease in domestic investment 

and consequently, the trade surplus will incr.ease. With 

appropriate adjustments in the rate of interest, then, ex-

ternal balance could be achieved and the success of the 

operation depends, in this particülar example, on the interest 

elasticity of the current account. The implicit assumption 

on which the Jones model is based is that domestic investment 

is a fVnè~~on of the rate of interest. Thus, when the rate 

of interest is altered, domestic investment changes and it in 

turn affedts imports. However, interest rates do not seem 

to'be an ~portant determinant ~f investment in Many less 

developed countries for several re~ons. One reason is tha( 

private investment is undertaken mainly by small firms and 

households who resort to self-financing (107). Sorne econo-
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rnists (103, 106) have also argued that government investrnent 

which forros the bulk of investment in these countries, is 

not very responsive to interest rate movements. 

The above'literature on internaI and external ba-

lance gives the reader the general impression that most of 

the recent st4dies have very little relevance to the problems 

of underdeveloped countries. 13 The typical situation which 

exists in less developed countries is inflation and balance 

of payments deficits. Reg~nding the balance of payments, 

the main emphasis of the policy-makers appears~o be on the . 
trade balance rather than on the capital account mainly be­

cause capital flows are relatively small. The trade balance 

is a function of domestic income and relative priees j i.e. 

domestic priees relative to foreign priees. Thus, when a 

developing country undertakes planned development, a deterio-
. 1 

ratlon of the trade balance may be expected. First, the 

increase in domestic incorne would result in an increase in 

imports. Second, the domestic inflation would have 4n ad­

verse effect on the country's export"S. To correct the trade 

deficit, it is necessary to either devalue the currency or 

impose trade restrictions. Since devaluation is undertaken 

only in the last resort, the more frequently used method of 

correcting a balance of payments disequilibrium seems to be 

trade restrictions. 

l3. Johnson (57) has ~xpressed siulilar views on the recent 
literature • 
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CHAPTER THREE 

THE MODEL 

In this study we have attempted to test two hy-

potheses. The first hypothesis is that inflation in Cey+on 
1 

has been largely due to monetary expansion. The second is 

that the increase in money supply has also contributed to a 

" deterioration in the balance of trade. 

To test the above hypotheses, we have constructed a 

simple model which is presented in this chapter. The model 

is based on two assumptions. First, the exchange rate is 

assumed to be fixed. The second assUmption is that imports 

of consumer goods are subject to restrictions. l 

Our model is similar to the models used by Polak 

(102), Charles Schotta (112) and Baker and Falero (10). AlI 

of them use a quantity theory approach in the sense that they 

try to establish a direct link between money supply and no-

minaI income. Money supply is treated as an endogenous 

variable determined by the balance of payments and by budget 

deficits financed by borrowing from the banking system. In­

ternational capital flows are either ignored or treated as 

autonomous. Finally, interest rates are omitted from these 
G 

models. 

pespite the above similarlties, our model differs 

1. In Ceylon sorne consumer goods such as foodstuffs are 
not subject to import restrictions. However, the above 
assumption is retained to simplify the analysis. 
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from the otDer models mentioned eariier in two signifieant 

respects. Firs~, in the Iatt~r modeis money supply has no 

effect on the domestic priee levei which is assurned ta be 

determined by world priees. However, once import restric­

tions are introduced, the domestic priee level is no longer 

an exoge~ous variable. In our model, we try to show that 

money supply influences the do~estic priee levei ta a signi-. 

ficant extent. The second ~ajor difference between ou~ model 

~ and other models lies in the treatment of exports. Previaus 

models have assumed exports to be- exogenous. In contrast, 

we treat exports as being determined by real incarne abroad 

and the ratio of domestic to international priees. By so 

doing, \'/e are able to show the connection between domestic 

inflation and the foreig~ demand for Cèylonese exports. 

The r.1odel 
~ 

1. Ms = feR, G) 

2.' R -- f (B)" 

3. Md = f(Y, pe BG} , 

4. Mct= Ms 
,-

5. y - PQ. 

6. p ::: f (Ms, PF , \-1) 

7., B = X - (Il + 1 2 ) 

al. X = f(QF' P!Pp ) 

9. Il :-: .f (Q) 

p€ = f(P t _ l , ) 10. Pt-2 . • . 
';1 

, ' 

' .. 
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~re Ms = money supply 

Md = the demand for money 

B = balance o·f trade surplus (or deficit) 

G = budget deficit financed by borrowing" from the 
banking system 

pe = expected rate of inflatio,n 

p = dornestic priee level 

PF = foreign priees 

X = exports 1 
Il = imports of intermediate and investment goods 

12 = imports of consumer goods 

Q = dornestic real incorne or output 

BG = growth' of commercial banking 

QF = foreign real incorne or output 

R = international reserves 

W = wage rate 

1 

Endogenous variables .' Exogenous variables 

(excluding lagged 
Ms variables) ., 

Md G 

R QF 
y ,; 

PF 
P 12 
Q W .. 
B BG 

X 

Il 

pe ~. 

~ 

/ 

/ 
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Money supply is subject to both external and internal 

influences. The external influence is measured by interna-

tional reserves. The major domestic influence is government 
f 

borrowing from the banking system (G). Note that G refers 

to only that part of the deficit which is financed by bank 

borrowing and not to the total budget deficit. We believe 

that this is an improvement over sorne studies (IO, 112) 

which have used the total budget deficit as a variable in the 

mone~ supply equation. After aIl. what matters is not the ~ 

size 'lof the deficit but the way it is financed., A very large 
\ ~ 

deficiü financed by borrowing from the public is unlikely to 
\ 

add very much to the money supply. 

2. International Reserves Equation 

International reserves are positively (negatively) 

related to balance of trade surpluses (deficits). This equa­

tion is also found i~ Kieran (71). 

3. The Demand for Money Equation 

equation 

Three variables enter into the demand for money 

nominal incorne, expected rate of inflation, and 

the growth of banking. The expected rate of inflation mea~ 
.) 

sures the cost of holding cash balances. The reason ~or using 

this variable in preference to interest rates ia that the 
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latter may not measure accurately the cost of holding money 

d due to the underdeveloped nature of the financial market in 

Ceylon. 2 For example, Adekunle Cl) found that the rate of 

interest was not a significant variable in the demand for 

money equation for Ceylon. Apart from Adekunle's work, no 

other study has been done in this area for Ceylon. Our own 

results presented in the next chapter tend to confirm Ade-

kunle's finding. In addition to income and the expected rate 

of inflation, we have used the growth of banking as a factor . 

influencing the demand for money. The importance of the 

monetisation of the subsistence sector in the demand for 

money has been discussed by Johnson (62). However, very 

little empirical work has been done.with this variable. The 

only study we have corne across is by Di~ (27) who found that 

the g~owth of banking has exerted a statistically significant 

influence on the demand for sorne components of money in Argen-

tina. 

" 

4. The Monetary Eguilibrium Equation 
\. 

Equation (4) shows the equality between the demand 

for and the supply of rnoney. This model assumes that the 

'actual cash balance~ in the hands of the public are always 

equal te their desiréd level. Thisoassumption i~dropped in 

2. This, however, does not Mean that inter est rates are 
/ unimportant in thé demand for money in aIl underdeveloped 

countries. For example\, Sastry (109) finds it quite 
important in the de~d~for.mo~ey in India. 



• 
~ 

• 

99 

the next ehapter where the pessibility of a ·lagged ad~ustment 

is eonsidered. See, for examplej Feige (33) and Chow (21) 

for similar models. 

5. The Ineome Identity 

Equa~ion (5) shows the division of nominal ineome 

into priees ~nd real output. 

6. The.priee Equation 

Three variables determine the general priee level -

money supply, foreign priees and wages. Foreign priees refer 

toothe priees of irnported goods. Wages appear'in our model 

as an exogenous variable. It should be noted, however, that 

in a more complete model whieh'also ineludes the labour mar­

ket, wages would be an endogenous variable. 3 Several writers 

sueh as Harberger (43), Diz (27) and Deaver (26) have also 

ineluded a real output variable in their priee equations. 
'\ 

However, initial experimentation with an output variable 

showed us that it lacked statistical signifieanee. The rea­

sons for its poor performance are given in Chapter five. In 

the studies mentioned above, a price expectation variable 

also appears in the priee equation. But we decided against ... 
using such a variable for ~he following reason~~ Since Cey­

Ion has experieneed only a mild degree"of inflation, it is 

1 
3. For an application of.such a model ta an open e,onomy, 

see Modigliani (g9); also see Harris (44). ~ 
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" 

very unlikely that price expectations have been a dorninan~ 

factor in the Ceylon~se inflation. Thére is also the 

possibility of spurious correlation betweèn pe and P because 

the former is deri ved from' p~st rate s of change in the prié'e. 

level. 

, 
7. The Balance of Trade Equation 

. 
The balance of trade is the difference between ex-

ports and imports. So~e imports (12 ) are subject to restric­

tions and are treated as exogenous. We have lef~/out inter-

national capital rnovements for two reasons. First, capital 

flows were relatively srnall during the period of this study. 

Second, they consisted rnainly of foreign aide 

s. #,The Export Dernand Equation 

Exports are a function of foreign real incorne and 
." the ratio of international to dornestie ptices. However, in 

the actual statistical estimation of demand functions for 

Ceylonese export products, we have used more complicated 

equations. They are explained in detail in chapter six. 

9. The Import Demand Equation 

In this modal imports which are not subject to 

restrictions (Il) are a function of re'al incorne _ only. Rela-

) 

....... _---
..... 
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• 
tive priees - i.e. the ratio of in~ernationa~ to domestie 

priees - nave been left out mainly beeause Ceylon does not 
(, 

produce most of the commodities which are imported • 

The 'Working of the Model 

To explain how the model ~orks, we can traee the 

chain of events which would follow from an inerease in govern-
, 

ment borrowing from the central bank (G). The inerease in 

G leads to an increase in the money supply (Ms) which in turh 
1-

raises nominal income (Y). Some of the increase in Y will be 

absorbed by real output (Q) while the rest will appear in the 

forro of price inereases (P). The increase i~ P is likely to 

~educe the foreign demand for exports (X). At the same ti~e, 

the inerease in real output (Q) would lead to an increase in 
lJ , 

the demand for those imports which are exempted from restric-

tions (Il). Consequently, there is ~ deterioration in the 

balance of trade (B). International reserves (R) fall. Un­

l~ss the Government has taken any offsetting action, the fall 

in R will exèrt a contractionary influence on Ms.4 

The remaining chapters deal with th~ statistical 

testing of our model for Ceylon. 
\ 

Chapter four deals with the 

4. In the preceding discussion we ignored th~ influence of 
pe on the demand for money. If people expect priees to 
rise in tne future, they would r.educe their real balances 
due to the increase in the cost of holding them. 'In 
other words, velocity May respond to the expected rate 
of inflation.inst~ad of remaining constant • 

.. ""). ., 
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supply and demand for money. 

analysis of priee movements. 
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Chap~ive ~ontains an 

Ch~pter six deals ~ith the 

deterioration in the balance "of trade. 

Although ours i~~q~simultaneou~ equat!~ model, in , 

the statistieal tests prese~ted in the remaining ehapters 

we have estimated eaeh equation separately. This might in-
'\ 

troduee sorne bias into our estimates. However, it was not 

possible to use more sophistieated methods due to data 

limitations. After aIl, sinee we have used annual data for 

the most part of our analysis, we had only. 13 annual obser-
, ' 

vations ta run the regressions. I~, might 'alSo b~ mentioned\~ 

that ,S0me wri~rs have found that the results· are not signi-
Q -

fieantly. diff~rent whether one uses ordinary least squares '~ 
, , 

or two-stage least ,squares. , , 
r " ~) c 

'q,nd B1.ker and 'Falero, '(10). 

" ,. 

, , 
o , 

," 
c, 

'j 

,\ ,. 

\ u' v , 
• 0 . 

See, for examp1~, Schotta (112). 

, . 
./ 

<';/' 

l ~,! 

. . ( 

" 

, , 
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CHAPTER FOUR 

THE SUPPLY AND DEMAND FOR MONEY (1959 - 1971) 

This chapter analyses the suppl Y or and the· demand 

for money in Ceylon. The supply of money will be considered 

first. Next, attention will be focussed on the behaviour or 

the demand for money. In addition to the aggregate demand 

for money, the demand for its components will also be dis-

il cussed. 

The Supply of Money 

In the statistical work reported in this chapter, 

two definitions of\money supply have b&en used. According to 

the narrow definition, money supply (Ml) is the sum of demand 

deposits and currency in the hands of the public. According 

to the broad definition, money suppl Y (~) is'the sum or Ml 
r 

and time and savings de~osit~ in the hands of the public. 

Equation (l) of the model given in the previous 

chapter was tested with annual data. l AlI the variables are 

expressed in nominal terms. 

1.1 A~ = 101.8319 + 0.8426 AG*** 
(0.2524) 

- 0.10)6 AR ~ = 0.67 
(0.7548) 

1. AIl the data used in the statist1cal analysis reported 
in this chapter, 'unless otherwi'se mentioned, are taken 
from the'Annual Repo~s of the Cent;!l Bank of Ceylon 
(1960 - 71). 

' .. ~ 
• ., \..,~... 't. 

,,' ~ , t ~ , 
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1.2 A~= 9.3.74.3 5 + 0.8057 à G*** -0.0124 l1R Jt2 = 0.56 
(0.2456) (0.567.3) . 

Where ~Ml = change in money supply (narrow definition) 

AM2 = change in money supp1y (broad definition) 

~G = change in government borrowing from the banking 
system 

~R = ch%I1ge in external reserves 

]:2 = coefficient of determination adjusted for de-
grees of freedom 

*** = indicates significance at the one percent level 

** = indicates significance at the five percent level 

Standard errors are given within brackets. 

Equations (1.1) and (1.2) were also re-run; expressing 

aIl the variables in real terms. Following Kieran (71), the 

external reserves variable was deflated by the import price 

index. The other variable (G) was def1ated by the GNP de­

flator. The results of these regressions are given below: 

1 . .3 
" 2 

A,(Ml/P) ~ 42 • .3514 + 0.62.36 6(G/p)*** -0.0016 A(R/P) 'Ii :::: 0.54 
(0.2011) (1.2894) 

1.4 à (M2/P) = 78.5629 + 0.5984 'A{G/p)*** -0.0010 A{R/P} Jt2 = 0.47 
(0.1955) {1.8025} . 

In aIl theae equations (1.1 to 1.4), government 

borrowing from the banking system is the only significant in­

-) fluence on money supply. In fact, a glanee'at the partial 
'" 

correlation coefficients shows that ~G alone explains abo~t 

55 percent of the variation in nominal Monay supply. In real 

terms, the contribution of ÂG ia somewhat lower. It explains 

.' 
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PARTIAL CORRELATION COEFFICIENT~ 

1 

À Ml A~2 Â(M1/P) 4(M Ip) 
2 

ÂG ' 0.563 0.547 ~( G/p) 0.456 0.44$ 
;.. 

AR - 0.175 - 0.019 A{R/p) - 0.010 - 0.006 

" 

, " 

, . 

.., 

• ( 

, 

~ t l' t, ..... 

" , 
~ / .~ ,', ) rit 
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only about 45 percent of the variation in money supply. 

It is also interesting to examine the extent to 
l'! v' ..... -.4' ~ 
.... -\. ...... ~ 

which the expansion l~>~oney supply has been due to the .... " 

f 

increase in monetary base and the money multiplier. For 

this purpos~, we can use the analytical technique developed 
\ 

by Friedman and Schwartz (39, Appendix B). 

,Money supply based on the na~row definition can be 

written as: 

1. M = C + D l 

where C = currency in the hands of the public; 

D = demand deposits in the hands of the public. 

The money supply equatioh also can be written as:' 

2. Ml = mlH 

where ml = money multiplier 

H = high-powered money or the monetary base. 

High-powered money can be defined as: 

3. H= C+ R 

where R = banking reserves composed of vé4ul t cash and 

deposits of the commercial banks with the central bank. 
". 

Our next task 1s to identify the components of the money 

multiplier. 

Since Ml = M/HI'Z:: C + D, we can divide the nurD.erator and the 
C + R 

denominator on the left hand side by D: 

CiD + 1 
cio + R/n 

ai' . . 
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which can be rewritten as 

where c = currency/demand deposit ratio; 

r l = reserve/demand deposit ratio. 

A similar experiment can be done using the broader 

defini tion of money (~) 0. We know that 

5 • ~ = C + D + T where T = time and savings deposi ts in 

the hands of the public. 

6. ~ = m2H 

7. 

where m2 = money multiplier. 

To analyse the components of m2' we first write 

m2 = M2/H = C + D + T 
C + R 

Dividing the numerator and the denominator by D, we get 

which can be rewritten as 

\ 

c+ t + l 
è+ r2 (1 + t) 

where t = ratio of time and savings deposits to demand 

deposits (T/D); 

r2 = ratio of reserves to total depos1ts (RfD + T). 

Table 2 indicates the movements in H, ml' and m2. 

Whi1e high-powered money has increased by more than 100 per­

cent during the entire period from 1959 to 1971, the money 

. ,"~ 

, ~ J __ ..L~_~~ 
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TABLE 2 

HIGH-POWERED MONEY AND THE MONEY MULTIPLIERS 

H ml m2 

(in \.(upees million) 

1959 704 1.67 2.16 

1960 774 1.56 2.02 

1961 837 1.54 2.02 

1962 fJ86 1.55 2.07 

1963 1001 1.50 2.00 

1964 1072 1.57 .2.14 

1965 1136 1.59 2.22 

1966 1077 1.62 2.40 
• 
1967 1212 1.53 2.28 

1968 1315 1.46 2.31 

1969 1342 1.59 2.50 

1970 1306 1.72 2.80 

1971 1490 1.55 2.68 

H = high-powered money 

ml = money multiplier (i.e. Ml / H) 

m2 = money multip1~er (i.e. M2/H) 

Source: Data for the aboya calculations are tak~n from the 

Annual Reports of the Central Bank of Ceylon 

(1269-71) 

," ... ~ 



• TABLE 3 

DETERMINANTS OF THE MONEY MULTIPLIERS 
" 

c rI r 2 
t 

• 
1959 0.92 0.23 0.15 0.56 

1960 0.97 0.29 0.18 0.58 

1961 1.16 0.24 0.15 0.67 

1962 1.08 0.26 0.16 0.68 
n 

1963 1.23 0.26 0.15 0.75 

1964 ~.03 0.27 0.15 0.75 

1965 0.99 0.26 0.15 0.78 

1966 1.02 0.23 0.12 0.97 

1967 1.13 0.27 0.13 1.07 

1968 1.18 0.28 0.13 1.17 

1969 1.02 0.24 0.20 1.13 

1970 0.71 0.27 0.22 ]...08 

1971 0.92 0.31 0.20 1.37 

c = currency/demand deposits ratio 

rI = reserve /demand deposits ratio 

r 2 :: reserve/demand. time and savings depasits ratio 

t - time and savings deposits/demand deposits ratio -
Source: Data used ta make the above calculations are taken 

. 
from the Annua1 Reports of the Central Bank of 

• Cevlon (1968 - 1271) 

• c 

w, ' 
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multipliers have shown very little increase. ml has re­

mained virtually constant while m2 has increased by approxi­

mately 25 percent. In short, much of the increase in money 

supply during this period can be accounted for by the in-

crease in high-powered money rather than by ml and m2. ~ 

The behaviour of the money multiplier based on the 

narrow definition (ml) is determined by two factors - c and 

rI. According to Table 3, while rI has increased, on the 

average, by about 3 percent annually, chas been subject to 

fairly wide fluctuations. However, it is important to note 

that during a major part of the period covered in this study, 

the currency component was in excess of demand deposits. More 

will be said about this in the next section. 

The behaviour of m2 is determined by three factors -

c, t, and ri- Like rI' r 2 also has increased, on the average, 

by about 3 percent each year. But the most significant in­

fluence on m2 has come from t which has more than doubled 

between 1959 and 1971. In fact, after 1967, time and savings 

deposits were in excess of demand deposits. 

To sum up this section, there have been several 

important influences on money supply during the period of 
l 

~his study. Firstly, government borrowing from the banking 

system to finance the budget deficit has exerted an expan­

sionàry influence on money supply. Secondly, much of the 

variation in money supply can be explained in ter.ms of hi~h­

powered money rather than in terme of money multipliera • 

Thirdly, there has been a significant currency drain which 
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has dampened the rate of rnonetary expansion to sorne extent. 

Finally, there has been a noticea~ increase in time and 

savings deposits relative to dernand deposits. 

The Demand for Money: 

ThB literature on the demand for money reveals 

several controversial ~ssues regardi One 

issue concerns the Sorne such as Fried-

man (40) have used the broad defi while others have 

preferred the narrow definition. Meltzer (g7) has shown that 

the definition of rnoney has great relevance to the' interest-

• elasticity of the dernand for real balances in the United 
. 

States. His results indicate that the rate of interest 

assumes statistical significance only when the narrow defini-

tion of money ïs used. There is also sorne controversy over 

which measure of incorne should be used in the dernand for 

money equation. Sorne have used measured or current incorne 

while others have used a long-term concept such as permanent 7 

incorne which is taken as a proxy for wealth. Finally, some 

economists have preferred to use the expected rate of infla-

tion rather than interest rates to measure the cost of 

holding cash balances. 

the expected 

rnple, Cagan (16) found that 

was a ~ighly significant 

variable in the demand for money equation. Diz (27), Deaver 

(26), and Harberger (43) 

inflation in their demand for 

included the expected {'te of 

money equations and fO~d i~ 

--
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to be statistically significant. 

To examine thé demand for real cash bal~nces in 

Ceylon, we experimented with several equations. First, 

112 
) 

"assuming that actual eash balances are always equal ta their 

desired level, we attempted ta examine the statistical signi­

ficanee of several variables. Later, we relaxed the assump­

tion that the actual and desired cash balances are equal, 

and examined the proeess of ad'justment of. actual balances to 

their desired level. 

AlI the equations given below cover both definitions 

of money: 

2.1 (M/P)t ::: ô-, 0 + ~l ( Y/P)t 

2.2 (M/P)t ::: d-.O + ~l ( Y/P)t + tJ..2 rIt 

2.3 {M/P)t ::: ~O+ ~1 { Y/P)t + ~2 r2-tl 

,\ 2.4 (M/P)t ::: ,,",0 + 0(.1 (y6/p)t 
\ 

2.5 (M/P)t ::: fÀO+ 0(..1 (ye/p)t + fA.2 rIt 
\ 

2.6 (M/P)t ::: i..0 + ~l (ye/p}t + 0(.2 r 2t 

2.7 (M/P)t ::: ~O + ~1 (ye/P)t + 0(3 pet 

2.8 (MjP)t ::: 0(.0 + ~l (ye/P)t + ~2 pet + rJ..4 BGt 

Where MfP ::: real cash balances in the hands of the public 

Y/P ::: real rneasured incarne 

ye/p ::: real permanent income 

rI ::: treasury bill rate 

r 4 = central bank rediscount rate 

pe ::: expeeted rate of inflation 

BG ::: number of bank offices opened in variou8 parts 



• 
) 

• 

113 

of the country.2 

The deflator used to estimate M/P, Y/p, ye/p is the GNP 

deflator. pe refers to the expected rate of change in the 

Consumer Price Index. Only annual data are used. 

Equation (2.1) is a simple regression equation with 

real rneasured incorne as the independent variable. sIn equa-

tions (2.2), (2.3), (2.5) and (2.6), the rate of interest 

is used as an additional independent variable. Two interest 

rates were used - the treasury bill rate (rI) and the central 

bank rediscount rate (r2 ). In equations (2.4) to (2.8), 

p'ermanent incarne was used instead of measured incorne. Per­

manent income was estimated in the following way.3 

2.9 ye 
t y~ - l = B (Yt - l - Y~ - 1)' 

where B is the coefficient of incorne expectation. This 

formulation implies that permanent income can be constructed 

as an exponentially weighted average of past incarnes. This 

technique assumes the fol1owing geometrical1y declining dis-

tributed lag: 

3.0 ye = 
t 

..0 

B~ (1 - B)i Y 
t - i 

By trying out different B's, we can construct the associated 

ye series, and choose that-B which gives the highest R2 • In 

2. During'this period, almost all the new bank offices were 
.opened in rural areas. 

3. See Friedman (35); also Koyck (73-) and Christ (22) • 
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this study, the B which maximized the R2 in equation (2.4) 

was approximately 0.40, and the weights used to construst 

the ye series are given in Table 4. Moreover, we also ex­

perimented with other values of B, ranging from 0.20 to 1.00. 

The expected rate of priee change (pe) was used in 
o 

equations (2.7) and (2.8). This variable was estimated by 

the same method which was used to calculate permanent in­

come,4 with D appearing as the coefficient of price expecta­

tion. The value of D which gave the maximum R2 in equation 

(2~)was approximately 0.60. The weights associated with 

this particular value of D are alsO' given in Table 4. To 

test the influence of pe on ,the demand for real cash balances, 

we also experimented with other values of D. 

In equation (2.8), BG 'is used as a proxy for the 

monetization of the economy. In an underdeveloped count~ 
1 

where the subsistence sector is very important and where <' , 

money is not widely used, the growth of banking may have \a 

significant influence on the demand for'money~ See the ex-
of. , 

cellent discussion, on this point in,Harry Johnson (62, page 

287) • 
.\ 

The results of the regression analysis dealing with 

the demand for Ml are given in Table 5 and can be summarised 

as follows. First, interest rates have'not been a signifi-
" 

cant factor in the demand for Ml- Both rI and r 2 are insigni­

ficant and have the wrong signe We could not improve the 

4", There is another method of estimation based on Nerlove 
• (96). It has been used ta estimate the demand for mon~y 

in China by Hu (50). 1 .. 
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TABLE 4 

. 
WEIGHTS USED TO CONSTRUCT PERMANENT INCOME (ye) AND 

~ 

.. 

THE EXPECTED RATE OF PRICE CHANGE (pe) 

, B = 0.40 D::: 0·.60 

0.394 
-~ 

0.433 

0.239" -0.306 

0.146 ~ 0.145 

0.089 - 0.064 

0.054 0.037 

0.033 0.009 

0.020 0.005 

0.013 o.oèn 
o.OO? 

0.004 

0.001 

B::: coefficient of income expectations 
~ 

D = coefficient of price expectations 

115 

Soprce: Basic data ta estimate permanent income are taken 

from the I.M.F., International Financial Statistics 

(1963 - 1972); the original price data are taken 
~ 

from the Annual Reports of the Centrâl Bank of 

Ceylan (1970 - 1911) 

,.; 

, 
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6~ ~. \~~ t "~,~: '~~I~~'~;; ~ A:-~i:'~ 

... -J!~ ,.,1"", lS~~l. }~1! __ ~~~~~~~~~:~~~ 



'.,' " 

"' ( . 

1 ' 

f 

• 
" J 

116 

.. ' 

results by lagging the interest rate variable. Second, the, 

real incarne var~able is highly significant in aIl equations. 

Real measured incarne explains about $9 percent of the varia­

"tians in the cash holdings of the public. There was sorne 

irnpr6ye~ent in the results when real permanent~income was 

used instead af real measured incarne. For example, the 'iF 
in eqUjltions (2.4), (2.5) and (2.6) is higher than the 'R.2' 

in equatians (2.1), (2.2) and (2.3). The elasticity of de-

rnand far real cash balances with respect ta real measured 

incarne is about 0.78, whereas the elasticity with respect ta 

real permanent incarne is approxirnately 0.81. Thus we might 
" 

canclude that the incarne elasticity of dernand for Ml in real 

t~rms is less, than unit y, regardless af which measure af real 

incorne i~ used. The expected rate of priee change is signifi­

cant only at the, 10 percent level. In ather wards, pe does 

nat perform sa weIl as the real incorne variable. Finally, 

the gruwth of banking variable (BG) is highly significant in 

the dernand for rnoney in Ceylan. 

Turning next to Table 6, we find that interest rates 

are not a significant determinant of the dernand ~or M2 in real 

/terms. Real measured incarne does very weIl but the results 
, 

are even better with real permanent incarne. The elasticity 

of demand f~r M2 in real term~ ~ith respect to real measured 

,'incorne is roughly O.gO while the same eiasticity with res-

pect ta real permanent incarne is about 0.85. 
. ~ 

Therei"ore, l.t 

ap~ears that the incorne elasticity of" demand for M
2 

in real 

terms is also less than unitr. like in the case of" Ml- pe, 

v 
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TABLE 5 

• 
THE DEMAND FOR MONEY (Ml) IN REAL TERMS (1959-7f) , 

Equation Constant (Y/P) t (ye IP) t rI 
t 

r 2 
t 

p e 
t BG t 

-2 R D. W. 

• 

Number Term 

2.1 57.2391 0.1441*~ 

2.2 96.4814 

2.3 86.2885 

2.4 59.4124 
a 

2., 83.5972 

2.6 80.1182 

2.7 70.7258 

2.8 70.7136 

(0.0335) 

0.1452*** 
(0.0586) 

0.1417*** 
(0.0355) 

. 0.1465*** 
(0.0400) 

1.2830 
"' (1.7614) 

0.1469*** 0.8876 
(0.0456) (0.8190) 

0.8870 
(0.6824) , 

0.1466*** 0.9324 
(0.03~ (1.9663) 

0.1480*** 
(0.0478) 

0.1480*** 
(0.0471) 

Stan~ard errors are given within parentheses. 

-1.6572* 
(0.8300) 

-1.5436* 
(0.7229) 

J 0.8901 1.45 

0.7682 2.36 

.0.6615 2.34 

0.9035" - 1.62 

0.8191 2.28 

0.8018 2.00 

0.9427 2.47 

0.6132*** 0.9739 2.55 
(0.2017) " 

R2 = coefficient of determination adjusted for degrees of freedom 
**. • s1gnif1cant at the 1 percent leve1 •• = s1gn1f1cant at the 5 percent level 
• = signlficant at the 10 percent level 
D.W. = Durb1n - Watson statist1c 

" 

~ 
~ 
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TABLE 6 1 

THE DEMAND FOR MONEY (M2 ) IN REAL ~S (1959-71) 

Equation Constant 
e e -2 

(Y/P)t (y !P)t rIt r2. Pt BGt R D. W. 
Humber Term 

2.1 78.3914 0.1484*** 0.9126 0.95 
(0.0416) 

.... 
0.1447*** 2.2 78.0692 0.8615 , / 0 .. 8234 2.29 

(0.0400) (1.7200) 

.- 2.3 72.2663 0~1~90*** Â-2417 0.8116 2.48 
;. , 

(0.0 26) 
... , (1.0826) 

~ 2.4 68'.3091 0.1786*** 0.9335 0.96 
'" (0.0554) 

2.5 66.5772 0.1619*** 1.2678 0.9132 1.78 
(0.0502) (1.0342) .. 

\' . 2.6 79.5286 0.1664*** 0.8977 0.8736 2.01 
~ (0.0517) (1.2816) . 

2.7 69.3214 0.1677 *** * 0.9432 2.28 
" -1.7356 

~~1 ~ (0.0505) (0.8660) 
;.. .... » 

... i~r 
2".8 0.1639*** * 0.5611*** ~\-. ' 53.5227 -1.7953 0.9615 2.28 e ~ ~ ~ ~ 

:; , (0.0516) (0.8991) (0.1730) 
~ ~ 

See the footnotes at the bottom of Table 5 
~.~~ 
; .... ~ w 

..... ..... 
(~J\ 

œ 
"'~~ .. , 
'''''L'' '':1 t';."'-' ~ <. .-.. 
:~c: 
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;.;"'~. '. 
,)\~~ ~ 
~"" . ~~~J,{~ r ":. 
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once again, is significant at the 10 percent level. Finally, 

BG is again highly significant in the demand for M2 in real 

terms. 

To obtain additional insights into the behaviour of 

• ye and pe, we experimented with different values of B and D 

(Table 7). The performance of ye is sornewhat superior to 

that of rneasured incorne. When B was taken to be equal to 

1.00 (in which case, y~ = Yt _ 1)' the regression coefficient 

of ye is significant at the 5 percent level in both Ml and 

M2 equations. But when B was taken to be equal to 0.50, ye 

bec ornes significant at the l percent level in both Ml and M
2 

equations. In the case of pe, it is significant at the la 

• percent level, when D = 1.00 (in which case P~ = Pt _ 1). 

It is also significant at the 10 percent level when D = 0.50. 
\ 

However, when D,= 0.20, the pe variable turned out to be in-

significant. The relatively low significance of pe is probably 

due to the fact that the inflation in Ceylon has been fairly 

rnild, without approaching anything comparable to a hyper -

inflation. To quote Colin D. Campbell: 

When price changes are only a few percent a 
year, they,may have no discernible effect 
on the demand for money. But,when the in­
flation is rapid and long continued, it is 
believed that changes in the rate of infla­
tion will have a major effect on the demand 
for money ~ and will be discernible (18, 
pape 341). 

There is one last point which should be mentioped , 
regarding the aggregate demand for real cash balances. The 
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TABL~ 7 

THE DEMAND FOR MONEY IN REAL TERMS (1959-71) 
(ESTIMATED COEFFICIENTS OF ye/p and pe FOR DIFFERENT COEFFICIENTS 

OF PRICE AND INCOME EXPECTATIONS) 

Coefficient of incorne expectations(B) 
:" 

• 

Coefficient 
of priee 
expectations 

(D) .... 
(ye/p)t 

1.00 
pe 

t 
-2 
R Cye;p)t 

0.50 
p e 

t 
-2 R (Y~/P)t 

0.20 
p e 

t 
-2 R 

(J • " 
THE DEMAND FOR M1/P 

1.00 .* 5 * 86 4 8*** 8 * 0.1507 -1.60 5 O. 27 0.1 2 -1.71 3 0.9310 
(0.0564) (0.8031) (0.0406) (0.8614) 

0.1419*** -0.6944 0.7916 
(0.0447) (0.5031) 

0.50 ** * > *** * 0.1223 -1.6417 0.9035 0.1476 -1.6924 0.9400 
(~.0471). (0.8218) (0.0418) (0.8491) 

*** 0.1438 -0.8366 0.8020 
(0.0419) (1.0948) 

0.20 0.1414** -1.5391 0.8046 0.1459*** -0.8035 0.8824 0.1464*** 0.8817 0.8029 
(0.0502) (0.8286) (0.0462) (0.9254) (0.0418) (0.9739) 

1.00 

0.50 

0.20 

. -

THE DEMAND FOR M2/P 

0.1587** -1.7256* 0.8701 0.1531*** -1.7090* 0.9351 
(0.0616) (0.8631) (0.0415) (0.8848) 

0.1618*** 
(0.0396) 

.. 
-0.5086 0.7026 
(0.5034) 

44** 4 * 48 **~ 8* ru. 8 *** " 0.15 -1.78 7 0.91 0.1617 - -1.771 O'TTl 0.1656 0.5891 0.8013 
(0.06"29) (0.8924) (0.0409) (0.8900) (0.0406) (0.7233) 

0.1652** -"1.7133* 0.8236 0.1829*** -1.7025* 0.8920 0.1689*** 0.5639 0.8001 
(0.0564) (0~8571) (0.0416) (0.8513) CO.0416) (0.7916) ~ 

See footnotes at the bottom of Table 5. 
lU 
o 
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preceding analysis is based on the assumption that the money 

market is in constant equilibrium in the sense that the actual 

stock of real cash balances is always equal to the desired 

level. However, sorne writer such as Chow (21) and Feige 

(33) have assumed a disequi' 'um situation and tried to 

show the process of of the actual to the desired 

level of real balances. To take the adjustment factor into 

account, rewrite equation (2.8) with (M/P)~ to represent the 

desired level of real balances. 

3.1 . (M/P)~ == ~o + 0(1 

The adjustment to the desired amount of real cash 

balances in one period is defined as 

3.2 (M!P)t (M/Jl)t _ 1 = K [(M/P)~ - (M/P)t - J 
where 0 <k (l, and k is the coefficient of ad just­

ment. By substituting equation (3.1) for (M/P)t in 

equation (3.2), we have 

+K 0(. 4 

Equation (3.3) was tested with Ceylonese data and 

the results are given in Table 8. The lagged dependent vari­

able i8 significant at the 5 percent level, and K is approxi­

mately equal to 0.405 and 0.432 for Mi!P and M2!P respectively • 
• A comparison of the two equations in Table g with those in 

Tables 6 and 7 indicates that the explanatory power of the 
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Ml/P 

M2/p 
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"TABLE 8 
~ 

THE DEMAND FOR MONEY IN REAL T~RMS (EQUATION 3.3) (1959-71) , 

-Constant (ye/P)t p e 
BGt (M/P)t-1 K 

Term t 
J 

~ 

58.3911 0.1602*** -0.4832* 0.5976*** 0.6008*** 0.3992 
(0.0437) (0.2441) (0.2010) (0.2016) 

73.9465 0.1748*** * 0.6488** 0.5791*** 0.4209 -0.5647 
(0.0502) (0.2830) (0.2849) (0.2042) 

See footnotes at the bottom of Table 5 
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equations also has improved as a consequence of the inclusion 

of (M/P)t_l as an independent variable •. 

To sum up the first part of this section, the real 

income and growth of banking variables are consistently 

significant in aIl the equations dealing with the aggregate 

demand for real cash balances. Both the measured and the 

permanent. versinns of real incor.e do w~ll ;.n the 8'1u3.ti'Jns, 

with the latter performing somewhat better than the former. 

The expected rate of price change has a marginally significant 

influence on the demand for raal balances. There i5 aJ so sorne 

evidence of an adjustment factor at work in the demand for 

real balances. None of the interest rate variabl€s are 

statistically significant and therefore, are 1eft out of the 

analysis prcse.nted in the rcst of this section. 
~ 

Our next task is to consider the dem?~d funrt~ons 
1 

for various components of ro~ey in real 
( 

tcrms ~, In nddltion 
. 

to real income, severai other 'larié~bles aiso we:z\e considered. 
\ 

\ 
One factor \vhich night afff'ct the composl\tion 0 f 

\ ~'­
real money holding0 i5 the dis"t.ribution of rcal inc~me. /'t'hrs -- ~ (.-/ 

is likely to be truc if individuais in diffcrent incomû 

eroups have different preferences for various components 
<J • 

" 
of money. 

1 

For example, cPTtain ]ow income groups such as 

estate workers might find that currency hoarding 1s a more 

corrv\.:~r: i vnt fin~lllC i ;).1 rrea!"", ~ 'JJ ~!:JJ ùl.(1g ' .. l~<...:.lth than ~ lêl V Ll~g de-

posits at the bank. In , fact, it 1s interesting ta note that. 

in its Annual HcpGrt for ]I/I'ri . .,0 ... ,. the Central R:mk of Ccylon has 

rnentioned the rise in wab~s as a po!>si bIc reason foi' the in-,. 

" 
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crease in currency holdings. ' No data are available on the 

share of wages in GNP. We used the real wage rate as a 

proxy variable but the results were so bad that we had to 

discard it. 

The spread of banking facilities and the accessi-

bility of banking services also might explain sorne changes 

in the amounts of desired currency and deposit holdings. For 

example, individuals living in areas without banking facili-

ties might have a higher desired level of currency holdings 

than those living in areas where bank offices are located. 

To test this hypothesis, we used the number of new bank offices 

opened as an independent variable. Since an extremely large 

proportion of new bank offices opened in the 1960's has been 

in remote rural areas, this variable will enable us to exa­
f 

mine the impact of rural banking on the demand for various 

components of money. 

Finally, tax evasion mat be an important motive for 

holding money in the form of currency ~ather than in bank de-

posits. This is important because no official records are 

kept on a person's wealth held in the form of currency. Both 

the Government of Ceylon and the central bank were of the 

opinion that the increase in the currency holdings in the 

1960's was motivated largely by tax evasion. By an Act of 

Parliament passed in November 1970, aIl currency notes of 

denominations of Rs. 50 and Rs. 100 ceased to be legal tender 

and aIl persons holding these notes had to surrender them to 

1 the bank. 
, 

Moreover, aIl persons wer asked to make a declara~ 
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tion to the Commissioner of Inland Revenue in regard to any 

evasion of taxes during the last five years. A tax of 33 1/3 

percent was levied on incomes of those who were found guilty 

of tax evasion. To assess the impact of tax evasion on the --
demand for various components of money, we used taxes as a 

percentage of real GNP. 

" The demand equations for currency, demand deposits, 

and time and ~vings deposits, aIl expressed in real terms, 
1 

are given in Tables 9, 10 and Il respectively. The results 

are mixed and pose several interesting puzzles which we can­

not solve at present. Real income, both measured and perma-

nent, is highly significant in aIl the equations. The vari-

able representing the growth of banking does reasonably weIl , 
in some equations. It is significant in the equations dealing 

with demand deposits and time and savipgs deposits. But it 

is insignificant ànd has a positive sign in the currency 

equation. Does this mean that the opening of bank offices 

led to an increase in bank deposits without decreasing the 

currency holdings of the public? Normally we would have 
.. 

expected the public to hold lower currency holdings and more 

bank deposits with the establishment of bank offices. The 

tax variable is significant in the currency equation. But lt 
'\ 

has a positive sign in the equations dealing with the other 

two components of money. In fact, the tax variable ls 

significant in the equation for time artd savings deposits. 

We are unable ta expIa in why the tax variable is positively 

related to time and savings deposits, because we would have 

.\ 
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Constant 
Term 

112.1270 

89.15'32 

150.1867 

" 

TABLE 9 

THE DEMAND FOR CURRENCY IN REAL TERMS (1959-71) . . 
(Y/P~t Cye/P)t BGt CT1Y)t pe 

t 
'" .. 

\ 

0.1433*** -0.3250 
(0.0374 ) (0.2614) 

. 0.1468*** 0.5'957 0.3015*** -0.3316 
(0.0448) (0.6208.) (0.0991) (0.2728) 

0.1270*** 0.5019 0.3614*** -0.2182 
(0.0402) (0.7386) (0.1012) (0.2746) 

Bee footnotes at the bottom of Table 5 
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,. 
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C C/P) t-1 

0.7999 
(0.8618) 

• 

-2 R 

0.6168 

0.6890 

0.6892 
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Constant 
Term 

86.2190 

?1.2934 

75.5555 

; 

\' , TABLE 10 

THE DEMAND F~EMAND DEP08IT8 

(Y/P) t (y
e ,(P~ BGt 

0.1448*** 
(0.0415) 

0.1420*** 0.4835*** 
(0.0408) (0.1550) 

0.1522*** 0.4l.t64** 
(0.0331) eO.1876) 

" 

IN REAL TERM8 (1959-71) 

e 
(T/Y) t Pt 

-1.4182* 
(0.7100) 

0.1226 -1.4958* 
(0.1817) (0.7501) 

0.1007 '71 .5162* 
(0.3571) fO.7600) 

1 

8ee footnotes at the'b6ttom of Table 5 

:t 
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~ 
s 
~ 

, 
1 

" ' , ' , ; 
, 1 

1, f 
t 1 ~ 

~ .t î 

'Z f 
t 

~ 
~ 

f 

t' 

(D/P)t_l 

0.6936* 
(0.3471) 

0.6672* 
(0.3340) 

• 

-z R 

0.6325 

0.6680 

0.7091 
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Constan"r 
Term . 

76.8332 

~.9615 

101.3573 

~ 

" 

" 

TABLE 11 

THE DEMAND FOR TIME AND SAVINGS DEPOSITS (1959-71) \ 

(Y/P)t 

0.1535*** 
(0.0361) 

0.1548*** 
(0.0378) 

/ 

(y
e 

IF) t 
• 

0.1659*** 
(0.0347) 

BG t 

ta 

0.5558** 
(0.2012) 

0.5324** 
(0.2116) 

(T/Y)t 

0.4800* 
(0.2401) 

0.3723*'· 
(0.1892) 

P~ 

-1.5881* 
(0.8024) 

* -1.5613 
(0.7815) 

1.4945* 
(0.7480) 

See footnotes at the bottom of Table 5 

\ 

(TD/P) t-l 

0.7383* 
(0.3700) 

0.7356* 
(0.3698) 

• 1 
i 
l' 
i ,t.. 
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-2 
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0.6921 

0.~033 

0.8519 
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,1 '" 

expected tax evasion to r~duce the demand for time and savings 

deposits as weIl as for demand deposits. Alternatively, does 

it Mean that ther~ was no tax evasion, which appears to be 

contrary to Ceylon's real experience? Wè cannot offer defi-

nite answers ta any of these questions although we are in­

clined to believe that our strange results May be partly due 

to the misspecification of variables. The adjustment factor 

is significant in the equations for demand deposits and time 

and savings deposits. But it is not significant in the 

currency equation. Our results seem to indicate that the 

public has adjusted the actual level of real currency to the 

desired level fairly rapidly. Finally, the expected rate of 

priee change is significant in the equations dealing with 

" demand deposits and time and savings deposits. But it lacks 

significance in the currency equation. Does this Mean that 

the expected rate of inflation has an ,influence on bank de-

posits only? Clearly, further research is necessary to 

firmly establish sorne of the relationships we have looked at 

in this chapter. 

To sum up this chapter, money supply during the 

period, 1959 - 71, was influenced largely by government 

borrowing from the banking system to finance the growing 

budget deficits. On the demand side, the important deter­

minants are the increase in real income, the growth of bank-

ingi and the expected rate of inflation. The last variable 

is only marginally significant in the aggregate demand for 
- ' 

real cash balances_ There is also evidence of an adjustment 

• 

o 
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CHAPTER FIVE 

AN ANALYSIS, OF PRICE MOVEMENTS 

IN CEYLON (1959 - 1971) 

. 
Two hypotheses are tested in this chapter. The 

( 

131 

first is that, given import restrictions and the inability 
.J" 

of domestic production to expand sufficiently to match the , 
increase in domestic demand, in!reases in'money supply will 

tend ta raise the general priee level. The second hypothesis 

is that the impact of monetary expansion on the various com­

modity groups of the Consumer Price Index de pends on the de-

gree of import restrictions in each group. 

During the period, 1959 - 71, not aIl imports were ~ 

restricted to the sarne extent. Imports of foodstuffs were 
.... 

relatively free of restrictions. Almost aIl other consumer 

, goods were subject to tight import restrictions (Table 1). 

There were seme restrictions on imports of intermediate and 

investment goods but later the y were relaxed. I~t re-
, 

strictions would not have become an importan~ factor in in­

flation if domestic production had shown a substantial in­

crease. Although there was somé increase in output, the 

overall contribution of the, industrial sector yo real Gross 
-) 

National Product was very 10w (Table 2). 

Between 1959 -and 1971, the Consumer Priee Index 

increased on the average by about 4 percent annua11y. The 

sharpest increâse occurred a~ter 1967. Between 1967 and 
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TABL~ 1 

INDICES OF THE VOLUME ÔF IMPORTS 

(1967 = 100) 
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Food and Tex- Other Con- 'Interme- Investment 
1 Drinks ti1es sumer Goods diate Goods Goods 

1 

1959 108 228 369 95 202 

1960 101 221 423 95 180 

1961 100 192 140 92 177 
l, 

1962 99 180 129 102 146 

1963 100 108 111 103 159 

164 114 104 109 106 150 

1965 116 85 94 92 177 

1966 112 70 98 104 150 

1967 100 100 100 100 100 

1:>1968 102 99 108 112 124 

1969 98 76 79 138 172 

1970 107 82 94 186 178 

1971 107 80 47 196 . 106 

Source: Annual ReE0rts of the Central Bank of Cey10n 

(12Z0 - 71) 
, 
\ 

\ 
'\ {. 

<' ' ~ , >,( , 
• ~ ~,~... J ~..: ~ 1 J I~ "'1 -t if.t .. " .. .;\., (, "'~:,.,. ~ ... :,- :~:~ .. ~ . ' " 
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TABLE 2 

~ 
~e'" '-t." 

RA TIO OF MANUFACTURING OUTPUT TO GNP AT CONSTANT 

(1959) PRICES 

(expressed as percentages) ., 
1962 !22lt ' 1966 1968 

Food and Beverages 2.0 2.4 3.5 4.3 

Tobacco 0.5 0.5 0.8 1.0 

Textiles and Cldtthing 0.3 0.4 0.5 0.5 

Leather 0.3 0.5 0.8 0.8 

Wood 0 0.1 0.1 0.2 

Paper 0.2 0.3 0.3 0.4 

Chemicals 0.8 0.8 0.9 0.9 

Petroleum and Coal 0 0 0 0 

Rubber 0.2 0.3 0.4 0.6 

Non-metallic 1 0 0.3 0.4 0.4 

Iron and Steel 0 0 0--' 0 

Electrical 0 0 0 0.2 

Fabricated Metal 0 0.1 0.1 0.1 

Machinery -L. .JL -.!L .JL 
TOTAL 4.3 '5.7 7.8 9.4 

Source: Annual Reports of the Central Bank of Ceylon 

(1965 - 70) 

121Q 
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1971, the average annual increase was about 5 percent com­

pared ~th an average annual increase of about 2 per~ent 

between 1959 and 1967. Of course,the Consumer Price Index 

used in this study is not a very accurate index of the 

general price level for the following reasons. It is based 

on a budgetary survey of working class families in Colombo 

and may not be very representative of the whole country. It 

includes several items which are either subsidised or subject 
ù 

to price controls, and excludes others whiBh are generally 

considered important. Despite these limitations, the Con­

sumer Price Index ls used in this study because it is the 

only price index available. l 

One way of examining the relationship between rates 

of change in the price ,level and money suppl y is to correlate 

the former with lagged rates of change in the latter. 

4.1 Ap/p t = "'-1 A M/M t + C<2 ~ M/M t-l + 0(.3 A M/M t-2 

Several comments are in order about this relationship. 

First, on theoretical grounds, one should expect that, other 

things being equal, an upward and sustained shift in the rate 

of monetary expansion would, after a while, bring about a 

similar increase in the priee level in an economy in which 

imports are restricted and real output is either constant or 

1. Ceylon does not have a wholesale priee index. In reeent 
years, the central bank bas tried to correct some of the 
deficiencies of the Consumer Price Index by eollecting 
data, on priees not eovered by the O'.P.I • 

.' 
f è t "', ," 
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expanding very slowly. This is oftén taken to m~an by sorne 

writers such as Harberger (43) and Diz (27) that the sum of 

the ~ coefficients would add up to unit Y when aIl the rele-

vant lags are taken into consideration. However, to the 

extent that real output also shows sorne expansion, the sum 

of the fi.. coefficients will not' be equal to one. In fact, 

+'------as Milton Friedman Dg) has recently stated, the central 

problem in rnonetary theorY is to determine what proportion 

of an~increase in money supply goes into an increase in real 

output on the one hand, and an increase in the price level 

on the other. 

Second, according to the the ory of the demand for 

money, oné should expect a lower level of real cash balances 

to be consistent with the new and higher rate of change in 

the price level after the abov~pward shift has fully worked 

its effects in the economy. Tt ~ possible that sorne over­

shooting might occur in the path of the rate of change in the 

price level during the adjustment period, especially because 

the public would take sometime to correctly gauge the expected 

rate of inflation and adjust their real balances to it. 

Third, nothing definite can be said on theoretical 

grounds about the number of ~ coefficients or their individual 

values, since they depend on the speed of adjustment and on 

the particular periods chosen for the analysis. 

From an empirical point of vie~, the relationship 

described by equation (4.1) presents sorne difficult problems, , 

particularly for choosing the appropriate number of lagged 
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r~tes of change in money supply. The stepwise inclusion of 

lagged values of the rate of change in money supply cannot 

be terminated on the basis of a sum of~coefficients equal 

to one as assumed by sorne writers, or the lack of statisti­

cal significance of the last estimated~coefficient, because 

the overshooting of prices might produce both effects before 

aIl the relevant lags are inC~38). In addition, multi­

collinearity will almost surely become a problem in an 

estimation which includes many values of the same variable 

at successive points in time. 

In this study we have used only annual data. Instead 

of using different lagged values of money supply, we included 

only one value of the rate of change in money supply in the 

price equation. Basically, our method consisted of running 

simple correlations between percent~ge changes in the Con­

sumer Price Index and percentage changes in money supply ~nd 

selecting that value of the rate of change in money supply 

which gave the highest R2 • According to this technique, R2 

was maximized when there was no lag in the money supply vari­

able. This was true for both definitions of money supply.2 

In addition to money supply, we also experimented 

with several other variables. One of them was import priees. 

During the period, 1959 - 71, about 55 percent of Gross 

National Expenditure at current priees was devoted to imports. 

The most ~portant item to be imported was food and drink 

2. For an application of this technique, see Lund and 
H~den (80). 
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which accounted for about 45 percent of total imports. The 

remainder consisted largely of interrnediate and investment 

goods.. Since Ceylon does not produce intermediate and in-
• 

vestment goods in sufficient quantities, it has always been 

heavily dependent on imports of these items. For exampIe, 

as late as 1970, over 70 percent of intermediate goods re­

quired for domestic industries was imported. Perhaps, the 

figure would.be even higher for investment goods although no 

such estimate is available. To test the impact of import 

priees on the domestic priee level, three import price indices 

were used. The first is a composite import priee index of 

food and drink, intermediate goods and investment goods. 

Theoretic~lly, this variable should bring out aeeurately the 

impact of import priees on the domestic price level. However, 

due to the existence of priee controls and consumer subsidies 

on food and drink, this variable did not fare too weIl. 

Ther~fore, two other import priee indices were also used. 

One of these is the import,price index of intermediate and 

investment goods. The other is the import price index of 

intermediate goods only. 

Another variable used in the statistical analysis is 

wages. During the process of economic development, resources 
, 

tend to be transferred from the "traditional" sectors into 

new industries. The traditional sectors are the subsistence 

agricultural sector and the plantations. To attract resources 

into new industries, their prices have to be bid up. In fact, 
, 

as Johnson (62) has argued, the presence of factor ~obili-
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ties in less developed countries might calI for substantial 

increases in factor priees. There is no simple way of taking 

into account the influence of the priees of domestic re­

sources on the general priee level. As a crude measure, we 

used wage rates. The use of wage rates is rather tricky due 

to the two-way causation between wages and the Consumer Price 

Index. Therefore, to reduc~ the possible interrelation be-

tween these two variables, we lagged the wage variable. The 

data on wages used in this study suffer from several short-

comings. Firstly, the wage variable r~fers to the minimum 

wage rate paid in agriculture, industry and commerce. As it 

is only the minimum wage rate, it May not be an accurate 

indicator of the behaviour of wage rates actually paid in an 

occupation. Secondly, MOSt of the new industries started 

since 1960 are not covered by the wage rate survey. It is 

important to bear in mind these shortcomings of the data 

while appraising the performance of the wage rate variable. 

Finally, we also experimented with an output vari­

able. The increase in domestic production would be a factor 

reducing the inflationary pressure in the economy. For ex-

ample, Harberger (43) and Diz (27) used real output as a 

variable in their price equations and found it to be statis­

tically significant. We used two output variables - Gross . 
National Product at constant (1959) priees and the Index of 

Industrial Production at constant (1959) priees. Both 

variables turned out to be statistically insignificant. One 

reason for their poor performance May be the èrude nature of 



• 

1 

• 

139 

the data. 'In fact, it is only in recent years that the 

central bank has started publishing data on output, and 

there is reason to believe that the data are rather crude. 

Another important reason for the poor performance of real 

output is the relative insensitivity of the traditional sub­

sistence sector ta m6netary changes. There was no way of 

using output dat~ excluding the subsistence sector. There­

fore, the real output variable was dropped from the rest of 

the analysis presented in this chapter. 

4.3 

The final 1ist of equations is given below: 3 

Ap Ip t = J..o + 

AP Ip t = r/..o+ 

0(1 ~M/M t + 0(2 

0( l Ô M/M t + a{ 2 

~PMI/PMI t 

APM2/PM2 t 

+ 0(3 AW/W t-l 

+ "'3 Il w/W l t-

where l p/p 

lM/M 

= percentage change in the Consumer Priee Index 

= percent oh ange in money supply. Bath defini-

tions of money supp1y were used. 

APMl/PM1= percentage change in ~he import price ïndex 

of food and drink, intermediate goods, and 

investment goods. 

" Il PM2/PM2= percentage change in the import priee index 

of intermediate and investment goods. 

/iPMJ/PM
J
:! percentage change in the import priee index 

of intermediate goods. 

J. AlI the data are taken from the Annual Reports of the 
Central Bank of Ceylen. 

t .. 
, -

, ~ d 
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Aw/W = percentage change in the average minimum 

wage rate index. 

,-
The results of the statistical analysis are presented 

in Tables 3 and 4. The money supply variable does weIl in aIl 

the equations. Both Ml and M2 are signific~nt at the 5 per-~ 

cent level and explain abo~t 40 percent of the variation in 

the Consumer Price Index. The performance of the import 

price variable is somewhat mixed. When PMI is used, it is 

significant only at the 10 percent level. Perhaps the low 

statistical significance of this variable is due to the exis-

tence of price controls and consumer subsidies. PM2 is also 

significant only at the 10 percent level mainly~due to the 

erratic behaviour of the import price index of investment 

goods. It is only when PM) is used that the import price 

variable becomes significant at the l perce"nt level. The 

wage variabl}, is marginally significant at the 10 percent 

level. In view of the fact that the trade union movement is 

not so developed in Ceylon as in Many western countries, we 

are inclined to believe that the wage-push element in infla­

tion has been relatively minore 

Table 5 gives the breakdown of the Consumer Price ~ 

Index by commodity groups. Sorne items have moved up faster 

than others. The smallest increase has taken place in the 

category of rents. In fact rents remained constant until 

1968 mainly due to the enforcement of rent controls. There-

fore, rents were omitted from the rest of the analysis. 

Clothing has shown the greatest increase (58%), followed by 
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TABLE 3 

AGGREGATE PRICE EQUATIONS, 1959 - 1971 

Equation Constant (. AM1IM1) t ( ~PM1/PM1) t ( ÂPM2/PM2)t ( ÂPM3/PM3) t ( 4W/W) t-1 
Humber Terrn 

4.1 10.7891 0.402** 
(0.173) 

4.2 Il.6232 0.330** 0.405* 0.369* 
(0.138) (0.203) (0.185) 

4.3 10.8924 0.405** 0.336* 0.370* 
(0.180) (0.169) / (0.186) ---4.4 10.8648 .0.40,** 0.640*** 0.329* 
(0.180) (0.178) (0.168) 

*** = Significant at the 1 percent ~evel 
** = Significant at the 5 percen~ 
* = Signif1cant at the 10 peret 1eve1 
-2 ' R = Coefficient of determinat on adjusted for degrees of freedom 
D.W. = Durb1n-Watson Stat1st1c 

Standard errors are given w1th1n brackets 
.. ' 

• 

-2 R 

0.3915 

0.4828 
\ 

0.5110 

0.6792 

7 

D. W. 

2.56 

2.49 

2.46 

2.68 

1 

! 

/ 

1-' 
i="­
f-' 
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TABLE 4 
" 

AGGREGATE PRIeE EQ~IO;S, ;959 - 1971 

Equation Constant (AM2IM2 )t (ÂPM1!PM1 )t (APM2!PM2)t (APM3!PM3)t (Aw!W)t_l 
Hum ber Terrn -

'- . '" ~ 
è 
:z~ 

~,~ 

" 
'-, 
" 

;-

'.,. 
: ~ ....... 
~:-: 
~~ 
i~:" ~ , 
::; 
~~ ~ .. 
~~k 
'l..,. ~ 

~~':. 
, ~ i 
~~~'t~l 
~t~~,~ .. ï 
tJ.-~""'"..!._ _ 

4.1 12.3472 

4.2 10.8914 

4.3 9.7225 

kt.kt 12.""627 

0.42~** 
(0.185) a 
0.421** 0.370* 0.301* 

(0.186) (0.186) (0.151) 

0.405** o~· 0.30~* 
(O~.189) (o •• 85) (0.15 ) 

0 .• 419** 0.622*** 0.301* 
(0.173) (0.211) (0.154) 

, 

See footnotes at the· bottom of Table 3 

....,.. 

/ .' 

-2 
R 

0.4117 

0.4725 

0.4729 

0.6924 

D. w. 

2.68 

'2 ... 46 

2.50 

2.77 

1-' 
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, . TABLE 5 \ 

THE CONSUMER PRICE INDEX (1952 = 100) 

Fuel and , Misce1- All 
Year .EQQS! . C10thing Light Rent laneous Items 

" 

1959 104.7 92.1 102.4 101.5 115.3 105.2 

1960 
, 100.8, 95.1 102.7 101.5 117.5 103 •.. 5 

1961 100.8 103.9 104.4 101.5 122.8 104.8 

1962 100.9 10$.2 105.6 101.5 124.9 106.3 

1963 103.0 11$.2 103.0 101.5 126.6 10$.8 

1964 106.4 127.2 103.2 101.5 129.3 112.2 

1965 107.3 126.$ 100.7 101.5 128.3 112.5 

1966 109.1 . 117.0 95.9 101.5 127.3 112.3 

1967 112.7 116.7 96.5 101.5 128.9 114.8 

196$ 121.2 J120.1 10).2 101.5 133.6 121.5 

1969 127.9 1)0.9 124.9 108.4 147.1 130.5 

1970 136.6 137.3 136.1 109.8 153.2 138.2 
~ 

1971 139 .. 1 145.0 140.8 109.8 159.$ 141.9 

, 

Source: Annua1 Report of the Central Bank of Ceylon (1971) 

., 
• ~1 

; 
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. 
fue,1 ahd light (39%) and miscellaneous products (38%).- Food 

has recordëd ~n increase of about 32%. 
o 

, To analyse the price behaviour of the above compo-

nents, we ran several regressions, using mo~ey supply, wage 

rates, and import priees as the inde'pendent variables. The 

results of the regression analysis are given in Tables 6 - 9 
" 

and May be summarised as follows. 
1 

Both ~l'and M2 are significant at the IO~perc8nt 

level. In other words, money supply had only a marginal im­

pact on food priees mainly because MOSt of the foodstuffs 

were imported durihg this periode The import priees of food-
. 

stuffs ar.e also signif$can~ only ~t the 10 percent level due 
~, . 

to subsidies ànd price controls. In fact, ~t might be men-
o 

tioned that the Most important food item, rice, has, been > 

~ 0 

subsidised throughout this periode Another item which wa's 

" -subsidfsed during the "early 1960's was sugar. Whilè Most of 

the important foodstuffs were imported, the Government h~s" 

also encouraged the domestic manufacture of sorne food products -
.... " "'r 

oils and fats, bread and bakery products, sugar rQfining, 

confectionery, beverages and spirits" etc. A large prbportion 
" / 

of the materials and equipment needed for~these manufacturing 

,operations was imported (Table 10). This explairis why ~ , , 
, 

and PM3 are_ significant at the 10 percent and 5 percent level~ 

respectively. However, the·wage variable is not significant 



- " 

.. . ;. 
"-

" t~_/ 

./ , 

" -. ~. 

'" 

'\ TABLE 6 -, 
"<.r 

DISAGGREGATED PRIeE EQUATIONS - FOODSTUFFS (1959 - 71) 

Eruat1ôn Constant (AM1IM1)t (AM2IM2)t (ÂPF/PF)t (.c1P~/PM2)t (L\PM~/PM3)t (Aw/W) if' • umber Terrn . 

1- 27.3415 0.2810* ~36* 0.1157 0-3507 
(0.1406) (0.1170) (0.1093) 

2 25.8556 0.2934* 0.2517* 0.1032 0.4008 
(0.1470) (0.,1262) ( 0 .157-4) • -

• 
3 16.8932 0.31~6* 0.3628** 0.1568 0.5629 

(01115 4) (0.1504) (0.1729) 
" 

4 29.7354 .. 0.2755* 0.2714* 0".0816 0.3440 . (0.1382) (0.1359) (0.0934) 
, 5 31.0517 ~ 0.2784* 0.2704* 0.2550 0.4134 .. 

(0.1394 ) (0.1353) (0.5016) 

0.2716* 
'. 

0.2986** 6 _33.6848 1 0.2627 0.5526 
(0.1361) (°.1227) (0.4001) 

• 
ÂPF/PF = perc~ntage change in the import priee index of foodstuffs. 

~11 other symbols are given in the texte ~ 
See footnotes at the bottom of Table 3. 

D.W • 

0·79 

0.68 

1.05 

0.73 

0.80 

0.91 

1-' 
~ 
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at aIl. Perhaps, the reason for the lack of statistical 

significance of the wage variable is that most agrieultural 

aetivities are still eonducte.d as family enterprises without 

using mueh hired labour. 

Clothing 

This is a eategory which was subjeet to stringent 

impor~ restrictions during this period (Table 1). Therefore, 

one would not expect the import priee of clothing to have a 

signifieant effect'on domestic priees. This is eonfirmed by 

the regression analysis which shows that the import price 

index of elothing is not signifieant at aIl. While restric­

ting imports, the Government has tried to promote import­

~ubstitution by eatablishfng textile milla: Most of the 

materials and equipment needed for the textile mills were 

imported. This ia why PM2 and PM3 are signifieant at the 5 . 
~ percent level. The money supply variables - Ml and M2 

r also perform weIl and are significant at the 5 percent level. 

The wage rate variable is significant only at the 10 percent 

level. 

Fuel and Light 

Much of what was said regarding clothing also applies 

to ruel and light. This i8 another category which was subject 

to import restri~tion8. There has also been a strong drive 



• 
TABLE 7 

DISAGGREGATED PRICE EQUATIONS - CLOTHING (1959 - 1971) 
, 

Equation Constant (À M1 1M1 ) t (ÂM21M2) t (Apc/PC) t (APM2/PM2) t ( ŒM3/PM3) t ( Aw!W) t-1 
Number Term .. "," 

# , - 70.1882 0.3144** 0.6122 0.2200* 1 
(0.1330) (0.7234) (0.1102) 

2 69.23~ 0.3073** 
<0.1314) 

0.3737** 0.2jI6* 
(0.1544) (0.1161) 

3 71.8316 0.3148** 0.3406** 0.2028* 
(0.1404 ) (0.1440) (0.1015) 

4 ,. 58.5434 0.3827** 0.6017 0.2624* 
(0.1725) (0.9228) (0.1314) 

, 5 83.7076 0.3~30** 0.3648** 0.2428* 
(0.1 49) <0.1508) (0.1215) 

o 0.3572** 
y-

0.3827** 0.2116* 6 73.8192 
(0.1509) 

,. 
(0.1725) (0.1064) 

/). PC/PC = percentage change in the impqrt priee index of elo~ing. 

See footnotesat the bottom of Table 3. 

.. 

• 
-2 R D.W. 

0.2830 0.83 

0.3586 0.94 

0.5915 1.01 

0.2918 0.71 

0.J134 0.81 . 

0.6227 1.06 

" ,..----' 

~ 
~ 
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towards import substitution as can be seen by the establish­

ment of petroleum refineries and manufacturing plants for 

batteries and lighting equipment. It might also be mentioned 

that the price increase in the category of fuel and light has 

not been accurately reflected in the Consumer Price Index due 

to the omission of several important items. 4 According to 

the annual surveys of the central bank on prices not covered 

by the Consumer Priee Index, several items whieh shoulq nor-

mally be placed in the category of fuel and light have re-

corded~ubstantial price increases. For example, between 

1965 and 1971, the priee of eleetrical bulbs has increased 

by approximately 35%; the price of batteries has increased 

by about 20 percent; and the price of gasoline has go ne up 

by about 40 percent. 5 

Aeeording to our regression analysis, the money 

supply variable is significant at the 5 percent level. Im­

port priees of raw materials (PM
3 ) is significant at the l 

percent level, whereas the combined import price index of 

raw materials and investment goods (PM2 ) is significant at 

the 5 percent level. The wage variable is significant only 

at the 10 percent level. 

4. The only items included under this heading in the 
Consumer Price Index are kerosene oil and oil lamps. 

5. Annual Reports of the Central Bank of Ceylon, 
1965 - 1971, page 123 • 

~-
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E3uation Constant 
umber Term 

1 55.8954 

2 70.7124 

3 92.8335 

4 49.6417 

, 

TABLE 8 

DISAGGREGATED PRICE EQUATIONS - FUEL AND LIGRT ( 19;9 - 1971) 

(AM1IM1) t ( 6142IM2) t ( ApM2/PM 2 )t ( 4PM3/PM 3) t ( AW!W) t-1 
., 

0.4146** 0.4093** 0.2817* 
(0.1706) (0.1616) (0.1410) 

0.4073** 0.5234***- 0.2800* 
(0.1629) (0.1655) (0.1402) 

0.5278** 0.4128** 0.2338* 
(0.2425) " (0.1709) ~ 

(0.1173) 

0.5019** 0.5166*** 0.2924* 
(0.2354) (0.1659) <0.1506) 

~' 

See footnotes at the bottom of Table 3 • 
.,.... 
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-2 R D. W. 

0.5020 0.60 

0.7104 0.88 

0.5134 0.90 

0.7084 1.01 
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Miseellaneous Products 

This is a vaguely defined eategory but its more 

important components are ceramic products, footwear, glass­

w~, tyres and tubes, radios and pharmaceutical products. 

Almost aIl these items are subject to tight import'restric-

tions. Once again, the priee i~crease in this category has 

been badly underestimated by the Consumer Priee Index. As 

mentioned in the Annual Report of the central rrank for 1970, 

sorne 'of the items mentioned above have come under priee 

control. Consequently, their black market priees have gone 

up very rapidly. For exarnple, according to the annual sur­

veys of the central bank, between 1965 and 1970, the priee 

of footwear has increased by 15% - 33%; drugs by about 20%; 

radios by 55% - 200%; and wristwatches by 100% - 200%.6 

Aceording to our statistical analysis, rnoney supply 

had a very significant influence on priees of miscellaneous 

products. Both Ml and M2 are significant at the l percent 

level. Import priees as rneasured by PM2 and PM3 are signi­

ficant at the 10 percent level and 5 percent levels. The 

wage variable is significant at the 10 percent level. 

'To examine further the importance of import restric­

tions in the inflationary process, we experimented with the 

volume of imports as an independent variable. In the aggre-
~ 

gate price equation, we used the ratio of imports of consumer 

6. Annual Reports of the Central Bank of Ceylon, 1965 -
1211, page 123. 

\ / 
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Equation Constant 
Number Term 

1 156.2914 

2 102.8270 

3 100.9171 

4 87.3419 

" 

1;<" 

• 
TABLE 9 

DISAGGREGATED PRICE EQUATIONS - MISCELLANEOUS COMMODITIES (1959-71) 

(1 M1IM1 ) t ( ÂM2IM2) t ( APM2 /PM 2 )t ( APM
3

/PM
3

) t ( ÂW/W) t-1 
-2 
R D. W. 

0.418~*** ~ 0.3719* 0.2173* 0.5629 0.88 ---(0.131 ) (0.1863) (0.1091) 

0.4056*** 0.4028** 0.2054* 0.6572 0.80 
(0.1332) (0.2015) (0.1028) 

. 

0.3926*** 0.3640*- o .20~5* 0.5021 .,. 1.40 
(0.1312) (0.1821) (0.1030) 

0.4016*** 0.4007** 0.1819* 0.6224 0.62 
(0.1410) (0.2003 ) (0.0911) 

See footnotes at the bottom of Table 3. .J 

t---J 
\J\ 
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TABLE 10 

IMPORTED RAW MATERIALS USED IN OOMESTIC INWSTRIES 

(1971) 

152 

(as a % of total raw materia1s used) 
1 

Food, ,beverages and tobacco 

Textiles, clothing, leather 

Wood products 

Paper products 

. 

Qhemicals, petroleum, coal 

Rubber and Plastic products 

Non-~allic products 

Basic Metal products 

Fabricated Metal products, transport 

equipment and machinery 
\ 

Manufactured products, N.E.S. 

TOTAL 

57.6 

59.7 

14.3 

75.2 

84.2 

\ 

66.0 

100.0 

~n.8 

78.5 

Source: Annual Report of the Central Bank of Ceylon (1971) 

\ 

\ 
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goods (excluding food) to GNP in real terms7 but it turned 

out to be insignifieant. 8 Much better resu1ts were obtained 

for the disaggregated priee equations. In the price equation 

for clothing,9 the ratio of imports of clothing to GNP in 

real terms (Il!Y) was significant at the 5 percent level . 
(Table Il). Similarly, the ratio of imports of petroleum 

and coal and electrieal products to GNP in real terrns (I2/y) 

was significant at the 5 percent level in the price equation 

for fuel and light. Irr the case of miscellaneous products, 

we were not quite sure of how to specify the imports variable. 

As a crude proxy, we used the ratio of imports of consumer 

goods excluding food, clothing, petroleum and coal, and 

electrical products, to GNP in real terms (I 3!Y). The 

variable was signifieant only at the 10 percent level. Per-

haps, the relatively po or performance of the imports variable 

in the miscel1aneous products equation May be due to mis­

specification of the~variable. 

7. Argy (5) also used the same variable in his price 
equations. 

8. ~p/p = - 15.8961 + 0.2674 AMI/MI + 0.06$1 IC/Y R2 = 0.4134 
(0.1044) (1.3625) 

Where le = imports of consumer goods other than food­
stuffs. There does not seem to be much multi-collin­
earity between AMl /M1 and IC/y (r = 0.26). 

9. AlI the data on the ~olume of imports for each category 
were obtained from the Customs Returns of Cey10n. The 
imports variable was not used in the food equation 
because, as mentioned earlier, Most foodstuffs are 
still imported • 

/ 
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"'" TABLE 11 

;'f' DISAGGREGATED PRICE EQUATIONS (1959 - 1971)" 

Equation (A M1IM1 ) t (ÂM2IM2) t (APM3/PM3) t (Aw!W) t-1 (I 1 /Y)t (I2/Y)t (I3/Y) t -2 R D.W. 

a) C10thing 

1 0.2853** 0.2059** 0.2021* -0.3629** 0.6526 0.87 
(0.1026) (0.0815) (0.1011) (0.1651) 

2 0.3081** 0.2080** 0.1778* -0.3724** 0.7172 1.08 
(0.1400) (0.0911) (0.0840) (0.1516) 

b) Fuel and Light 

3 0.4016** 0.5134*** 0.2017* -0.6228** 0.7812 0.96 
(0.1609) (0.1682) (0.1009) (0.2801) 

4 '0.3527** - 0.5015*** 0.1829* -0.602~** 0.7883 1.21 
(0.1614) (0.1722) (0.09151 (0.281 ) 

i c) Miscellaneous Products 

5 0.4356*** 0.3829** 0.2256* -0.4617* 6.6827 1.55 
• (0.1327) (0.1614) (0.1129) (0.2309) • 
6 0.5138*** 0.3398** 0.2381* 

(0.1416) (0.1514) (0.1192) 
-0.5283* 0;6610 
(0.2643) 

1.43 

See footnotes at th~bottom of Table 3. 

~ 

~ 
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Conclusions 

The analysis presented in this chapter suffers 

from several weaknesses. Firs~ and foremost, it is impor­

tant to point out the data limitations. As mentioned in 

the text, the Consumer Price Index has some serious limita­

tions. The data on some of the independent variables such 

as wage rates are also very erude. A second limitation lies 

in the use of annual data. Perhaps, a study based on quarterly 

data may come out with different results. Tqirdly, the com­

modity groups covered by the Consumer Price Index are too 

broad to warrant strong conclusions about their price be­

haviour. Finally, we may have left out other important 

variables affecting prices in Ceylon. 

Subject to the above limitations, our study points 

to the following tentative conclu3ions. First, the monetary 

element in the Ceylonese inflation seems to have been quite 

strong. Regardless of how it is defined, money supply has 

exerted a significant influence on the general price level. 

Second, the influence of monetary expansion on the components 

of the Consumer Price Index seems to depend on the degree of 

import restrictions. Commodities which were subject to tight 

import restrictions also appear to have been the most sus­

ceptible to inereases in the money supply. This must be the 

reason why the priees of aIl commodity groups except food 

have been quite responsive to changea in money supply. Third, 

our study suggests that importa have influenced priees in two 
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\~aYs. The direct affect of a reduction in the volume of 

\tmports has been inflationary at least for sorne components 
t 

of the Consumer Price Index. The other effect is that, due 

to the country's heavy dependence on impo~ed industrial in­

puts, the prices of imported materials and to a lesser extent, 
\ 

the'prides of imported capit~l equipment have become im~or-

tant sources of inflation. Finally, our study has nothing 

definite to say about the influence of wages on inflation. 

It is very likely that the poor performance of the wage 

variable was due to the lack of a strong trade union move­

ment in Ceylon. However, the data on wages are t90 crude to 

warrant any strong conclusions about the presence or abse,nce 

of a wage-push element in the Ceylonese inflation • 

• 
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CHAPTER SIX 

DEVELOPMENTS IN THE BALANCE OF TRADE (1959 - 1971) 

This ch~pter dea1s with the balance of payments 

situation in Gey10n during the period, 1959 - 1971. As a 

very large proportion of capital f10ws during this period 

157 

\ consisted of foreign aid (Table 1), the present discussion· 

ia confined to the balance of trade only. 

The hypothesis tested here ia that the deficit in" 

the balance of trade has increased due to an e~pansion in 

domestic demand or nominal income. This hypothesis involves 

an examination of two sub-hypotheses. First, the increase 

in the domestic priee level has had an adverse effect on the 

foreign demand for Ceylonese exports. Second, the increase 
Q 

in real income or output has led to an increase in the demand 

for those imports which' are not subject to tight restrictions. l 

As mentioned in chapter one, Ceylon has experienced 

a continuous ,increase in her trade deficit in the 1960's and 

1970's. Except for 1965, the balance of trade was a1ways in 

1. Another hypothesis is that the increase in domestic de­
mand has reduced the avai1ability of commodities for 
export. See, for examp1e, BalI (11) for a test of this _ 
hypothesis for Britain. In this chapter we have not 
ex~mined this hypothesis because we fee1 it is not very 
important. According to pub1ished statistics, the 
domestic consumption of rUbber in 1971 was on1y 3 per­
cent of total production. For tea, domestic consumption 
was about 4 percent of-total production. No figures are 
avai1ab1e to show the trends in domestic consumption for 
these and other export goods. But we'feel that the in­
crease in domestic consumption bas been minore 
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TABLE 1 4 

, . 
FOREIGN LOANS ,filiD GRANTS (1959 - 1971) * 

r Jas a percentage .of' total net capital flbwS-} .,.,: 
~ . 

1959 86 

1960 84 

1961 82 

19,62 90 -
'u J 

1963 1 , 94 
"'. 

1964 97 
-....... ---~ 

~ " 
1965 99 "'S... , . "'-, 

." . 

'1966 " 98 . . 
'1967 80 

, , . 
1968" ; 98 

1969' : , ' ~ 72 

-1970 ' .; ... 
89. c, 

'J , 

, . 
1971 90- ~ 

'-
" 

* include loans and grants trom fGreign countries and 
international agencies but exclude . privàté capital 
f1ows. The main items in .the 'category o:(·.1.o~s ,and gl'lants 
are project aid, commodi~1 aiG, grants and'short-te~ 
credits. l ~ 

-. ' 

" Source: Annual Reports of the Central Bank of Ceylon 
'. " 

(1970 - 71) 

/ 
, ; 

• 
. 

'~ 
, ' 

. 

. , 
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deficit. As a direct consequence of the entorcement of 

stringent restrictions, imports of many 'commodities wère 

reduced drastically. However, the failure of exports to 

expand suf~iciently resulted in recurring d~ficits in the 

balance of trade. 

Exports 

Ceylon's exports are mainly primary products - tea, 

rubber, and coconut. Of these, tea is by far the Most im­

portant, accounting ~or abo~t 75 percent of total export 

earnings. Rubber cornes second, with approximately 12 per­

cent. 'The rest consists of coconut2 (about 6 ~cent) and 

sorne minera13 an~industrial products. 4 

The most striking feature of Ceylon's exports in 
/ 

the 1960
'
s and 1970's is the marked decline in the export 

pr~ces of tea and rubber. ~he export price' of tea, for ex­

ample, "declined by about 40 percent between 1959 and 1971 

(Table 2). The volume of tea exports,· of course, was subject 

to considerable fluctuations. 
" "-

The decline in eXport earnings 
\. 

from tea is clearly reflected in British imports of Cey10nese 

2. The three important coconut products are copra, dessi­
cated coconut and coconut oil. 

J. These are mainly graphite, ilmenite and naptha • 

4. These indus trial products consist of jewellery, shirts 
and footwear. 
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tea (Table 3). During the period, 1959 - 1971, Britain was 

the principal buyer of Cey10nese tea, accounting for about 

40 to 45 percent of total tea exports. Both the price and 

the volume of tea exported to Britain from Ceylon have re­

corded a sharp decline. 

To explain the de cline in tea exports, one has to 

look at the factors inf1uencing the foreign demand for tea. 5 

The supply side of the tea market is'not considered here 
~ 

primarily because domestic production has remained relatively 

constant (Tabie 4). Three factors seem to influence the 

foreign demand for tea: 

1. Income of the importing countries. 

2. ,The price of tea relative to the priees of its close 

substitutes. 

3. Competition from other tea exporting countries. 

The inclusion of an income variable is self-explana­

tory. An increase in income is expected to raise the demand 

for tea. Conversely, an increase in the price of tea rela­

tive to the prices of its close substitutes is likely to 

reduce the demand for tea. In this study, coffee is treated 
{ 

as a close substitute for tea. Finally, competition from 

. other tea producing countries is a factor reducing th~ de­

mand for Ceylonese tea. Two countries were selected as 

being in competition with Ceylon for the worTd tea market • 

5. In doing this study, we have been heavily i~luenced by 
BaIl (12) and Houthakker (49). 
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.' TABLE 2 

CEYLON~SE TEA EXPORTS (1967 = 100) 

Price Volume 

1959 122 80 

1960 120 86 

1961 117 90 

1962 114 95 

1963 .1 112 96 

1964 ~ 10) 95 

1965 102 92 . , ',1 

1966 101 90 

1967 100 100 

1968 108 96 
" 

1969 105 90 
Il 

1970 . 96 73 

1971...; 
r 

g8 1" . '"'-. 70 

Source: Ann~a1 Reports of the Central Bank of Ceylon 

(1970 - 71) 

1 • 

" 

•• 
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• TABLE 3 
~ 

BRITISH IMPORTS OF CEYLONESE TEA 

Voh.une London auçtion Erice Eer lb. 

(in millions of lbs.) Sh d 
- '1 _, 

1959 158 5 1.21 

1960 152 5 1.20 

- , 1961 163 4 7.81 

1962 159 4 7.93 

1963 151 4 4.33 

1964 143 4 5.89 

1965 125 4 3.15 ? 

1966 108 4 2.88 

1967 105 4 1.$4 

196$ 102 4 1.30 

1969 S$ 4 0.51 

1970 . 96 4 0.23 

1971 S4 4 0.02 

( 

Source: Bulletins of the Lon~on Tea Brokers' Association 

(1960 - 71), 

t,..-

.~' 
... 

, -
• ~. r ... 
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• TABLE 4 

PRO œCTION OF Tf A 
~ 

\, 

(in millions of lbs) 

1959 1 448 

1960 435 
.-

1961 455 

1962 0 467 

1963 485 

1964 482 

1965 485 

'" 1966 49fJ 

1967 487 

1968 466 

1969 

~ 1970 4 .. 

1971 . 460 
., 

'-

Source: Annual Reports of the -Central Bank o~ Ceylon 
1 

(1965 - 71) 

\. 

• 
. 

r t 

, . 
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\ -. 
One is India. The other is Afriea. The leading tea pro­

dueers in Afriea are Kenya, Uganda and Tanzania. 6 

Taking the above factors into aeeount, we ean 

write the estimating equations as follows: 

1. XTC = c(o + Dll YF + rA.2 PT/PC + rJ.. 3 PTC /PTI 

2. XTC = cAo + ~l YF + ~2 PT/PC + rJ..4 PTC/PTA 

XTC 0\0 PT/PC + ~5 PTC/PTO 
Il 

3. = + o{l YF + 0(.2 

where XTC = an index of the volume of tea exports 
from Ceylon 

'\, 
\ 

YF = 

PT/PC = 

PTC/PTI = 

PTC/PTA = 

PTC/PTO = 

real ineome of the importing country 

ratio of the priee of tea to the priee of 
eoffee 

ratio of the priee of Ceylonese tea to the 
priee of Indian tea 

ratio of the priee of Ceylonese tea to ,,,,.. 
priee of African tea 

ratio of the priee of Ceylonese tea to a 
weighted average7 of the priees of tea 
from India and Afriea. ' 

As the data on the above variables are searee, it 
l- • 

is not possible to do a complete analysis of Ceylonese tea 

6. The proportions of British imports of tea from these 
eountries were as follow~ ~ t 

l221 f~1970 
(as ,a pere tage of total British imports) 

India 36 / 42 
Afriea 22 )0 

Source: Bulletin of the ondon Tea Brokers' Association 
( 1970) 

7~ The weights used are the shares of,the countri~s men~ 
tioned earlier ih total British imports of tea. 
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exports to aIl the countries. Instead, what is attempted 

here is an analysis of British imports of Ceylonese tea~ 

Theref?re, YF refers to British GNP in real terms. PTC, 

PTI and PTA refer to London auction prices of tea from Cey­

Ion, India and Africa respectively. No data are available 

on London prices of coffee •. As a rough estimate, we have 

used the prices of Nestle's coffee sold in Britain. On the 

surface, it appears that there could be multi-collinearity 

among the relative price variables because PT which is the 

London price of tea from aIl sources' also includes PTC, PTI 

and PTA. However, our results indicate that multi-collinear- . 

ity is not a serious problem. 

The sources of data are the following: 

IF = l.M.F., International Financial Statisticè. (1963 - 71) 

XTC, PTA, PTI, PTC = Annual Bulletins of the London Tea 

• Broke~s' Association (1960 - 71) 

PC = Annual Reports of Nestle's (Britain) 

Table 5 gives the results of our statistical analy­

sis based on annual data. Although the ~2 is not very high, . 
aIl the regression coefficients'are statistically significant 

and have the expected signs. What interests us MOSt is the 
~> 

degree of competition from ?ther te~ producing countries, as 

reflected in their export prices. According to our analysis, 

Ceylonese tea faced stiff,competition from Indian and Afri­

can tea during the period of this study. The substitution 
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TABL.E 5 

BRITISH IMPORTS OF CEYLONESE TEA (1959 - 1971) 

Equation "Constant YF Number Term PT/PC PTC/PTI PTC/PTA PTC/PTO 

1 - 28.1481 , 0.5419***-à.1873** - 0.2464** 
(0.1825) 10.0704) (0.1015) 

2 - 20.1538 0.5236***-0.1678** 
(0.0739) (0.0714) 

- 0.3235** 
(0.124g) 

3 24.1637 0.4617***-0.1629** - 0.2973** 
(0.1655) (0.0713) .(0.1126) 

,.... .. 
*.** = slgniricant at the l percent level 

** = significant at the 5 percent 1eve1 . 
Jr2 = coefficient of determination adjusted for degr~es of freedom 

D.W. = Duroin-Watson statistic 

-.... 

.. 

R2 

0.51 

0.53 

0.50 

c· 

• 

D.W. 

1.27 

0.99 

1.64 

1-' a-. a-. 
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of eoffee for tea was also a significant factor redueing the 

demand for tea. 

We might also compare our findings with those of 

previous writers. Of the studies listed in Table 6, da 

Costa's (25) is the simplest. To analyse British imports of 

Indian tea, he fitted a regression equation with only two 

independent variables - real income in Britain and the export 

price of Indian tea. The export price variable does not re­

fer to the price of Indian tea shipped to Britain. It is 

simply the average price of Indian tea exported to aIl the 

countries. da Costa found both independent variablep to be 

signifi cant at the l percent level. The main weakness of his 

analysis is the omission of several important,variables. 

Specifically, his export demand equation does not contain 

variables representing the substitution of coffee for tea and 

the compet,ition from other tea producing countries. The sarne 

comment also applies'to Cohen's work (24). Cohen assumed in­

come elasticities for Indian and Ceylonese tea to be the sarne 

and completely ignored the substitution of eoffee for tea. 

In Dutta's study (29), three relative price variables 

appear in the regression analysis: 

1. Tea pric~ in India divided by tea priee in U.K. 

2. Tea priee in India divided by tea'priee in Ceylon 

3. Tea priee in London divided by eoffee priee in New York. 
... 

Dutta used the first relative price variable to measure the 

competition from other tea produeing countries. But he erred 
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de Costa 
(1953-62) 

Dutta 
(1951-60) 

Peera" 
(1951-60) 

Cohen 
(1952-62) 

" 
TABLE 6 .. 

SUMMARY OF PREVIOUS STUDIES ON BRITISH IMPORTS OF INDIAN TEA 

(based on annual data) 

PTI YF PTI/PTUK PTI/PTC PT/PC T 

-0.22*** 0.53*** 
(0.03) (0.04) 

0:0035 -0.0038 -0.0096 -0.0026 -0.0664** 
(0.0026) (0.0090) (O. 00~3) (0.0016) (0.0281) 

0.003 -0.01*** -0.003*** 0.07*** 
(1.42) (2.10) (1.96) (2.57) 

-1.057 * 
(0.550) 

.., 

NOTES 

Jt2 

0.73 

0.69 

0.43 

0.56 

In Cohen's study, the dependent variable is the ratio of the volume 
of British imports of Indian tea ta the volume of British imports of Ceylonese 
tea. In the other studies, the dependent variable is the volume of British' 
importé of tea from India. 
PTI/PTUK = Price of tea in India divided by the price of tea in U.K. 
T = Time trend. .... 
AlI other symbols are explained in the texte 
In aIl the equations except Peera's, standard errors are given within 
brackets. In Peera's equat1on, t-ratios appear with1n brackets. 

* = significant at the 10 percent level. 

** = significant at the 5 percent level. 

*** = significant at the 1 percent level. 

• 

~ 
~ 
~ 
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by eomparing tea priees in two different eountries. What he 

should have done is to compare the London priee of Indian tea 

with the London priees of tea from other countries. The same 

comment a1so applies to the othar two priee variables beeause 

they refer to priees in different eountries. The misspeei­

fication.of the relative priee variables May be one reason for 
, 

their poor performance. Another reason, as mentioned by Peera 

(101) is the presence of multi-collinearity~ This can be seen 

from Peera's equation which was fitted to the same data used 
/ 

by Dutta. The priee variables now become significant at the 

l percent level. Finally, both Dutta and Peera found that 

the real income variable was not significant in the export 

demand equation. This also appears to be due to multi-col­
~ 

1inearity beeause the income and time trend variables are 

highly correlated (r = 0.96). 

To conclude, we feel that our work is a significant 

improvement on the previous studies for the following reasqns. 

First, we have selected a fairly complete list of the impor­

tant variables influencing the demand for tea exports. Second, 

our data also appear to be superior to those used by previous 

researchers. This can best be seen from our priee data. 9 
f 

Finally, aIl the regression coefficients in our equations are 

statistically significant. 

8. This point is mentioned in Peera's article. 

9. With the possible exception Qf coffee priees • 
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b) Rubber 

Like tea, rubber also experienced a sharp decline 

in price throughout the 1960's (Table 7). Between 1959 and 

1967, the ex port price of rubber declined by more than 50 

percent. The volume of exports also declined during Most of 

these years. 

A major diffi~ulty encountered in doing a statisti­

cal analysis of rubber exports is the almost complete lack of 

data On the People's Republic of China which is the principal 
,7 

buyer of Ceylonese rubber. Since 1964 the People's Republic 
• 1 

has been buying about 45 to 50 percent of total rubber ex-

ports from Ceylon. 

Due to the data problems, our analysis of foreign 

demand for Ceylonese rubber is restr~eted to two eountries -

the United States and Britain. Roughly 30 to 35 percent ~f 

Ceylon's rubber has been exported to these two countries. 

The following regression equation was fitted to 

British and United States data: 

4. XRC = 0(.0 + 0(1 QR + 0(2 PN/PS + 0(3' PNC/PNO 

where XRC = volume of shipments of natural rubber from ' 
Ceylon to Britain (United States) 

QR =. Index of indus trial production of rubber goods 
in Britain (United States) 

PN = London (New York) priee of natural rubber from 
aIl countries 

" PS = British (United States) priee of synthetic 
rubber 

PNC = Lo~don (New York) priee of natural rubber from 
Ceylon 

, . 



• TABLE 7 

CEYLONESE RUBBER EXPORTS (1967 = 100) 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

\ .. '" 
~--~ ...• . ... ~ l' :J ~ce 

'" • 
15i'\ ...... ~ 

'"' 149 '~ 

136 

135 

127 

119 

118 

116 

100 

104 

101 

128 
• 0 

117 

Volume 

71 

70 

68, 

77 

72 

70 

73 

78 

100 

113 

108 

107 

122 

o 171 

Source: Annual Reports of the Central Bank of Cey10n 

(1970 - 71) 

1 

, 
o 



• 

t 

. 
" " ' 

~, . , 
't ' 

" . 

, 
~ 

" ,r ... 
'1 

~ .• ,' 
/' " . 

\ 
172 

PNO ~ London (New York) price of natural rubber from 
,_ othe'r countries •. 

. 
QR appears in the above equation b~cause of the 

direèt link between the manufacture of rubber goods and the 

demand for rubber. An increase in the production of rubber 

goods is expeàted·to raise the demand for natural rubber, - ~, 

other things rèmainiàg constant. Two relative price variables 
c 

are included. PN/PS measures the competition between natural' 

and synthetic rubber. PNC/PNO measures the competition be­

tween Ceylonese producers and foreign producers of natural 

rubber". Two countries are treated as being in competitiop 

with Ceylon for the world rubber market - Indonesia and 
'" . (~ 

Malaysia. Both these countries are leading producers of 

natural rubber. As much as'60 percent of Malaysian and 45 

percent of have come from exports~ 

of çatural 

The sources of data are given below: 
~ 

XRC ~ICustoms Returns of Ceylon) 

QR ~ J .~. F ., International Financial Statisti cs 

'~NO'~ United N~tions, Ruboer Statistical Bulletin 

, 
10. The volume of rubbeF exports··from these countries for 

1966 and '1968 was as follows: 

4> (in 'millions of lbs.) 
" ... 

Malays:ta .... 983 . 1090 
~. 

'f -J.n.dones1a 704 740 
" 

Worl..d TQtal 2398 2595 " . .. -" .. ... Source: Rubber~Stati8tical 'Bulatin ~ 

{T 

"li 
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PN = United Nations, Rubber Statistieal Bulletin.' 
, 

PNC = United Nations, Rubber Statistieal Bulletin. 

PS = United States, Survey of Current Business. 

No data are available on priees of synthetie rubber 

in Britain. As a crude approximation, we have used the 

'Ùni ted States list pri ce of general purpose synthetie rubber, 

expressed in British currency. 

The statistical evidence based on annual data is 

summarised in Tables 8 and 9. In each of the equa~ions 

appearing in these tables, PNO has a different meaning. In 

equations (1) and (2), PNO refers to the priee of Malaysian 

and ~ndonesian rubber respectively. In equation (3), PNO 

refers to a weighted average of the priees, of natural rubber 

from Malaysia and Indonesia. The weights used are the pro­

portions of rubber imported from e~eh of those countries to 

total imp~rts of natural rubber to g(itain (United States). 

QR is significant in aIl the equations. PN/PS is 

also highly"significant. But PNC/PNO is not signifieant at . 
"lill. 'One reason for the poor performance of PNC/PNO may be' 

multi-collinearity with PN/PS. After aIl, PN includes PNC 
• 

and PNO. To check on multi-collinearity, we ran the same 

equations a second time, omitting PN/PS. However, pNC/PNO 

ia still not significant (Tables 10 and Il). Moreover, the 
(f. ~ , "" 

n2 of eaeh of the new equdtions ia much lower than the ~2 of 

the previous equat"i°is • 

To sum up, two factors appear to be significant in 
CT 

, 
1 • 

... 
.. " . 
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TABLE 8 ~ 

/ 
J' BRITISH IMPORTS OF CEYLONESE RUBBER (1959 - 1971) .. 

Equation - Con~ta.nt 
PN!PS PNC!PNO T{2 Number Term QR D.W. 

1 -18.1507 ' 0.2814*** -0.5618*"(** -0.1233 0.74 1.38 
(0.0762) (0.1227) (0.7846) 

, 
0.2712*** -0.5534*** 2 -23.6221 -0.0644 0.74 1.40 

(0.O900} (0.1683) (0.1628) 

3· -14.2893 '\ 0.2778*** -0.5267*** -0.1529 0.72 1.412 
(0.0815) (0.1064) (0.5382) 

~ 

For notes on PNC/PNO, see the texte 

** = s~gnificant at ~he 5 percent level ;;c 
(\ 

*** = significant at the 1 percent level /' 

lt2 = coefficient of determination adjusted for degrees of freedom 
.' 
" D.W. = Durbin-Watson statistic 

~ . 
Standard errors are given within brackets • 

~ 
\ 
\ 

1 

,. e. 

~ 

4 
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• 

...... 
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". TABLE 9 

U.S. IMPORTS OF CEYLONESE RUBBÉR (1959 - 1971) 

. 
Î 

E~uation . Constant 
~2 umber Term QR PN/PS PNC/PNO 

l 4.8925 0.4623** 
(0.2241) 

-0.6557*** 
(0'1-2052 ) 

0.2878 
(0.7359) 

0.5912 

"" 
2 3.5773 0.4872** 0.6389*** 0.1615 0.6324 

-- (o. ?305) (0.2124) (0.5286) 

3 8.4186 0.4675** 0.6458*** 0.0028 0.6028 
(0.2034) (0.2125) (0.3446) . ~ 

J#t 

See~otnotes st tht bot tom of Table g u 
- Î 

\. 

-' . 

. -" . 
~ . 

.. ,. 

.. (, 
! 

1 • , 
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~ 

1 
1 

.. 

D.W. 

1.52 

1.78 

1.92 ' 

[ 
~ 

"-

ç 

.' 

1-' 
-....J 
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TABLE 10 

BRITISH IMPORTS OF CEYLONESE RUBBER 

Equation Constant 
: Number Terrn QR PNC/PNO 

0" 

0.3952*** 1 -~. 5691 -0.1353 
(0.1136) (0.7618) 

2 -2EL 7235 0.4586*** -0.0895 
(0.1037) (0.6456) 

3' -15.6444 0.4091*** -0.0938 
(0.1136) (0.5516) 

See footnotes at the bottom of Table g 

/ 
" 

'è 
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(1959 - 1971) 

l{2 

0.4581 

0.4134 

0.4068 

,\ .. 
",.;:'-' 

D.W. 

1.38 

1.41 

1.52 

r!'J~' ~:;. r.. ~ t"-.A40tf, 

. ,," ,,,1. 
, ~ -~r 

! 

/ 

/ 
,1 

. \ \.. 

, . 

~ ~ r ~ 

..• "_...!LL-. ,,':'v_ .... ~~:~ 
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• • TABLE Il 
, .. 

, 
u.s. IMPORTS OF CEYLONESE RUBBER (1959 - 1971) 

/ . ... 
Equation Constant 0 

'R2 Number ' Term QR - PNC/PNO D.W. 

1 5.1480' 0.3627** -0.0087 0.4132 0.92 
(0.1\780) (0'.1614) .. 
0.3435** 0.4280 1.56 2 17.9279 -0.2119 

(0.1639) (0.5856) 
" 

/ 

'\ 

0.4130** 3 "'- 10.3263 
(0.2016) 

-0.3754 0.4054 1"l73 
(0.6229) 

'See footn'i'tes at the bottom of Table 8 
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the foreign demand for Ceylonese rubber. The first is the 

manufacture of rubber goods in the importing countries. The 

second is the competition from synthetic rubber. Competition 

from other natural rubber producing countries has not been an 

important factor in the decline of Ceylonese rubber exports. 

Our findings are similar to those of Swan (113). He found 

only two factors as being significant in the export 'demand 

for natural rubber - the production of rubber goqds in the 

importing countries and the substitution of synthetie for 

natural rubber. But he did not find.the competition among 

natural rubber produeing countr~es to be a significant· factor. 

It may be argued that competition among natUnBl rubber pro-

ducing countriBs was not important because of the enforcement . 
of international priee ~greements. 

during the period under examination. 

producing countries had discussions 

But this was not the case , 

Although nat~al rubber 

with a view tO,~hieVing 
closer integration among the rubber markets of South East A~ia, 

no priee agreement was reaehe-éi during this time. 

c) Coconut and Mînor Export Products 

It would be interesting to examine the foreign d~­

mand for coeonut and minor export products in order to com­

plete our artalysis of Ceylonese exports. However, data on 
, 

these produets are extremely searee ta permit Bueh an analy-

sis. . 
'. --1 - , 

--' 
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Imports 

During the period 1959 - 1971, most-of Ceylon's 

imports were subject to tight restrictions. Restrictions 

were particularly tight in the category of consumer goods. 

The only items in this category which were exempted from 

impdrt restrictions were basic foodstuffs. In the categories 

of intermediate and investment goods, restrictions were some-

what Ioose and were aboli shed in 196e. Owing to the enfOrce­

ment of import restrictions, it would be highly misleading to 

fit demand equations for aIl imports or even for the three 

broad categories mentioned above. As an alternative solution, 

we have tried to analyse the demand for particular commodities 

which were not subject to import restrictions. The imports 

selected for analysis are the following: 

1. Rice , 
2. Flour 

3. Dhal 

4. Fertilisers 

5. Agricul tural implements (excluding machine tools) 

6. Machinery and equipment 

7. Wire and cable J 

s. Textile yarn and thread 

The first three items are -,consumer goods. The r est can be 
, 

classified, as either inre~~diate or investment goods. 

Three factors a~~'important in the demand for imports: 
,1> 

1. Real in'come or outpU\t of the importing country 

\ 
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2. The ratio of the priees of imports to their domestic 

pri~es 

3. The priees of goods imported from country i relative to 

the priees of goods from its competitors. 

Due to data problems, it is not possible to consider 

the influence of aIl the above factors on Ceylon's demand for , 

imports. Most of the imported goods are not produeed domesti­

cally. This is partieularly true of intermediate and invest­

ment goods. E~en?1or those eommodities produeed domestically, 
\ 

their priees are not known. It is also not possible to obtain 

, information on the ratio of the priees of imports from one 

country to the priees of the same goods from other countries. 

Sorne commodities may be imported under tied foreign aid pro­

grammes. Unfortunately, published statistics on the volume 

and priees of goods imported under such arrangements are not 

available. 

Table 12 gives estimates of ineome elastieities of 

demand for various imports. For the three consumer goods, 

GNP in constant (1959) priees was used as-the relevant income 

variable. For fertilisers and agricultural implements, the 

, independent variable used was agricultural ~roduction. The 

index of manufaeturing production was used in the equation 

for ~mports of machinery and equipment. For textile yarn and 

thread, it was clothing production; finally, for wire and 

cable, it was the output of electrieal appliances. In all 

cases, the output variable was expressed in real terms by 
, 

deflating by the GNP priee deflator. Th~ dependant variable 
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TABLE 12 

. INCOME ELASTICI'rIES OF DEMAND FOR SELECTED IMPORTS 

(1959 - 1971) 
~I 

, 
; .. 0 (b~sed on annual data) 

Rice 

Flour 

Dhal 

Fertilisers 

Agricultural Implements 

Machinery and 'Equiprpent 

Wire and Cable 

Textile Yar» and Thread 

-
Incarne Elastictty3 

-.:-~~ 

0.29 

0.28 

0.31 

0.68 

0.72 

0.78 

0.69 

0.63 

"' 

' .... 
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is the volume of imports. Data on the volume of imports were 

obtained from the çustoms Returns of Ceylon. AlI other data 

are taken from the Annual Reports of the Central Bank of 
li -

/, 

Ceylon (1960 - 71). 

As is to be expected~ the income elasticities for 

the tbree food items are low and are in the neighbourhood of , 

0.30. For the other imports, the income elasticities are 

much higher, thus indicating Ceylon's heavy dependence on the 

outside world for these commodities. The highest elastieity 

is for machinery and equipment (O.78). 

Conclusions 

On the basis of our statistieal analysis, we reaeh 

the following conclusions. First, the increase in domestic 

priees has not exerted a significant impact on the volume of 
\ 

rubber exports. ll However, the international competitiveness 

of Ceylonese tea has deteriorated as a consequence of the 

rise in domestic priees. -Since t~a accounts for the bulk of 

Ceylon's exports, domestic inflation appears to have been a 
1 

retarding factor in Ceylon's exports. This conclusion, of 

course, ia baaed on our analysia of Ceylon's tea exports to 

Britain only. Regarding importa, our conclusions are less 

precise due ta data limitations. It ia not possible to make 

Il. This statement should be ~ccepted with some reservations 
because we have not analysed the export of rubber to the 
People's Republic of China. 

,( 
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any long-term forecasts on imports for the following reasons. 
\' . , 

Due to factors sueh as increasing urbaniza~and import 

substitution, the total volume of imports as, w~~he pro- ~ 
portions of various goods imported will change. Howev~; ~~,~/ 
taking only the next few years into consideration, one can 

safely predict that imports are likely to increase mainly due 

to the increased efforts of the Government to p~omote the 

growth of domestic industry. 

With imports expanding and most exports falling, the 

deficit in Ceylon's balance of trade is likely to increase at 

the prevailing exchange rate in the near future. The Govern­

ment has recognized the fact that the persistent deterioration 

in the balance of trade is partly due to an overvalued domes­

tic currency. This is why it devalued the rupee in 1967 and 

introduced a multiple ex change rate system (FEECS) in the 

following year. But the foreign exchange market is still not 

in equilibrium, as can be seen from the soaring black market 

priees of foreign exchange. In faqt, the recent l L 0 mission 

ta Ceylon commented on the foreign exchange situation as 

fallows: 

-, 

The present rate representing a surcharge of ~ 
55 percent (raising the official exchange 
rate from Rs. 5.95 per U.S.rdollar to Rs. 
9.12) is not enough, and its value as an 
incentive is falling because of the rising 
black-market rate . . •• this is curren-
tly at least Ra. 18 to the dollar. While 
the illegal market is very artificial, so 
that thia level may not be a true measure 
of what the rate, would be in a completely 
free market, a rate, of Rs. 9 must substan­
tially understate the rea~ co st of foreign 

l 
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exchange • • • • The FEECS surcharge might 
well be such that the resulting exchange 
rate was about double the basic rate, whicp 
would give about Rs. 12 té the dOllar. 12 , 

184 

12. Matching Employment Opportunities and Expectations: A 
proe;ramme of Action for Ceylon (International Lab'our 
Crf~ce, Geneva, 197r), page 203. 
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SUMMARY AND CONCLUSIONS , 

The main findings of our study May be summarised by 

reproducing sorne of the estimated equations of the model. 

Only the equation relating to the demand for money,l the 

supply of money and the price level are given in Table 1. 

The export and import demand equations which were discussed 

in considerable detail in chapter six are not reproduced here. 

We are primarily interested in the extent to which 

government borrowing from the banking system increases the 

money supply and the impact of monetary expansion on nominal 

~neome and the price level. Table 2 provides answers to 

these questions. According to the estimates given in Table 2, 1 a 1 percent increase in government borrowiJg from the banking 

system contributes to a 0.4 percent increasé in Ml' which in 

turn l~ads to a 0.3 percent increase in nominal income and a 

0.2% increasp in the Consumer Price Index. In oth 

whenever Ml increases by l.percènt, nominal income 

price level increase by 0.7 percent and 0.4 percent r 

ti vely. The magni tude of the impact of an increase in 
' . 

. simil~r to that of Ml. For a l percent increase in M2' 
'< 

1 

2 is 

nomi-

nal income and the.price level increase by 0.8 percent. and 

0.4 percent respectively. 
\ 

Thus, an increase in money supply, regardles~ of how 
~ 

i t ia defin.ed t has !3. defini t:e ~mpact on nominal incQllle and thEf', 
1 , "' ... ~ 

1. The de~and equations for Ml an~M2 are given here in, nominal 
terms and in first difference forme But the income elas­
ticities are roughly the same as tho~e reported in chapter 
four and both Gand BG are significant at the ~ percent 
level. " -

, , 

{" .... ' . -
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price lev~l. Exports and imports are also affected by the 

r increase in nominal income and the priee leveI. We have found 

mix~d evidence of the influence of domestic priees on the 

foreign demand for Ceylobese exports. Domestic priees appear 

to have exerted a significant influence on the fore'fgn demand 

for tea. But we could not find similar evidence of a domestic 

price effect [n the demand for rubber. The increase in domes-

tic demand has affected imports in two ways. First, it has 

increased the demand for consumer goods which are not subject 

to import restrictions. Our study finds that this was not a 

major factor increasipg the trade deficit partly beeause few 
, 

consumer good8 were exempted from import restrictions and 

partly because the exempted items were basic necessities 

having very low in~ome elasticities. The second way in which 

imports have increased is through the country's heavy depen­

dence on abroad for its supplies of investmènt goods and raw 

materials. Judging by the income elasticities, the second 

factor seems to have been the more dominant influence on the 
1 

increase in importa. 

The main conclusion which emerges from~ur analysis 
. 

is that the deficit in the balance of payments and inflation 

have been mainly due to the monetary expansion experienced 

during the period of ~udy. Of course, one should not over­

look ether factors which also May have contributed to these 
l '. 

problems. For example, one reason for the recurring balance 

of r'payments deficit has been the decline\in world demand for 
~ . 

Ceylonese exports. Similarly, factors such as the incrèase 

(,.. ) 

\ 
t~ 
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TABLE I 

SOME ESTIMA TES OF THE MODÉL 

AM1 = 101.8319 + 0.t!426 Il Gt \ -0.1036 Â Rt 
\ 

43. S6t!7 + .0.1453 /). Yt + 0.5346 A BGt , 

10.8648 + 0.405 (AMI/Ml) + 0.640 (~PM3/PMJ}t + 

0.329 (AW/W)t _ 1 

93.7435 + 0.8057 A Gt - 0.0124 !J. Rt 
, .. 

85.2946 + 0.1483 Â Yt + 0.532'6 ÂJ?Gt 

Ap/p= 12.4627 + 0.419 (bM2/M2>t + 0.622 (APM3/PMj>t + 

0.301 (AW/W)t _ 1 

"\' 
·The symbo1s are explained in previous chapters • 

) 

.' .. ~ "!" .. , ... 
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IMPACT -OF BUDGET DEFICITS 1tND, MONEY SUPPLY 

ON NOMINAL IMCOME AND THE. PRICE LEVEL 

.... Increase Increase Increase Increase. 
in in in in . 
Ml ' M2 Y P. 

.. 
(expressed in %) 

• Due -to a 1% in-
crease in G 0.4 0.2 O.) , 0.2 

~ Due to a 1% in-
èfease in l\ 0.7 0.4 

'\ l;)ue to a 1% in-
cr"ease in M2 0'.8 0.4 

) " 

. . 
• ... 

." 

" . •. , \ 

• 
, . 

., 
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in import priees of intermediat'e and investmen~ goods have 

exerted an important influence on the domestie priee level 

apd henee cannot be ignored in the analysis of inflation in 
t 

Ceylon. 

A major po~iey impliea~ion whieh emerges· from our 

study is that, sinee monetary expansion is ·largely due to 

th~ financing of the budget defici t, ~e Government must 

accept the main responsibility for inereases in the money 

supply. Faced with the problem of avoiding large increases 

in the money s~pply, the Government has two alternatives open 
r 

to it. It could either reduce the size of the budget deficit 

or find non-inflationary methods of fin9ncing the deficit. 

Regarding the first alternative, a large reduction in the 

budget deficit i8 very unlikely. Almost aIl sources of re-, 
1 

J 
venue have been utilizen to their maximum and, the~efore, it 

would not be possible to obtain further large increases in 

revenue. It is also unlikely that the Government would be 

able to make a substantial reduction in its spending mainly 

because a large proportion of expenditure goes into social 
"-services and transfer payments2 and redùctions in such ex-

penditure.often tend to ~e politically unpopular. Given 

the di~ic~lty of reducing the budget deficit, the other 
,.... 

alternative available to the Government is to find non-

'inflationary means of financing the deficit. In the past the 

2. Between 1967 and 1971, for examPlel approximately ;0 
percent of government expenditure went into social 
services and transfer payments. Subsidies alone 
accounted ~r about 25 percent of total expenditure of 
the Government. 

. . 
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) 
Government has borrowed considerable amo~nts from non-bank 

sources such as the Employees' Provident Fund and the In­

surance Corporation. But ~wouid be too much too expect 

these agerrcies to lend to the Government for an indefinite 

period because their financial reSources are not inexhaustibae. 

Therefore, sinee neither of the two alternatives dese~ibed 

above is really feasible, the Government would have no choiee 

,except to increase its reliance on the banking sy:stem. In 
/ 

other words, both monetary expansion and inflation are likely 

to increase in the next few years. 

A~other poliey implication of this study is that 

the balance of payments deficit is likely to increase at the 

prevailing exehange rata and that import restrictions will 

,not be able to correct the deficit. With the growing emphasis 

on industrialization and modernization of agriculture, the 

demand for raw·materials and capital equipment will tend to 

increase. Sinee these products are not produced in Ceylon 

in sufficient quantities, there will be an increase in their 
;;> 

imports. Mor~er, even if aIl raw material and capital 

equipment ~quir.ements can be met through domestic productïon, 

import restrictions would still be unable to cope with the 

balance î pâyments problem due to the effect of domestie 

inflation on exports. The foreign de~nd for sorne exports 

such as tea has '.alr.éa~y declined due t-o the inerease in do­

mestie priees relativè Ofore~gn prièes. The increase in 

the rate of inflation is likely to lead to â further deeline 

in the foreign demand for exports. The Government of Ceylon 

----

~ . 
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has already recognized th~ failure of import restrictions to 

correct thé balance 

w~th other m\asures 

of pq,yments ~eficit and has experimented-
, -

sucn as subsidies for minor export pro-

ducts, limited import liberaliza~ion for raw materials and 

investment goods" and multiple exchange rates: Despi te these 

measures, the balance'of payments deficit has'continued-to 
\ , 

increase at the prevailing fixed exchange rate and every 

attempt to adjust the exchange rate has re~lte~ in an in­

crease in the black market p'rice of foreign exchange. Of 

cours~, the ideal solution to Ceylonts balance of .payments 

problem is a system of flexible,exchange rates. Under a 

flexible exchange rate there will nqt be either a deficit or 

surplus in the balance of payments. Nor will there be a 

black marke~for foreign exchange. In other words, it will 

no longer be ~essary for the Government to make periodic 

adjustments in the actual exchange rat~to its equilibrium -~ 

level. Howeve~, it i5 most unlikely that Ceylon would adopt 

a flexible rate. After aIl, if the Government wanted to 

fre~ the rupee, it would not have waited 50 long to do 50. 

Given the commitment to a fixed exchange rate, one would 

have at least expected the Government to encourage capital 

flows into the economy. ~ But the flow of private ,foreign 

capital'has declined drastically d~ring th~ recent years 
.... . 

Î 

probably due tQthe threat of nationalization, tax increases ~ 
,-

and other socialistic meas~rès'of the governing polltical 
- , 

party. Consequently, distress loans and other forms of 

, -
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1 

1 f 

snort':'term borrowing f,~Om ahroad, ~ve' become a regular' 

method of financing the deficit in the balance of payments. J 

3. S,e, for examp~e, the Annual 
° CeIlon '12Z0 l, page 17. 

i 

1 r, 
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\ 
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c>f the Central Bank 
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