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ABSTRACT OF THESIS

This study is an investigation of an area in the eoonomio

structure of Ceylon, where scant attention has been paid to date, namely,

the adequacy and access to finance of small and medium sized manufacturing

firms. Therefore, the study involved venturing into areas where little

was known and filling in gaps where there were only partial answers,

answers of doubtful validity or none at all.

In order to investigate the problems fully, the study was

conducted at three levels, namely,

(a) The macro level t The interlinkage of the small and medium sized firms

and their importance in the development strategy of the country, the steps

in the emergence of the industrialization process, and the inter-dependence

of the economic, industrial, and financial structure, in relation to small

and medium sized firms. (Chapters 1 to 4)

(b) The financial intermediary level t The directions of lending, attitudes

and the problems the financial institutions faoe. (Chapter 6)

(c) The firm level : The problems as envisaged by the borrower, and their

viewpoints. (Chapter 7)

At all three levels, four 3peoifio questions were examined.

(Chapter 5).

(i) Where do they get the finance?

(ii) Is it adequate or inadequate?

(iii) If inadequate, the reasons for this inadequacy?

(iv) What are the likely solutions?

The mode of investigation was :

(i) iixamination of the available literature
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(ii) An interview survey of financial intermediaries

(iii) An interview survey of one hundred small and medium sized firms

(iv) A general interview survey of persons from financial institutions,

Government ministries and departments, the Central Bank, other controlling

bodies, Business chambers and some firms.

The data collected from the three surveys are analysed; cause

and effect of financial inadequacy are identified; and lastly, suggestions

for further study and future action are made. (Chapters 8 and 9)

The results of the study underlined the existence of a credit

gap in the case of small and medium sized firms. It confirmed that this

deficiency of credit experienced by this sector, was/is a result of,

(i) The absence of any institutions dealing with long term finance to

this sector, and the shortcomings of services ancillary to finance.

(ii) The meagreness of available short and long term credit flowing into

this sector

(iii) The shortage of funds in the financial market

(iv) The structural inadequacy of institutions and the stock market.

(v) The newness of industrialization and the under-developed nature of

the country.

(vi) A three way communication and attitude gap, i.e., the Government,

financial intermediaries and the firms.

(vii) The structural weaknesses of small firms

(viii) The repercussions of Government policy indirectly impinging on

this sector, the absence of continuity and ambiguity of policy towards

this sector.
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KEY TO CODING IN THE TEXT, REFERENCES,
FOOTNOTES AND BIBLIOGRAPHY

1. CODING INDEX

Every paragraph begins with three numbers. For example : 1.2.3

1 - denotes number of chapter

2 - denotes sub-section of the chapter

3 - denotes paragraph under the sub-section

2. FOOTNOTES

Footnotes in the text contains only explanatory notes to clarify further,

any point in the text.

3. REFERENCES AND BIBLIOGRAPHY

The Bibliography contains all the relevant works to whioh reference has

been made in the course of this research.

(i) It is arranged in alphabetical order of the authors followed by

ohronologioal order of publication or availability.

(ii) Eaoh reference is given a number aocording to the order in which it

appears in the bibliography.

The References to particular authors and books and other publications in

the text are given by their bibliography number and the page of the relevant

work. For example, If the book by R.W. Davenport, 'Finanoing the small

manufacturer in developing countries' is given the bibliography number,

(say) 6l, if and when a reference is made or quoted from this book, after

the quotation, the reference would appear as follows, (See Bib.6l, Rage 14)

which means the quotation is from the work mentioned at No.6l of the

bibliography and on page 14 of this work.
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2

I.I. lifiKODUCflOH

X.I.I. This is a study levelled at examining the place of small

and sodium sized firms in the structure of industry in a (levaloping

country with special reference to the problem of finance, timely, the

present financial facilities available to these firms and their acoess to

available finance, both external and internal. In a general sense all

firms have financial problems at one time or the other and at various

levels of their development and growth. However, this is a study not of

email and medium sized firms which are content to remain small and static

and wishing to make decent levels of incomes out of the business, but the

problems of the dynamic firm and those entrepreneurs iho are anxious to

grow.

1.1.2. Small firms are an important facet of a country's

industrial structure, this is true and likely to remain so, whether the

country is a so called 'developed' country or a 'developing' country not

withstanding whether the country is small or large. Mary economists and

planners tend to believe that the days of the small firms are numbered in

a world of oligopolistic competition, international trading blocks, state

controlled large enterprises and state sponsored planned and central

economies. However, this is far from the truth; small business

organisations continue to contribute their share to economic development

although their characteristics, priorities, and form change according to

the changing socio-economic patterns of a country.

X.I.3* fbe problem is examined with a historical perspective of

the overall development of the country, tracing it to the present date and



projecting it to the future development of the country# This has been

necessary due to the general characteristics of economic growth of

developing countries, namely, the existence of a considerable degree of

interlinkage between different sectors of the economy, each impinging on

one another, and the checks and balances of each sector of the economy

having repurcussions on every other sector# An attempt is made to @>min®

the problem in four ways) namely, from the viewpoint of the economist cum

planner, the industrialist cum entrepreneur, the financier com financial

adviser ana finally that of the practical man.

1.2# MEEHOPOLOGT

1.2.I. As stated above the problems of access to finance could

not be examined in isolation from the general economic development of the

country, as this would not bring out the dimensions of the problem nor

the directions and solutions for the future# The study is divided into

three parts consisting of four chapters in the first and second parts,

and six chapters in the third part# Fart one is an introduction to the

study, while part two is an examination of the process of industrial¬

isation and economic development, the structure of industry, the

development of financial institutions and their present structure# The

material for this part consist of both primary data and secondary data.

The former was obtained by way of personal interviews, discussions and

brain storming sessions with economists, planners, administrators and

others connected with the industrial sector, both in Government and

various other institutions# The secondary data is both from published

and unpublished material# In part two the intention has been, to give

on the one hand, a background knowledge of the problems and on the other
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hand, to examine the ' <<hy* and 'how* of the problems. In doing so a

number of hypotheses are built up.

1.2.2. Fart three consists principally of primary data from two

field surveys, the interviews mentioned above, and their examination and

analysis, hypotheses that were built and questions that arose in part

one are examined, as well as the availability and access to finance both

short term and long term for different needs of the firms. A three

pronged plan was chosen for the field research, namely a questionaire¬

in terview survey of the financial institutions in Ceylon, a questionnaire-

interview survey of a hundred selected firms and thirdly a series of

interviews with those connected with industry mentioned in part two above

and entrepreneurs who began as small time businessmen.

1.3. irlAii OF CHaKCKbS

1.3.1. In keeping to this basic plan outlined above, Chapter One

deals with the place of am11 firms in general in a country*s industrial

structure, some of the reasons for their survival, their importance to the

aoonoEy especially in a developing country, a summary of the sources of

finance available to the small firm in general and those particular to

Ceylon, and finally in conclusion an outline of general assumptions made

with regard to the problems of small firm finance.

1.3.2. Chapter Two examines the broad aspects of industrial and

economic policy and their development both past and present, in a context

applicable to the present study. The purpose has been to understand the

present position and attitude towards industry which is a result of past

films and policies and the expected future outcome. In the course of this

chapter may external factors that have direct and indirect effect on the



present problems of industrial finance are brought to ligjbt. The chapter,

critically examines industrial policy of different Jove instants at

different periods of time, attitudes created, strengths, weaknesses and

lapses in policy aad their successes, failures, and repuroussiona on the

eoonomy.

1.3.3. Chapter "Three outlines the present industrial structure

of the country with an introductory analysis of the economic situation,

emphasising the features of public finance, terms of trade and balance of

payments. Industrialisation is only one aspect of development and it is

pertinent therefore to examine the state of the whole economy with regard

to the availability of finance. For, the constraints imposed in the

latter would automatically have resultant effects on industry and

particularly on the problems dealt with in this study. With this back¬

ground an attempt is made to outline the dimensions of the present

structure and the plaoe of the small scale sector in relation to the

large scale public and private sector.

1.3.4. Chapter Four examines another aspect of the country's

development, whioh has a direct bearing on this study; namely, the

development of her financial institutions and other forms in the credit

market.

1.3.3. Chapter Five t This chapter deals with the composition

of the three surveys. Questions are formed to fill in the gaps in

existing knowledge about various aspects of accessibility to finance of

this sector, whioh were identified in the preceding chapters and the

hypotheses that were formed as a result.



I.3.6. Chapters tiix and Sevens These chapters and those that

follow form the core of this sfcu^y, as the questions that arose and the

hypotheses that were made, are examined and tested by field research,

i.ej questionnaire and interviews. It is presumed that at the end of

part two of this study, the reader would have a general idea of the

economy of Ceylon, its history, both economic and industrial, development

and form of her financial institutions, their limitations and peculiarities

British influence in this development, and the problems of finance of a

developing country. With a background knowledge of all these factors an

attempt is made to analyse the problem of finance that small and medium

sised firms face in Ceylon. The subject matter for these chapters and

those that follov consist of the two field surreys and a series of

interviews with those connected with industry mentioned earlier. Survey

one was questionnaire-interview Investigation of all the financial

institutions in Ceylon. The direction, form, limits and conditions of

their lending are examined with reference to the constraints and other

limitations discussed in parts one and two of this study. Survey two,

was a questionnaire-interview investigation of a hundred selected (by

stratified sample survey) small and medium sised firms in Ceylon, their

present access to finanoe, the difficulties they face with regard to all

aspects of finanoe. hurvey three was a series of interviews that

connected the two specific surveys, filling in necessary gape, comparing

the results and bringing the whole investigation of the problem into a

balanced whole. Thus an attempt is made to investigate all factors that

affect the central problem of availability of finance, such as fora,

structure, adequacy, direction, attitudes and constraints, internal as
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well as external. A detailed outline of the profile of the investigation

is given in chapter five.

1.3«7. Chapters Sight and Nine are mainly analytioal. The survey

findings are examined and analysed in the light of what has been discussed

in the early chapters. The oause and effect of the problems identified,

are analysed. Finally in the light of this investigation possible

solutions to some of the problems and steps taken already to alleviate

some of these are examined.

1.4. LIMITATIONS OF THS STUDY

1.4*1. This study has been limited due to three main factors.

The first is a capacity limitation. This study outlines at a macro

level a micro problem. Thus at a micro level the study i« detailed,

while at a macro level it could be considered only as one facet of the

problem in the overall development of Ceylon. Time in terms of physical

capacity in relation to work load and output,limite a single researcher

in going into greater detail than attempted.

1.4.2. The other two limiting factors are interlinked. Firstly,

comprehensive industrial statistics are markedly lacking especially for

the small and medium firm sector. This has been partly due to the

absence of size classification, even for administrative purposes and

partly due to the short history of industrialisation in Ceylon. The

available financial statistics on industrial lending are hardly coherent

for proper analysis. The financial institutions and the banks do not

keep lending statistics by fins sise, but by loan size and distinction

is made only between loans to the Government and private sector.

Secondly, the Industrial sector is inundated with form filling due to
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different and varying controls of duties, import, export, and exchange

controls, registration and quota systems* As a result all the statistical

returns of the sector are directed to particular purposes.

1*4*j>. Despite the partial failure to get all the financial and

accounting information the survey intended to collect, it is necessary to

state at this early stage, that it has not in any way invalidated the

results obtained in this study about the problems of access to finance of

small and medium sized firms. The availability of batter statistics

would have further strengthened the results.1
1.5. MKASUBBHaBC OF SI2S

1*5.1 It is important at the outset to establish a scale of

measurement of what are meant by * small' and 'medium' sized firms or

business, for purposes of establishing a frame of reference for this study.

Table I shows a definition of small, medium and large business in Ceylon.

The process of establishing this scale and its likely weaknesses has been
2

outlined in Chapter Five. Obviously, any definition of size relating to

a country is a static one and could only be applied to that particular

oountry, as the terms small, medium and large are relative terms and

differ according to the industrial maturity, gross national prod'.iot,

physical size, economic activity, variables used in classification and

various other local factors. However, if a general definition is sought

for the developing countries, 'smallness* could be taken as those

establishments which, (i) carry out raanuf&ctaring, processing and

1. See Chapter Five and Appendix B

2. See Chapter 5*4
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servicing activities and are differentiated fro© other firms by a lack of

specialisation in management, i.e. they are managed by the people vho own

them. If, to this is added the qualification that ' those firms which do

not have access to the capital market for funds*, then this term by and

large could be applied generally to developed countries too.

1.3.2. As outlined in Chapter Five no precise meaning has been

given to size factor of flrae in Ceylon, to date.^ 2he general understand¬

ing one obtained after a series of interviews with those who had connect¬

ions with industry, i.e. planners, economists, statisticians, businessmen,

financiers and lay people was, that eveiyones* idea of size differed

according to diffused objectives of analysis and the overall outcome was

one of confusion. However, recently in a paper compiled by an United

Nation industrial economist on industry in Ceylon, an attempt has been

made to define size of small firms for the purposes of this United Nation
2

survey. He observes that,

"Statistics of industries in Ceylon are not adequate for much
accurate analysis of industrial structure or change. Inadequacy is
specially great in respect of the small scale sector ....In Ceylon small
scale industrial sector could be said to comprise the following sub-
sectors or segments.

(a) Manufacturing and handicraft activities carried out in
homes or backyards (excluding hand-loom weaving)

(b) Hand-loom weaving in homes, co-operative, Government or
private establishments.

(o) lower-loam weaving in public, co-operative or private
establishments

(d) Manufacturing activities (including industrial servicing)
carried out in factory 1ype establishments with or without
the use of power

(e) Small-scale mining and mineral processing activities

1. See Chapter 5*4

2. See Bib. 6g pages 1-2
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In developing countries it has been always difficult to stipulate
limit of output, employment or investment where the small scale sec tor,
particularly the factory sector ends, and the medium and large scale sector
begins. It is thus difficult to separate * small' from 'medium* and 'large'
scale industries. However, for administrative purposes the upper limit
for small scale industrial units (in Ceylon) may be thought of as
Bs.100,000 worth ®f investment in fixed capital or Rs. 5,000 tf fixed
capital per person employed."

I.5»3« i'he adequacy or the inadequacy of this definition will

not be disoussed here, in this paper, as this definition has been

construed in order to use for the purposes of collecting data for the

paper mentioned above, and Divatia himself has admitted the limitations

of this study as follows, "presentation of the structure attempted here

is based on scattered and fragmentary data sources and possible estimates

of variables involved. It is therefore necessarily tentative and

imperfect, and at best gives some idea only of the dimensions and

proportions." Prominence is given to this definition her*©, with two

purposes in mind, namely, (i) In order to establish the fact that up to

now classification as to size of industry or statistics relating to

industry, were markedly lacking and (ii) to make use of some of the

statistics given in his paper, however tentative they are,for this

study.

TABLE I

SIZE MSASUKSS XN TERMS OF SMPLOYMatfT
HST ASSETS/CAPITAL MPL0YSD AND TUi&fOVSfy^ALUB OF OUTPUT

Size iinplcyment
(Persons)

Bet Assets/
Capital iuaployed
Rupees *000

Value of output/
Turnover

Rupees '000
""" '

Under 100 Under 150 2 Under 500

Medium 100 to 250 150 to 500 | 300 to 1,000

Large Over 250
]

Over 500 i Over 1,000
i
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1.6. IgiPOigANCB OF u.wLL iAJsIMaSS

1.6.1. Mai\y attempts have been made in developed countries to

pin-point the problems of small firms and foster their growth. Undoubtedly,

bringing the problems of small f'iztas out into the open and constructive

efforts made to help them in these oountxd.es, run counter to the belief

in many quarters, that small firms have outlived their usefulness, on the

other hand it strengthens the belief that small firms foxm an important

facet of any industrial structure.

1.6.2. In the United Kingdom, for example, both the Macmillan

Committee Report and the Radcliffe Committee Report gave considerable

emphasis to the lot of the small firm in British industry. The latter

Report emphasized the importance of small business by concluding that,

It is some measure of the importance of private firms in British industry
that of the total gross profit earned in manufacturing, building, and
distribution, less than two-third are taken by quoted publio companies,
while the remaining third is earned by private and unquoted public
companies 1

The Bolton Committee, whose Report has been recently published

(Nov, 1971) endorsed this view further.

We had no doubt from the first that the future prosperity of the small
firm sector was an important matter; its sheer size and ubiquity are
sufficient to ensure that. There are atjleast one and a quarter million
small firms in the United Kingdom; they give employment to some six
million people or 23 per cent of the employed population, and are
responsible for nearly 20 per cent of the gross national product ••••
Still more important, than its quantitative contribution is the fact that
small firms play a vital role in the preservation of a competitive private
enterprise system. We believe that the small firm is in fact an essential
medium through which dynamic change in the foxm of new entrants to business,
new industries and new challenges to established market leaders, can pexmeate
the econosy. We therefore believe that in the absence of an active and
vital small fins sector, the economy would slowly ossify and decay. 2

1. Bib. 141, Section

2. Bib. 22, Pages XVIII - XIX
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1.6.3 Britains' recognition of the need to help small and

medium sized private industry is se n in the establishment of the Industrial

Commercial Financial Corporation (ICFC) in 1945* This organization was set

up especially to cater to the financial needs of the small firm sector,

i.e. to satisfy the needs for long tens capital of small and medium sized

companies in amounts too small for a public issue.

Initially the share capital of this Institution was contributed

by the Bank of England and the Commercial Banks. Its business consists both

in making loans on fixed terms for long periods and subscribing to share

capital of business, especially at the early stages of a firm's life. Its

activities are meant to supplement and not to supersede the activities of

other lenders and financial institutions.

1.6.4 In the United States of America too, due recognition has

been given to the need for fostering the growth of small business. In 1933

an institution called the Small Business Administration was set up to help

small firms. It was empowered to render financial assistance to small firms,

to obtain for them a fair share of Government finance and to help in solving

management and technical problems. The small Business Act of 1953$ which

created this institution underlines the significant faot that even in a

developed country like the United States of America, where big business has

pride of place, considerable Government attention is given to the problems of

small firms. Since this Act, many high powered committees have investigated

the financial problems of small firms, among which axe the U.S.Congress

sittings of 1957 and the Committee on banking and ourrenoy of 1958.

1.6.5 In Canada, the Industrial Development Bank was set up by an

Act of Parliament in 1944 to provide a regular source of medium and long term

financing for small and medium sized business, which were unable to raise

funds in the securities market. It was particularly concerned with the
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financing problems of smaller business enterprises. The preamble to the

Industrial Development Bank Act effectively emphasized the importance of

small business as follows :

"whereas it is desirable to establish an Industrial Development
Bank to promote Hie economic welfare of Canada by increasing the effectiveness
of monetary action through ensuring the availability of credit to industrial
enterprises which may reasonably be expected to prove successful if a high
level of national income and employment is maintained, by supplementing
the activities of other lenders and providing capital aosisstance to industry
with particular considers.tion to the financing problems of small enterprise."!

1.6.6 In the Asian Region, Japan recognized the importance of

fostering the growth of small industry, long before she reached the stage

of rapid economic growth and industrial maturity she has today. She has a

vast array of institutions helping and assisting the small scale business

sector, and the modernization of small enterprises is being regarded as one

of the aims in the politioul schedule, whereby financing is made available

to small enterprises to be modernized in the forms, such as, subsidies,

bounties, supporting money eto. The array of financial institutions

established to aid small firms show the formidable role the Government plays,

and the importance the Government places, in the uplif tment of this sector to

bolster further, her expanding economy. The Government sponsored financial

institutions are, (i) Smaller Enterprise Credit Corporations, (ii) Smaller

Enterprises Finance Corporations, (iii) Smaller Enterprises Central Finance

Associations, (iv) Smaller Enterprises Loan Corporation (v) Peoples' Finance

Corporation, (vi) Smaller Enterprises Credit Guarantee Corporation (vii) The

Sho-ko Chukin Bank, (viii) The Small Business Credit Insurance Corporation,

(ix) The Central Bank for Commercial and Industrial Corporation. Despite all

these institutions, the need for finance of small firms in Japan is so great

due to rapid industrial expansion that banks were still providing 46.2 per cent

of outside finance of small industry in 1969.

1. Industrial Development Bank Act 1944, Ottawa, Canada.
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1.6.7 These are examples of' four developed countries which have

recognised the need to assist the small scale industrial sector in their

respective countries. Space and time limits this study from emphasizing the

importance given to the problems of small firms both in developed and

developing oountries. It is apparent that more countries are realising that

there is a ca3e for providing special services to small firms, no matter what

level of sophistication or development the country's economy has reached.

1.6.8 The point emphasized here is that small firms play and will

play in the future an important part in the process of industrialisation even

in developed countries, and this is especially applicable to developing

countries, even more so than in the case of the former. A question uppermost

in ones' mind, when discussing the role of small and medium sized firms in

any economy is how they survive despite the limits imposed on them on the

financial and competitive fields. The answer cannot be found in one good

reason, but it is a juxtaposition of many reasons. A few of these which are

prominent by their bearing on this question are given below {

(i) There are many economic activities, vhioh are not suited to large scale

enterprise, because there are not many technical economies of 3cale in certain

trades, while others do not depend on high rates of output to justify its

costs.

(ii)Big firms frequently tolerate small competitors who may take only an

insignificant part of the market, while many small firms usually follow the

leadership of the big firms and avoid making trouble.

(iii) External economies which accrue to an economy or to a particular area

as a result of large scale operation. These may take the form of specialised

ancillary trades which the big firms may not find worthwhile to uMertake

themselves as the demand would not justify the large scale production.

(iv) A growing economy also provides opportunities for small firms, as
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population grows, income is generated, which in turn increases demand for

goods and services.

(v) Unemployment is also an important cause, as people who are unemployed or

become unemployed may set up their own firms in an attempt to survive.

(vi) The desire of independence is also a major factor and this explains why

so many small firms set up and continue in business despite the fact that

their earnings would seme times fall below that amount they would earn if

employed under someone else

(vii) Finally ninny firms which are large corporate organizations today did

start small and there are ample evidenoe of this in every country.

Bates, discussing the reasons for the existence of small firms

observed that J

" A substantial part of the explanation of the continued existence
of small firms is therefore, that they do a different job from the big firms.
They are different not only quantitatively in the numbers of employees,
capital employed, volume of sales etc., but also qualitatively in the
composition of output, the things they make, the markets in which they sell
and so on. And to the extent to whioh this is so, they will continue to
exi3t, to set up and make a living alongside the big firms. And in doing
so they will continue to play a vital role in the functioning of trade
and commerce." I

The foregoing arguments for the existence of small industry oan be applicable

to any country.

1.6.9 In the next section of this chapter, an attempt is made

to emphasize why the encouragement of small industry is particularly

applicable to developing countries, especially those where the economy is

moving from an agricultural base to that of a. dual base, i.e. both agriculture

and industry forming the economic base. This in no way belittles the role

of large industries, some of whioh are necessary to take advantage of the

technical economies of scale and for a balanced economic growth, but to

emphasize that small industries have a dynamic role to play in infant indust¬

rialization, as a vehicle of growth of the econony. From henceforth our teras

I. See Bib.15, Page 9
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of reference will be confined to Ceylon in particular#

1.7. CASE FOR SMALL AND MEDIUM SIZED FiidtS

1.7.1 In Ceylon today small and medium sized firms are the pre¬

dominant form of industrial organization.^ This predominance is more a result

of combination of historical, social and geographical factors than any

'spin-off from the economic policy of successive Governments or as a result

of a direct policy of encouragement of this seotor. There are strong reasons

why a positive policy of fostering small and medium sized industry is an

urgent necessity in Ceylon. The case for such a policy is made on the grounds

of limitations imposed by major factors which inhibit enterprises in the

form seen in industrialised countries being successful under these structural

limitations found in these new nations.

1.7.2 It has been a common characteristic of many newly formed

independent countries, that great maxy of them attempted to solve the

problems of infant industrialisation by the creation of new and large

organizations equipped and staffed from scratch as 'the' solution to under¬

development. This has partly being the policy of successive Governments in

Ceylon too. This policy, has been, and, is followed despite the realisation

that a type of organisation which has evolved in one society cannot be

transplanted without major alterations in another, with different socio¬

economic standards, skills, attitudes and motivations, to run efficiently

and smoothly. Results from newly independent countries in the process of

industrialisation show this to be a bitter truth. However, despite the evidence

of failure of a country trying to adopt this method, many countries follow the

same path in setting up large scale industries. The reasons one could assign

for this recurrent feature are as follows s-

(a) 'We are all right Jack' attitude .. the idea that the failure of modern

1. See Chapter 3



large scale industrial unit in one country is due to certain localized

characteristic8 and conditions pertaining to that country in particular,

which is supposedly assumed not to prevail in the other*

(b) 'Cure for all ills' attitude .. political and social considerations

feature largely here, such as, (i) political promises made on the campaigning

field without much forethough^as regards the solution of unemployment,

guaranteeing every one a living wage etc. (ii) to nurture the idea of self-

sufficiency (iii) to 'jump the queue' in the process of development, such as

'overnight' transfer of a feudal agricultural economy to a modern industrial

nation state.

(o) 'Lets get the facts from the experts' attitude .. this arises due to the

urgency with which the new admins tratora seek to solve all the problems.

As a result a surfeit of planners and advisers are invited to a countxy. The

experts and consultants themselves cannot be blamed, the point at issue is

whether it is advisable to rush to obtain expert help for aveiy conceived

aspect of development, without first concentrating on basic planning such as

the direction of development, the present limitations by way of resources,

manpower, and education in achieving these goals. Once this is done, it

would not be difficult to examine the pool of expertise available in ones'

own country first, and secondly obtain the services of outside advice, in
where

those fields.^/Local knowledge is insufficient or unavailable.

1.7.3 Most experts or planners come from developed countries, who

have experienced in their life time, only that facet of induatry (or any

other discipline) where the 'incubation' and 'hatching' period is past

history and industry is in the process of maturity or 'matured' in static

terms. They do not see (possibly it is impossible to see) various interactions

that are prevalent in a new oountiy, firstly due to the period of survey or
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do not obtain themselves, are obtained as second-hand information from their

local counterparts* Added to this, statistics and data are scarce for proper

analysis. Thus the 'IP's' of any expert report are so many that these 'if'a'

cannot be fitted neatly into a preconceived idea of how to develop the country

industry (or the economy) under these varying interactions. Thus many

conditions are assumed and the much maligned 'ceteris paribus' condition is

used in the final deductions and recommendations,

1.7.4 The ultimate result of expert advise has been in many

instances more ohaos than before. For, as the 'ceteris paribus' conditions do

not remain true, the local planners with perhaps all good intentions alter

the plan to suit the real existing conditions. The overall effort is a

shattering of the preconceived development model of the experts) and there is

more confusion added to programme* already begun on the lines of the experts'

recommendations, a hasly 'paper work' alternative plan is adopted and tire

result is chaotic to say the least,

1.7.5 The application of tire above line of argument, is general

to maty developing countries. The point to be emphasised is, that in Ceylon

a long term continuing policy for development and overall encouragement to

expand the existing industrial nucleus had been markedly lacking at the early

stages of industrial development, Even today, proper emphasis is not given

to this factor. Thus a case is aado in this section for infant industriali¬

sation to be tackled byan intensive programme of small scale viable industries

taking into consideration the limitations of the economy. This policy should

be a continuous one, disregarding which political party forms the Government,

1.7.6 The limitations referred to in aeotion 1,7,1, can be

broadly categorised under four major economic limitations, namely, 'land',

'labour', 'capital* and 'knowhow', Under the eeonoaio limitation 'land', one
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could include both raw material and market limitations. The country is mainly

agricultural, although its industrial raw materials are unmapped rough estimates

have shown that major industrial raw materials, such as, iron-ore, coal,

oil, copper, zinc etc., are not available in large quantities, for economic

exploitation. Further those deposits that are found, are scattered over a

large area which excludes large scale exploitation. It is true that this

argument alone is not sufficient to dismiss large soale industrialization, as

Japan despite the lack of major industrial raw materials have shown that it

oould still circumvent this limitation. But, this limitation in combination

with others discussed below, strengthens the belief that at the initial stage

of the country's industrialization a vast complex of viable small firms will

be better suited to the country.

1.7.7 The raw material limitation mentioned above does not preclude

small firms exploiting the industrial potential of the country. At the

begining there is wide scope for small units to further process and in some

cases undertake final manufacture of many agricultural exports and products

of other extractive industries, which are exported today in a raw or semi-
4

processed state. There is evidence that already this process is underway.

Further the scattered location of sane of the raw materials makes the

2
exploitation of some of these by small units more feasible. The location

of 1hese industrial units at raw material source would indirectly result in

solving three other problems, namely (i) under-employment and unemployment in

the rural areas, (ii) bringing a more economic balance to the depressed and
lesB developed areas in the oountxy and (iii) a greater awareness of industrial¬

ization
^ and the 'learning process' of industrial life and knowhow would be

1. Some of the exports which could be further processed, manufactured
into final products, and made into by-products are, Rubber, Coconut, cocoa,
spices, mineral sand, graphite, vegetable fibres and oils.

2. See Table If in Chapter 3» At present most units are predominanttly in
the western provinoe.
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increased in the predominantly agricultural areas#

1.7.8 Large scale industries necessarily demand large markets.

Ceylon is a small island with a land area of about 25f000 square miles with a

population of about 12.5 million. The country is still predominantly

agricultural and the living patterns and human demands are conditioned by the

preoccupation of the greater part of the population in the daily struggle to

eke out a level of life above subsistence. Further the living habits and the

demands of the people are not conditioned by mass advertising of the type

found in developed countries, seasonal demands are few, fashion change slowly,

and there is less stereotyped habits and demands as found in developed

countries. Hence tire low purchasing power of the people, lack of uniformity

of demands, limits the market with perhaps a few exceptions such as a few

basic necessities like building materials, basic clothing and a few partly

processed food-stuffs. Due to limitations such as these, large scale faotories

which necessarily turn out products in large quantities cannot run at capacity

to realise economies of scale in most goods. On the other hand, markets may

be perceived in foreign countries, but, here a differentiation has to be made

between the perceived market and the real market. For, the availability of a

market overseas does not necessarily guarantee that one's products could find

a ready market, without taking into consideration other faotors such as tariff

policies applying to that market, international quota agreements, bilateral

and multilateral trade agreements, international politics, changing fashions

and tastes, variable economic conditions and lastly competition from similar

or alternative products from other competitors.

1.7.9 Small industries on the other hand are not necessarily

curtailed by the small market at home, as their produce have a better chance

of cornering small markets to suit the demand patterns at less expense. Small

faotories while at first meeting local demands, could at the sasae time make
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inroads into foreign markets# It is an acceptable fact that markets are

developed over a period of years, and if this is the case, the initial probe

into the outside market, if successful and shows future promise; the small

manufacturer with perhaps continuous Government encouragement oould gradually

enlarge the production capacity to meet this demand, based on continuing sales

and projected future sales# This strategy of development of the industrial

sector has many advantages, compared to the alternative of, founding industries

on perceived markets which in many instances lead to unnecessary economic

vraste which Ceylon cannot afford, due to her capital limitation. Therefore

it is the basic realities of the perceived market and the available real

market situations that have to be taken into acoount in gearing industry for

export.

I.7.10 Labour is an important factor of production and in

comparison to developed countries, cheap labour is available in the country.

However the availability of cheap labour alone does not guarantee effioient

production nor a case for large industries. Most labour available in Ceylon

falls into the category of unskilled or semi-skilled labour. Bou^h estimates

show that given a constant machine/labor mix, productiviiy of labour is low,

in comparison to the same ma,chine/labor mix, in developed countries. In the

case of most industrial labour, it is a case of adjustment from the more

relaxed atmosphere of peasant agriculture and living patterns of individual¬

istic life where the lytham of activity is conditioned by seasons of climate,

to that of industrial life. The pressures enforced by large factory conditions,

where there is alienation of management from the general work force, the

rigidity of the administrative structures, and spans of authority, the

pressures imposed from different directions, the slow moving vertical and

horizontal communication patterns, the meaninglessness of repetitive work

they scarcely understand, the need for interaction between different productive
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machine minding, upkeep and service, are all alien to them* The general
,and

standard of education of the workforce, /the shortage of training programmes

contribute to their ignorance about the relationships between productivity

and wage scales, cost-income relationships, and the important aspect, that

efficient production would benefit the whole community. All these factors

cannot be imposed on the labour force 'over night', it could come only

through a process of learning and eorreot policies, sector wise and nation

wise over a period of time.

1.7*11 In this sense, considering the limitations mentioned

above, small establishments could contribute a great deal to this process of

learning, where interpersonal relationships and hierarchies of authority are

more informal and flexible, personal contact, team spirit and the sense of

belonging are closer. Further, management which in most instances are the

owners of the establishment are in close contact with the process of

production, while the employees in most cases are individually known to them.

Thus the transition of the rural worker to urban and modern industrial

life would take place in an atmosphere they would be able to understand and

appreciate better, especially as the rural worker coming from his village

environment is used to a great deal of comraderie and simple human relation¬

ships, which he is more likely to find in the small factory. Further it

would also be easier to train on the job a sraall workforce which could be

better supervised and nutured with closer attention paid to the learning

process of industrial life both in learning new skills and adjusting themselves

in idle human and the social field.

1.7*12 Capital, both external and internal is a scarce commodity

in Ceylon. The need for capital resources in all sectors of the economy are

enormous. The country cannot afford to waste away resources by forms of
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political window-dressing and status symbols such as by experimenting on

industrial ventures more on vliiias and fancies of pressure groups, than on

basic economic and social factors, nor can it embark on industrial policies

which are ill thought, and has bean hastily construed, Thus overall capital

Imitation introduces certain limitations on the choice of industry. In this

sense there are good grounds to revise industrial policy in terras of size.

It is a correct premise to assume that large scale industry in most instances

is synonymous with more intricate and sophisticated and more expensive machine

units and techniques combined with adminstrative and management commensurate

with them, as compared to the small unit. Perhaps it is true that they

contribute to effioient production and economies of 3cale, but these likely

advantages have to be gauged in the ligjht of other relative factors such

as markets, capital, the obvious unsophistication and the low level of

skills of the workforce and the shortages at different levels, of management

cadre,

1,7,13 On the other hand it has been estimated that in ma re¬

developing countries under existing conditions, aaall firms tend to sake

better use of capital.3" Paucity of oapital at the correct time is one of the

major inhibitions to industrial growth, as well as overall industrial

growth. Therefore if capital has to be rationed to the industrial sector,

it will perhaps be better utilized in financing a number of small ventures,

than concentrating on a few large ventures, where the overall benefit to the

econoEQr as well as the success of these ventures and the economic feed back

to ihe country is in doubt. This has many advantages, for the risk is spread

over a wide number of establishments, there is more flexibility for adjustment

and change with less capital waste, and more opportunity is given to management

and labour to learn their skills at the 'grass root* level. Finally there

I. dee in this context Bib, 122, and also Section 3,3.13 to 3.3.16.
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isfccase for the limited capital to be distributed in an equitable basis

to a large sector of industry with perhaps the prospects of being more

I
remunerative in viable small firms than in perhaps a few large ventures#

I*7*14 There has also been a tendency for the large firms to

be capital intensive in a country where labour is plentiful though untrained.

Here again small units with more labour intensive and simple methods of

manufacture could solve one of the pressing problems that face the country

today, namely, unemployment# Finally, the overall cost of maintaining

small machine units may be small in comparison to larger machine units due to

(i) relative ease of servicing and upkeep

(ii) fewer break-downs due to the easier understanding of the machine process

thereby eliminating manhandling of a simple machine in comparison to an

intricate one.

(iii) the greater interest and caution shown in the case of mall factories

where they are owner managed, as the manager has a stake in keeping the

machines and tools in good order.

I.7.15 The country intends to embark on a process of rapid

industrialization with the future emphasis on export oriented industries.

The large state factories are destined to play a major role in this expansion.

In some spheres of activity there is a case for "large scale industries

especially in the case of scsae extractive and processing industries (see

section 1.7.19)« It is perhaps doubtful whether the same reasoning is

applicable in case of all large state factories that are in existant and

those that are planned. If external markets are to be found in the future,

the finished goods have to be at a level acceptable to the market. It is an

accepted fact that in developed countries the productive process as well as

the finished product is constantly being streamlined to meet the demand

I. See Bib.63
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created by rising income levels, better living conditions, differing tastes

and the intersection of advertising to create new demands. Thus the demand

pattern is constantly changing due to different patterns created in a dynamic

world. The process of establishing large industries based on the available

demand patterns leads to the danger of machinery and technology acquired

at considerable cost being outdated long before their economic and machine

life expires, thus tying down the factory to outdated technology and finished

product in terms of the foreign market. Although technically new machinery

could replace the old, the initial costs involved plus the foreign exchange

limitations exclude this possibility. The overall result would be that this

particular industry would lag behind those of its competitors in other

countries and in mary instances the very same country that sold the techniques

and machinery would be outspacing Ceylon in the .market. There are a number

of instances where advanced industrialized countries have got rid of their

obsolete machines, spares and knowhow in this manner, necessarily binding

the recipient country to an outdated production prooess and technology.

This danger could be minimised by foreign participation as well as by

starting small and gaining experience, knowhow,and techniques as one goes

alone, whereby the risk element of being tied down incurring wasteful

expenditures will be minimised.

1.7.16 The country is deficient in terms of kno?how and manage¬

ment techniques at different levels, while rationalization and researoh and

development techniques, especially in the case of large state ventures are

prominent by their absence. However, the potential for the development of

these techniques are present, this is especially seen in the entrepreneur

class of the small and medium sized sectors. Despite the prominence given

to agriculture and large state run industries there have existed side by side

indigenous cottage crafts and skills. Added to this class there has also
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by a combination of resolution, tenacity, enterprise and resource to exist

despite the 'foster- child' treatment they have received at the hands of

the successive Governments, during the last two decades* They have gained

an insight into business, establishing relationships with customers and their

tastes, especially in those fields which can be called the basic necessities,

namely, food, clothing, household goods and building equipment* The majority

of them have had no access to business schools, management courses and in

some oases adequate schooling* Most of them upto 1946 had no opportunity

at all to set up in business, as Ceylon was a colony and part of the British

Empire and her economy was an appendage to the mother country, nor were they

financially viable at the begining of their oareers as entrepreneurs, as a

result of heritage* Most of them would have had in varying degrees a

mixture of initiative, imagination and drive, decision making in face of

uncertainity, inoentiveness and more than a fair share of risk acceptance.

To summarize, the majority of those interviewed during the field survey

seemed to belong to that tenacious breed of men with a flair for adventure

and challenge forming the backbone of any developed country's industrial

history.

1*7*17 Finally taking into consideration all what have been said

in the preceding pages, it could be said that entrepreneurs of small units,

in most cases managing their own businesses have moire interest, and a stake

to look after machines, labour and capital* For, they depend on their

business for their livelihood and sucoess in life, apart from the sacrifices

they have made initially in starting the firm and investing their own

savings and capital in the business* On the other hand, management (in a

number of instances) in state owned large corporations, were, and are appointed

due to political and other considerations, than for their business acumen or
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efficiency, whose period of tenure varies with the time the politioal party

or spongers whom they owe allegiance to, stays in office, thus responsibility

and coi/uaitment are at a minimum. This is even more so when appointed
,of

management do not have a stake in the venture, in terras/capital and effort

and their policies and mis-management are not accountable in the same way as

appointed management do to the shareholders in private corporate bodies.

Following from these observations it oould be stated that smaller units can

be managed more efficiently, in terras of shortage of trained and experienced

management and labour, while the absence of cumbersome administrative and

financial regulations in small establishments as compared to large state

corporations, would facilitate the introduction of better adminfetrative,

financial and accounting techniques and controlling mechanisms to make the

best use of the soaroe capital available.

1.7*13 The case for encouragement of small firms in a developing

country in no way belittles the role of some large nationalized state

industries in planned economic development. The emphasis to be made here

is that small firms have a vital role to play in the forward and backward

linkage within this industrial structure.

I.7.19 Large scale industries under state control have been

advooated for a number of reasons. Some of the underlying economic reasons

are,

(a) inadequate scale of private enterprise

(b) the need to reconstruct the basic industries in a manner which private

enterprise would not or could not undertake

(o) doubt whether private enterprise could raise the vast capital sums

needed to purchase and instal the modern equipment the basic industries

required.

There were also social, administrative and ideological reasons
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behind the creation of these large state corporations. One of the social

reasons is the desire to control in the interests of public welfare, the

arbitary economic power of the monopolists and near monopolists, and the

belief that the advantages of a beneficial mechanism created by the State

should accrue to the whole community. Administratively it was thought that

it would be easier for a Government to harness the development potential

of the country by setting up large Industries which could act as growth

points for development for specific industries. Ideologically the framers

did not see the new organisations merely as correcting particular weaknesses,

supplementing particular defeciencies or improving particular economic

relationships vdthin an accepted and fundamentally unchanged economic system,

they saw it as a means to the transformation of the system, a step, on the

road to a new social order. Finally the idea that embodied most or all of

these reasons was that state ownership and control were essential to national

planning, which in turn was the only way to ensure the best use of the country's

resources from the view point of either of maximum welfare or of full

employment.

1.7.20 All these reasons have partial validity, but when one or

more of these are given prominence at the expense of the others, the job

is likely to be ill done. The advantages of large scale organizations though

genuine enough, can be exaggerated and too little attention paid to factors

suoh as the size of the working unit, productive unit, commercial unit,

viability, need for vertical and horizontal expansion, human and physcological

factors influencing management and workforce, all of which sets limits

to the sise of the fully efficient and effective economic unit.

1.7.21 To summarize, while it is necessary to think in terms

of Government intervention in setting up large corporations as infra-structure

essential to the economic well being and development of the country at the
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infant stage of industrialization, it is of vital importance to see that

this motive alone would not supersede or eliminate the role the small and

medium sized firms can play in the context of overall economic development

and planning. In concluding this section one oannot do better than quote

from a paper presented to the United Nation Conference on the application

of Science and Technology for the benefit of less Developed Countries, as

j
far back as 1962. In this piper Eoselitz argued as follows s

"It is quite customary when we think of industrial development
in the new nations, to evoke a picture of a large scale industrial plant,
e.g. in steel or cement production. But the existing markets, demand
patterns and conditions of comparative advantage in developing countries
are such as to make the establishment of small plants, mainly pr oducing
li$it consumer goods, most attractive. Hence industrialisation must be
thought of in the next two or three decades, not in terns of new
Pittsbur^hs or Birminghams in the developing nations of Asia and Africa,
but rather as a process in which small capital is allocated in various
industrial or commercial fields. The reason for this stems from the
very different relative supply of labour and capital, and particularly
from the fact that capital to be invested, on a long term basis is in
very short supply and often available through the ordinary channels.
In other words, banks will ration credit to small entrepreneurs who wish
to grow rapidly. Many enterprises may have to begin with meagre
capital funds and grow on}y to the extent to which they can reinvest
their profits. In the industrial field, the certainty that small and
medium scale enterprise in the developing countries Will persist must
be taken into account. In the li^it of Western duropes' historical
experience entrepreneurs on toe small and medium scale will have
important roles for several decades."

In the light of this above ob serve, tion and what have been

described in the preceding pages, toe nucleus for basic industrialization

is present in Ceylon, what is wanting is a primary decision of toe direction

of development of this sector. There are a number of alternatives

available, namely, emphasis on large soale industry, emphasis on small

scale industry or a combination of both. The experience so far in Ceylon

is that Government emphasis has been placed on alternative one (l). This

study favours toe third alternative, as a more sensible approach, keeping

in mind the overall problem of development found in developing countries.

Further it is more relevant and feasible to guide toe available resources
I. B.Hoselitz - In paper presented to the U.N.Conference on the application
of science and technology to toe benefit of the less developed areas - T
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and talents in a gradual process whereby time is given for the 'learning

prooass* to take root and continuity of the process of industrial

sophistication is established, rather than an attempt being made to

supplant a system borrowed directly from another country to an unprepared

business and industrial structure*

1.8* SOURCES OF FINANCE

1.8*1 It has been established beyond doubt, from the experience

of developed as well as developing countries, that small and medium sized

firms face maiy problems as opposed to large firms* Many of these

problems are similar whatever the stage of development of the country,

while others are localised problems depending on the socio-economio set

up, history of industrialisation, and various other faotors. No attempt

will be made to analyse all the problems, they are too numerous to include

in a study of this nature* Among the foremost problems firms face, one of

the moat important is the problem of access to finance* In other words

finding funds (a) for the establishment of the firm, (b) for expansion at

the opportune time, (c) in the right quantities, (d) of the ri^it type

and conditions (e) and at various stages of development.* Most other

problems which firms face such as inability to employ top management and

train those in management, lack of skills, shortage of raw materials,

lack of sales, inferior technology and products, are in a way interlinked

with the central problem of finance. An attempt will be made to point

these out, whenever this has a relevance to the central problem of

finance. Maqy other factors which are not directly linked to finance

but have in course of time contributed to the shortage of finance, firms

experience in the present context as well as their relavence in a future

context will be dealt with at relevant tiraes. In this sense one could

I. See Bib.15, Page II
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assume that money is an entity around which all business activity revolves.

1.8.2 Assuming that finance is the core of the business, in

the following pages, an outline of all souroes of finance available to

small and medium sised firms will be made. Firms need finance for various

purposes, of which the most important are for equity capital, working capital

to finance the day to day working of the firm, long term capital for

investment and expansion and short term finance to meet the unexpected

exirgencies of a normal business. Due to economic, social and other factors,

a small firm could not depend upon the personal savings of the proprietor,

partners or shareholders alone to meet these needs. Thus one could

conclude that in general the faot of unavailability of finance apart from

other factors at the crucial time has been one of the main causes of

failure of a great number of small firms every year and the stagnation of

many others.

Long Term Finance - Equity Capital

1.8.3 In general there is no readily accessible channel

corresponding to the new issue market through which the small industrialist

oould raise long term funds. This of course is an inherent factor of

smallness.

1.8.4 Personal Savings : Most snail and medium sised firms

get their initial capital from their own personal savings, immediate family,

friends and relatives, but the capital employed this way cannot

possibly be great. Thus in many an instance they look for outside capital

in combination with their personal capital to start the business.

1.8.5 Private backers s Another source of equity capital is

to make an outside investor interested in buying into a business. However,

for an outside investor to oome in, the investment in the business should

promise a greater return than other alternatives such as marketable
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securities or real estate. In general investors prefer equity investment

in going concerns of long standing, of medium and large size business.

An equity investor in a small business loses liquidity compared with an

investor in listed securities. It is also true that in many instances

the time hoilson of profits of the promoter of the business and the

potential investor are not compatible. External investors normally are

not willing to put too distant time horiaons on profits while the promoters

of many small business aspire to oreate for themselves a good long run

source of income in not pressing for short run profits. On the other hand

promoters of small business are rather reluctant to involve unknown persons

in their ventures due to factors such as unwanted interference. This is

specially true in countries where unemployment is great, as shareholders

or partners attempt to create Jobs end employ relatives and family members

even if the persons concerned do not come upto the standard of the Job in

question.

1.8.6 Long tenu Financial Institutions t Besides the above

alternatives the only other avenue for equity capital is to tuna to financial

institutions. In this category oormaereial banks developed on British

banking traditions do not on principle, lend directly for equity or venture

capital purposes. In most countries both developed and developing, long

term credit institutions have been set up to meet the demand for long term

credit from industry. In Ceylon at present two institutions exist to help

industry with their financial requirements, namely, The Agricultural and

Industrial Credit Corporation (aICC) and the Development Finanoo Corporation

of Ceylon (DFCC). Both these institutions have been vested with powers in

their Ordinances to help nurse viable new industries by contributing to their

equily. It would suffice here to say that not much has emerged in this
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sphere from these two organisations since their inception.1
Long Term Finanoe - other than for equity

1.8.7 (a) Personal savings : This again is an unquantifiable

source of funds of small firms. In mary instances if funds were available

from this source, they are more often than not dried up,as funds from this

source is usually employed at the commencement of the business. Another

source is loans from directors and relatives, but taking into account the

long tern employment of such funds, this source is not always dependable.

1.8.8 (b) Company Reserves ; This consists of the retained

earnings of the past profits of the fim^/w^lSSg profits of the firm for
reinvestment depend also on the initial problem of availability of other

sources of finance. Besides, real profits in small firms are small.

Although many tend to argue that small firms can retain greater part of their
2

profits,in real life this is not always true. Research studies have shown,

that in many sraall firms the average profits are not very large in comparison

to a salary earned by a person employed in a large business. Profits are

also used for the expenses of the businessmen and their families, while in

other circumstances profits are used to raise their standard of living to

the original level, where considerable sacrifices were made initially to

start the business or to raise their standard of living to a higher bracket

altogether. Finally given that firms are able to retain a certain amount of

profit, this reserve is further depleted by income tax, import duties and

high rates of company taxation.

1.8.9 (c) Private Backers : The reasons disoussed earlier about

private backers are relevant here, i.e. social factors such as the reluctance

of most family and private firms to take in outside partners or term

1. See Chapter 6, Sections 6.12 and 6.13
2. See Bib. 144
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loans from them, due to the probable levels of interference they envisage

such as interference regarding the overall policy and administration of the

firm, day to day running of the firm, and interference as regards the intake

of new employees.

1.8.10 (d) Debentures i Debentures are of two main types, i.e.

mortgage debentures and debentures with a floating charge. However, a

mortgage debenture is secured by the mortgage of a particular fixed property

(land or buildings) owned by the company. Small firms in many instances do

not wish to commit their property in this way, because if the company is

unable to meet its financial obligations and is foroed into liquidation, the

proceeds of the sale of these have to be utilised first to repay the

debenture secured on them. Debentures with a floating charge on the other

hand are not attached to ary particular asset of the company. However, for

a company to be eligible to issue debentures it should expect to earn &

fairly stable rate of profit so that its internal rate of return at its

lowest level covers debenture interest. It must also possess assets of

suoh a nature that would retain auoh of their value even if the company

failed.

1.8.11 Thus in the oase of the fonaer, i.e. mortgage debentures,

whilst it is a safe form of investment for the lender, the small businessmen

in some instances would be reluctant to tie up all their possessions into

one venture, a form of 'putting all your eggs in one basket' exercise.

Furthermore, many small businesses would not have fixed assets such as land

and buildings to offer as security. iWiile many businesses would not be

able to afford the latter, i.e. debentures with a floating charge, as the

cost of oapital to them would be more or less the same as their rate of

return. In general the firms that can raise finance throu^i debentures

(both types) are those well established firms having, for example, property,
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marketable securities and those having a good record of good management

and steady profits over a number of years. These two qualifications would

naturally leave out a great number of small firms, especially those where

the risk factor is great. Other avenues of long term finance both for

equity and other purposes which are available in developed countries, such

as mortgage finance, sale and lease back finance, finance from investment

trusts, insurance companies, pension and provident funds, are not yet

developed in Ceylon.

Short and Medium Term Finance

1.8.12 Short term credit needs of small firms are better met

than are their needs for long term credit or for equity capital. Two

important sources of short term credit for small business, are trade credit

and bank credit.

(a) Trade credit or interbusiness credit : This can take many

forms suoh as, open book credit, trade acceptances, trust receipts, direct

loans or advances between two firms. The popularity of trade credit

especially among small firms is due to many reasons, such as (i) unavail¬

ability of credit from any other source (ii) the ease of obtaining trade

credit as compared to bank credit or other institutional finance, (ill) the

reluctance and inability to observe all or some of the stringent qualifi¬

cations banks require, (iv) firms which are creditworthy but cannot

adequately demonstrate this to institutional sources, due to them being

new firms without an established credit record or not having kept

conventional credit standards, (v) lack of adequate and proper contacts

with financial institutions (vi) easier access, due to greater risk the

supplier is ready to assume (vii) lesser degree of tying up the security

a firm possesses, (viii) easier accessibility during tight money periods.
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1.8.13 However, this fomi of credit would in the majority of

cases be more expensive than bank and institutional credit. For example,

a trade creditor may offer terms of a discount of 5 per cent for a period

for which the account could run before it is finally paid up; assuming

that this is three months, if the discount is allowed to lapse, the effective

annual rate of interest is approximately 20 per cent. This effective rate

of interest may even be higher, i.e. if the period of discount is shorter,

say, 2 per cent discount on a thirty day credit, if paid within the first

ten days, and the discount allowed to lapse, there is a 2 per cent penalty

assessed for the use of the funds for a maximum of twenty days. This is

equivalent to an annual rate of interest of approximately 36 per cent

(360/20 x 2$, = 36/).

1.8.14 Apart from the high cost of credit, there is also the

added danger of trade credit for the small firm, in partly losing its

independence as the firm becomes dependent more and more on the creditor.

There have also been instances where credit has been extended to smaller

firms with the ulterior motive of taking over or crushing the firm at a

later stage. There is also the practice of tying up the products of the

debtor firm to the creditor firm at a price decided upon by the creditor

firm. If the purpose is to sell their raw ma terial and machinery credit

is limited oiily to these items, thus excluding finance for other purposes.

The direction of credit too depends upon the policy of the creditor firm,

normally they would grant credit to those debtor firms, that give the

highest return in a present or future context to the creditor firm.

Lastly, there is also the factor of the unreliability of trade credit,

especially in times of oredit restraint policies of the Central Bank.

There is ample proof that during these times mary large firms demand

immediate payment for goods and services sold to small firms, while those
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large firms that buy goods and services from small firms tend to postpone

the payment of bills# Government Departments and State Corporations have

been the biggest offenders in this sphere in Ceylon. The observation by

Davenport, is very apt here, namely that,

"credit in less developed countries tend to be characterized to a lesser
degree by some of the major merits inter-business credit commonly posses
in industrialised countries and to a greater degree by some of the major
drawbacks associated with interbusiness finance" I

1.8.15 (b) Bank credit t Bank credit for working capital

purposes is one of the most popular forms of short term financing by

small firms. Banks normally extend credit on an overdraft basis for periods

upto six months. If the credit worthiness of the small borrower according

to banking standards is sound, the bank overdraft is an extremely convenient

and economical formof finance. Once an overdraft is granted and the banker

is satisfied that the firm is a good customer it is rarely withdrawn.

Although overdrafts are reviewed periodically, it is not uncommon that they

run for a long time. The borrower pays what he owes, i.e. the amount by

which the account is overdrawn at the end of each day's business. The

banks raise no objections to the firm reinvesting its profits and aoquiring

new assets. Thus in effect an overdraft indirectly facilitates the

acquisition of assets which would normally require long term capital. However,

commercial bank lending to small industry is limited, due mainly to three

bank characteristics, i.e. (i) sources of funds of banks (ii) traditional

and conservative lending patterns, and (iii) basic orientation to lending.

1.8.16 As most bank funds come from depositors, there are

certain constraints within which they lend, the most important among them

being the protection of the liquidity and security of the depositors.

Although the possibility exists for commercial banks to undertake term

I. See Bib.6l, Page 119
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and short term financing of businesses which according to their normal

patterns of lending appear risiy, obligations to depositors tend to rule

it out under present conditions in many developed countries, The basic

orientation to financing of most commercial banks in Ceylon is towards

commercial business and most financial accommodation is of short term nature,

such as advances for import/export business. Conventions and practices have

developed over centuries of experience in these fields.

1.8.17 Sven in the case of short term accommodation their

preference lies in the provision of finance to large and well established

firms. This is a natural outcome, for, many large businesses are the major

sources of depositors, of the banks. Thus attracting depositors, particularly

large depositors, is a direct function of accommodating them and giving them

priority in loan and overdraft considerations. The same mode of reasoning

applies to normal commerce as the average client of the bank is a merchant,

providing deposits, giving remittances and foreign export/import draft

business} it is natural therefore that the banks accommodate him first.

Small entrepreneurs on the other iiand are usually of minor importance as

depositor's, as leaders of the society arid as persons of influence. Further

the unit cost of a small loan is greater than that of a large one, risk

factor in general is greater and there has been a greater tendency for sas.ll

firms to fail, especially in the early years of a business venture,

1.8.18 The overall result is that bank3 tend to extend finance

to small firms only to the extent that funds are not required by primary

customers and even this meagre accommodation is made on standard procedures

of lending. Given that some banks do lead to small firms, more than others,

they are further restricted by iovernmeat monetary policy* such as ceilings,

on lending, credit creation (overdrafts), reserve ratios, and special deposits
which in normal circumstances are first applied to the commercial banks *
I See Chapter 7.
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1.8.19 Apart from the traditional channels of finance enumerated

above, there are institutions which specialise in leasing and hire purchase

facilities. Hire purchase is frequently used and it is an important souroe

of funds for small firms. It is particularly useful because it is one of

the v&ys by which a new business may acquire initial credit, allowing it a

breathing space to become established and survive the 'take off* period of

a new venture or businesses payment for items such as machinery can be

staggered over a period of time. Therefore, it is particularly convenient

in oases where machines and plants have to be bought at the inception of a

business, especially when a big slice of capital will have to be tied up

in expensive plant and ma chinexy. Thus it allows the firm to economise

its liquid reserves and to use other credit facilities for the purohase of

materials etc. However, hire purohase in general is not a oheap source of

finance and there is the danger of small firms over-financing by way of

hire purchase due to its ease and convenience.

1.8.20 Hire purchase financing is not yet fully developed in

Ceylon, in recent times finance companies have been mushrooming in Ceylon

at a rapid pace. Today there are altogether about seventy five finance

and hire purchase companies registered as limited liability companies.

The majority of them are very small units, and of the seventy five only

about four companies could be termed 'fairly stable and well established'

and these four share the bulk of the deposits, hire purchase and loan

business. However, the per oentage of industrial financing of these companies

is minimal. A recent Central Bank of Ceylon survey concluded,

"Almost the entirety of hire-purchase business transacted was in respect
of motor vehicles and agricultural machineryj financing of industrial
machinery, household durables etc., account for less than one per cent of
the outstanding volume of hire purchase business"(l)
(I) Central Bank of Ceylon, Annual Report 1970, page 118



40

I.8.2I Another off-shoot of hire-purchase financing is equipment

leasing. Leasing has many benefits in common with hire-purchase. For

example budgeting is made easy because commitments are known in advance and

it is also convenient in many firms to accommodate a leasing rental to a

departmental budget, than it is to buy a new machine. As in hire-purchase

scarce capital can be economised and used for normal operating needs.

Further problems of obsolescence are minimised while indirectly the business

could avoid, continuing to work its old machinery or purchase old

re-conditioned machinery thereby incurring heavy maintenance costs. Cost

of leasing is also tax deductible expense which is another advantage to

small firms* However, in Ceylon equipment leasing is only at an experimental

stage, a service carried out by the finance division of the Industrial

Development Board of Ceylon.

1.9 UENSRAL ASSUMPTIONS AiCD CHARACTERISTICS OF SMALL FIRMS

I.9«l Enquiry into small firms in many parts of the world have

established a number of general characteristics of the small scale entrepre¬

neur and the small firm. In the case of the small entrepreneur a United

States University stud} aptly describes these as ; (a) having more than a

normal endowment of energy and independence, (b) self confidence being

usually high, (c) having a combination of agressiveness and personal

sensitiveness. They further went on to analyse the bearing these character¬

istics have on the financial policies of small firms, i.e. (i) that ethical

standards tend to vaxy more than that of big business, (ii) that creditors

may be forced to protect themselves more fully, (iii) that unconventional

financial standards are more likely to prevail, and (iv) that their

greater willingness to assume risk, requires those who deal with them to

use different discounting factors in evaluating any deals being considered.

4 . Collins, Moore and Unavalla 'The Enterprising man' - 1964 - Bureau of
Business Research - Michigan State University.
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1.9*2 \Shat is described above could be accepted more or less

as basic oharateristics of small firms. Others that can be added to this

list is their desire for independence and secret!venose. These situational

problems are responsible for those assumptions made about small firms such

as greater risks in lending, disorderly financial management, ignorance

about proper adminstrative control, greater possibility of failure, less

viable and a host of other assumptions arising from these. All of these

contribute to that elusive term oalled 'creditworthiness' which is considered

the 'sine qua non' of credit qualification.

1.9*3 On the side of lenders these above assumptions influenoe

to a great deal the general attitudes towards small firm lending. The

general attitude of borrowers is that financial institutions give greater

value to convention and conformity, while little weight is given to

aggressive entrepreneurship. Thus institutions have a natural bias

against lending to small firms. Other assumptions made are that most

lenders are too conservative and over-cautious with their motto being to

'play safe', whioh in normal circumstances affect smaller firms more than

large and established firms. There is also the belief that new small

firms suffer the most, where institutional lending is concerned due to

the 'play cafe' policy coupled with the natural tendency to back or

have a stake in the 'winning horse*. Therefore the more tried and

accepted a firm is the more chances it has of its loan application being

successful. Following from this the small firm seotor lias come to the

conclusion that there is a general tendency for banks and other finanoial

institutions to favour the large borrower, and a likelyhood of discrimination

against the small borrower especially in times of credit restriction

policies of the Government.
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1*9*4 The tasks of the chapters that follow are to examino

these general characteristics and those that arise from them in relation to

industrial finance, as well as to examine, identity, categorise, analyse,
and propose solutions to the special problems of aooess to finance of

medium and small scale firms in Ceylon*



CHAPTER 2

INDUSTRIAL REVELOEWiE'lT - THE PAFT AND THE PRESENT

2. 1 INTRODUCTION

2. 2 ECONOMIC AND INDUSTRIAL HISTORY UP TO 1948

2. 3 M " " FROM 1948 - 1956

2. 4 M M " " FROM 1956 - 1965

2. 5 " " " " 1965 AND AFTER

2. 6 GENERAL CONCLUSION



2. 1 IM'HOBUCTION

2.1.1 Ceylon ia a small island isolated to a considerable extent

from the industrial influence of the modern world, by her geographical

position as well as by design. From the beginning of the sixteenth century

with the coming of the Portuguese it remained a colony of the iSoropean powers

up to 1948j changing hands during this period from the Portuguese to the

Dutoh and finally to the British. Her land area is approximately twenty

five thousand square miles with a population of about twelve million.

The economy is dependent on three major plantation crops which bring in

nearly 90 per cent of her export earnings. The export price of these pro¬

ducts have been declining for a decade, while imports have been steadily

rising. The import of her essential food-stuffs to sustain her population

alone has absorbed roughly 50 per cent of the export income. The heavy

dependence of the economy on three major crops, the prices of which have

constantly fluctuated in the world markets have made her vulnerable to

changes elsewhere, over which she has no control. Her terms of trade

have been declining for the past decade at an alarming rate. As a result,

the foreign exchange resources available for expansion and growth have been

extremely meagre.
1

2.2 ECONOMIC AND INPUSTBIAL HISTORY UP TO 1948

2.2.1 Prior to 1850 Ceylon's economy was purely agricultural

and extractive, consisting of small peasant agriculture concentrated largely

on rice and other food-stuffs, while her chief exports were of an extractive

nature, i.e. cinnamon, other spices, precious stones and natural pearls.

The foundation of her present economy was laid with the introduction of

1. In 1948 Ceylon become an independent Nation State.
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commercial plantations by tie British. In the 1850's there was a conside¬

rable inflow of British capital to open up coffee plantations and the 'coffee

economy' was bom. This was the first impact of large scale western commer¬

cialism on a slow moving feudal economic structure.

2.2.2 This commercial sector was principally financed and cont¬

rolled by British interests,i.e subsidiaries of British Banks, Commercial

Plantation and Agency Houses. Thus a viable commercial sector developed

where capitalist business methods prevailed?while leaving the greater part
of the country feudal and agricultural. Within the next twenty five years

coffee plantations expanded rapidly with a resulting boom in coffee exports,

which become the chief source of national income. However,the coffee

economy collapsed in the 1880's due to a leaf blight and by 1882 this leaf

blight had spread all over the plantations. In the resulting crisis many

banks and Agency houses collapsed and went into liquidation, while many of

the investors were rendered penniless. Looking back through history, this

has been a blessing in disguise for the country as a whole, and a warning

for the future. It was a blessing in the sense that the Government

ventured to encourage the growing of tea in place of coffee, which to date

is the mainstay of the economy. It was a warning perhaps, although not

heeded for a considerable period of time, that it was dangerous to depend

on one major crop as the sole provider of the economy. Tea was closely

followed by rubber and coconut plantations. In comparison to tea and

rubber plantations, coconut was mainly a Ceylonese undertaking consisting

mostly of small holdings. This dual-economy pattern became the main

characteristic of the country's economy, with the commercial sector and

the resulting commerce in the hands of the foreigners, while the agri¬

cultural sector dealing mainly in rice and other cereal cultivation
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remained in Ceylonese hands. Ceylonese enterprise in the commercial,

plantation, and industrial sectors were not encouraged under colonial

policy, as the objective was to keep the colonies as a source of raw material

and markets for finished goods of the metropolitan country.

2.2.5 The disruption of shipping and trade and the general

economic chaos as a result of the first World War, led to a strong demand

in the country for the diversification of the economy to produce both

agricultural and industrial goods. The outcome was the appointment of an

Industrial Commission whose report was published in 1922^. It was a

valuable and comprehensive report outlining the economic prospects for the
.which

future,and/proposed twenty one possible industrial ventures that could be
2

set up in the country « However, with the end of hostilities and the

determined effort made by the western countries to regain lost markets,

no full hearted attempt was made to incorporate any of the recommendations

of this Commission. The only valuable result was the recognition by the

colonial Government of two important principles, i.e. (i) the Government

to play an active part in the industrial development of the country,

making her self-sufficient in men and materials, and (ii) to achieve

objective one above, the need for adequate administrative machinery,

scientific and technical advice. These objectives however remained in

name only, and the administration lapsed into a period of inactivity as far

as industrialisation was concerned. This state of administrative lethargy

regarding industry continued up to the great depression of the 1930'a, when

the Government was once again shaken out of its complacency. The depression

1. See Bib. 24

2. The proposed industries were, (1) Forestry and Timber, (2) Tea chests
(3) Bricks,and lies, ,4. cap, '5, oir fibre, t,6 Tapioca, (7) Co4
industries, (8) Fisheries, (9) Mining, (10) Coconut, (11) Vegetable
(Contd. next page )
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underscored once more, the danger of depending on a few plantation crops

for the country's export revenue and the heavy dependence on imports for

most of her consumption goods.

2.2.4 Up to 1951 with the exception of the agricultural process¬

ing industries there was hardly any other manufacturing industry worthy of

the name. In 1931» under the Donomoore Constitution Ceylon was given a

voice in her own affairs. The new legislature realised the lopsidedness

of the economy and the economic 'straight jacket' the country was in.

At the same time there was pressure from many quarters for an industrial

base and for diversification of the economy. The pressures exerted cul¬

minated in the appointment of a technical adviser from India, to examine and

report on steps the country should take in future development. His report

published in 1935 recommended strongly the establishment of a proper

industrial base"'.
2.2.5 The salient features of the recommendations were,

(i) The establishment of a Department of Industries. Hiis was advocated

on the grounds that in the absence of a central coordinating organisation,

the proposal to investigate and exploit Ceylon's resources would hardly

likely to come to fruitution. The functions of the proposed Department were

to assist industries by placing at their disposal technical advice, to

undertake pioneer and demonstration work in relation to industries in

general and to guide the industrial policy of the Government.

(ii) Hie encouragement of cottage industries, mainly as a subsidiary

( 2 Contd. from previous page)
(12) Cinnamon,Cardamoms & Citronella, (13) Sugar, (14) Spinning & Weaving,
(15) Cacoa, (16) Caffeine, (17) Wood distillation, (18) Paper, (19) Glass,
(20) Cement, (21) Cyanide.

<. See Bib 28.
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occoupation for the farmers. In the words of the Report, 'the socio-economic

conditions of Ceylon, which is more or less a purely agricultural country

render it best suited to the improvement of cottage industries as a sub¬

sidiary occoupation of the people, especially the cultivators.• The Depart¬

ment was also given the responsibility to familiarise and encourage the

habit of cottage industries, to stave off competition from factory indust¬

ries, to provide technical knowhow, and to facilitate the access to necessary

funds, machines and tools.

(iii) Third and most important recommendation was an industrial survey and

feasibility study. The Report emphasized the importance of this survey as

an essential factor in a scheme of economic development of the resources of

the country which must precede the scientific investigation of the various

raw materials. Preliminary investigation was to be with special regard

to, (a) the availability of various raw materials of industrial importance,

both tapped and untapped, (b) the uses industrial or otherwise to which

these raw materials were put, (c) existing system of industrial production

both in cottage and factory works, (d) social and economic conditions of

the people in relation to further exploitation of potential resources by

appropriate industrial methods.

2.2,6 The concluding paragraph of the Report summarised the urgent

need for a properly based national policy of development. It emphasized

as follows,

"Planning has become the main spring of national activity in the
economic production and distribution of the world today. On both sides of
the hemisphere most of the countries are mobilising all their national res¬
ources for planned programmes of economic production. Ceylon cannot be
isolated, she is inevitably caught up in the nexus o£ the world trade.
She has always been vulnerable changes elsewhere over which she has no
control. In a changing world Ceylon can no longer afford to drift without
a plan. Bitter economic necessity calls for comprehensive planning of botH
agricultural and industrial production without delay. It is true that
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agriculture has been, and perhaps will be for many years yet, the mainstay
of Ceylon, but a wholesome economic balance of agricultural and industrial
production is the greatest need of the moment. Agriculture and industry
like the two wings of a bird are indeed essential for ueylon in her flight
to prosperity and progress " (Bib, 28, page.7)

2,2.7 The policies that were followed thereafter did not give

this excellent statement of fact the weight it deserved, especially where

industries were concerned. The results of this deport were the setting- up

of a Bureau of Industries, greater awareness in the organisation of cottage

industries, and the making of preliminary investigations for the establish¬

ment of factories to manufacture a series of products. However before

any of these industrial units were properly established on an economic

and commercial basis the second world war intervened.

2.2.8. Parallel to this industrial investigation, a Commission

was appointed to investigate the existing financial institutions in Ceylon.^
This too was a direct result of the depression and the pressures brought on

by the public for the establishment of a state bank to provide adequate fac¬

ilities for the Ceylonese, to develop, agriculture, commerce and industry.

At this time all the banks operating in the country were either Indian or

British owned, established to meet the needs of export and import trade and

that of tea and rubber plantations. They had little or no dealings with

the Ceylonese and their business was mainly of short term term character.
of

One of the main avenues/credit available to the indigenous people were

the 'Chettiyar' money lenders who had accomodation to banks throu^i the

medium of the 'shroff*. They lent at exorbitant rates, and more often
2

than not7held the Ceylonese to ransom.

1. The Ceylon "anking Commission of 1934 under Sir Sorab^i Pochkanawala.

2. See Chapter 4» Section 4.2.1 and 4.2.10 to 4.2.14.
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2.2.9 In 1954 the Ceylon Banking Commission recommended a state

aided Ceylone3e bank. The foreign commercial banks and the Chamber of

Commerce who predominantly represented the foreign plantation and commer¬

cial sector oppose1ithis proposal as they did not approveof the Government

giving assisstance, for the encouragement and development of indi^c^ous

banking and industry in Ceylon. However, the State Council of Ceylon

approved the proposal and the recommendation of the Commission was referred

to a committee of London Bankers by the Secretary of State for their expert

opinion. The ^ondon Committee rejected, the proposal of a state aided

deposit bank undertaking long term credit to agriculture end industry.

The Board of Ministers in the State Council continued their fight for the

Benk and on their second submission of the proposal with amendments, the

London Committee though not convinced that there were sufficient grounds for a,

new deposit bank recognised the need for Government financial assisstance
f'OX*

for new industrial ventures and/refinancing of agricultural debt. They,

therefore recommended a special institution to perform these functions,

a proposal which was acoepted and procedures were set in motion to estab¬

lish an agricultural and industrial credit institution. Subsequently,

the pressures for a deposit hank bore fruit , and the Bank of Ceylon

ordinance was enacted in 1938, although the terms and conditions of the

charter severely restricted the proposed bank's activities.

2.2.10 Thus around 1935 Tor the first time a definite industrial

policy pattern was emerging in the minds of the planners. Despite this new

mode of thinking the indigenous entrepreneurs were at first shy of coming

forward. This perhaps is not surprising as up to that date, they had

been restricted from entering the field of industry and commerce, apart

from the failure of the banking system to accomodate them. Thus initial
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industrialisation naturally fell to the lot of the Government, while commerce

fell into the hands of foreign merchants, the majority of whom were from

tndia.

2.2,11 During the war many factories were set up through nece¬

ssity rather than as a result of the culmination of proper planning.

Most of these factories were geared to the war effort to substitute and

supplant the existing scarcities . Plans had been drawn, though not fina¬

lised for moat of these industries when war intervened. War-time cond-

2
itions prevented the Department of Industries "from obtaining the machinery

required, resulting in shoddy factories with secondhand or makeshift mach¬

inery in dilaplated buildings. Economic location factors were not taken

into account, availability of buildings determined the location of factories.

Local participation was hardly forthcoming despite a statement of intent

by the Minister of Industry(at the time) in the budget debate, to the effect

that the aim of the Government was to create a suitable environment, and to

convince the general public of the vast possibilities that lay in industry.

The Government's intention was to act as a 'path blazer' and a pioneer,

to create the infra-structure for industrialisation. War-time conditions,

uncertainities and fears coupled with the two reasons given earlier, resulted

in a very poor public response. Retrospectively, it was an ill timed

invitation for public participation although the motives were good.

The end of the war, was the death knell for these industries, due firstly,

to the founding limitations mentioned above, and secondly, though it was

profitable to produce during war time and sell to a closed market, this

1. For example, s+eel rollijig,leather,drugs,ceramics,glass,acetic acid,
paper and cardboard, coir goods, wood work and carpentary.

2. In 1938 the Bureau of Industries was reorganised to form the Department
of Industries.
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condition no longer remained true. But, they continued to run these ind¬

ustries at heavy financial loss.

2.2.12 In 1946 the policy of the British Government with respect

to her colonies was published as a white paper.1 Two systems of develop¬

ment for the colonies were envisaged, namely,(A) 'all in' planning system,

i.e. a single plan for the whole community and (B) 'outline* planning

system, i.e. under which the Government was to provide a certain general

framework which left ample scope for private planning or individual initia¬

tive , both as regards production and consumption. The latter plan

implied the existence in partnership of private initiative and state

planning and control, and the preparations in which these two to be mixed

being capable of variation from time to time to facilitate change and

adjustment to suit changing conditions. This was a very practical

proposal, but as far as ^eylon was concerned there was no desire to put

this plan into action immediately. Ceylon was to concentrate on develop¬

ment in the immediate future in the direction of agriculture, and to build

the resources for future industrial development. In the meantime an atte¬

mpt was to be made to develop technical^skill, gain experience of business

management, factory organisation, to build up the necessary accumulation

of savings. There seemed to be here, a tussle between the local interests

to industrialise as quickly as possible and the foreign interests to move

slowly towards this goal. Whatever the case may be, the principle wase

accepted that ^eylon should diversify her economy.

2.2.13 In 1946 on the eve of the dissolution of the State Council,

the Executive Committee presented a review of industrial policy, the past,

1. The Planning of Social and Economic Development in the Colonial Empire.
Crnndj No.3, 1944. See also, Bib. 83.
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present and the future * This report laid down some practical lines of pol¬

icy for the future. The observation was made that the war time industrial

ventures were designed to play an experimental role and were intended to

create an industrial environment providing a stimulus to private enterprise

in the industrial field. It outlined the framework tor an industrial policy

to deal with the post-war situation. Industries were demarcated into a

'Basic industrial sector' under state ownership and a 'non-basic indust¬

rial sector under private ownership, with the state assisting them with
technical advice, information and protection. The basic industries were

to be those of strategic importance for development requiring a large

capital outlay, such as iron and steel, cement, power, heavy chemicals,

textiles and pharmaceuticals- Their final proposal was that the factories

already established by the Government should be formed into Corporations

with both Government and private capital. Thus on the eve of Ceylon's

independence it would appear that a firm policy for the future was envisaged,
t

the period of hesitation and planning wilderness was at an end, and the

future of industrialisation and diversification of the economy were assured,

with a place for both private and state industry. However, this was not

to be; with the first flush of independence, all the safeguards, controls,

and plans for the future were thrown overboard and for the next few years,

policy regards industry took second place.

2.2.14 In concluding this section, it is worthwhile to under¬

line a number of important features in the economic and industrial history

of Ceylon which influenced the future of industry and economic thinking.

The failure to incorporate some lessons learned,in subsequent planning?and

1. See Bib. J2.



the misapplication of others, have contributed to many of todays' problems.

(a) The crisis in the 'coffee' economy showed for th© first time the danger

of depending on one major crop for the sustenance of the economy. This

factor was ignored as proven by the crisis that followed during the first

world war. It was ignored for the second time when the recommendations

of the Commission of 1922, were laii aside, this was followed by the crisis

during the great depression. Finally at the beginning of the second world

war the economy was still unprepared. This 'Daraocletian sword' has been

hanging over ^eylons* economy to present times.

(b) Th® seeds of unbalanced growth were sown by the development of one

sector, i.e. the plantation sector, at the expense of)and detriment to,
all other sectors.

(c) The apparent 'lapse of memory' of the administration and planers then

and partly now in failing to implement a valuable recommendation made as

as far back as 1935* i»c« the absence to date of a full and comprehensive

survey of available industrial resources both tapped and untapped.

(d) The idea so fervently put forward by the Banking Commission of 1934»

i.e. the necessity of a state aided institution to undertake both short

and long term credit for agriculture and industry.

(e) Ahe creation of an indigenous bank with a 'straight jacket' charter,

with restrictions on its activities some of which are still prevalent today.

(f) The crossroads of future commercial banking structure, i.e. options

open to the London Committee of 1935* whether to support the further

development of commercial banking in Ceylon on the British model or one

that was more aligned to the continental banking system where the relation¬

ship of banks and industry were quite closely linked.



(g)The idea that was born after the first world war, i.e. that the country

should diversify the economy and that economic development should proceed on

a dual base consisting1 of agriculture and industry for economic growth and

survival.

(h) The types of industries that were recommended in 1922 and 1938*

(i) finally looking back to these times a definite pattern of planning

behaviour patterns has emerged. They are (a) apparent forgetfulness or

short memory, (b) not learning from ones own mistakes or those of other

countries, and (c) the slow moving and general lethargic attitude of problem

identification,and the equally long gap between identification and the app¬

lication of corrective measures.

The results of this behaviour patternshave been disastrous to

planning and administration, because, a slight fault or malfunction in a

conceived plan or policy or corporate body, with time, breeds around it

many defence mechanisms which jeopardise the whole system. The delay,

firstly in identifying and pinpointing the fault, secondly, in taking action

to remedy it , may result in permanent malfunction or the death of the plan

or the policy. for, this delay or in-action structurally alters the whole

system, in many instances multiplying the fault to permeate the whole.

In terras of an analogy, the elimination of a fault or bias in the mal¬

functioning of a plan could be taken as an administration of a curative medi¬

cine to res ore the body balance in a patient. If the ailment had been

ignored and allowed to linger on, resulting in a major surgical operation

which had become necessary to save the life of the patient, the removal of

the deceased organ is not by itself necessarily sufficient to restore the

sick patient to health. &ore often than not,it results in continous ill

health or sometimes in the death of the patient.
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2. 3 ECONOMIC MV INDOSTRIAL HISTORY IHCM 1946 - 1956

2.3.1 The initial disequlibrium in the economy with ceylon

becoming a fully independent sovereign state is understandable. The tasks

the administration faced,in the social, economic and administrative spheres

were many. They were taking their first hesitant steps in full self-

government for the first time. 1hus they were hesitant and unsure of the

future policies and programmes, and most programmes and policies followed

were of an experimental nature.

2.3.2 The first step in the programme of economic development

was the launching of the first 'six year plan* (1948 - 1953/54). mis

was designed to foster economic development through planned outlays in the

public sector. The ^lan was in line with the economic thinking of the

times where it was felt, that only the State could afford to undertake large

capital outlays in every sphere of activity. The Plan mapped out a scheme

of development with the main objective of agricultural self-sufficiency

with a secondary programme of industrial development in the public sector.

The proposed industries were to be the exclusive preserve of the State,

and no plans were made for outlays in the private sector.

2.3.3 In following the main objective of agricultural self-

sufficiency, the administration took a step in the right direction. The

population of ^eylon was increasing at a fast rate, this created an increa¬

sed demand for food production and also resulted in rising unemployment.

Ceylon imported most of her food to feed her population, thereby using

a large proportion of her meagre foreign exchange earnings. Farther the

people had an agricultural tradition and the population was concentrated

mostly in the rural areas. The plan was for the expansion of the land ava¬

ilable for agriculture by clearing up jungles, constructing irrigation
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schemes and resettlement of the peasantry in large colonization schemes.

As the system of peasant agriculture was primitive in techniques, modem

methods were to introduced, ^he colonization schemes were to have their

own infra-structure as regards training centres, technical aid and constru¬

ction centres, tractor stations and repair workshops, cooperative credit

schemes, schools and health centres,

2.3,4 The programme for industrial development was not spelt

out so specifically and in such intricate detail as that of agriculture.

The main weaknesses were the absence of infra-structure planning and the

lack of coordination between the Ministries under which the industries were

to run as separate departments. The plans of the individual Ministries

were not commensurate with one another. The individual plana themselves

lacked cohesive planning, such as feasibility and viability of the proposed

industries, and practical cost estimates. Added to these planning mista¬

kes, there were factors such as the usual shortage of technical and manage¬

ment staff found in developing countries, the novelty of large scale plan¬

ning, end the lack of appreciation of linkage effects between programmes.

Finally the lack of fox-ward planning resulted in considerable delays in

delivery of plant and machinery from foreign suppliers. The outcome was

a considerable waste of resources, with cons tan-' -evision of scope, costs,

and direction of the industries. The cement factory which commenced pro¬

duction in 1950 was the only large scale scheme completed during the period

of the Plan. During this time local private enterprise received scant

attention and no Government encouragement was given, nor was any thought

given to the development of industry by way of foreign participation,

know-how or capital, as one report observed, 'the very idea seemed repugnant

to the policy at the time and the atmosphere hostile*.
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2.3.5 Parallel to this programme of large scale factories, cottage

industries were vigoursly promoted but without much thought for their future

capacities, limitations, marketability, quality and need of the products.

Cottage industries as far as the Administration was concerned, meant handi¬

craft goods and there was considerable political value in the encouragement

of this sector as cottage industries were conceived as an arm of rural

development. As one report observed, the outcome was, 'Ceylon become

studded with hundreds of training centres for cottage industries. These

training centres did not produce either workers or valuable products but

turned out more and more teachers.

2.J.6 In 1952 a Commission was appointed by the Government to

examine the usefulness of a number of commercial undertakings run exclusi¬

vely with state funds. This report recommended that state undertakings

especially in the field of industry, if they were to prove commercially

successful, should be transferred to corporate bodies, joint stock comp-

2
anies, or to cooperative organisations •

2.3.7 In the same year the Government invited a team from the

International Bank for Reconstruction and Development (IBRD), to study,

review and report on the economic conditions of the country. Before the

observations and recommendations of the IBRD mission are outlined, it is

pertinent here to summarize the main causes of the failureof the indust¬

rial policy up to that date. They could be categorized under seven broad

headings.

(a) Lack of coherent and a consistent policy* As outlined in the chapter

so far, there were a number of crisis points in the industrial history of

the country from which the administration could have drawn valuable con-

conclusions for the future. The first was the crisiB during the first

1. See Bib.37.

2. Sessional Paper XIX of 1953 - (Gunesekera - De Zoysa Report)
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world war resulting in the appointment of the Commission of 1922, the
. the

second was crisis during the depression of the thirties culminating in

the banking Commission of 1954 and the appointment of a technical adviser,

and the third was the crisis during the second world war and the resolutions

of the State Council and the Six-Year Plan. Ae recommendations and the

resolutions after each crisis were admirable, but these plans were never

really put into action. Though the plans looked good on paper, a detailed

study on an objective basis was never undertaken, therby making the plans

weak and incoherent. During this period, the inactivity on adequate

plan formulation and application, as far as industrialisation was concer¬

ned, leads one to conclude, that the attitude towards industry was secon¬

dary and there was an underlying lack of consistency among the planners

to make this truly a viable sector. It was also felt that there was no

sprit of involvement by the colonial Government to see a policy through

nor the ability to whip up the enthusiasm of the general public.

(b) The policy of running all State industries as sub-divisions of different

Government -^inisteries and Departments: This was bound, more often than

not, to lead to inefficiency, as a business could not be run in the same

way as a bureaucratic Government Department. Further, civil servants even

if they be good administrators need not necessarily be at the same time

equally proficient in business management. In the light of this observation

the recommendation of the Commission was very sensible^. This recommenda¬

tion, i.e. to make,the present industries run as Government departments,
had greater validity,

into corporate bodies/ For, such a conversion would ensure that, (i; its

board and staff would be impelled by motives of public service and not

private gain, (ii) it would be an independent body fettered neither to the

1. See above (2.3.6)
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Government of the day, nor, since its capital carried no voting rights in

the undertaking, to a particular group of shareholders, (iii) it could he

a functionally constituted body having a clearly defined and specific

objective laid down in the statute of its origin, comprising a Board

and staff chosen for specific competence and not because of political align¬

ments or civil service qualifications, (iv) finally, it could be constituted

as an independent body devoid of politics, yet standing in a generally recog¬

nised relationship of mutual responsibility to Parliment through a particular

Minister.

(c) Scarcity of skills: There was an acute scarcity of technical, management,

corporate business, administrative, financial, and accounting skills in the

country, during this period. Added to this shortage of management skills,

there was on the other hand a lack of experienced and qualified workforce.

This shortage of skills was specially true in the case of large scale

industries, where their absence was acutely felt.

(d) Excessive mechanization: All state industries suffered from excessive

mechanisation and over capitalisation. Most industries which were state

ventures were highly capital intensive with very high capital to labour

ratios. This perhaps is a little surprising in a country where capital was

a scarce resource while labour was plentiful. The skills required to run

these machines were very high, while the largely peasant labour available

in the country, whose level of industrial productivity was very low were

quite unused to working under even simple factory conditions.

(e) Inadequate preparation: Basic infra-structure planning and adequate

feasibility studies were markedly lacking, the type of goods selected for

manufacture were not according to any assessment of comparative advantage

such as availability of raw materials or other factors of production, but
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were often adhoc decisions. The basic requirements of resource mapping

which had been recommended in 1935 was still to come.

(f) Insufficient incentive for private enterprise: There was insufficient

encouragement of private enterprise, though frequent •lip-service'was paid

that the Government was making a start in setting up industries in order to

create the necessary climate for private enterprise, not much incentive

was forthcoming for private entrepreneurs to set up business. The Admin¬

istration failed to rouse the enthusiasum of the people, i.e. worker,

entrepreneur and investor alike, in the type of industries they began.

It was difficult to be enthusiastic about products such as hydrogenated oils,

plywood, cement, and caustic soda. Further, there was no policy to encou¬

rage foreign participation in capital and knowhow, nor any attempt to learn

from the experience of other count ies.

(g) Absence of other facilities: Finally, there was no parallel development

of,financial institutions and facilities to take the burden of industrial

financing, institutions to harness and direct capital, to disseminate

financial and management techniques, to distribute capital according to

modem methods of financial assessment and control of projects. The

Government bore the whole burden of financing these ventures and the

inexperienced administration attempted at the same time to function as

•Captains' of industry. The overall result seem to have been an industrial

mis-adventure. Although statistics are not available, on rough estimation

there seem to have occoured a considerable wastage of public funds on these

industrial ventures.

2.3»8 The Report compiled by the IBRD mission was published

in 19521« It was not surprising that the first observation they made in

1. Gee Bib. 89.
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the Report was the heavy dependence ofthe economy on the three major agri¬

cultural crops. It is important to remember that this very same observat¬

ion was made as far back as 1922, which helps to underline the fact that

thirty years after, nothing very constructive had been achieved in the

diversification programmes. The IBR.T) Report was quite comprehensive and

was constructive in its analysis of the existing situation, its weakness

and the probable and the possible future. As this Report forms a landmark

in the economic development of Ceylon and the observations made were relevant

at the time, (while some still persist);it is important to examine in some

detail its analysis of the industrial sector in Ceyi0n in relation to

avenues of finance available to this sector.

(a) Banks and other institutions! They observed, (i) that banks had failed

where industrial financing was concerned, (ii) that the Bank of Ceylon, the

only Ceylonese bank at this time, which was set up primarily to help

^eylonese businessmen was still restricted in its activities due to the

constraints imposed on it, at its birth, (iii) that almost all banks

financed only trade and commerce, and had not provided facilities for the

kind of medium terra borrowing helpful to new ventures, such as advances

secured on plant to be paid off over five to ten years, (iv) that developm¬

ent of private industry, had been retarded by inadequate facilities for med¬

ium and long term credit. The Agricultural and Industrial Credit Corpor¬

ation (AICC), founded in 1943 with the dual purpose of promoting agricultural

and industrial ventures, by way of loans, underwriting, share capital, etc.,

had failed in its nine years of existence to discharge these functions ade¬

quately. They also observed that there were no other agencies whatsoever

from which a local operator could get the long term credit he needed.
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(b) Private Capitals They observed that, (i) private capital alone had not

done its share, while the State coming to its rescue had not helped private

industry to help itself, but had tried to do the job unaided. One result

of this policy had been that private capital had felt actually excluded and

afraid. (ii) that Ceylonese themselves lacked the technical background for

other types of production than tea, rubber and coconut, while non-Ceylonese

funds found full employment in these three major plantation crops.

(iii) where investment trends were concerned, preference for investment in

land exceeded all other, as there was a sentimental attachment to land which

made land values very high often out of proportion to their yielding capacity,

(iv) the Ceylonese investor or the local capitalist if they did not buy land

preferred to import merchandize or participate in speculative ventures which

offered quick returns, such as speculation in rice, which they understood

well and considerd reasonably secure. On the other hand the Ceylonese

investor felt that in modern industries,the return by way of annual divi¬

dends was somewhat meagre. They also believed that if the owners of an

industry were desirous of quick returns, they could do so only by such

measures as adulteration, progressive low®1**11# Quality, inadequate plant
upkeep, all of which impaired the security of the investment. The Ceylon¬

ese more often than not suspected their own countrymen of resorting to

these things. As a result they seldom ventured to buy shares in a Ceylo¬

nese industrial undertaking, and if they bought any shares at all, it would

be preferably those of foreign companies with established technical standards,

(c) Foreign Capital: They observed that (i) while Ceylon had been an exce¬

llent place in which to invest in the past, after independence the Govern¬

ment had failed to adopt a clear cut policy towards external capital, resu¬

lting in uncertainity and fear of expropriation in the minds of/outside-'
investor.
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2.3.9 Apart from these observations, the Mission recommended

a number of new institutions and suggests^ ways and means of organising the

industrial policy of the country. They were,

(a) The non-proliferation of any further large scale industry, and the

desirability of giving emphasis in the future to small and medium scale

industry, widely scattered and diversified to take advantage of labour and

raw materials in different parts of the country.

(b) Less Governmental intervention in the sphere of industry and the encou¬

ragement and harnessing of local entrepreneurship.

(c) The establishment of a Development Corporation, with funds from the

banks, the Goverraent, and the investing public, to permit joint financing

of industrial projects under competent and profitable commercial management.

(d) The encouragement of foreign capital participation by a firm statement

of policy regarding investment, repatriation of profits, and the security

of the investment against expropriation.

2.3.10 The IBRD iteport seemed to have shaken the complacency of the

Administration. This deport, coupled with the 'Gunesekera - De Zoysa*

Report made a great impact on industrial policy of the Government then in

office. Thus in 1954» for the first time since independence, the Govern¬

ment set down a firm policy for industrialisation. The main features of

this new policy for industrialisation were as follows,

(a) Encouragement of foreign capital and enterprise in large scale under¬

takings .

(b) Promotion of Small scale enterprise.

(c) Assistance to be given to local industry both large and small.

(d) Directional control of capital movements in the country.

(e) Government participation in private enterprise.
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(f) Hedrafting of existing industrial legislation.

(g) Accelerated industrial research.

(h) Coordinated and aystematised training facilities.

(i) industrial standardisation.

2.5.11 The new thinking on the future of industry was embodied

in the -deport of the Minister of Industries. On small industries, the

"eport stated as follows,

"After carefully studying the matter over the past year, I have
cone to the conclusion, that the hope of industrialisation in ceylon lies
in the promotion of small scale enterprise, by which term I mean, really 1
decentralised factory industries, rather than enlarged cottage industries"

The extent of assistance the Government was to provide was embodied in the

same '"eport as follows,

"I want the Government to have an increasing share in guiding,
controlling, and directing industries, in the best possible charmelf,to
use our limited resources in the best possible way.... and in the initial
stages of this policy of encouraging private enterprises, the Goverment
would necessarily have to give a helping hand by way of finance, personnel,
research, protection, marketing, and in many other directions."

2.5.12 This deport is also important for the fact, that this was

first time and also the last to date in which the Government defined what

Small Industry were, and the difference between cottage and small industries.

This differentiation was based on the international definition decided on by

the International habor Organisation (ILO), at its regional meeting in

ueylon in January 1955* This definition embodied the following observations

(i) The characteristics of hone or cottage industries were to be (a) the use c

simple hand tools, (b) working generally at home, (c) occupation entirely

subordinate to some other principal occupation, and (d) the product not

needing any high degree of skill but mainly dexterity.

(ii) On the other hand, genuine small industries were to be, aj those with

a fair degree of mechanisation and needing some mechanical skill, (b) the

1. See Bib 37, Page 15.
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proprietor generally being full time worker himself engaging labourers for

wages, or on a share basis or on piece work terms, (c) the industry was to

be generally the sole occupation of both the proprietor as well as the

worker for at least a substantial period of the year.

2.3.13 The Government of the day accepted most of the recommen¬

dations of the IBHD mission and these were embodied in the second Six Year

flan of the country, i.e. 1954/55 to 1959/60. 'Phis was the first attempt

at proper planning for development, as well as the first time that a policy

statement was made, regarding the place of industry in national planning.

However, even in this plan the greater emphasis was placed on agriculture.

This was in accordance with the recommendations of the IBRD mission who felt

that although the role of industry in the development of the economy was

most important in the existing state of economic development} industrial

development was to be assigned a second place in the order of priorities foe

allocation of resources. Therefore out of the total investment in the

Plan estimated at Bs. 2,529 million, only Bs. 112 million or 4*4 percent

was reserved for investment in industry. Governments share of investment

in the overall total was to be Rs. 1600 million, of which, Ks.460 million or

29 percent was alloted to agriculture while only Hs. 75 million or 4*7 per

cent was reserved for industry.1
2.3.14 Despite the secondary role given to industry, the recog¬

nition of the fact that industry has a role to play in the economic develop¬

ment of the country was an important landmark as far as future industry was

concerned. The emphasis in the future was to be on small scale industries

in which the public were to be encouraged to play a more significant and

1. See Bib. 38.
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active part. In the large scale sector, foreign participation and invest¬

ment were to he welcomed to collaborate with Ceylonese interests especially

in fields such as fertilizer, sugar and textiles which were suitable for

large scale enterprise, but for which neither the Government nor the

Ceyloneae investor alone had the adequate capital and technical knowhow.

2.5.15 In order to encourage private initiative both local and

foreign, a number of incentives were proposed. They were as follows,

(a) Tax concessions such aa exemption from income tax for the first five

years* in industries which were Government sponsored and where the Govern¬

ment was a shareholder.

(b) Exemption of income tax of new industries for the first five years,

as long as not more than five per cent dividend was declared.

(c) Adjustment of import duties by the reduction of, and in some cases total

removal of, duties on goodejrequired for the establishment, promotion and
development of new industries.

(d) Protection of nascent industries by quantitative controls of imports

of competitive goods, and an assurance of a market for goods by the applic¬

ation of the provision of the Industrial Products Act.

Apart from these specific incentives to private enterprise,the overall

attitude of the Government towards private industry was explained in the

Plan as follows,

"Industrialisation in the programme is based on a new policy
designed to 'help the private sector to help itself*. As a first step
towards the implementation of this policy the Government sponsored
Corporations Act, No.19 of 1955» has been placed in the Statute Book.
This Act enables the transfer of Government enterprises to the private
sector in three stages,"

Thus the role of the Government as regards industry was to be that of a

guardian, helper, and collaborator and not as a monopoly entrepreneur.

1. See Bib. 58, Page 258.
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The Government, as guardian, was to provide protective tariffs, guarantee

the market, and allow tax exemptions; as helper, it was to provide the infra¬

structure such as power, transport, establish financial institutions, and

provide a pool of technical and scientific knowledge; and finally as colla¬

borator, the Government intended to participate in private large scale

industry, transfer some of the state industries to the private sector,and to

autonomous corporations.

2.5*16 In spite of all this new motivation and the polarisation

of Government thinking towards industry, the industrial sector did not see

the fruition of this new policy. If reasons can be advanced for the collapse

of this policy, it may be ascribed to the 'Korean boom' of 1954, the 'tea boom

of 1956, and last but the most important, i.e. the defeat of the Government

which formulated this policy at the General Elections of 1956. Eactors one

and two gave Ceylon a period of booming prosperity, and prosperity end plenty

made the country temporarily forget hardships, controls, and resolutions.

Import spending rose despite the assurance of the Government of protection

of nascent industries,and consumer spending on imported goods increased.

Investors found it more lucrative to invest in plantation crops especially

rubber, coconut and tea, which had buoyant markets. Thus during these years

the rapid advancement of industry which was expected, never got off the

ground, and the final curtain on the industrial policy was drawn when the

change in Government resulted in a change in industrial policy as well.

2,4 ECONOMIC MP IMIHS'iaiAL POIJCY EROH 1956 - 1965.

2.4.1 As described in the preceding pages, the planners up to

1956 laid greatest stress on agriculture, and industry was necessarily a

'step-child*. In the policy of the new Government that came to office
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in 1956, equal status was laid on development of agriculture and industry.

Further, as this Government professed to follow socialist ideals, public

ownership of basic industries was considerd to be an essential aspect of any

new policy. In contrast to earlier policy, they assigned the task of

providing employment to the expanding work force?to the industrial sector.
The industrial sector was divided into three main parts, namely,

(a) State owned and controlled basic industries! %ese consisted of large

scale heavy industries and those considered vital to preserve the sovereignty

of the country, e.g. iron and steel, cement, fertilizer, chemicals, petroleum,

salt and sugar,

(b) Joint State-private enterprises! These were of equal importance, though

not in the same grade as (a) above, e.g., textiles, rubber goods, ceramics,

glass, leather, etc.

(c) Private enterprises! These were not considerd vital to the country, but

were deemed necessary to achieve a balance, e.g., processed foods, soft-

drinks, confectionary, pharmaceuticals, etc.

2.4.2 The policy measures that were followed did not always keep

to these classifications and they were subjected to frequent change, but the

underlying policy was that the State was to be responsible for the major role

in industrialisation. This was entirely a new direction to industrial policy

compared to the earlier period. It was somewhat akin to the policy followed

by the last State Council before independence, where the State was to play

the major role in industrialisation, although the objectives for this policy

then and now were different. The frame of reference for the earlier policy

was for the Government to play an active role on industrialisation in the

beginning as a temporary measure with the intention to encourage and bolster

industrialisation. In the case of the latter policy, it was on the
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premise that the Government should have control of all factors of production

on socialist and welfare ideals, and this Government predominance was to he

a continous policy.

2.4.3 In 1957» in accordance with the new policy, the State

Industrial Corporations Act was enacted with specific provisions for the

nationalisation of any existing industry with immediate transference of

ownership from private to the State, and the setting up of new industries

under State ownership. Under this Act, a number of new State Corporations

were established, i.e., Salt, Sugar, and Mineral Sands in 1957* textiles in

1958, Hardboard in 1959» and Steel in 1961.

2.4.4 In 1959* the Government launched its first long term

perspective Plan covering a period of ten years, I.e. 1959 - 1969* This

Plan gave coverage both to the public and private sector. In drawing up

the Plan, the Government sought the advice and guidance of a number of inter¬

nationally known economists.

2.4*5 This plan emphasized the importance of industrialisation

far more than any policy followed up to this date. This was in a way the

culmination of the idea that had eluded the country since 1920, in terms of

diversification of the economy to attain a reasonable balance. Industrial¬

isation was coneiderd as the cog in the machinery of development to acceler¬

ate economic growth, to release the dependence of the economy on a few

plantation crops, and to solve the problems of increasing unemployment of

the educated, the skilled and the unskilled workers. Kaldor and Lange
2

in their reports, came out strongly in favour of industrialisation.

The former stressed a direct relationship between the solution of

1. Professor Nicholas K&ldor, Professor Oscar Lange and Dr. Gunnar Myrdhal.

2. See Bib. 42.
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unemployment and the encouragement of industrialisation associated with

large scale construction projects, rather than solving unemployment through

agricultural colonisation schemes. However, he emphasized that indust¬

rialisation should be properly planned in particular fields, taking into

account capacities such as raw material availability, domestic and foreign

markets, capital, industrial skills, learning capacities, and prospects of

comparative advantage. Lange in his -repo-i-i specifically sounded a warning

against haphazard industrialisation. Despite this reservation he stressed

the importance of industrialisation in his report as follows,

"Industrialisation is the factor which alone has the force of
carrying forward the Islands' economy by increasing natural output, providing
the necessary outlet for employment, making lull use of the covintrys* human
and natural resouroes and producing a rise in the standard of living of the
population."

2.4.6 Thus both reports stressed industrialisation to be the

•sine qugt, non' of the new development policy to solve most problems in the

economy. The Administration, taking all advice into consideration made

adequate financial provision in the Plan for industry. It provided for

a total investment of Hs. 13*600 million, of which the industrial sector

was allocated Hs. 2,714 million or about 20 per cent, while the agricultural

sector was allocated Bs. 3*110 million or about 25 per cent. This increase

in the share allocated to industry from a mere 4*7 per cent in the last

development plan to 20 per cent in this Plan stresses the importance

attached to industry for the future development of the country.

2.4.7 The initial phase of industrialisation was to be directed

at two sectors, namely, the planned and the unplanned sectors. The former

was to consist of all industries undertaken by the Government. This sector

more or less Included all industries that came under the original classifi-

1. See Bib. 42, Page 75.
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fication of the basic sector and the joint State-private enterprise sector.

All projects in the planned sector were to be set up within the framework of

the Plan. The unplanned sector was to consist of industries which, though

not essential, were considered necessary. These were to be in the hands of the

private sector. However, the plans for this sector were not properly

spelled out and there were no adequate estimates or any specific proposals

for this sector. Whatever estimates that were available on this sector

were in the nature of targets and goals. This was general weakness of the

Plan, which was later to result in a series of ad-hoc policies and mis-adven¬

ture, that did not do the cause of future industrialisation any good. The

only specific aim proposed in the Plan for this sector was the creation of

a favourable environment by way of fiscal policies.

2.4.8 As was the case of most plans in the country, especially

in the case of industrialisation, this plan too was fated not to come to

fruitution. A number of factors intervened to prevent the implementation of

the Plan, the foremost among them being the death of Prime Minister of the
2

country by assassination and the resulting politioal upheaval. Added to

this,there were foreign exchange problems facing the country due to adverse

balance of payments, and there were administrative and organisational changes

in the machinery of planning as a consequence of the period of disorder

that followed the death of the Prime Minister. Thus there was an impasse

in direct plan implementation until 1961 when the first short term imple¬

mentation programme covering three fiscal years, i.e. 1961/62 to 1963/64*

was launched. This was a hastily constructed Plan, more as a salvage

measure of the Ten Year Plan. The total investment in this Plan was to be

Hs.2,296 million of which the industrial sector was alloted 1%. 561.8 or

1. dee Bib. 43.

2. The Prime Minister was the chief force behind this Plan, being the
Chairman of the National Planning Council.
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25 per cent. However, the greater percentage of this total was alloted to

to State sector industries and private sector investment was largely exclu¬

ded from the Plan. In the meantime ad hoc decisions and 'stop-gap' policy

measures, towards industry?especially the private sector, become a familiar

pattern during1 the next few years.

2.4.9 Private industry was by and large tied to the fluctuating

fortunes of the balance of payments crises. '%• adverse balance of pay¬

ments situation made it necessary for the Government to introduce import

control measures such as licensing and quota systems on imports of consumer

goods, raw materials, machinery, spare parts and other intermediate goods.

Those goods that were deemed 'essential' were allowed to be imported on

licenses on a quota basis, while those termed 'non-essential' were comple¬

tely banned. Despite the non adoption of the long term plan, i.e. the Ten

Year Plan, the Government was committed to a policy of progressive industr-

ialisation. A scheme of assistance to Government approved 'essential'

industries was introduced, and to these, fiseal and other forms of encoura¬

gement such as tax exemptions, concessionary duties on imported machinery

and equipment were made available. These concessions, coupled with the

part restriction and complete ban of some earlier imports created a feasible

climate for local entrepreneurs to venture into Government approved import

substituting industries. The new industrialists were assured of a protected

market, and a certain amount of Government development loans were also made

available to small industrialists. This brought in a period of confidence

to would-be entrepreneurs as well as to new investors. However, the absence

of forward planning, mismanagement and the lack of proper direction of

policies resulted in a considerable degree of waste and mis-direction of

industry in the country, although this could have been the beginning of
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a viable small industrial sector in the country.

2.4.10 The plans for the future direction of private industry,

if any, were kept very vague. Although as mentioned earlier, there was

at this time a system of industrial approval by the Government, the necessity

and feasibility of new ventures were not given adequate weight. Approval

was granted to any industrial venture that cared to make an application to

the Department of Industries, irrespective of the necessity or value in

economic terms as an intermediate or final good. Industrial appraisal

on meaningful economic and development criteria were markedly absent.

This ambivalent policy of industrial approval was an apparent contradiction

to the economic necessity of the times. Import restrictions were imposed

on most previously Imported goods which were considered 'non-essential',

with a view to conserving scarce foreign exchange earned from the fluctuating

and falling prices of the major agricultural exports. *herfore It was a

time where the most stringent feasibility criteria should have been applied

to new industries, both in the private sector and the State sector, especi¬

ally those having large foreign exchange component in inputs. However in

a number of instances approvals were given for the manufacture of the very

same products, the import of which were banned due to them being considered

non-essential or luxuries at the existing level of the country's development.

2.4.11 Foreign exchange has always been a scarce commodity in

Ceylon, but scant thought was given to this factor, and the need for res¬

traint was flouted with impunity in allowing import permits under the

guise of helping nascent industries, for the import of new and reconditioned

(and in many cases ob sol scent in the countries manufacturing them) machinery.

1. See below, Section 2.4.11.
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Some of the machinery imported were different makes and models with different

capacities and from different countries. The overall result was, an

unnecessary creation of excess capacities, need for wide inventories in spare

parts, and need for varying skills resulting in import of technical expertise

the country could ill afford. Apart from the scarcity of foreign exchange,

Ceylon has always had a shortage in local investment funds both private and
1

Government. Despite this limitation, The Department of Small Industries in

1962?under a scheme of financial assistance disbursed loans without keeping

to the provisions and safeguards of normal loan procedure. Direct loans as

well as plant and machinery on hire purchase were made available to would-be

industrialists- , individual workshops, partnerships and companies without

proper security or collateral. There was no adequate scrutinity of the

applicants,nor their guarantors creditworthiness,nor was there a mechanism foz
the proper supervision of loans once they were granted. Through this scheme

a total of roughly eleven and a half million rupees were disbursed; to date

roughly eight million rupees are still outstanding, and the prospects of

collecting at least half of this balance is bleak, due to the inadequacy of
2

proper records of the recipients and the absence of a legal hold on them.

2.4.12. Tax exemptions were another incentive that was offered.

The basic underlying policy here was for the industrialists to feed back

profits to sustain growth. There were obvious instances where some industries

were set up merely to reap the benefits of these incentives which applied for

the first five years of a firm's life. Thus some firms after this exemption

period was over, closed up their ventureeand after the elapsing of a certain

1. See Chapter 3# Section 3.^.1.
2. See Chapter 6, Section 6.$.
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period of time floated another venture to qualify for this incentive once

again. On the other hand there were those who squeezed maximum profits by

paying out high dividends and let the firm stagnate thereafter. This was

made easy as the 'no tax' clause applied to a firm's dividends as well.1
Further, profits were very high in some industries due to the closed nature

of the market to foreign goods, the lack of quality and price control, the

absence of, any trade description law, adequate weight and measures control,

and the non application of the Pood and Drugs Act. The absence of these

measures tempted the industrialists to market sub-standard, adulterated,

improperly weighted and falsely described goods with impunity at whatever

price the market would bear.

2.4.15. Ihe avowed objectives of policy and the direction of

development were, the production of essential goods to sustain the economy,

as well as with a foreign market in view, snA to accelerate overall economic

development. But, due to absence of controls and the apparent ease with

which approval was obtained for production, entrepreneurs were attracted to

those spheres of production which yielded quick and maximum profits. These

were naturally the very same products, the import of which were banned as

being 'non-essential' or 'luxury' items, for which products7there was a

ready market especially among the middle and higher Income earners. Thus most

goods produced, considering the economic level of the country, were not those

that could be considered essential requirements at that stage of development.

Most goods had high foreign exchange-input components, while in others all

components were imported and merely assembled in Ceylon. There was hardly

any birth of invention, attempts at adaptation of local raw materials, nor

were there any considerable exports of finished goods. Inefficient industries

}. See Chapter Six, Section 6.11
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flourished under an umbrella of full protection and minimum control. The

linkage effects of industry envisaged by the creation of growth points by

the large State owned industries were markedly absent, nor were there any

forward or backward linkage among private sector industries. This was a

result of all the ills of this type of industrialisation, namely, the high

costs of the input producing industries, lack of precision and uniformity

and general quality, failure to keep delivery dates, as well as contracted

quantities. The result was that complementarity was sacrificed among

industries for individual self-sufficiency at great costs and excess capa¬

cities, while others preferred to get their inputs from foreign countries

who in general supplied a better product, at promised dates and at a cheaper

rate.

2.4.14» This policy or the general lack of a continous policy has

retarded sound industrial growth in Ceylon,and the after effects will be

felt for a long time to come, if not leaving a permanent scar in the

industrial structure of the country. It has resulted in proliferation of

waste in foreign exchange and local capital, lopsided growth in industry,

excess capacities, unsuitable machine mixtures, fostering of non-essential

wants, and a warped sense of business strategy. It has also resulted in the

growth of an entrepreneur class or type of entrepreneur who could be termed

'pseudo-industrialist' compared to the genuine entrepreneur. If a comparison

is made of the two types, the former is one who attempts to accumulate wealth

by whatever means possible for his own selfish needs and personal consumption.

His behaviour is speculative, irrational and illogical and devoid of any

scruples. He is 'old' in the industrial history of every developed country.

In the case of the latter, he will be one who strives to accumulate capital

for use in production and expansion, is scrupulous in his business behaviour
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Unfortunately the former type of industrialist flourished during these early

times artfully cultivating positions of influence, tax and other business

dodges such as over invoicing of imports, and under invoicing of exports,

and 'black-marketing' of industrial raw materials. Although this type of

entrepreneur is in the minority, their activities have overshadowed those of

the genuine entrepreneur. As a result the term 'industrialist' in general,

has been tainted in the eyes of the general public, the financial institutions

and individual investors, and has come to be associated generally with the

characteristics of the 'pseudo-industrialists'.

2.5 ECOKCMIC MP IFiPUSTfgAL HISTORY 1965 MP AFTER

2.5.1. It took some time for the results of this industrial mis¬

adventure to permeate the minds of the planners. It was perhaps a little late

in altering the direction and effects of this period altogether. The

Government in the Budget speech of 1964/65* drew up a programme of national

priorities in relation to the availability of foreign exchange and other

factors of production. The aims of this policy were to be s-

(a) to identify what particular industries were a necessity in the context

of immediate and future development of the country.

(b) to assess the raw material availability for the above industries and

the possibility of local substitution against imported raw materials.

(c) to encourage those producing 'essential goods' and to discourage those

producing goods which were considered 'non-essential'.

(d) to introduce price and quality control to all locally produced goods

(e) to tie the import quota system operating for import of essential raw

materials, to a qualification basis, on the 'approved' industries, achieving

production targets set.
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(f) to allocate foreign exchange for import of only those goods on the basis

of a shortfall of essential goods, which local production could not meet.

2.5.2 These were the priorities that were to be given to

industry} however, as was the case earlier, before the policies came to

fruitutionthe Government that introduced these policies went out of office

in March 1965. The new Government did not significantly change the above

industrial policy, but more positive steps for industrial planning were

introduced in the same year. A planning committee was set up in the

Ministry of Industries with the objective of preparing a comprehensive report

for industrial development in both the public and the private sector. This

was followed by the reorganisation of the private sector wing of the

Development Division of the Ministry of Industries. The reorganisation was

envisaged as follows t-

i. There was to be an Industries Planning Unit with an Advisory Council

ii. The above unit was to have three separate divisions dealing with

Policy, Administration and Development,

(a) The policy unit was to be responsible for major decisions, evaluation

and overall policy.

(b) The Administrative rinit was to regulate, control and supervise the

industrial sector

(c) The Development Division was to be responsible for provision of

necessary facilities for industry and had nine sub-divisions responsible

for various industrial sectors, with the functions to collect and record

statistical information on production, employment, raw materials, and

foreign exchange requirements.

iii. In order to complement the activities of these Divisions,an Industrial

Development Board was to be set up with specific functions relating to

particular needs of industry, such as technical services and training
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facilities, provision of raw material and equipment on hire-purchase, an

investment bureau for capital and credit, an export bureau for export market,

promotion, and an industrial research bureau.

2.5.3 In May 1966, the Industrial Development Board was set up

incorporating the functions set out above and the existing Small Industries

Service Institute (SISl) was also absorbed into this institution. ¥/hen this

reorganisation of the Department of Industries on the proposals set out above

was complete, the Department wielded complete control over the whole industrial

sector. Besides these reorganisation measures the Government made public its

policy measures regarding private industry. A firm statement of policy was

made regarding the role of foreign investment, and guarantees were given to

approved foreign investments as regards remittance of profits and dividends,

royalty payments, technical service fees, non-nationalisation or expropriation

of private undertakings and non discrimination of foreign enterprise against

local enterprise. In July of the same year the Ministry of Industries defined

the criteria for investment approval of industries. In the case of new

industries preferance was to be given to small scale industry located in

rural areas, for the manufacture of light engineering products, building and

construction materials and textiles, those with an export potential, and

finally those that would have a linkage effect with agricultural development.

All the above measures were a step in the right direction arid were long overdue

especially after the disruptive influences of the early years of the sixties,

coupled with the crises in the shortfall of foreign exchange resulting in a

ban on new industries as well as expansion of existing industries from around

November 19&3 to March 1968.

2.5.4 In the public sector, expansion and rationalisation policies

continued despite the stricture of foreign exchange, as they were considered

1. The SISI was set up under a United Nations Technical Aid Scheme
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basic and essential to the economy. In 1966 a team of World Bank experts were

invited to study the status and economic usefulness of the existing industrial

corporations, their present weaknesses and potential future capacities.

Parallel to this study another committee was empowered to study the pricing

policies, accounting, costing and profit systems of the public corporations.

The greater portion of the investment in this sector took the form of expansion

of capacity and continuation policies to projects already planned and underway.

By 1968, there were altogether twenty three State corporations and the total

investment in the State corporation sector was estimated to have increased

by 109 per cent by 1969 from a figure of rupees 487 million in 1965•

2.5.5 The curtailment of private sector expansion and investment

continued up to the beginning of 1968. In March of the same year the Ministry

of Industries approved the setting up of one hundred and sixteen new industries

of which ninety one were to be by local enterprise, while the other twenty five

included foreign capital and technical collaboration.

2.5.6 In May 1968 a new scheme was introduced which carried a premium

on the payments and receipts of foreign exchange, which was called the Ptoreign

Exchange Entitlement Certificate (PEEC) scheme. The scheme was launched with

the tacit approval of the International Monetary PUnd which provided a

standby credit of U.S.Dollars 19»5 million to back the scheme. It was in

effect a selective devaluation of the Rupee and the introduction of a partial

floating exchange rate. The official exchange rate applied to exports and

imports of certain items and official money transfers, while a floating rate

of exchange determined by the demand and supply of PEEC's applied to all other

transactions. The premium rate was established on weekly tender for these
i

certificates.

1. The original floating rate established by tender was found to be impracticable
and the IEEC's were made available at a rate determined by the Central Bank.
This stands today at a premium of Rupees 55 for every Rupees 100 worth in
foreign exchange.
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2.5.7 This scheme was introduced chiefly for the encouragement of

non-traditional exports, for selective liberalisation of import controls,and

as a hedge against the flourishing •black-market1 in foreign currency. The

importance of this scheme to industry, is seen in the context of the

prevailing system prior to the introduction of this scheme. As stated earlier

roost industries in Ceylon were dependent on imported raw materials and other

inputs for their production. This has always been a deciding factor in

industrial expansion and growth, for, this dependence on imported inputs made

all production runs, by and large, dependent on the availability of foreign

exchange. This was especially true from 196? onwards, as there were severe

restrictions on imports of raw materials by private sector industry due to

recurring balance of payments crises. The Ministry of Industries in order

to regulate industrial imports and conserve foreign exchange allocated quotas

and licenses depending on the importance of the industry in the national

development grid. As a result no new enterprises or expansion of private

industry was encouraged due to meagre quotas allowed for raw material import.

Most industries were barely capable of continors production and there were

frequent stoppages while most factory and machine units were underutilized,

2,5.8 Under this scheme all exports,other than those deemed tradi¬

tional received 5EEC certificates equal in face value to the FOB value of
exdWafage 1

foreign actually earned by such exports. The importers of all goods other

than those specified as exempted had to surrender JEEC's of equal value to the

c.i.f price of the goods. This in effect meant that all imports coming under

this category had a premium charge on them of rupees fifty five to each

1. These FEEC Certificates were freely transferable.
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rupees 100 worth of the foreign exchange cost of the import. The imports

were divided into two categories, i.e. Category 'A' and 'B'. The Category 'A*

goods were exempted from the requirement of the surrender of these certificates,

as they were considered essential to the country. This consisted of items

such as foodstuffs, drugs, fertilizer, petroleum products and agricultural

implements. All imports not specified in Category 'A' came under Category 'B',

which required the surrender of certificates of equal face value. Category *B*

was further sub-divided into imports under •special license* and under 'open

general license'. The former consisted of goods other than industrial raw

materials, idiile the latter were mainly industrial raw material, machinery

and other production requisites and finished products. Imports of all these

items were allowed only to importers and industrialists registered by the

Ministry of Industries.

2.5.9 The quotas and the licensing system that applied before the

introduction of the scheme were removed. In other words the industrialists

were given a free hand to import all their requirements, though at a higher

local duty. This scheme also made special concessions to small industrialists

with a turnover of less than rupees 100,000 per annum to import their raw

2
material at the official rate of exchange. The scheme had a two pronged

effect on industry, as now those who were earlier satisfied in merely producing

for a home market began to look for foreign markets, while on the other hand

the uncertainity of the availability of raw materials, machinery and other

1. The scheme worked as follows i For example if an industry exported goods
to the value of Re.100,000, they would receive apart from the Hs.100,000 paid
by the buyer, FEEC certificates to the face value of Rs. 100,000 (which in real
terms meant certifiaate with a value of Rs.55,000, as Rs.100 *» Rs.55) as a
bonus. They could utilize this either for import of goods or sell it as It
was transferable.
2. e.g. During the time of the introduction of the scheme the official rate
of exchange stood at around £1 ■ Rs.13.33. Thus the FEEC rate with a 55
premium would be £1 « Rs.20.97.
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inputs, due to the licenses and quotas given on the availability of foreign

exchange was removed.

2.5*10 In spite of the apparent interest shown by the Government

in industrial expansion^greater effort was made in the field of agriculture

to expand production's this Government was committed to a promise of

agricultural self-sufficiency in non-export products^in order to reduce the

foreign exchange outlay on import of foodstuffs. This was a necessary measure

in more than one way. Reduction of import of food-stuffs would necessarily

release foreign exchange for industrial expansion, while the increase in

production and employment in the rural sector, would in turn increase rural

spending power as well as the increase in the propensity to save?both of

which could be harnessed for industrial expansion.

2.5*11 The year 1968 should have been the final year of the Ten

Year Plan if it had been implemented. Although it was never implemented in

the way the planners envisaged, it provided a framework within which the planners

sought to operate. The new Government that came to power in 19&5 not

produce a long term development plan, but introduced yearly targets set on

the budget year.

2.5.12 All these policies helped to create the necessary base for

industry. The EEEC scheme built up the necessary climate for expansion

according to decided priorities} foreign exchange for expansion was guaranteed

through a dollar loan by the World }3ank to the Development Finance Corporation

of Ceylon} and the 'statement of policy', on foreign investment by the

Government attempted to build the necessary confidence for foreign investment

and participation. The spin-off of this build up resulted in the industrial

sector gearing itself for a period of activity and expansion. However, this

1. Rice, ike staple diet c 99 per cent of the population and other
mubsidiary foods such as milk, eggs, fish, meat, poultry, corn, wheat,
potatoes, chillies and onions.
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was not to last, as the Government responsible for this build up, went out of

office at the General Elections of 1970. The socialist Government that came

to office was more oriented towards state ownership of industry, while assigning

a secondary role to the private sector. The change in policy coupled with another

balance of payments crisis, pushed the private sector, in the order of priorities

for development, further back. The proposed legislation of the new Government

as regards ownership of private wealth and property, expropriation and nation¬

alisation of industry, ceiling on land ownership and earnings have further

depressed the investment climate in Ceylon.

2.5.13 Looking back or» the history of industrialisation in Ceylon, a

prominent feature has been the influence that the political philosophies of the

two parties which have formed the alternative Governments since independence

(1948), have had on industrial policy measures. Ceylon has been alternatively

governed by two major political parties, namely, The United National Party (UNP)

which can be described as right of centre, and the Sri Lanka Freedom Party (SLIP)

which is left of centre, (in terms of political ideology). The former, formed

the Government for the first two terms] i.e. 1948/55 and 1953/56, followed by two

terms by the latter, i.e. 1956/60 and 1960/65. Once again from 1965 to 1970, the

UNP formed the Government and since 1970, the SLIP in alliance with other leftist

parties, calling themselves the United Left Front (ULF) are in Government. A

decade ago the development policies of the two major parties were different as

regards the order of priorities of development. The UNP laid greater stress on

agriculture while industry played a secondary role (see section 2.3). The SLIP

on the other hand, in its development strategy attempted to give similar roles,

both to agriculture and industry, with agriculture having a slight edge. Since

1. According to the constitution of Ceylon a 'term of Government' is for a
maximum period of five years. (Since writing this, Ceylon became a
Republic in March 1972 and the term of Government has been fixed for a
period of six years.
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1965 the UNP in its development strategy has elevated the role, that industry

would play commensurate with agriculture, though still agriculture continues to

have a slight edge over industry, Thus, basically the aims of both parties,

where the aims of development are concerned in these two spheres are not very

much different. The difference today is in the methodology used in attaining

these goals. The main difference in the sphere of industry is that the UNP, while

stressing that it is necessary for State participation and control in certain

areas, believes at the same time, that private sector industry, both large and

small has an important role to play, thus necessiating active co-existence of

state and private enterprise. The SLI'P on the other hand, is more attuned to

a policy of state control and direction of industries, and adopts a 'let live'

policy towards the private sector, while at the same time belittling the role

this sector could play in national development.

2.5.14 Thus, while the policies followed in the development of

agriculture by both parties have been very similar, and there is continuity of

policy since independence the same cannot be said of industry. Ihe main under¬

lying theme has been a struggle to 'get off', on the process of industrialisation.

In this sense it has taken nearly fifty years (twenty six years before and twenty

four years after independence) to achieve a semblance of balance in policy

objectives and strategy. The process of achieving this, as described in the

preceding pages is dotted with waste, misdirection and miscalculation. This

has been due partly to teething troubles such as inexperience resulting in a

process of experimentation, indirect problems arising from the development of

other sectors, limitations imposed by series of balance of payments crises, and

political ideology and expedience over-riding economic rationale. Thus the

overall effects have been the frequent changes and direction in policy, lack

of continuity and uniformity, resulting in lop-sided development and waste in

'money*, 'factor' and 'human' terms. The first two are closely linked, as



experimentation and frequent changes in direction, have resulted in unnecessary

wastage of capital funds both local and foreign, by way of administrative costs,

unfulfilled plans, uneconomic ventures and capital leakages. While unsuitable

machine mixtures, excess capacities, high foreign exchange content of factor

inputs, production of non-essential products at present level of development of

the country, inferior products,have added to the waste. In •human' terms the

man-hours spent on project planning, development plans which were never implemented

the learning of inferior technology and business methods, the growth of a

'pseudo-capitalist* class, and the attitudes created in the various groups

in the industrial mix (labor, entrepreneur, financial institutions, administrative

bodies and the consumer) have contributed to the overall loss.

2.5«15* In recent times, despite the ideological differences in

development strategy, an important development has been the similar principles

shown by both factions on the strategy of future development of the small scale

industrial sector. Upto now, the efforts made towards the development of this

sector were half-hearted or the plans made were never put into full operation,

while many plans remained in the manuscript stage and were not made operational.

The broad fields of agreement in the sphere of encouragement of the small scale

sector are :-

(a) Location of small scale industry in the rural areas, with a view to expanding

the industrial base into all regions, to mop up unemployed labour in the different

provinces, accelerate development of the depressed areas and to facilitate the

use of raw materials at source.

(b) To encourage those industries that have a linkage effect with agriculture

and other agro-based industries.

(c) To encourage the setting up of small industry that have a future export

potential and those using greater percentage of local raw material in the product.
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2.5«16 So far the methodology to he used in the encouragement of

this sector to achieve these goals have teen rather vague. The previous

Government in office, set up the Industrial Development Board1 to facilitate

this expansion, hut as pointed out in Chapter Six, Section .7., it failed to

live up to the planned expectations. As a result the present Government while

limiting the role the Board was to play in this sphere, plans to pursue its
2

policy through District Development Councils, centrally controlled by the State.

Both schemes have not sorted out adequately one of the most important pre-

3
requisites for small industry, namely the access to finance.

2.6 CONCLUSION

2.6.1 In the course of this chapter, detailed analysis of the early

development of industry in relation to economic development, the policies

followed, the repercussions of these policies on industry, and the problems

created for the future were made. It will suffice in concluding this chapter

to give a brief resume of the whole period. The course of industrialisation

in Ceylon is remarkable for the number of study groups, expert reports,

recommendations and plans, as against the slow implementation of the findings

and recommendations of these groups. The seeds of unbalanced growth were sown

at en early stage in the economic history of Ceylon, due to the development of

a viable commercial and plantation sector as against a slow moving illiterate

rural sector. Upto 1948, the Ceylonese themselves could not take desicive

measures in the future strategy of development as they had to work within the

constraints of colonial policy. Then independence came in 1948, it came more

as a surprise and a little too suddenly so that the Ceylonese were somewhat

unprepared to shoulder the burden of development by themselves. Thus nearly

one and a half decades were spent on a process of experimentation and the early

1. See Chapter 2, Section 2,5.3
2. Ceylon is divided into sixteen districts
3. See Chapters 4, 7 and 8
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period was prominent for political expediency overiding economic rationale.

The pressures of development needs in other sectors had necessarily repurcussions

on the industrial sector, foremost among them being the limitations of available

foreign exchange. The foreign exchange available to industry after meeting the

necessary expenditures on imports of foodstuffs and other urgent necessities of

the country were extremely meagre. The fact that the economy was already

conditioned to a pattern of sectoral growth, resulted in the parallel growth of

the financial institutions and administrative machinery in relation to the needs

of this sector. 'Iherefore the process of reorientation was necessarily slow.

2.6.2 The ineptness of sucessive policies resulted in unrestrictive

lopsided growth and the proliferation of destructive industrial practices. All

plans that were fostered were dogged with constant change and the changes in

Government did not give a fair opportunity for good policies to mature. This

was accentuated by the lethargic attitude and the inordinate delays in plan

formulation, putting them into action, the gap of problem identification and the

delay in taking corrective action.

2.6.3 Since 1964, there has been a more concerted effort at planning,

standardisation and rationalization of policy objectives and strategy. As

regards small industry an attempt was made to encourage this sector on a

pre-conceived plan in 1954» but it never got off the ground. There have been

intermittent policy directives towards this sector, but on the whole these seem

to have caused more harm than good. Two important gaps in plan formulation

during the whole of this period are, (i) the absence of a concerted effort to

survey the overall industrial potential, i.e. raw material resources and man¬

power, and (ii) the absence to date of any comprehensive survey of financial

institutions embodying both the organised and the unorganised sector, in order

to examine the form, availability and limitations of this sector in relation to

the overall development needs of the country, especially in the field of industry.
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3.1. INTRODUCTION

3.1.1 Ceylon in the 1970's as it was fifty years ago is still

dependent on the earnings of three major plantation crops to bolster her

economy. In ohapter two the reasons for this dependence were outlined in

detail. It was also seen, the 'idea' that the present 'modus operandi'

of the economy should be changed as quickly as possible dawned on those

governing the country as far back as the 1920's. Further, the previous

chapter outlined the reasons for the failure of this 'idea*, namely,

diversification, to take root rapidly and the failure of the policies

followed to make a deep impact on the industrial structure to the present

date.

3.1.2 This chapter first outlines the present eoonoiny, the

constraints imposed on it, and the dilemma the country faces as a result

of tiiis historical development and the relationship this has on the

finance of industry. Secondly, the present struoture of industry is out¬

lined in the light of the present structure of the economy.

5.2. THE HtabSHT dCOHOlff

3.2.1 In Ceylon today, the three plantation crops bring in

nearly ninety per cent of her exchange earnings. The contribution of

this sector is vital to the economy in the absence of adequate quantities

of major industrial raw materials such as coal and oil, minerals such as

high grade iron-ore, zino?nickel, aluminium and copper. Thus in order

to build the necessary infrastructure for industry most basic raw

materials as well as machinery and tools for industry, agrioulture,

building and construction have to be imported. Further the low level

of skills and knowhow, have made it necessary, the import of skills

and technical knowhow. In addition?the inability of the agricultural

sector to meet the requirements of Ceylon's basic necessities have resulted
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TABLE 2

EXTERNAL ASSETS OF CEYLON

find of Total External Assets CHANGE in 'lotal
Period own assets Purchases from Total External .Assets

I.M.F between periods

1950 1,132*9 - 1,132*9 + 169*2

1951 1,216*8 - 1,216*8 + 83*9

1952 873*8 - 873*8 - 345*0

1953 640*4 - 640*4 - 233*4

1954 944*3 - 944*3 + 303*9

1955 1,228*8 - 1,228*8 + 2284*5

1956 1,275*7 - 1,275*7 + 46*9

1957 1,061*9 - 1,061*9 - 213*8

1958 953*2 - 935*2 - 128*7

1959 734*0 - 734*0 - 199*2

1960 541*3 - 541*3 - 9*6

1961 477*9 53.e 531*7 - 27*8

1962 450*1 53*8 503*9 - 41 *6

1965 462*3 - 462*3 - 111 *3

1964 351*0 - 351*0 + 88*9

1965 330*4 109*5 439*9 - 122*3

1966 173*6 144*0 317*6 *■ 131*3

1967 (*) 326*7 122*6 448*9 + 14*1

1968 249*8 213*2 463*0 - 85*9

1969 299*6 77*5 377*1 + 25*5

1970 546*0 56*6 402*6 — 14*2

Sources Central Bank of Ceylon

(*) Ihe '"eylon Kupee was devalued by 20 per cent on November, 22nd 1967.
Beginning November 1967, external assets are calculated at the new

rate of exchange.



in the import of foodstuffs which on an average take nearly 50 per cent

of the earnings of export. Thus, the 'nemisis' of growth has been the

fluctuating fortunes in the earnings of foreign exchange. At present the

chief earners of foreign exchange as stated, being three major crops,

this dependence has introduced to the economy a 'vicious circle' of

growth. The desire for diversification is there, for which foreign

exchange is necessaryj to earn foreign exchange, more efforts and resources

have to be diverted to increase the exports of these three crops at the

expense of the other sectors by better methods of, cultivation, production,

processing and marketing. However, as the sales of these goods are world

market determined, whatever effort is made to increase production, export

and market them, Ceylon by herself is helpless to influence the market

for them nor could Ceylon be assured of safe and steady markets. Thus

growth in other sectors of the econofly rises or falls with the rise and

fall of foreign exchange earnings from these crops, this is especially

applicable to the industrial sec tor.

3.2.2 Since proper diversification measures were introduced in

the last decade, the balance of parents difficulties have been acute. For

the last twenty years, Ceylon has had only two short lived periods of

prosperity, i.e. the 'rubber boom' between the years 1950 to 1951 and the
• tea boom' of 1954 to I95&. External assets apart from these two periods,

have shown a declining trend.1 Since 1957» with the exoeption of 1965

Ceylon has had a def Loit in her balance of payments current account. This

was a result of defeoit financing by successive Governments in order to

acquire the necessary tools in building up the infra-structure of the

country, such as transport and communication, power, health, education,

agriculture and industry. Added to this the Government has had to meet

1. See Table 2 - External Assets of Ceylon



94

an enormous import bill for food, evexy year.

3*2.3 One of the major factors behind the adverse balance of

payments has been the unfavourable price trends of Ceylon's major exports.

Table 3 shows this trend from 1947* For example, in 1947 Ceylon exported

a volume of 287 mil. lbs. of tea, earning in return U.S.# 170 mil.,

while in 1970 by exporting a volume of 459 mil. lbs., nearly 60 per cent

more than the 1947 volume, the export earnings were U.S.# 188 mil. or

only about 10 per oent more than that received for 60 per cent less

volume in 1947. This figure would even look more bleak if the present

value of the dollar is compared to that of 1947* In the case of rubber,

although it showed a better performance than tea, the trend is quite similar.

For example, in 1947, a volume of 182 mil. lbs. of rubber were exported

earning U.S.# 39 mil. while in 1970, a volume of 354 mil. lbs. realised

U.S.# 73 million. Thus by increasing 95 per cent of the volume of exports

the increase in export earnings were only 85 per cent more than the 1947

receipts. The case of ooconuts and related products have been different

due to export quantity fluctuations as a result of climatic conditions,

although the export prloes have been steadily rising.

3.2.4 The overall result where export earnings are concerned

is that export earnings in 1970 of U.S.# 341 mil. were lower than that of

any year between 1954 and 1963. The increase in export earning from

1947 to date (1970) has been only U.S.# 74 mil. or 27 per cent, if the

calculations are made for the last two decades (1950-1970), the increase

shows even greater adversity, i.e. increase of only U.S.# 13 mil. or

4 per cent. In concluding this section it is worthwhile to summarize the

major factors that have contributed to the deteriorating balance of trade,

in Ceylon.

(a) The rise in import prices for the goods Ceylon imports, combined with
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TABLE 3

CI YLON'S MAJOR EXPORTS - VOLIJ?/?ES AND EARNINGS

TEA RUBBER CO CONUT (1) TOTAL^ ^

olume Value Volume Value Volume Value Value

Mn.lbs Rs .Mn $.Mn Mn.lbs tis.Mn f, Mn tfn.Nuta Rs.Mn Mn Rs.Mn ^iMn.
1947 287 ■3 567 170 8 182 2 137 39 2 572 93 28 0 829 267*8

1948 296 0 590 177 7 207 3 143 43 1 970 153 46 1 1011 304 5

1949 297 6 650 195 8 197 0 125 37 7 940 168 50 6 1063 320 2

1950 298 1 752 158 0 265 1 405 85 1 1030 248 52 1 1563 328 4

1951 305 2 800 168 1 229 1 582 122 3 1263 320 67 2 1904 400 0

1952 314 5 723 151 9 209 8 373 78 4 1454 232 48 7 1502 315 5

1953 535 6 825 173 3 217 3 338 71 0 1262 244 51 3 1568 329 4

1954 361 3 1123 235 9 209 4 285 59 9 1171 212 44 5 1809 380 0

1955 362 2 1194 250 8 222 3 350 73 3 1531 225 47 3 1940 407 6

1956 348 1 1044 219 3 193 0 293 61 6 1418 213 44 7 1735 364 5

1957 368 1 1022 214 7 208 6 300 63 0 950 156 32 8 1682 353 4

1958 411 2 1132 237 8 207 2 258 54 2 990 164 34 5 1711 359 5

1959 383 8 1046 219 7 205 8 298 62 6 1140 244 51 3 1754 368 5

1960 410 2 1096 230 3 234 6 378 79 4 976 184 38 7 1832 384 9

1961 426 0 1115 234 2 197 3 260 54 6 1355 202 42 4 1733 364 1

1962 452 0 1149 241 4 224 5 290 60 9 1550 227 47 7 1808 379 8

1963 455 9 1140 239 5 209 5 257 54 0 1208 198 41 6 1731 363 7

1964 455 7 1142 239 9 253 2 290 60 9 1618 273 57 4 1876 394 1

1965 494 6 1210 254 2 266 8 304 63 9 1270 275 57 8 1949 409 5

1966 441 3 1027 215 8 298 4 537 70 8 1017 196 41 2 1700 357 1

1967 477 7 1061 222 9 290 9 282 59 2 940 167 35 1 1690 355 0

1968 460 2 1162 195 4 328 3 331 55 6 1096 331 55 6 2035 342 0

1969 444 5 1062 178 5 : 14 8 431 72 4 896 221 37 1 1916 322 0

1970 459 7 1120 188 2 352 2 440 73 9 874 237 39 8 2033 341 7

Source: Central Bank of Ceylon (derived from Custom's Returns )
(1) Three major products, (2) includes re-exports.
Notes: Exchange Rates - 1947-49 » 1 US $ - Rs. 3*32 (Rs. devalued in September 1949)

ioc;n_£7 . 1 rr.Q ^ ™ Kb. yl_7A fun. devalued In November 1967)
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the rise in volume of imports due to the growth of the population,

development demands, increase in freight rates of world shipping, the

higher prices of imports obtained under 'tied' credit and aid agreements,

(b) Poor prices fetched by tea and rubber. Tea prices hsve remained very

low since 1965, while rubber lias faced increased competition from synthetic

rubber, and other substitutes such as plastics. There were also uncertain-

ities created by the stock-piling policies of major powers.

3.2.5 The Central Bank of Ceylon in its Annual Report for 1970

advocates fundamental changes in Ceylon's development strategy. The emphasis

is placed on,}

(a) the utilisation of foreign aid for investment in those fields which

will tend to increase the capacity to export especially in the industrial

sec tor,

(b) the utilisation of commodity aid to be geared as far as possible to

projects which will have early beneficial effects on the balance of payments,

(o) the need to give much greater emphasis to the production of foodstuffs,

particularly subsidiary food crops,

(d) the urgent necessity for an organised survey of natural and mineral

resources to identify their availability for new products as well as to

provide inputs for domestic industry dependent largely on imported raw

materials.

As already described in chapter two1 these very sane ideas have

been emphasised time and again, but the pathos of the situation is that

these measures have to be constantly emphasised due perhaps, to politics
2

playing a more important part than economic rationale in influencing

policy and planning. Other important issues pinpointed in the same report

1. See section 2.3.» 2.4., and 2.5.

2. See section 2.5.13
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are, firstly, the adverse results of the availability of credit from

abroad, t-hioh has insulated the economy from the drastic eoonomies of

expenditure she should otherwise have been compelled to adopt in accordance

with the constraints imposed by the balance of payments. Secondly, the

continued availability of imports which has tended to conceal the gravity

of the country's balance of payments and the need for exercising restraint

in both private and public expenditure.

3.2.6 The conclusion to be drawn from these observations are,

(i) the need for reduotion in the overall level of consumption. This may

seem paradoxioal, as basic economic theories tend to encourage consumption

to activate a flagging economy, via the generation of new investment to

meet this demand. However, in Ceylon where the consumption demand is

directed to i ported goods, and the country is deficient in basic raw

materials as well as capital goods this mechanism does not work, on the

other hand it generates further strain on the already critical balanoe of

payments situation by an increase demand for imports, (ii) the urgent

necessity to curtail the budgetary gap to manag.etle proportions as a

measure for tackling the balanoe of payments problem.

3«2.7 The present level of the econony could be understood by

studying the country* s gross national produot (GNP) tables.^ The GNP at

constant (1959) factor prioos in 1970 was Ks.9#695 mil.# while at current

factor cost prices it was Rs.II,6l8 mil. compared to Rs.9,3l6 and Ks.I0,748

mil. respectively in 1969# Thus while the real GUP increased by 4.1 per cent

over the year, the GNP at current factor cost price (money GNP) increased

by 8.1 per cent. However, in terms of economic growth this is a slow rate

of growth, especially when the population growth is taken into account.

It was estimated in 1959# that the economy would have to grow at least by

1. Tables 4 and 5 GNP at factor prices and GNP at current prices.
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TABLE 4

GROSS NATIONAL PRODUCT AT CURRENT FACTOR COST PRICES

SECTOR

1968 1969 1970

Amount Rs. Mn.

change over previous
year

1969 1970

1. Agriculture,Forestry,
Hunting and Fishing

2. Manufacturing, Mining
Quarrying, Electricity
Gas, etc,

3. Construction
4. Trade,Transport and

other Services.
5. Gross Domestic Product
6. Net Factor Income

from Abroad
7. Gross National Product

3,656

1,224
509

4,481
9,869

- 61
9,809

3,732

1,399
646

5,080
10,857

- 109
10,748

3,949

1,545
771

5,496
11,760

- 142
11,618

+ 2*1

+14*3
+26*9

+13-4
+10*0

+ 9*6

+ 5*8

+10*4
+19*4

+ 8*2
+ 8«3

+ 8*1

Scjurce : Cer tral Bank df Ceylon.

TABLE 5

GROSS NATIONAL PRODUCT AT CONSTANT (1959) FACTOR COST PRICES

1968 1969 1970 % change over previous
year

SECTOR Amount Rs. Mn. 1969 1970

1. Agriculture,Forestry,
Hunting and Fishing 3,248 3,276 3,395 + 0*9 + 3*6

2. Manufacturing,Mining
Quarrying.Electricity,
Gas, etc. 1,206 1,333 1,421 + 10*5 + 6*6

3. Construction. 446 520 598 + 16-5 + 15-1
4. Trade,Transport and

other Services 4,000 4,255 4,366 + 6*4 + 2*6
5. Gross Domestic Product 8,900 9,384 9,781 + 5-4 + 4*2
6. Net Factor Income

from abroad -39 -68 -85
7. Gross National Product 8,862 9,316 9,695 + 5.1 + 4.1

Source: Central Bank of Ceylon.
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5 per cent per year, for the country to maintain her present (1959 level)

of the economy, plus a minimum increase of growth of atleast 2 per cent

per year. This was calculated with the rapid increase in population in

mind.' In the last twenty years the population has doubled although the

rate of increase has lessened over the last two years keeping to an

average of about 2.4 per cent per year. Even this increase in population

is too high in terms of the resource growth of the country. The I9&3

population census estimated the population to he about 10.9 million. In

this total population, 60 per cent were under twenty five years of age, of

which 19 per cent were in the age group 14-25 years of age. These

statistics show an obvious trend for Hie future as the greater part of

the population falls into the fertile range. The estimated aid-year

population in 1970 was 12.5 million, a rise of 19 p«r cent since I9&3 or

a 2.4 per cent yearly increase. In per capita terms the growth rate of

4.1 per cent after allowing for a population growth of 2.1 per cent was

2.0 per cent, which is on the low side as compared to per capita ratio of

growth of 3»5 per cent and 5.8 per cent in 1969 and I968 respectively.

This is even lower when the change in the terms of trade is taken into

account, for in a country like Ceylon, because of the importance of the

value of exports and imports in relation to the level of national income,

estimates of GNP at constant prices have to be estimated against the

movement of prices of exports and imports. In 1970 the import price index

increased by 4.2 per cent while the export prioe index increased only by

0.4.per cent resulting in the deterioration of the terms of trade index

by 3.6 per cent, which means, that while real output inoreased by 4.1 per

cent, real national income increased only by 3.4 per cent.** Thus in 1970

1. The average rate in 1959 was 3 per cent population growth for year
2. 1968 figures of the economy cannot be taken as a norm as this was a

* freak1 year, where the maturity of a number of measures resulted in
a high rate of growth in all sectors.

3. Real national income is obtained by adjusting estimates of real
products for the loss of income due to the adverse movements of the
terms of trade.
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TABLE 6

SECTORAL COMPOSITION OF GROSS NATIONAL PRODUCT AT CONSTANT (1959) FACTOR
COST PRICES

1959 1968 1969 1970

SECTOR Rs.Mn % Rs.Mn. * Rs.Mn. 1» Rs .Mn

1. Agriculture,Forestry, I
Hunting and Fishing, 2,302 39-1 3,248 36-7 3,276 35*2 55395 35*0

2, Mining and Quarrying, 51 0*5 37 0«4 55 0*6 65 0*7
5. Manufacturing, 682 11.6 1,154 15*0 1,261 13*5 1,335 13.8
4. Construction, 285 4*8- 446 5»0 520 5*6 598 6*2
5.Electricity, Gas,Water,

Sanitary services. 10 0*2 15 0-2 18 Q»2 21 0*2
6. Transport,Storage,and

Cotranuni cations 541 9'2 824 9*3 899 9*7 913 9.4
7* Wholesale and Retail

Trade, 801 15*6 1,253 14*1 1,367 14*7 1,391 14*3
8, Banking Insurance and

Real Estate. 51 0*9 110 1*2 114 1*2 118 1*2
9* Ownership of Dwellings 201 3.4 275 3*1 291 3*1 302 3*1
10,Public Administration

and Defence. 301 5*1 432 4.9 445 4*8 459 4*7
11'Services. 728 12«3 1,105 12*5 1,139 12*2 1,184 12*2
12,Gross Domestic Product 5,930 - 8,900 - 9,384 - 9,781 -

13»Net Factor Income
from Abroad -37 -0*6 -59 -0-4 -66 -0-7 -85 -0*8

14»Gross National Product 5,893 100*0 8,862 100-0 9,516 100*0 9,695 100*0

Source : Central Bar k of Ce ylon.

TABLE 7

TOTAL RESOURCES AWD THEIR USES 1968-1970

1968 1969 1970 % change over previous

Rs.Mn Hs.Mn Rs.Mn 1969 year 1970

A. Resources
Gross Domestic Product 10,318 11,409 12,775 + 10*6 + 12*0

Imports of goods and
non-factor services 2,474 2,879 2,549 + 16*4 - 11*5

Total.... 12,791 14,288 15,324 + 11*7 + 7-2
B. Utilisation

Consumption 8,958 9,884 10,595 + 10*3 + 7*2
Gross Domestic Capital
formation 1,668 2,253 2,492 + 35*1 + 10*6

Exports of goods and
2,165 2,152non-factor services 2,237 — 0*6 + 4*0

Total.... 12,791 14,288 15,324 + 11*7 + 7*2

Sources Central Bank of Ceylon
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the deterioration of the terms of trade index by 3.6 per cent deflated real

national income by 0.7 per cent to 3«4 per cent, allowing for a population

growth of 2.1 per cent, the per capita real inoome figure reduces to

1.3 per cent.

3.2.8 An analysis of the sectoral composition of the real

(1HP1 shows that sector one accounted for Rupees 3,395 million or 35 per

cent of the total G-NP. The output of this sector increased by 3*6 per

cent in 1970 as compared to 2.2 per cent in 1969. 'i'he increase was mainly

due to the increase in the production of agriculture for home consumption.

The growth of real output in the agricultural sector (sector one), play an

Important part in the overall economic growth due to its importance as a

feeder of raw material and services to the other sectors of the econooy,

2
especially the manufacturing sector. xhe increases in production of

sectors, two, three, four, five, six and eleven of 18,2, 5«9» 15.0, 16.6,

1.6, and 2.6 per cent respectively, were at a decreasing rate compared to

the years 1968 and 1969.

3.2.9 There was a considerable slowing down of the rate of

growth of the manufacturing sector. The real output in manufacturing,

excluding tea, rubber and cooonut products was only 5.9 per cent in 1970

as compared to 14.9 per cent and 10.6 per cent in 1968 and 1969. By value

terms, the total value of industrial production (inclusive of tea, rubber

and coconut) in 1970 was 8.4 per cent as compared to 16.2 per cent in

I969* The slow growth was more marked in the private sector. The reasons

<£iven for the slow growth in the private sector was the lesser availability

of raw materials. In comparison to the private sector, there wa3 a

substantial increase in production in the manufacturing Corporations of the

1. Table 6 - Sectoral composition of the GNP at constant factor prioea
2. A substantial portion of the manufacturing activity of sector, three

constitutes the manufacture of tea, rubber and coconut products.
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State sector. One reason for this increase was deemed to be the increase

in productive capacity, as well as the increased utilization of oapacity.
applicable to

Another reason is that Government import controls / the industrial sector

during the last five years, as regards import of raw material and machinery?

were more stringently applied to the private sector industries, while the

State sector industries were given special concessions for their import

needs due to them being categorized as essential to the economy. Further

the state industries have better facilities to obtain finance both local

and foreign. The manufacturing sector as a whole, over the last few

years have shown the results of Governmental polioies to curtail the

manufacture of non-essential consumer goods. This is shown by the reduction

of the share of consumer goods in the overall total as compared to an

increase in the share of the intermediate and investment goods categories

in 1969 and 1970.

3.2.10 Taking the sector as a whole in 1970, the total share

taken by each sector in the gross total has altered slightly as compared

in 1959* The percentage of the total contribution in sector one, has

dropped from 39.1 per cent, while the share in manufacturing (sector three)

has increased from II.6 to I3.8 per cent. The other sectors which have

increased their contribution to the total are, sectors two, four, six and

seven. Future trends seem to show that there will be increasing contributions
4

by these sec tors to the total GBP.

3.2.11 Table 7 shows the total resources that wex*e available

to the eeonony for the last three years. This consists of total domestic

production plus imports. The increase in total resources of 7«2 per cent

in money terms for 1970 was solely due to an increase in domestic production

1. All production figures used in the preceding pages are taken from the
Central Bank Annual Reports for the respective years.
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by 12 per cent aa well as a decrease in imports in value terms by II.5 per

cant. Although at first sight, thi3 looks a favourable trend, this is net

so when one examines the break down of imports. For, in value terms, the

import of investment goods and intermediate goods dropped by 32.5 and 17.0

per cent respectively, while the volume of consumer goods, particularly in

the food and drink category increased by 15.2 per cent. The analysis of

utilisation of resources in money terms as shown in the table points to

an increase in 1970 as compared to 1969, of 4 per oent for resources

utilised for exports, 10.6 per oent for capital formation and 7.2 per cent

for consumption. However, these percentages alter value when analysed in

real terms to give, I.7» 1.3 and 1.2 per cent respectively. In 1970 as in

previous years the aggregate demand (consumption and capital formation)

exceeded supply (resources available from domestic production) and the

resulting gap was bridged by foreign borrowing and drawing down of

available foreign exchange reserves.

3.2.12 Tables 8 and 9 show the imports and exports of Ceylon for

the last five years. The table on exports outlines That was previously

stated, i.e. the role that the plantation crops play in the economy of

Ceylon. The total export earnings in 1970 was kupees 2,035 million, of

which 89 per cent was contributed by tea, rubber and coconut in the

per centage proportions of 55» 22 and 12 par cent respectively, vtfaile rest

of the exports brought in only 10 per cent of the total. The percentage

share in the export total for 1970 as compared to earlier years has

dropped in case of tea, rubber has picked up slightly, and coconut has

remained more or less the same. Other exports though small shew signs of

picking up greater percentage of total. Table 10 shows the volume and

value of other exports that took 10 per cent share of the grund export

total, even here the major share is taken by agricultural crops such as



TABLE8

EKPQiffEAiiNINGSFJhTHEZEAiiSI9u6-1970. ValueinRupeesMillionPercentageofTotalExports
1966

1967

1968

1969

1970

1966

1967

1968

1969

1970

Tea

1,027

1,061

1,062

1,062

1,120

60

63

57

55

55

Rubber

337

282

331

431

440

20

17

16

22

22

ThreeajorCoconut Products

196

167

331

221

237

12

10

16

12

12

(a)Copra

25

18

34

26

23

2

I

2

I

I

(b)CoconutOil

108

88

133

108

116

6

5

7

6

6

(c)DesiccatedCoconut
63

ol

164

87

98

4

4

8

5

5

OtherDomesticExports
116

121

152

161

198

7

7

8

8

10

TotalDomesticExports*
1,676

1,631

1,976

1,875

1,995

99

97

97

98

98

ue-Exports

24

59

60

41

38

I

3

3

2

2

TOTAL....

1,700

1,690

2,035

1,916

2,033

100

100

100

100

100

Sources:Central^ankofCeylonStCeylonCustoms"eturns.
note:Valuegivenatourrentprices (+)Exportearningshavebeenroundedofftothenearestmillionrupees.
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TABLE 9

IMPORTS BY MAJOR CATEGORIES AND GROUPS OF COMMODITIES ;966 - 1970

1966 1967 1968 1969 1970

Ks.Mn | Rs.Mn Rs.Mn j Rs .Mn ' Rs .Mn

1.Consumer Goods 1,161 951 1,147 1,218 1,294
of which

(a) FOOD & DRINK 956 783 989 976 1,069
(i) Rice 367 211 341 257 318
(ii) Flour 113 229 250 255 260
(iii) Sugar 105 74 97 115 171
(iv) Milk and Milk products 77 66 74 52 55
(v) Meat,ilsh and Eggs 101 56 70 87 68
(vi) Food other 100 126 125 145 139
(vii) Drink and Manufactured

Tobacco 2 2 2 2 2

(b) Textiles (incl. clothing) 119 73 77 122 124

(c) Other Consumer Goods 86 75 81 120 101

2, Intermediate Goods 470 441 629 592 451
of which

(i) Fertilisers 91 80 110 66 81

(ii) Petroleum Products 130 112 196 156 58
(iii) Chemical elements & compound s 36 38 45 66 56
(iv) Paper and Paper Board 50 41 37 55 45
(v) Yarn and Thread 42 45 71 80 41
(vi) Other 42 34 59 37 26

3. Investment Goods 361 350 383 700 546
of which

(i) Building Materials 70 48 95 99 119
(ii) Transport Equipm nt 116 89 80 213 126
(iii) Machinery and Equipment 162 175 195 368 276

4, Unclassified Imports 36 36 14 53 22

5* Total Imports ... 2,028 <3*738 2,173 2,543 2,313

S< urce x Cei tral Ban. of Ceylor
r- !•!

I



TABLE10

ExportVolumes,ExportValuesandAveragef.o.b.PricesofSelectedMinorExportProducts.
CoconutProductsGroupCoirfibre-bristle Coirfibre-mattress vCoconutshellcharcoal FreshCoconuts

SpicesGroupCinnamonquills Cinnamonchips Fepper Cardamoms Cloves
MineralsGroupNaturalGraphite llmenite

OtherAgriculturalProducts Cocoabeans Unmanufacturedtobacco Citrorsellaoil CinnamonLeafOil
FattyAcidsGroupGlycerol. Glycerine ManufacturedProductsGroupLeathertanned Leatherofgoat ^Precious&.semi-preciousstones Jewelleryandgoldsmiths'ware

,»Clothingoftextiles FootwearofRubber,Leather
Totalvalueofaboveitems Totalvalueofallminorexportproducts Percentageofcoverage

Unitof Quantity Th.cwt. Mn.nuts Th.cwt.

Volume

1968

Mn.lbs Th.it«. Th.cwt. Th.cwt. Th.carats Th.dor.

563 1065 319
7

61 16 16

2 1

212 1455
34

1

297
79 24 21 10

3

196
32-3 10-4

1969
506 1180 385

10 65 21 17

3 4

224 1667
25

0

402
93 21-5 11-6 0-4 136-6 110-3 29-0

1970

%change 1970 over 1969

474-0i 1172.6 583-4 6-3 70-0 12-7 16-9 4-0 5.5 192-6 1556-2 29-9 0-5 426-5 111-4 24-6 13-3 184-9 180-4 31-8

-6
-0 +51 -38

4-6 -41 -5 +25
4-19 -14 -6

4-17 -28
4-5 4-13 4-14-4

-1-14-7 4-35-4 4-63-6 4-9-7

Value
(Rs.million)

A-.

1968

1969

1970

25-6

24-6

22-3

25-5

25-4

24-8

5-2

3-4

6-7

3-3

4-2

2-9

32-9

33-8

23-4

2-3

4-1

1-7

2-4

3-1

4-7

4-1

7-3

11-3

0-1

2-8

4-1

7-8

S-3

8-9

2-6

4-1

4-2

7-3

7-0

7-2

5-1

2-9

2-2

1-2

1-8

1-9

C-S

1-0

1-1

1-9 2-0

1-2

1-5

1-8

3-2

3-6

1-1

0-2

2-0

0-5

4-3

1-2

1-0

1-0

4-2

3-3

7-8

0-3

1-5

1-0

140-7

144-7

151-6

152-2

161-2

198-5

92-4

SP-8

76-4

%change 1970|

eragef,o.b.price (R.S.perunit)
ov 1969

1963

97 30 16 58 51

j4-54 +46
4-7 4-2 4-760 4-136 -33

4-4 423
25-0

1969

43-35 20-23 16-34 0-44 531-79 141-30 146-53 1639-22 130-22 36-91 1-78 211-16 3-81 3-99 1.0-51 78-61 93-16 1S0-C2 338-23 28-78

4S-63 21-67 8-90 0-41 513-33 191-11 36-7S 2-45 273-43 4-04 4-57 10-29 397-97 53-38

1970

%chang 1970 over 1969

47-13-3 21-161-2 11-5314-29 0-46;4-12 I

405-791- 134-02-
20 29

838-61
4-23-6

756-41
■V%rx

46-39

4-26-1
2-68

4-9-4
240-82

-11.9
4-2114-4-2 4-48

-2-0
10.12

-3-7
59-20

4-3-4
269-78

-2-2
30-62

-42-6

Source:CeylonCustomsReturns
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coconut by-products, spices and secondary plantation orops. On the side of

imports (table 8) the import of food take the greater share of the total

import bill. Out of the total of imports amounting to Rupees 2,313 million

in 1970, Rs.1,294 mil# or 55»3 per cent was taken by food-stuffs, textiles

and other consumer goods, while around 43 per cent composed of inter e&iate

goods and investment goods# If one derives the capacity to import out of

the total export earnings, 63.6 per cent of export earnings is still utilised

for the import of consumer goods.

3.2.13 The significance of the export and import imbalance

to future policy has been obvious for a long time# As stated earlier,

policies have not always given economic rationale top priority in development

though this was taken to be the prime objective, however, in the pursuance

of economic policy one cannot isolate economic motives alone without taking

into acoount social considerations, and the ideal should be a balance between

the two. During the last few years risphasis has been placed on import

substitution to counter the continuing excess demand for imports.

3.2.14 In the field of industry due to the laxity of policies

in the early years, most industries continue to depend to a large extent

on imported raw materials. Table II shows this dependence oh imported inputs
•1

which on the overall is as higji as 73 per cent. If payments for royalties

and professional servioes are added to this total, this percentage would be

even higher. The increase of exports of the industrial sector as well as

the foreign exchange savings envisaged, has been negligible. The

substitution effect could have been successful if Hie inputs that make the

final product were also substituted by local raw materials as much as

possible. Further if efforts were made, to increase the productivity of

1. The table is for 1251 firms derived from a survey by the Central
bank of Ceylon - bee section 3#3#18 for further details.



TABLEII

iAU....,,MIaNA-^P.A-,MATERIALJaAGE-I9?J. No.ofProda-ftawaterials(mpeesThousand) Firms

ction

Local

Foreign

Total

He.Ifa.

Value

%

Value

%

Value

%

I.1anufactureoffood,Beverages andTobacco

147

214*0

4a,710

37.6

77,646

62.4

124,356

100.0

2.Textiles,WearingAppareland JLeatherindustries

5°7

233.4

29,437

26.9

80,009

73.1

109,496

100.0

3.ManufactureofWoodandWood Products,includingFurniture
II

21.2

8,118

82.3

1,747

17.7

9,864

100.0

4.ManufactureofPaperand PaperProducts

68

61.0

15,049

44.2

19,025

55.8

34,074

100.0

5.•ManufactureofChemicals, Petroleum,Coal,imbber,and PlasticProducts.

214

381.7

35,109

15.2

195,286

84.8

230,395

100.0

0•;anufactureofNon-metallic ProductsexceptPetroleum andCoal

61

133.7

22,675

55.4

13,239

44.6

40,914

100.0

7.BasicMetalProducts

I

38.9

-

-

24,022

10*0.0

24,022

100.0

o..anufactureofFabricated

•

metalProducts,:achinery andEquipment^.

211

239.8

25,964

17.2

124,651

32.8

150,615

100.0

9.Manufacturedroduct3,n.e.s
31

13.9

1,525

21.8

5,486

78.2

7,011

100.0

TOTAL

1251

1337.6

134,637

25.3

546,110

74.7

730,747

100.0

SourcesCentralBankofCeylon.
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labour, cut down waste in raw materials, and to increase the overall

industrial efficiency to derive economies of production on machines,

labour and materials, perhaps the overall goals of industrialization could

have been achieved. At present many industrial units producing,previously

imported goods, do not show any economies by way of the substitution effect,

due mainly to mis-utilisation of the factors of production as compared

to the imported article which is a product of an efficient industrial mix

of another country. As a result, many of the items produced in Ceylon

which were previously imported carry the same or sometimes more foreign

exchange cost in the final product, The cnly effect that some of the

industries have had, is the provision of employment, though this is

laudable, inefficient industry cannot be excused on this ground alone,

3,2.15 On the side of agriculture, though food production has

increased, the increase has been very gradual, for, still in 1970 the

import of food and drink amounted to 46 per cent of total imports, and as

table 8 shows this has increased over the past few years,

3,2,IS The future policy to minimise the economic ills of Ceylon

has to be tackled in a number of ways :

(a) A concerted effort has to be made to decrease the import of consumption

goods by way of accelerated expansion of food production and manufacturing

industri.es geared for manufacture for the home market as well with an export

market in view.

(b) In the case of exports, taking into account the future export potential

of the major crops, there is not much hope for a substantial increase in

the export earnings from this source. Thus the export sector will

necessarily have to look for new exports both in agriculture and industry.

In the case of agriculture the future lies in the expansion of

food craps, rice and other subsidiary staple crops, the maintenance of the
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existing Isrolu of exports of tea and rubber and in the increase in the

coconut products base, in terms of total earnings and, production. Industry

has to play a major part in the manufacture of essential inputs, than it

has done so far, and secondly, efforts have to be made, to increase the

degree of processing of, and in some oases the final manufacture of,

agricultural produce before export. Finally the present industry would

have to gear itself to utilise greater quantities of local raw material and

seel: outside markets for their produce.

3.3. SHB IIDUSTBML COMPhSX

3.3*1 An attempt is rra.de here, to outline the present industrial

sector in Ceylon, with the economic background of the present situation and

the likely direction of future development of the economy as described in

the preceding section. A note of caution has to b® sounded here regards

the restrictions imposed, on the present analysis, due to the limitations

of the available statistical coverage of the whole sector.'' Industry in

Ceylon car? be broadly divided into two major sectors, namely the State and

the private sector. In 1970 there were altogether twenty four State seotor

industrial corporations, arid Wo industries run under two Government

Departments* In the private sector the estimated number of largo, medium

and small units, exclusive of cottage industry, hand-loom weaving units and

small, scale mining units is roughly estimated to be about 3300 units.

3.3.2 The State sector industries comprises largely of, what are

termed 'basic sector' industries. Throughout the industrial history of

the country, Government initiative, effort and investment have been

1. These limitations were mentioned in Chapter One
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concentrated in this sector, with the intention of making this sector the
■i

spearhead of industrial and economic development. The total oapital

invested in each corporation, puts them into the large sector category as

far as tills study is concerned, with capital investments ranging from

Rupees one million to Rupees 243 million. The total oapital invested in

the oaporations upto 1970/71 was around Rupees 1376 million. The levels of

investment needed in these corporations were too large for private capital

to undertake alone, though some of the activities of the corporations

could be undertaken by private industry. The economic idea behind some

of these colorations were, to reap the benefits of economies of scale and

to minimise diseconomies of private enterprise such as wasteful competition
2

in a resource limited eeenomy. However, in some of the corporations

installed capacity has been too large when seen in the light of raw material
/bofctn

availability and future sales/externally and internally. One example of
the former is the excess capacities of the factories of the sugar

corporation and of the latter is the limited market envisaged for the

products of the tyre osnporation. Thus in some of the corporations the

industrial mix is not correct to reap the advantages of large scale

production. It may perhaps be argued by some, that excess capacities are

necessary due to the prospeots of future expansion and development. While

agreeing to a oertain extent, the equally cogent observation has to be made

that excess capacity ties up much needed investment funds especially foreign

exchange in idle factory capacity while over the years underutilised

production runs depreciate the machinery as well as making them obsolete.

1. See Chhpter 2

2. See Chapter I, Section 1.8
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3*3*3 On the side of finance, the financial soundness of some

of the ventures cannot be assessed on a free economy criterion for ft.

number of reasons. Firstly, most of these industries enjoy monopoly status

in the country due to Governmental oontrol of import of goods manufactured

by the corporations and the restrictions on private industry in producing

some of the products made by them* Thus local sales are to a captive

market. Secondly, the profit criterion is also burdened by the fact, that

some of the corporations have to put sooial considerations ahead of profit

motive. Therefore they are not entirely free to fix their selling prices

while at the smae time they are required to perform relatively uneconomic

services which are not undertaken by normal private business establishments.

Thirdly, although most of the corporations are corporate bodies the Board

of Directors are not entirely free to take business decisions of the type

taken in privately owned industry and there is considerable amount of

political interference in the overall administration of the corporations.

Keeping these factors in mind, if one assesses the performance in terms of

production and sales, several of the corporations have been consistently

running at a loss, some of the. losses of these corporations would have been

greater if the opportunity oosts of some of these funds blocked by way of

idle capacity is taken into account. However, in recent times a number of

than seem to be maturing in terms of administration, business strategy
1 /

and financial management as shown by a recent survey of this sector. ^

3*3*4 As described in ohapter two, these large corporations were

intended primarily to be growth points for a number of small industries in

the private and State sectors, with these corporations forming the core in

forward and backward linkage, with input and output complementary and

established chains of communication. The result so far has not proven this

1. Central Bank of Ceylon.
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point and complementarity has been sacrificed for individual self-sufficienoy

and vertical integration at considerable cost and waste of resources,

3.3*5 The private sector industry group comprise a very large

number of industrial units and the available estimates are rough calculations.

The industrial units can be categorized into a number of sub-sectors, i.e.

(a) Cottage industries whioh consists of manufacturing and handicraft

activities carried out in homes and backyards#

(b) Kand-locsa units consisting of co-operative, private and individual

weaver units

(o) Power loom establishments both co-operative and private

(d) Non-mechanized factory type units and mechanised factory units

producing categories of goods falling into all nine sectors of table 17*

(e) Mining units

TABLE 12

PRODUCTION UNITS IN THE INDUSTRIES SECTOR - 1970
(A Rough Estimate)

Sub-Sectors
Estimated No.

of Units
Percentage
of total

A. Cottage Industry including
handicrafts 11,200 43.1

B. Textiles Hand-loom 6,100 24.0

C. Textiles Powers-loom 50 0.2

D. Manufacturing, i.e. All other
products (mechanized and non-
meohanized 6,500 25.2

E. Mining Units 2,000 7.5

25,850 100.0
Total -

Sources s Department of Census and Statistics, Department of small Industries,
Ministry of Industries and Central Bank of Ceylon.
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3»3»6 The largest group of units are in sub-sector 'A', followed

by sub-sectors, 'D*, 'B', 'E* and 'C'. This sector is characterised by a

fairly small organised sector containing well established private firms,

large, medium and small, of around 2500 units; and a veiy large number of loosely

organised small units in the region of about 22,500 units.^ On the whole

manually operated industrial units predominate, while during the last few

years there has been a process of increase of power using factory type

industry. In the private sector the large and medium scale sector is

estimated to be responsible for 53 per cent of the industrial output

(gross value), US per cent of value added, 40 per cent of capital used

and 24 per cent of the employment. The small scale seotor is estimated to

contribute 40 per cent output, providing employment for 71 per cent of the

total employed, while using only 15 per cent of the total capital. As

compared to these two sectors the state seotor uses 45 per cent of the

industrial capital, but provides only 10 per cent of the output employing
2

only 10 per cent of the total. /

3.3.7 The majority of the large and medium scale private firms,

fall into category 'D' above, consisting of mechanized fsctozy type units.

These comprise firms which were originally started by British interests

or were subsidiaries of foreign firms, and secondly, those started by

Ceylonese interests during the last two decades. Most of the former type

of firms has*s over the years undergone a gradual process of oeylonization,

with transfer of management to Ceylonese as well as Ceylonese being elected

to the Board of Directors. Foreign Companies form the majority of those

companies that handle the processing of tea >while their share in the

manufacture of other products is insignificant. The type of management and

1. See Table 12
2. The seotor classification is based on the classification compiled by

N.V.Divatia, U.N.Industrial Economist in 1970/71



administration of these companies are representative of the business methods

and practises cf the western world# Large Ceylonese enterprises form the

majority in the manufacture of rubber, and cooonut products and the

manufacture of consumer goods both perishables and durables and light

engineering products# Thou^i a number of them are quoted in the stock

market, the great majority of them are more or less closed companies where

the portfolio of shares are concerned, as the shares are held by family

members, relatives &ruL closed business associates and their transfer are

strictly controlled# The financial and general administration of these

firms are modelled on the former# In total number both groups constitute

of roughly 1,000 firms#

3*3*8 As this study is more concerned about the small scale

sector, an attempt is made in the following pages to describe this sector#

The scantiness of literature and data, limits a detailed description of

this sector# There has been no official surveys undertaken to study this

sector nor has there been any attempt at demarcation of this sector#^
However, for the purposes of this study information on this sector has been

2
gathered from widely scattered sources and the description is based on a

recent study by a United Nation Industrial Economist in Ceylon.**
3*3*9 According to these sources the small scale sector is

taken to comprise five sub sectors#

(a) Manufacturing and handicraft activities carried out in homes and

backyards# (excluding hand-loom weaving)

(b) Hardloom weaving in homes or in co-operative, Government or private

e s tabiishments.

1. See chapter I, Section 1.3 and Chapter 3, Section 3#4
2# e.g. Central Bank, Department of Industries, Industrial Development

Board and other published material.
3# See Bib.62
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(o) Power-loom weaving in Stale or private establishments

(d) Manufacturing activities carried out in co-operative, private and

Government establishments, with or without the use of power

(e) Small scale raining and mineral processing activities.

The upper limit in terms of capital investment for the above

demarcation is taken to be Hupees 100,000. The distribution of production

units based on figures from i^66-68 is given in table 13.

3.3*10 The major characteristics of this sector ©re the

predominance of non-power using, non-faotozy type units combined with low

intensity of capital for worker and low productivity of labour. Labour

intensive methods of manufacture are predominant, while unorganised business

methods and practices prevail.

3*3*11 Despite some of the present weaknesses of this sector,

it is the biggest provider of employment at low capital cost, both of

foreign and local capital. In the light of exchange scarcity and the need

to provide employment at a rapid rate, this sector given the neoessaxy

incentives could play an important role in the industrial development of

the country, due to the existing growth potential in the industries of this

sector. Table 14 gives the estimated growth potential of some of the impor¬

tant sub-sectors in the small scale sector.

3*4.12 The importance of this sector in the overall industrial

structure is seen in table 13. This table shows estimated output,

employment and fixed capital together with economic co-efficients in the

raining and manufacturing sector for the year 1968* Though these estimates

are based on weak data, it tends to give a broad understanding of the

structure as it is today, i.e. the place of the private sector as against

the State sector, and the place of the sub-sectors in the private sector

against eaoh other as well as the public sector.
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TABLE 13

DISTRIBUTION OF PitQDJClION UNITS IN SMALL SCALE INDUSTRY SECTOR:
BI UEGANISAIIQN SUB-SECTORS; G^iLoN 1968

Organize tlonal
Sub-Sectors of
Small-Scale Sector

Estimated
No. of
Units

%
Sources of Data for Estimation

I .Jottar:e Industry
(incl.Handicrafts)

2.ua^(^ooa industry
(a) C<Cooperatives

(b) Govt. Centres
and Schools

(o) Private Units

(c) Private

A. Small Faotory Type
Units

(a) Private

(b) Public

5. Small Scale lining
Units

11,161

6,025
(2,400)

(500)
(1,850)

(d) Individual Weaver's
Units (1,275)

52
3* PQwertoqm Esfofr-

iishaents.
(a) public

(Small Ind. vept.) (32)
(b) Cooperatives (10)

(10)

5,000

(4,986)

(14)

1,760

46.5 Non-mechanised Units employing
0 to 4 persons.(Census Dept.1968
Survey) Excl.Handlooms

25.1
Based on Data from Dept.of Small
Industries & Handloom Survey 1964.

Assumed Figure
Based on Handloom Survey 1964 &
Small Industry Dept. data
(estimate for *970)

Based on Handloom Survey *964.

0.21

Small Industry Dept.
Loomage based on •Lextile Committee
(1970) Report,at 50 looms per

Centre

20.8 Non-Mechanised Units, excluding
Handloom Units, and iJechaniz ed
having up to 10 employees
(Dept.of Census 1968 Industry
Survey)

National Small Industry Corporation
Factories and Fisheries "
Units

7.4 Estimated on basis of 17,600
employed (^ector rrogramme 1968)
at average of 10 persons per
Unit (weak estimate)

TOTAL 24 ,008 100.0

Sourcet Compiled by Mr. M.Y.Divatia, ILO Export
(See Bib. <82.)
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TABLE 14

ESTIMATE!' GROWTH POTENTIAL OF SOME X:'.PCI'PANT

SUB-:.:ICTURS IB THE SMALL SCALE SECTOR.

Sub - Sector Present Output Present employment Growth Potential
(value added) (Percentage) (Percentage per)
(Percentage) (annum)

Te: tile 21.9 25.3 10 to 12

Light Engineering 13.2 8.0 10 to 20

Wood Products 11.0 26.0 10 to 12

iakeries. Confectionary, 10.0 4.7 6 to 8
etc.

Clay Products 7.7 10.0 8 to 10

Tobacco Products 7.4 8.4 8 to 10

Paper Products and 6.7 3.8 10 to 12

^rinting
Coconut Products 5.4 9.5 8 to 10

Grain Milling and 4.1 0.9 10. to 12

Grinding
i ining 2.7 1.3 14 to 15

Source; 1 r.M.V.Iivatia, U.N. Economist,Ceylon.

Notes, intimates are based on existing capacities, the present and future

demand for these products, estimation of future needs in relation
to other sectors of the economy.



TABLE 15

ESTIMATED OUTPUT El-ffLQBffiMT ALP FIXF3? CAPITAL TOGETHER WITH ECONOMIC COEFFICIENTS IN THE MINING ALP liAHUFACIURIN SECTOR - 1968

SECTORS

Gross
Value
Rs.Mn.

Net Value
Added
Rs#&u

OUTPUT

Number
Employed %

employment

Fixed Fixed Value Value added
Fixed Capital Capital added Gross value
Capital % Value per per of Output

Added Employee Employee %

QAPIT4L EgONQiffft COWIQIPT^

I. Public 310.0

£. Private 3374.0

(a) Large Scale 1952.0

(b) Small Seals 1422.0

(i~ Factory Type 895.6

(ii- Non-Factory

(a)

(c)

(d)

(•)

(f)

Type 525.0

8.41 124.0

91.59 1093.0

53.0 586.0

38.59 507.0

24.0 358.0

(h)

(i)

(4)

(k)

(l)

14.59 149.0
(m)

10.2

89.8

48.2

41*6

29.4

18,700

404,300

103,300

301,000

110,000

(p)

(q)

(r)

(s)

(t)

12.2 190,000
(u)

4.4

95.6

24.4

71.2

26.2

680.0

795.0

586.0

209.0

179.0

(v)

(w)

(x)

45.4 5.48

54.6 0.73

,(♦)39.7 1.0'
(♦>

14.9 0.41
(♦)

12.2 0.5

45.0 30.0
(y)

2.7 0.2
(♦>

36,400 6,631 40.0

1,966 2,703 32.4

5,674 5,674 30.0

695 1,684 36.0

1,613 3,225 40.0

158 784 28.0

H
VO

TOTAL.

Whole Industrial
Sector

(b) (n)
3684.0 100.0 1207.0 100.0 423,000 100.0 1475.0 100.0 -

(o)

I.21 3,487 2,377 33.0

Sources Derived from tables given in a paper press nted by Mr. M.V.Divatia, UM Economist
'Small-Scale industry - Dimensions and Directions of Development*.

Source Notess- (a) Ministry of Industries, (b) Sector Programme estimates for 1968. (c) Derived as balance of 'a* and *b* above.

(Continued next page)



Source notes continued;
(d; Estimate is for large private factories. This is derived by deducting from total., value of gross
output of approved industries, published by Ministry of Industries in 'Statistics of Industrial
rroduction 1963 & 1969', total for public sector enterprises, and using additional data fron Industrial
"Survey of Central Bank of Ceylon for 1968.
(e) 'c1 less *d* is taken to give gross value of output for the snail scale sector comprising, Small
factories, %ndlooms, Coir works, Wood works, Metal roduct units etc., and other non factory type
manufacture. (f) Estimate is rather weak as iittle^specific data are available. It is made by
dividing up Small scale Andustries output,i.e.lis.1,422.Mil., for each of the 25 sectors, between Factory
type and non-factory type output on the basis of available scattered information and personal judgement,
(g) This is the residual in the Small scale sector. (h) Value added to gross value ratio from Gensus
& Statistics Dept. 1968 Survey( table for A"ublic Sector). (i) Residual figure. (j) On basis of
sector programme data. Value added to Gross value ratio would be 0.3 (kj Residual (1) Ratio from
survey of approved small scale industries 1964 (SISI) Mr .M.V.Divatia. (m) Residual. (n)Estimate
based on I963j?opulation census,i.e. gainfully occoupled population tables. (p) Ministry of "Sadustries
data . (q) Residual. (r) Based on data published by Ministry of industries, i.e. Statistics of
industrial production 1968 St 1969. (s) Residual. (t)Based on value added per worker in Small scale
factory industry from Survey of approved Small seale industries 1964. (u) esidual. (v) Capital
employed in State factories of'Ministry of industry' Corporations, plus capital employed in the Milk
^oard plant (^s 23.3 , Sugar Plants ( Rs 81.1 Mn.) Petriloum iLefinery (its. 107.6 Mri. ) and Govern¬
ment Distillery (its. 2,6 Mn.).
(w) On the basis of Dspartioent of Census and Statistics survey of 1968, an average capital output ratio
(value added) of I si for large scale private industry seems reasonable.
(x) For Small Scale factory sector average average capital output ratio of 0.5, aeon® reasonable on basis
of data in Survey of approved small scale Industries - 1964, SISI.
(y) For non-factory type small scale industry which includes ilandlooms, Woodwork, Potteries, Coir Works,
Etc., a ratio of 0.2 seems reasonable.. &om support for this case could be found in Survey data for such
industriesfrom publications of Government of Bombay and ^orala State in India.

(♦) Assumed to be reasonable for these sectors on the basis of available data.



121

3.3.13 Although the figures given in table 15 are estimates, it

shows an important aspect of small firms*' as compared to state and large

private industry. The table in terms of sector aiialysis shows, the pre¬

dominant contribution of the small sector in terras of capital employed and

output produced. The results are as follows t

TABLE 16

CAPITAL EMPLOYED AND OUTPUT RELATIONSHIP OF
DIFFERENT SECTORS FOR 1968

Industry
Fixed Capital

used
Rs. Mil.

Per

Centage Output
Rs. Mil.

Per

Centage

Large - State 680 45.4 124.0 10.2

Large - Private 586 39.7 586.0 48.2

Small - Private 209 14.9 507.0 41.6

3.3*14 However, one cautionary note should be drawn her© not to

take these statistics at face value, for, as stated in section 3*3.3 all

state industries have not been set up with only a pure profit motive in

mind. But it does not escape from the fact that the state sector is very

capital intensive, resulting in considerable excess capacities, that have

not been utilised over a number of years. In this sense scarce foreign and

local capital have remained unproductive and blocked in these units.

1. The classification of 'small firm' here is taken in terms of Bivatia's
classification, i.e. Hs.100,000 worth of investment in fixed capital.
However, this size demarcation also falls within the small firm size
demarcation made in this study.
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3.3*15 Table 13 also shows that in terms of employment, with the

same capital base the small sector provides employment for 71.2 per cent of

the working population as compared to 24.4 and 4.4 per cent of the large

private and the state sector respectively. This in turn shows another

important aspect of small firms, namely, as a provider of employment, which

underlines again the need to encourage this sector. The problem of

providing employment to the growing workforce is one of the serious problems

in the eoonony today. This, coupled with the capital shortage in the

economy and the productivity of this sector in terms of oapital employed,

points this sector to be the real growth sector for the future. The future

growth potential of the sector in terms of the overall foreign exchange

shortage in the economy is seen in the following statement by Divatia,

"Based on available data and circumspect estimation it would appear
that the foreign exchange per unit employment, i.e. imported input plus
amortized value of machinery and equipment in the public (state) sector
may be of the order of Bs.6,000 and in the large scale private sector
Hs.100,000 or so and as low as Bs.II to Bs.200 in the small soale sector."
(dee Bib.61)

3.3*16 Section II of table 15 shows the economic co-efficients

of the sectors. This despite being based on weak data shows that the small

sector has oapital output ratio of 0.41 for a fixed oapital per worker of

Hs.69.5 os compared to oapital output ratio and fixed capital per worker

5.48 and Bs.36,400 and 1.0 and Ks.5,674 for the state sector and the large

scale private sector respectively. This vast disparity despite higher

labor productivity in the state and large private sector due to higher

levels of mechanization shows once again the small sector as the most

favourable sector in terms of future expansion and development.

3*3*17 In concluding this section it may be worthwhile to summa¬

rize the salient features of the industrial structure as it exists today,

(a) The existence of a oapital intensive State sector, side by side with
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the private sector, which is divided into an organised sector, and a large

unorganised sector comprising of small scale non-factory type, manually

worked units*

(b) The relatively low productivity of capital and labour and the low

capital intensity of production.

(c) The high dependence of imported oapital goods and raw materials by the

sector as a whole

(d) The heavy concentration, towards the manufacture of consumer goods for

the home market

(e) The poor inter-industry linkages and the excess capacities in many units

(f) Finally the relatively small contribution of this seotor to the Gross

National Product, at present.

3.3* 18 Having broadly outlined the characteristics of the

industrial sector in the following pages an attempt is made to analyse the

structure of industry according to capacities, production and employment.

This section is based mainly on the data collected by the Central Bank
4

over the years 1966-70 and the Ministry of Industries. The statistics

used here apply only to a limited number of units, however, keeping in mind

that the organized sector in private industry roughly comprises of 2,500

units (see section 3*4.7) and in the State sector comprises of 24 uiiits

(see section 3.4.1), the surveys cover nearly 80 per cent of the units in

the organized sector. Therefore, although the data does not cover

comprehensively the whole industrial sector it tends to show the principle

treads which can be taken with fair accuracy to represent the whole

manufacturing sector for this period. However, in the case of 1970

industrial data for the whole sector has been compiled by the Ministry of

1. Bee Table 17 -'Value of Production and Employment of selected firms'
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Industries. Though capital investment in the private sector would have

given important insights into the dimensions of development of this sector,

no such data is available for the year 1970 which covers the whole private

sector. Ifiith these limitations in mind an analysis is made only of the

statistics made available by the Central Bank on their ooverage of 1394,

1830, 1804, 1962 and 1853 industrial units for The five years 1966 to 1970

respectively.

3.3.19 In table 17 industries are olassified into nine major

groups, on the basis of the United Nations classification of industry,

giving the total number of units, employment and value of production. The

table shows that in terras of production units, value and employment, group

one dominates the industrial scene. In terms of production units, groups

two, three and eight rank after group one, while in terms of production

value, groups five, two and seven follow after one. In terms of employment

groups one and two dominate the sector due to the large number of units

in these groups and the labour intensive methods of production.

3.3*20 The value of industrial production in 1970 by I853 units

was Hs.I,945 million. The marked increase in sector five was due to the

commissioning of the petroleum refinery in late 1969. The increase in

industrial production in 1970 over that of 1969 (exclusive of the output

of the petroleum refinery) was 8.4 per cent. This increase as stated

earlier (section 3.2.9) was due mainly to an increase in Hie production of

state sector industries. In the total value of industrial production the

share of the state sector and private sector industries were 69 and 31 per

cent respectively. All groups have shown increases in the value of

production in 1970, of whioh groups five, one and ei^it contributed most

to the total, comprising of 60, 14 and 9 par cent respectively. The

increases in group one, was mainly contributed to by the State corporations,



TABLE 17

VALUE CI? RtQDJCTION A LB KgLOEjEHT QF SELECTED MOilS 1966 - 1970

Lumber of Firms Lumber of Emp&ayees " * f V
1966 1967 I968 1969 1970 1966 1967 1968 1969 1970 1966 1967 1968 1969 1970

I* Iknufacture of Food
leverages St Tobacco 711 822

2. Textiles,Wearing Apparel
and Leather Industries 249 393

3* iknufacture of Wood and
Wood Products I 14,
including Furniture

4. Manufacture of Paper
and Paper Products 54 78

5. Iknufacture of Ghemica Is
Petroleum,Coal,Eubber,
and Plastic Products.

6* Manufacture of Los>-,ietallic
Mineral Products except 13 61
Petroleum and Goal.

7. Basic Metal Products. - -

8. iknufacture of Fabricated
iktal Products, Machinery 144 183
and Equipment

9. iknnfaetured Products.n.e.s. 21 33

588 654 649 21,838 26,481 24,878 31,899 33,734 389.9 422.3 609.6 641.8 684.5

496 537 530 21,102 20,052 35,528 25,469 27,069 178.9 177.1 224.3 267.1 282.7

20 15 II 744 2,453 2,575 3,393 2,907 6.5 10.4 16.9 18.0 21.2

90 95 74 2,369 2,660 4,146 4,876 4,462 33.8 34.7 54.6 62.3 65.0

204 246 284 2% 244 7,509 8,117 11,313 12,414 13,610 137.2 136.7 303.3 249.8 439.2

53 75 67 2,216 6,118 6,084 7,311 8,545 32.5

III - - 950 960 %3

253 282 228 5,124 7,648 15,529 16,119 12,448 69.8

19 27 49 516 506 445 795 1,367 1.7

69.5 92.8 123.3 138.8

27.3 28.8 38.9

102.0 I67.I 226.2 256.1

1.5 2.7 9.5 18.6

TOTAL. 1394 1830 1334 1962 1853 61,418 73,955 101,348 103,726 105,105 850.3 954.2 1398.6 1626.8 1945.0

Source: Central Bank of Ceylon,
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which increased their production by 51 par cent. The increase in group

five was as a result of the output of the petroleum refinery who.se

production was included for die first time in this sector. Group eight

consists mainly of private sector units, which over the years 1967-70 have

shown a steady increase in production, increasing by an average of 47 per

cent per year, while the value of production rose by 35 per cent in 1970.

The number of units in groups one and two have steadily decreased while in

groups five and eight have increased. Most of the units that have stopped

production in group one and two have been those inefficient industry and

those speculative units that sprung up rapidly in these two sectors during

the early sixties.^
5.3.21 Table 18 shows the value of production by major economic

categories for the years 1966-70 of the reporting firms. It shows the

increase although at a decreasing rate of the consumer goods category,

while percentage wise, there has been a decrease of 9 per cent of the

whole sector in comparison with the total of all sectors. From 1966 to

1970, intermediate good3 sector, while showing a alow increase value-wise,

its share in total production has dropped every other year from 1966

showing only a rise of 2.1 per cent in 1970 from its 1966 figure.

Investment goods sector shows a rapid increase over the five years

doubling its share in total production since 1966. The table also shows

different sub-groups which showed increases over the years, i.e. in the

consumer goods category, dairy products, preserved meats, beer, mineral

waters and rubber products showed increases; in the intermediate goods

category, paper products, electrical machinery, apparatus and supplies,

and petroleum products showed marked increases; while in the investment

goods category sub-sections i, ii, and vi showed increases.

1. See sections 2.4.II to 2.4.14
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TABLE 18

Value of industrial production i966-1970

by Major Economic Categories

A, Consumer Goods
I. Food, Drink and Tobacco

(a) Food Preparations(l)
(b) Preserved and Canned Fruits.

Vegetables, Meat, Fish and
Other Sea Foods!?)

(c) Biscuits and Sugar Confectionery
(d) Aerated Waters
(e) Arrack, Beer, Stout etc.,(3)
(f) Tobacco

II. Garments(4)
III. Footwear and Leather Products ••

IV. Miscellaneous ChemicalPreducts(5)
V. Manufacture of Paper and Paper

Products(o)
VI. Fabricated Metal Products other

than Machinery and Equipment!?)
VII. Plastic Products

VIII. Glass and Glass Products
IX. Ceramics
X. Rubber Products!®)

XI. Spinning, Weaving and Finishing
of Textiles

XII. Manufactures of Wood
XIII Manufactured Products, n-e-s-(9)

B. Intermediate Goods
1. Food Preparations!'1))

II. Fabricated Metal Products other
than Machinery and Equipment!")

III. Manufacture of Paper and Paper
Products!")

IV. Plywood
V. Manufacture of Ilmenite

VI. Industrial Chemicals('3)
VII. Electrical Machinery, Apparatus,

Appliances and Supplies
VII!. Petroleum and Coal Products

G. Investment Goods
I. Fabricated Metal Products other

than Machinery and Equipment!")
II. Rubber Products!")

TlT; Cement, Cement Products and
Asbestos Products

IV Machinery (except Electrical and
Transport Equipment)

V. Bricks and Tiles
VI. Iron and Steel Basic Industries!.") •

TOTAL

1966

480 3

Rupees Million

1967

Per cent.

528

144 -C 185-7
30-9 33-7

5-1 6-7
38-6 33-3
11-6 14-5
5-5 5-5

52-3 92-0
56-1 48-1
27-7 31-9

101-9 98-2

22-3 20-8

7-7 7-7
14 5 15-9

2-3 4-4
7-0 14-0

95-1 97-1
3-6

— 1-5
1-7

296-5 297-2
245-9 236-6

8-5 8-5

11-5 13-9
6-5 6-8
1 -4 1-4
1-9 1-9

20-S 28-1

73 5 128-1

32-8 37-9
11-9 6-7

28-8 53-5

19-8
— 10-2*

850-3 954-2 1,
l

1968

694-8

238-4
40 -S

8-4
44-3
17-3
17-1

110-5
55-7
32-4

118-9

19-4

9-1
32-5
4-8
8-5

28-2
136 - ?

8-0
2-7

478-8
371-2

8-9

35-2
8-9
2-2
2-3

41-8
8-3

.225 - 0

61-5
13-C

70-0

45-9
7-3

27-3

1969

84 i -4

287-6
45-8

8-6
49-9
17-9
59

105-9
56-0
38-9

155-6

13-4

13-1
28-2
7-7
8-7

41-3
172-2

9-2
9-5

505-2

354-2

10-7

48-9
8-8
3-1
2-2

66-3
11-0

260-2

58-2
11-5

89-0

77-9
14-8
28-S

1970 1966

926-4

346-7
82-9

11-8
50-5
26-6
68-3

106-6
64-3
45-1

155-9

13-1

3-4
32-8
8-1
8-0

46-7
173-3

10-4
18-6

699-2

337-8

11-5

51-9
10-S
4-7
3-1

88-4
191-0
319-4

82-0
9-7

104-8

70-S
13-2
38

56-5
16-9
3-6

0-6
4-5
1-4
0-6
6-2
6-t
3-3

12-C

2-6
0-9

1-7

0-3
0-8

11-2

0-2

34 9
28-9

1-0

1-4
0-8
0-2.
0-2

2-4

8-6

3-8
1-4

3-4

I

1967 1968 1969 1970

55-4 49-7 51 -7 47 ■ 6
19-5 17-C 17-7 17-8

3-5 2-9 2-8 4-3

0-7 0-6 0-5 0-6
3-5 3-2 3- 1 2-6
1-5 1-2 1-1 1-4
0-6 1-2 3-7 3.5
9-7 7-9 6-5 5 • 5
5-0 4-0 3-4 3-3
3-3 2-3 2-4 2-3

10-3 8-5 9-6 3-0

2-2 1-4 0-8 0-7
0-8 0-7 0-8 0-2

1-8 2-3 1-7 1-7
— 0-3 0-5 0-4
0-5 0-6 0-5 0-4
1-4 2-0 2-5 2-4

10-2 9-7 10 -e 8-9
0-4 0-6 0-6 0-5
0-1 0-2 0-6 1-0

31-2 34-2 31-1 36 0

24 • 6 26-5 21 -S 17-4

0-9 0-6 0-7 0-6

1-3 2-5 3-0 2-7
0-7 0-6 0-5 0-6
0-1 0-2 0-2 0-2
0-2 0-2 0-1 0-2

3-0 3-0 4-1 4-5
— 0-6 0-7 9-8

13-4 16- 1 17-2 16-4

4-0 4-4 3-5 4-2
0-7 0-5 0-7 0-5

5-6 5-0 5-5 5_-4
3-3 4-8 3-6

2-0 0-5 C-9 0-7
1-1
— 2-0 1-8 2-0

100-c 1C0-0 100-0 100-0

* Includes glass and glass products.
1- Dairy products, ice cream, salt etc.
2- Jams, jellies, sauces, fruit cordials, etc.
3- Production figures for arrack relate to 1963, 1969 and

1970 only-
4- Shirts, banians, etc.
5- Pharmaceuticals, cosmetics, soaps and cleaning

compounds, matches, toothpaste, etc.
6- Writing paper, exercise books, etc.
7- Aluminium ware.
8- Car and cycle tyres and tubes, toys and

household goods.

Source: Central Bank of Ceylon.
9- Brushes, slates, printing blocks, toys,

musical instruments, etc.
10- Cattle and poultry foods, vegetable oil, ice,

desiccated coconut, etc.
11- Containers.
12- Printing paper, cartons, other packing boxes

and wrapping paper.
13 Caustic soda and chlorine.
14- Barbed wire and wire nails, galvanised products.
15- Tyre retreading.
16- Rolled sections and wire products.
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4

3-3.22 fable 19 shows the location of Industrie s by provinces

It shows that out of a total of 1412 enterprises, 1148 or 81,3 per cent

are located in the Western Province and most are in and in close proximity,
2

to the Colombo District* It was only recently that a concerted effort

has bean made to encourage the development of industry in other provinces

and districts. Table I? which also gives the employment figures for the

years 1966-1970, shows a steady expansion of employment. In comparison to

1969 despite a drop in the number of reporting firms by 109 units there

was expansion in employment by 1,379 persons. The major increases in

employment were in the labour intensive industries suoh as food processing

and textiles, and in the petroleum, rubber and chemicals group due to the

commissioning of the petroleum refineiy.

3.3,23 fable II showed the local and foreign raw material usage

of 1,251 units in 1970, The high percentage of foreign raw material

components in the manufacturing sector have been mentioned earlier.^ This

pattern of raw material usage has remained more or less the same during

the last five years. The problem becomes acute when viewed from the angle
4

of the balance of payments situation discussed earlier, especially, when

the value of raw materials comprises of nearly 50 per cent of the value of

production. Out of the nine groups on this survey, seven of them use more

than half foreign raw material for their products, and this is especially

acute in groups (v), (vii), (viii) and (ix)."* Comparative figures for the

last three years show that the total foreign and local raw material usage

1. Ceylon is divided into nine administrative provinces and into sixteen
revenue districts.

2. The capital of Ceylon is Colombo. The premier harbour and airport are
situated in this province. It is also the most densely populated
province in Ceylon.

3. See section 3.3.10
4. See section 3.2.12
5. droup viii - the basic metal product group - uses 100 per cent foreign

raw materials.



129

for til© year© 1968, 19Sy and 1970 were as follows i

LOCAL FOREIGN

1568 35.5 64.5
1969 34.0 66.0
1970 25.3 74.5

Despite the hope of the planners that with the establishment of

the industrial base, there would be a greater increase in local raw

material usage over the years, due to greater research and development, and

inter-linkage of industzy? the trend during the last few years have been

just the reverse. This is even apparent in those sectors which were

expected to have made greater substitution in local raw material in the

process of production, due to the very possible prospects of producing the

raw materials required locally, namely, in food, beverages and tobacco
sector

sector and textiles, wearing apparel;and leather industries/ In the former

foreign raw material value has increased from 46.6 per cent in 1969 to

62.4 per cent in 1970, while in the latter the increase has been from 58.3

per oent in 1968 to 73.1 per cent in 1970, price rise in the imported raw

materials alone cannot account for the increase in value.

3.4. PROJECTIONS FOR THE FUTURE

3*4.1 In the medium term plan of the Government drawn up by the
4

Ministry of Planning and Employment for the years 1972 - 1976, the plan

for industry has been drawn up with four objectives in view, namely,

(a) Creation of employment opportunities

(b) To make the most effective use of available foreign exchange resources

in terms of investment and raw materials

(o) The production of essential commodities for mass consumption to meet

the expected increase in demand consequent to an increase in incomes and

1. See Bib.56
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employment.

(d) The need to gear the process of industrial expansion to the export

market as the potential for import substitution progressively diminishes.

In this Plan the private small scale sector has been given a

prominent place in the process of social and economic development of the

country. The Government envisages the small scale sector to play its part

despite the Governments' intention of giving priority to the public sector

industries. Further the Government intends to limit foreign exchange
/the

allocations t^/large soale private sector. Thus the field is open to small
scale sector industries in the Plan, while in return the Government expects

this seotor to meet a large proportion of the growth targets for industry

in the private seotor during the proposed medium term plan (1972-76)

3.4.2 The reason for the emphasis in the new Plan is the result

of two problems that have plagued the economy of Ceylon for a considerable

period of time, namely, foreign exchange scarcity and the rising unemployment

situation in Ceylon. As seen in table 15 both in terms of output and

employment the small firm sector is very much less oapital consuming than

the other sectors. Further due to the labour intensive methods of manufacture

this seotor provides employment to a large sector of the growing industrial

population.^ Thus in the new Plan this sector is expeoted to expand with

minimal use of foreign exchange reserves. With this end in view the

Government by research and development intends to encourage greater use of

local raw materials and expects the new industries that are to be set up

to make maximum efforts to tap local raw material sources. It is also

stated, that the Government plans to approve in the first instance those

industries which are agro-based, while the oapital goods needs of the small

1 • In 1970 roughly about 70 per cent of' the employment and around 30 per
cent of the value added was in this sector.



TABLE 19

LOCATION OF INDUSTRY B1 PROVINCES - 1970

Western Northern Southern Eastern Central N.Western N.Central Sataragamuira. Uva Totall
Province Province Province Province Province Province Province Province Province

No.of % No.of % No .of % No.of % No.of % No.of % No.of % No.of % No .of % Mo.of %
Firms Fires Firms Firms Firms Firms Firms Firms Firms Firms

1.Manufacture of Foody
leverages 4 Tobacco 159 72.9 10 4.6 12 5.5 6 2.3 16 7.3 5 2,3 I 0.5 9 4.1 218 100.0

2.Textiles,Wearing Apparel 353
and leather Industries 353 80.0 12 2.7 31 7.0 3 0.7 23 5.2 12 2.7 I 0.2 I 0.2 5 1.2 21 100.0

3. -anufactore of Wood and
Wood Products including 12 30.0 — — 2 13.3 - _ _ - - — - - 16.7- - 15 100.0
Furniture

4.Manufacture of Paper and
Paper Products 86 89.6 4 4.2 4 4.2 I 1.0 I 1.0 - - - - 96 100.0

5.Manufacture of Chemical
Petroleum,Co^l,Rubber 220 35.6 7 2.7 II 4.3 I 0.4 15 5.8 I 0.4 - - 2 0.8 257 100.0
and Plastic Products

6.Manufacture Sf Non—Metallic
Mineral Products except 53 69.7 I 1.3 2 2,6 3 3.9 2 2.6 15 19.7 - - - 76 100.0
Petroleum and Coal

7.2aslc iSetai Products I 100 - - - - I 100.0
8 .Manufacture of Fabricated ^tal

Products,Machinery and 245 36.9 II 3.9 9 3.2 2 0.7 8 2.8 6 2.1 - - I 0.4 - 282 100.0
Equipment

9.Manufacture Products 19 73.1 I 3.8 2 7.7 - - 4 15.4 - - - - - - - - 26 100.0

Total 1148 81.3 46 3.3 73 5.2 16 I.I 69 4.9 39 2.8 2 0.1 3 0.2 16 I.I 1412 100.0

Sources Central Bank of Ceylon
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industries are to be met by a programme of local production#

3.4.3 Expansion of this sector goes hand in hand with the greater

opportunity of employment prospects in rural areas and a gradual shift of

population pressures in the urban areas. Another aim the Government hopes

to fulfil by this Plan is to bring about regional growth and better living

standards in semi-urban and rural areas. Table 19 showed that nearly 90

per cent of the industrial units are concentrated in the Western Province

and most of them in and around the capital city. One problem has been the

dispersion of industry in other districts, this is to be partially solved

by setting up small agro-based industrial units in rural areas with feeder

agricultural programmes, so that processing is near the source of supply.

This proposal in turn tackles another aspect of growth that has been

neglected so fur, namely, the development of an industrial sector producing

a wide variety of items baaed on domestic agriculture. For example,

tapioca flour for bread and industrial starch, vegetable fibres for textiles,

vegetable oilsvand natural silk.

3.4.4 Though this plan shows a polarisation cf policy objectives

towards the important role that small firms oan play in industrialization,

it seem to have omitted the most important link that has eluded this sector

in achieving a comparable degree of success, i.e. the provision of adequate

financial facilities and services ancillary to finance. The latest policy

statement observes that,

"braail scale industry has been vested with a significant role
in the country* s economic and social development. It is expected to
ensure increasing use of indigenous raw materials, minimal use of Ceylon's
scarce capital and foreign exchange resources and provide more direct and
indirect employment opportunities with the available quantum of capital
and foreign exchange resources. In addition to the important social
objective of raising the level of employment, small scale industry is also
required to bring about regional growth and better standards of living
in the countryside, i.e. in semi-urban and rural areas, through a proper
dispersal of industrial activity." (Bib.56)
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3«4»3 This role is in faot a very i*ssponsible 'mantle* that

has been put on the shoulders of the small firm sector, in the economic

development of the country. But while tne Government plans to provide the

necessary infrastructure in ail the otrier spheres as described in section

3.4 above, they have made no advance plans to tackle the problems of finance

to this sector. For, as the deport further reads, it states that the

Government intends to give first priority to the development of the State

sector industries. With this end in view the Government proposes to set

up a National Development Bank to provide financial facilities to the

State Corporations. Further they intend to amalgamate the AIGC and the
2

SMB" to form an agricultural Development Bank for provision of finance tc

agriculture. The AICC despite its inactivity had provided some finance

to industry, and this step eliminates even this meagre avenue to small

industry, i'he DFGC as described in Chapter Four, provides finance to only

large scale industry. Thus once again small industry is put in a

'cul-de-sac' as regards external finance. At present there are no plans

afoot to create an organisation, nor reorganise an existing institution to

provide adequate financial facilities to the small scale sector.

3.4.6 The conclusion here is that the Government expects the

small scale sector to find the finance as beat as it can from the existing

banks and other private sources. The primary aim of this research has been

to show that the small scale sector cannot find adequate private finance and

the facilities provided by the institutions are insufficient. If no immediate

steps are taken, prior to the application of the new Flan, to understand the

financial problems of this seotor and provide the necessary financial infra¬

structure, this Plan too is bound to go the way of all other previous plans

1, Agricultural and Industrial Credit Corporation
2. State Mortgage Bank
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envisaged for this sector, namely, failure to 'lift-off* from the planning

stage.

3.4.7 It is true that this ovex'all plan is stall in an

embryonic stag© and the overall financial Implications of the plan has not

been marked out as yet. But the absence of any thought at this preliminary

stage to investigate the financial requirements of this sector leads one

to doubt the practical success of this plan as far as the small sector is

concerned.

3.4.8 Therefore how far the new policy will be successful depends

first on the correct transfer of the plans on Hie 'research desk* to

constructive practical application, and secondly on the provision of

financial facilities and other services ouch as dissemination of correct

techniques of financial planning and management to the would be

industrialists.
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4.1. INTRODUCTION

4.1.I This chapter attempts to outline the overall financial

complex of present Ceylon in relation to the industrial development of the

country. In order to understand the present role of institutional finance

in relation to the industrial sector it is necessary to trace the history

of institutional finance briefly, as this has conditioned to a considerable

extent the present struoture. The outline of the structure here concentrates

only on those aspects of development of the financial institutions and

practices that have direct or indirect relevance to industrial financing.

4.2. THa DEVELOPMENT OF FINANCIAL TRADITIONS
PECULIAR TO CEYLON

4.2.1 Before the advent of the British commercial banks in

Ceylon towards the end of the first half of the nineteenth century, commerce

was mainly dependent on a group of people who were traders as well as money

lenders. They were from the South Indian district of Chettinad and were

generally called ' chettLyars' in Ceylon. Around the beginning of the

nineteenth century, their money lending activities were well established in

Ceylon and for nearly three quarters of a century they played a very

important role in the credit structure of the country. They had access

to funds both from their well organized trade in Izidia as well as their

import/export trade between India ana Ceylon. Later, when banks were

established they were able to increase their capacity to lend by acting

as intermediaries between the banks and the local traders and businessmen.

H.D.Andree in a paper in 1864 observed as follows t

M Judging from the fact that the entire grain trade was in the hands
of the ohettiyars, and that ooffee planting was in its infancy, the exports
consisting principally of cinnamon, coconut oil and coir, we may conclude
that they met all toe requirements of the merchants." 1

1. See Bib. I - A photostat copy of this article is available at toe
library of the London School of Economics.
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4.2.2 The expansion of the plantation economy in the mid-

nineteenth century created a demand for a proper banking system, and in 1841

the first bank in Ceylon was established, which later merged with another

in 1847. In 1851 these two banks were incorporates to form the Oriental

Banking Corporation of Ceylon. The early banks were bound by the Colonial

Banking Regulations of 1840. These regulations influenced the development

of the banking system to a considerable extent. The repureussions of some

of these regulations are still prevalent in the present structure of banks.

Those regulations that conditioned future banking practices in Ceylon were

as follows;- It was required,

(a) that debts and engagements of the company, should not exceed at any time

thrioe the amount of paid up capital, with the addition of the amount of

such deposits as may be made with the company's establishments by individuals

in specie or Government paper

(b) that the Company shall not hold shares in its own stock, nor make

advances on the security of its own stock

(c) that the discounts or advances by the company, on securities bearing

the name of any director or officer thereof, as drawer, acceptor or endorser,

shall not at any time exceed one third of the total advances and discounts

of the bank

(d) that the compai^y shall not advance money on the security of lands,

houses or ships or on pledge of merchandize, nor hold land or houses except

for the transactions of its business, nor own ships or be engaged in trade

except as dealers in bullion or bills of exchange but shall confine its

transactions to discounting commercial paper and negotiable securities

and other legitimate banking business.

4.2.3 The banks for nearly another century operated within

these regulations, and banks developed along trie traditional lines of
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British Banking Institutions. Clause (d) above of the regulations more or

less excluded Ceylonase from access to banks, as in most cases they were

only able to pledge land and merchandise as seourity. An examination of

the principal activities of the first two banks in Ceylon bring to the fore,

two prominent characteristics of banks. The prinoipal activities were as

follows i

Deposits s(i) acceptance of fixed and demand deposits

Business ;(i) discounting bills of exchange drawn against the export of

produce.

(ii) Issuing of drafts to all jarts of the world

(iii) issuing letters of credit

Loans g (i) advancing money on cash credit account, as fixed loans for a

period not exceeding six months, usually for a period of four months or

less. The security of such loans consisted of (a) goods not of a perishable

nature protected by fire insurance (b) life insurance policies (c) bills

of lading with insurance policies attached (d) promissory notes bearing two

names with not more than two months to run,and representing bona-fide co¬

mmercial transactions.

4.2.4 The two principal characteristies were, (i) the essential

short terra character of its lending portfolio, for example, usance bills of

exchange ware for 6 months; advances were for 6 months, and promissory notes

were for 4 months, (ii) the predominant position of financing foreign trade

in its business activities, i.e. discounting bills of lading. Andrea,

considering the activities of the two banks of that time observed.

"the two banks established in the island are strictly and avowedly banks
of exchange. The distinguishing principle of their business is to deal in
foreign bills of exchange, the other branches of business being considered
merely accessory...Thus the entire capital of the banks may be said to be
devoted to exchange business being constantly employed in going backwards
and forwards between the different branches and their head offices, v&ile
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a portion of their deposits is lent out to oustomers upon promissory notes
and the balances held as reserve." 1

These activities enumerated above still are the major activities

of the majority of the banks, with perhaps the exception of the two

indigenous banks.

4.2.3 As most of the banks at this time were set up as appendages

to the plantation economy, it was not surprising that most banks looked

upon finance of exports and imports as their sphere of activity. The export

trade comprised of nearly 80 per oent of tea, followed by rubber, coconut

and other produce. As nearly all the tea plantations and around 30 per oent

of the rubber plantations were owned by British oaapanies, the export

trade was in the hands of a few British Agency houses, Shippers and Brokers.

The Agency houses, Brokering firms and Shippers, and the Bankers, were all

members of the Chamber of Commero*. This brought them into close affinity

and business was conducted on a basis of mutual trust and friendship and

credit was often available to them on personal security. The diagram below

outlines the flow of credit, during this period.

4.2.6 Upto around 1938 when the first indigenous bank was

established the system remained as shown in diagram one, and trie funds that

the average Ceylonese investor or businessmen managed to obtain were those

meagre funds which seeped through the system, namely, from the chettiyar

via the shroff of the bank. The chettiyars lent money both for short and

long term purposes such as for working capital, harvesting crops, purohase

and development of estates, trade, production and consumption. They lent

on mortgages over land and buildings, on promissory notes with or without

security. But, for making credit readily available, they charged exorbitant
2

rates of interest, sometimes ranging upto 200 per cent per annum. They

1, See Bib.I
2. Witnesses before the Ceylon Banking Commission of 1933 claimed that the

rates oharged Varied between 10 to 200 per cent per annum, «bile the
ehettiyars claimed that the average rate was 13.5 per cert-
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accommodated anyone as long as adequate interest was paid depending on the

riskness of the loan. It is true that they performed an important service

in filling the credit gap of the community, however, by making credit

available to all and sundry, they sowed the seeds of unsound financial

discipline. On this aspect of financing, Gunasekera observed,^
"However the ehettiyars were too ready to accommodate anybody, the

genuine businessmen as well as the speculator and spendthrift. Thus when
the commercial banks left the task of financing Ceylonesa businessmen to
the chettiyars, they were unwittingly encouraging the growth of an unsound
credit structure."

4.2.7 They had vast resources at their disposal, i.e. their own

funds and those of friends and relatives and those they obtained from the

banks. The table below shows their resources in 1925.

Own Capital •• Es. 85 million
Friends and Relations .. Es. 40 million

Short term loans from Banks •• Es. 25 million

Total Es. 150 million

4.2.8 The great depression of the thirties hit those who did

business with the ohettiyars very hard. The contraction of credit by the

banks during this time resulted in the ohettiyars calling back the loans

and foreclosing on their mortgages, which reduced many Ceylonese business¬

men and agriculturists to bankruptcy.

"During the depression, when the Ceylonese borrowers oould not pay
back their loans and interest, the chettiyars put their bonds and
promissory notes in suit. In execution of the decrees that they obtained
from the courts they sold the mortgaged and other properties of the
judgement debtors and bought them in at very low prices. It was in this
situation that a strong public clamour was raised for the establishment
of a State Bank to provide adequate facilities to Ceylonese to develop
agriculture, trade and industry." 2

4.2.9 The existing need for an indigenous batik gained momentum

during the great depression, and in November 1954, Hie Ceylon Banking

1. See Bib. 80 - pages 183
2. See Bib.51 - page 7
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4
Commission recommended the establishment of a State aided Bank. The

reasons behind the proposal to establish a bank and the subsequent events

that followed throws much light on the present credit structure of the

country. The commission made a detailed study of every aspect of credit in

the country, both the organised sector comprising of the commercial banks

and Hie unorganised aeotor consisting of bhettiyar' money lenders, 'Afgan'

money lenders, traders, pawn brokers and the village boutique keepers.

Here in the succeeding pages a short analysis of the structure is made to

enable one to understand the present structure, which in many aspects is

similar and directly related to the development at the time.

4.2,10 The Commission established that foreign commercial banks

limited their activities mainly to the provision of oredit to foreign trade

and in this sphere too preferance was given to foreign business circles.

The little credit that trickled down to Hie Ceylonese came through the
2

middlemen appointed by Hie Bank, called the 'shroff1. The credit

department was divided into two sections, one dealing directly with

European clients, while Hie other dealt with non-European clients through

the medium of Hie 'shroff'.** The 'shroff' was usually a Ceylonese of some

financial and social standing in the community, and the greater part of

business Hirough Hiis department had to be guaranteed by him. He

collected a commission both from the bank and Hie customer* The bank's

Commission usually amounted to 0.01 per cent of the loan, while the

commission paid by the client was left to the discretion of the shroff

to decide, and was said to range from Q.Q5 per cant to 2,0 per cent.

The loans themselves to non-Suropeans carried a higher rate of interest

usually 2.0 per cent above the normal rate at which credit was available

1. See Bib. 27
2. See Diagram I
5. The shroff was required to give security in cash and property to cover

Hie liability he assumed in recommending loans.
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to Europeans. Thus the availability of credit from the banks to the

Ceylonese depended on the goodwill of the shroff. Further the difficulties

of borrowing under this system was heightened, as when the shroff of a bank

either retired or resigned from office, the process of building up goodwill

firstly between the banks and the shroffs and secondly between the shroffs

and clients, took considerable time. It was also the practice of the bank

to recall all loans recommended by the earlier shroff. This system in

effect alienated Geylonese from the existing banking system as well as

retarding the growth of intimate relationships between the banks and their

non-European customers, while there was no opportunity given to the

Ceylonese to prove their creditworthiness.^
4.2.II The deficiencies of the existing system at the time of

the Banking Commission cannot be blamed on anybody or any institution.

Looking at the economic history of Ceylon it was principally due to

historical factors, for, over seveniy years the country's existing commerce

and trade were in the hands of foreign interests. The banking system was

directly geared to this economic situation and it functioned admirably in

facilitating the development of the plantation sector and the import and

export trade. The traditions of British banking were strictly adhered to

and the banks being branch offices of large international banks, all policy

matters which were applicable to all branches were strictly controlled and

regulated by their Head Offices overseas. The management and personnel of

the banks who were schooled in different traditions of banking, end coming

from different environmental situations and cultures, were not primarily

interested in developing new banking traditions among the indigenous

population nor were they specially interested in local entrepreneurship,

commerce and industry. Though much criticism has been levelled at the banks,

1, In the case of european customers, it was exaotly the opposite, as they
f1 w*T\tially socially pernor* of one 'club'.
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it is well to remember, that Ceylon at that time was still a Coiory of the

British Srnpire and the banks considered that their primary function was to

encourage British interests in Ceylon. The 'creditworthiness' analysis was

conducted on British practices, where die branch managers had close affinity

and contact with the bank's clients, thus Ceylon considered in terms of an

overseas 'province' of Great Britain, it was understandable that credit

was available to the planting interests, shippers and brokers, who formed

a closely knit community, and in majority of the cases intimately known

to the bank's management.

4.2.12 The prospect of lending to the indigenous population

was retarded in the absence of a well defined entrepreneurial class^

Individual indigenous entrepreneurship was still weak, immature and in a

stage of infancy. Few Ceylonese firms were organized as joint stock

companies, and most lacked a system of proper book-kaeping and audited

accounts of their businesses, this made it difficult to assess the credit

standing of most indigenous customers. The commission observed that the

dissatisfaction with the existing banking procedure was partly based on

"ignorance of the principles which governed advances by commercial banks,

such as financial solvency, business intsrgrity, reputation and availability
4

of resources to repay and command credit in other quarters',' these were

important criteria which are taken into account when considering the

creditworthiness of a client. The tasks of the banks were made evan more

difficult by the deficiencies of the legal system. It was a conflict

between two legal systems; while the banks based their lending on English

commercial law, the security, especially land which Ceylonese could offer

came under Ceylonese la*/ which was based on hom&n Hutch law. The law with

regard to land is extremely complicated, and in the absence of primogeniture

1. See Bib.27
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gave doubtful titles of possession; while -the system of Joint ownership,

made land unsuitable as security. Thus the process of litigation due to

above reasons took considerable time. Further, the law relating to trust

receipts and advances against lieu upon produce was unsatisfactory for banks

to lend against them, j

4.2.13 On the other hand, the criticism of the Ceylonese on

the existing deficiencies in access to credit was fully justified. They

oould not be held responsible for the growth of the banking system to what

it was at the time;nor could the generalised accusations of the type made

by Hie Chamber of Commerce at that time, justifiable or applicable.^ The

Ceylonese, if they were not of the local well-to-do class which consisted

of a small number of families, were at the mercy of the money lenders if

they did not have any contact with the bank at all, while those who had

access through the shroff were at his mercy. The former suffered most

due to the high interest rates, and sometimes in the case of Afgan' money

lenders the interest on loans were sometimes exhorted with physical force.

Finally the claim that the Ceylonese had not got used to the banking habit

cannot be justified, as according to the consolidated statement of the

seven major commercial banks(operating in Ceylon at that time, i.e.
December 193^ submitted to the Commission, out of a total deposit of

Rupees 122 million, approximately its.42.7 million or 35 per oent of the
who

total belonged to Ceylonese depositors exceeded 50 per cent of the total
2

number of depositors.

1• The Chamber's comment on the recommendations of the Commissioners were

as follows j " the establishment of any institution which has a primary-
objective of lending money is psychologically and fundamentally un¬
desirable in any country in which, debt does not appear to cause a certain
section of the people any embarrassment or even a sense of obligation"
(Bib. 80, page 206}

2. While the share of the Government in total deposits was 14 per cent
and that of foreigners 40 per cent.
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4.2.14 On the overall evidence presented to the Banking

Commission, they came to the conclusion that there were serious deficiencies

in the structure of credit in the country, such as the narrow sector of the

economy for whieh the existing banks catered, the conservatism and rigidity

of their policies, and the isolation of the banking system from the

indigenous population. As a result, they felt the establishment of a bank

with powerful resources at its back would place Ceylonese and non-Ceylonese

borrowers of equal credit merit, on a footing of equal advantage. Thus

after evaluating all evidence, they recommended that in view of "the grave

difficulty in the credit machinery of the Island, a State aided bank should

be established and it should also assume the principal responsibilities of

providing credit for internal economic activities, whether related to
■j

agriculture, commerce or industry." The idea of a State aided bank was

for the reason, that if a new bank v»as to give comparable services and

compete effectively, with the resources at the disposal of the other banks,

it was of paramount importance that it should be equipped with a large amount

of capital, which it would have been unable to raise entirely by publio

subscriptions. Therefore they concluded that State participation was

necessary for provision of funds to the bank, as well as an encouragement

for the public to subscribe and gain confidence in the bank.

4.2.15 The proposed bank was to have an authorized capital of

Rupees 20 million. The business of the bank, while similar with the

existing banks in the traditional aspects of banking such as keeping

deposit accounts, buying and selling Oovernment securities, dealing in local

currencies, agency business and discounting local and foreign bills, differed

in two important aspects of banking. One was the power to underwrite,

subscribe and invest in joint stock banks and other companies registered

1. Bee Bib. 27
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in Ceylon. The second was the power to lend money on, (a) immovable

properties upto 25 per cent of the paid up capital and resources of the bank,

(b) agricultural produce and manufactured goods. The former was based on

the principles of mixed banking whioh were successful in Gexmaxy, Prance,

Scandinavian countries and the United States of America, where the Govern¬

ments were striving to encourage commerce, trade and industries by providing

capital directly, as well as by encouraging the banks to lend to the

industrial sector. In view of the state of the countxy, i.e. the under

developed nature of the economy, the dependence of the economy on three

export crops, the need for diversification into industry, the absence of any

long term credit institution or a developed money or capital market, this

recommendation had profound validity. The second difference was due to the

problems that the existing banks had of accepting security that could be

provided by the Ceylonese, i.e. immovable property was generally unacceptable

as seourity to British banking traditions. The Ceyionese client was not

always in a position to offer movable property suoh as stock in trade, shares

of companies, insurance policies and. Government securities, and in a pre¬

dominantly agricultural countxy the only form of security they oould offer

in the majority of the oases, was land.

4.2.16 The proposals whioh were referred to a Committee of

bankers in London for their expert advioe, turned them down on the grounds

that the proposal was not sound, "from the point of view of well tried and
4

accepted principles of banking," They objeoted principally to the heavy

initial proportion of preference capital, and to the two powers mentioned

above. The first objection was due to the fear that four-fifth of the

capital in the fona of proposed preferenoe share s?woold tempt the bank to
lend on more risky investment?in order to increase her profits. The second

1. See Bib. 30, sections 33 - 35
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objection was understandable, as the committee, schooled in British

tradition and practices of banking, felt that there should be a clear

distinction between investment financing and deposit banking. The objection

to immovable property as a form of security for advances was on the grounds

that it would be a liquidity and a credit risk due to the fluctuations in

land values, especially in times of depression when the banks needed more

liquidity. This was rather a pessimistic view, as the fr&mers had made

restrictions on lending to prevent such an eventuality. For example, th®

proposals provided that the total lent against immovable property was not

to exoeed 25 par cent of the paid up capital and reserve of the bank, while

the advances on immovables were not to exceed 50 per cent of the value of

the security, and that they could be made only if the yi»ld of the property

was equal to atleast one and half times the interest on the proposed loan.^
4.2.17 The proposals were submitted a second time with the

omission of the clauses objected to earlier but with additional memoranda

urging the need for credit for new industrial ventures and agriculture. The

London Committee while rejecting for a second time the proposals for a

commercial bank, concluded that there may be 'a real need in Ceylon for

Government financial assisstance designed to help in the development of new

industrial enterprises and in the financing of agricultural debt'. They

endorsed the view, that though they opposed a deposit bank undertaking these

functions, they would have no objection to an institution set up specially

to meet these needs. As a result of further pressure fox* a commercial bank

it was finally approved in However, the approval granted was limited

in stature to that proposed by the commission.

4.2.18 The authorised capital of the bank was to be He.7.5 million

as compared to 20 million suggested by the commission. The bank was given

1. See Bib. 27
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normal pov.ers of a deposit bank subject to certain restrictions, Gome of

the restrictions were, (a) the bank was not empowered to hold immovable

property for more titan five years except property required for the bank's
WAS

own use, but authorisation/given to the Board to hold it over the five

year limitation if the property cannot be disposed of without loss to the

bank.

(b) The aggregate outstanding advances and loans were not to exceed 50 par

cent of its total deposits.

(o) Uo loans or acoomads-tion was to be granted for more than Ks.10,000

without security or for a period of over six months, except in the case of

seasonal loans and advances which were not to exceed twelve months.

(d) The only underwriting business allowed were the underwriting of issues

of the Government of Ceylon or aty other publio authority in Ceylon.

(e) The authority of the General Manager to grant loans, advances and other

accommodation, without the authority of the Board was subject to a limit

of ks.50,000.

(f) The bank had no power to buy, sell or invest in shares of amy company

or promote the establishment of aity company.

4.2.19 Therefore banking legislation that came into being, as

far as industrial credit is concerned retarded the emergence of investment

banking by the commercial banks for nearly twenty years. Commercial

banking developed on the lines of British traditions and it took a

considerable number of years to throw away the mantle imposed on it as

regards the financing of industry. Industrial finance was to be the

preserve of special institutions. This development delayed the diversi¬

fication of the economy to a considerable extent.
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4. 3. THE COMMERCIAL BANKS

4.3.1 The commercial banks in Ceylon can be broadly categorized

into two groups, namely, the foreign banks and the Ceylonese banks. Table

20 below gives the number of banks, their branches, "the breakdown of deposits

for the last five years. In 1970, there were four British Banks, three

Indian Banks, one Pakistani Bank and four Ceylonese Banks.

4.3.2 In the preceding pages an outline of the development of

commercial banking was made, i.e. its growth attuned to the commercial and

the plantation sector, general attitudes and constraints regards advances

and the restricted nature of its services. The foreign banks in Ceylon

are normally classified into British banks and the Indian and Pakistani

banks. Before 1948 the bulk of the business they bandied were for European

firms, brokers and shippers, and the plantation sector. Further the branches

they opened in the principal towns were solely to serve these sectors.

After 1948 the direction of their business began to change as they began

to accommodate more Ceylonese. This was a result of a number of factors

such as *

(a) Ceylon in 1948 became an independent country.

(b) the dwindling share of British firms and British business interests

in Ceylon.

(o) the emergence and the maturity of the Ceylonese investors and

entrepreneurs.

(d) a more concerted effort to understand Ceylonese business methods

and practices.

However, despite the new attitude the bulk of the business was concentrated

in the provision of credit for commerce and trade.
A

4.3*3 1961 by an Act of Parliment, Ceylon nationals were

1. The finance act Mo.65 of I96I
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prohibited from opening new accounts in foreign banks, and those that had

accounts were prohibited from increasing their time deposits over the

level that existed on 27th July 196l* The reason for this measure has

never been publicly announced by the Government, but what can be deduced

is that the Government wanted the foreign banks to play a more active role

in financing of agriculture and industry. The only bank undertaking these

tasks to some extent was the one Ceyioneae bank in existence at that time,

i.e. The Bank of Ceylon. Her capacity to finance industry and agriculture

were limited due to limitations imposed upon it at its founding, as well

as due to the limited resources at its disposal, further the Ceyionese

had an inclination to deposit in foreign banks in preference to Ceyionese

banks. The Government resorted to moral suasion on the foreign

banks to participate more actively in the economic development of the

country, just as the Government in India had done. While the foreign

banks in India rose to this task, the banks in Ceylon were not very

enthusiastic about it. Thus, this measure could be seen as an attempt to

divert funds through the Ceyionese bank already in existence and the

proposed second indigenous bank that was on the verge of being set up at

the time.

4*3*4 In 1968 this restriction was removed when the banks and

the Government came to an understanding that they would play a greater

role in the economic development of the country. With this end in view

there was a process of reconstruction of the banking structure in Ceylon.

The Eastern Bank Limited, a subsidiary of the Chartered Bank Comp&iy

Limited ''both British) was converted into a rupee company and commenced

business as the Commercial Bank of Ceylon Limited in November 1969* The

Hatton Bank Limited, a subsidiary of a European Company was amalgamated

with two branches of the National and Grindlays Bank to form the Hatton
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National Bank Limited in 1970.^ It is expected that with this reorganisation,

for the hanks to play a more active role in agricultural and industrial

financing, especially short and medium terra credit requirements, although

thoir main business would still be concentreted in the finance of commerce

and trade.

The Indian and Pakistani banks as their names suggest, concen¬

trate mostly in the finance of business, to and from, India and Pakistan.

Although earlier they played an important part in siphoning credit

indirectly through the chettiyars to the business sector, in the last decade

or so they have functioned more as trading banks helping the import and

export sector. In the future too they -could continue to play this role

with perhaps occasional short terra advances to the industrial sector.

4.3.5 The number of Coylonese banks have increased to four since

1969. The oldest of them is the Bonk of Ceylon, the founding of which was

discussed earlier in this chapter. In I?6l the second indigenous bank

began business as the People's Bank of Ceylon, with the direction of its

business oriented towards financing of agriculture. The Commercial Bank

of Ceylon and the Hatton National Bank are recent creations having begun

business in 1969 and 1970 respectively. The Bank of Ceylon and the people's

Bank are both State otvned banks, the former having been nationalized in 1961

and. the latter floated entirely with State funds in I9&I. The tiro new banks

were the result of the recent reorganization of the banking structure

referred to earlier.

4.3.6 The Bank of Ceylon commenced business in 1939» purely as

a commercial bank restricted in its activities even in the sphere of normal
2

commercial banking functions. However, it had one advantage in that the

1. They now come under the oategory of Ceyioneae Banks
2. Bee above - Section 4.2.18



TABLE 20

DISTRIBUTION OF BANK OFFICES AND DEPOSITS 1966 - 1970

1966 1967 1968 1969 1970

Deposits Deposits Deposits Deposits Deposits
No .of Amount No.of Amount No .of Amount No.of Amount No .of Amount
Ofs. Rs.Ito. % Ofs. Rs.fth. % Ofs. Rs.I^i. % Qfs Rs.i-fa. % Ofs. Rs.l-h. %

CEILQNESE Banks 89 1,003 67 117 1,157 71 125 1,329 73 140 1,405 73 152 1,831 76

BRITISH Banks 12 419 28 12 404 25 12 409 23 II 43*7 23 9 472 20

INDIAN & PAKISTANI 4 8054 7654 71 A U 74 44 91 4
Banks

Total 105 1,502 100 133 1,637 100 141 1,808 100 155 1,917 100 165 *,394 100

Sourcei Central Bank of Ceylon.
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State for the first time in the history of hanking in Ceylon took a hand in

the finanoing of the bank. The entire preference share capital was taken

up by the State, while Rs.350,000 was loaned to the bank in the form of a

deposit repayable without interest after ten years. From the outset,

considerable attention was paid to its reserve position. The statute

required that the bank set aside each year 20 per cent of its profits in a

fund termed the * permanent reserve', while another fund termed the 'contingency

fund' was to consist of funds that are not carried to the permanent reserve

and such other sums out of the profits of the bank. This fund was intended

to meet losses, if any, arising from the bank's operations and for the

purposes of upkeep of the bank's property.

dome of the restrictions imposed on the bank at its inception

were removed after Ceylon gained independence.^ They were s

(a) the non-acceptance of immovable property as primary security

(b) the limit of loans without security of Rupees 10,000 was raised in

stages to Rupees 50,000

(o) the limit on maximum period ofaJloan ue, 24 months for seasonal credit and

six months for other loans,was removed

(d) the restriction on the purchase, sale and. investment in a tooka and

shares was modified to make it inapplicable to the shares of companies

registered in Ceylon or having the principal place of business in Ceylon.

The bank was empowered to underwrite stocks and shares.

(e) the bank was empowered to form companies to carry on ary business that

it was empowered to do under the Ordinance or for assisting and developing

any such business or for enhancing the value of any property of the bank and

to acquire and undertake the business of, purchase any interest in or aoquire

stock or shares in any company; having objects similar to those for whioh

1. Bank of Ceylon Aot of 1952.
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th© bank was established

(f) the limit on the General Manager of the bank to approve loans upto a

limit of Rupees 50,000, without the approval of the Board was raised to

Rupees 100,000.

4.3*7 The bank's progress from its inception was very rapid,

which belied the pessimistic assumptions made when the proposal for a

Ceylonese Bank was first mooted. By 1950, despite the competition of well
4

established foreign banks, it had attracted 30 per cent of bank deposits,

given 26 per cent of total advances and held 35 per cent of all bank

investments in Ceylon. In 1961, the year that the bank was nationalized,

it held 43 per cent of the total bank deposits, 36 per cent of the total

bank advanoes and about 60 per cent of Hie total bank investments. In
2

July I96I the bank was nationalized, and all the ordinary shares that were

in private hands were vested in the Government. The Board of Directors was

reconstituted to include six directors instead of the five it had earlier.

Five of these direotors were to be appointed by the Minister of Finance

and Hie sixth was to be the Secretary to the Treasury in an ex-officio

capacity. The Chairman of this Board was also to be appointed by the

Minister of Finance.

4.3*8 After nationalization as was expected Hie functions of

the bank were bound to change. Prior to nationalization it functioned

primarily as another commercial bank and long and medium term financing of

any venture was an exception rather than the rule. The new image of th©

bank was to be as a vehicle of growth for development by pursuing a more

active role in development financing, besides its commercial banking functions.

In Its first Annual Report after nationalization the Chairman of the Board

1. Numbering six banks
2. The finance aot of I96I, No.65
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of Directors outlined the new policy as follows, 'steps are taken to

enlarge the scope of the bank's lending activities not only to -trade and

commerce but also to agriculture and industry and not only to short tern,

but also on medium and long tena.With nationalisation, and the

curtailment by the Government in the same year, of the acceptance of new

deposits by foreign banks, its share of deposits as well as its lending

activities increased rapidly, although for the first time it faced compet-
2ition from another indigenous bank. However, its movement towards the

practice of industrial financing lias been rather slow.**
4.3*9 The present organization of the bank in the field of

lending consists of a Credit Intelligence Departmentsand a Credit Super¬

vision Department. However, both tiiese department are more attuned to

control and supervision of large loans, especially of a commercial character,

than of the type under investigation in this study. The former deals

primarily with loans in excess of Rupees 100,000, while the latter is

concerned with loans in excess of Rupees 4 million. Though the bank's

Chairman expressed the new image of the bank after nationalization as mentioned
4

above, a business intelligence unit, and an economic intelligence unit as

separate entities primarily concerned with these activities is still absent.

However, the bank in 1968 established a subsidiary company called the

Industrial and Financial Consultants (Ceylon) Limited (IFCC) with the

objectives of, firstly, assisting the Credit Intelligence Department of the

bank in appraising the ventures financed by the bank, and secondly, to

function seperately in the capacity of professional business consultants to

outside clients. As such its functions were to advice and direct financial

1. The Report of the Chairman * annual Report I96O/6I
2. The People's Bank of Ceylon established by Act No.29 in I96I
3. The reasons will be examined in Chapter 6, Section 6.3
4. The meaning of business here is in the industrial sense
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technical, legal and administrative matters and to assist in the establish¬

ment of joint industrial ventures with foreign collaboration. The motive

for an institution of this type was very appropriate in a countzy where

there is a dearth of this type of service, although the Development Finance

Corporation of Ceylon, in its Ordinance has been vested with the very same

functions, which has not been activated by the latteradequately.^ It would

suffice here to say, that after two years of its establishment of the IFCC

its activities have now come to a standstill.

4.3.10 Another scheme that was mooted by Hie bank in 1957# which

has relevance to -this study, is the scheme to grant bank loans to clients

of the bank to buy shares in public companies. The bank was prepared to

advance upto a limit of Kupees 7,500 towards the purohase of shares, the

advances for thi3 purpose was not to exceed 75 P®r cent of the lowest

purchase price of the shares as quoted during the preceding years. This

scheme too did not meet with much success due to the structural limitations

of the stock market.

4.3*11 Despite the limitations imposed on the bank at its

inception, and though being Hie only Ceylonese bonk upto 1961, it has expanded

its activities in the sphere of commercial banking to become the premier

bank in Ceylon. Further, it has established a name as a bank run on sound

deposit banking principles. However it has fallen short in the sphere of

development banking, to the extent expected of it sinoe nationalisation.

This has been due to a number of reasons, the foremost of which could be

classified under five major headings, namely, structural, historical, legal,
2

intentional7 and lastly^extraneous.

4.3.12 The People's Bank of Ceylon which began business in I96I

1. See chapter 6, Section 6.14
2. See chapter 6, Section 6.3.7



158

was originally intended to take over the activities of the new defunct

Co-operative Federal Bank. It was to act as the Apex Bank to the co¬

operative societies through which agricultural credit was to be disseminated,

while engaging itself at the same time in normal commercial banking

activities. Thus,its business at the beginning was oriented more towards

agricultural financing. The bank commenced with an authorized share

capital of Rupees 6 million with a provision for the increase in share

capital with Hie approval af the Parliment. The shares of the bank are held

by Hie Government and Hie Co-operative societies. Under Hie provisions of

the Act establishing the bank, the Government could lend through the bank

sums of money authorised by Parliment for medium and long term purposes.

The funds for this purpose was to be raised on its behalf by the Central

Bank of Ceylon by debenture issues. This bank was given much wider powers

than Hie Bank of Ceylon and '.wis devoid of the restractions imposed on the

latter at its inception.

4.3.13 Though Hie original Ordinance intended the bank to serve

mainly Hie agricultural sector, Clause 5 (2) of Hie Act empowered the

Minister of Finance to approve any other field for which credit was to be

granted. In October I96I, under this provision the Minister of Finance

permitted the bank to grant credit to four additional categories of ollents.

Among them were Hie category of individuals who intend to carry on or are

carrying on small scale industrial undertakings.* These new clauses changed

H.e outlook of the bank considerably and enabled it to expand its lending

activities to all sectors of Hie econony, though still keeping its primary-

character as one of Hie chief lenders to agriculture through Hie network

of co-operati\'e societies and rural banks.

4.3.14 The growth of the bank from its inoeption was phenomenal.

For the first time Hie banking habit was introduced to the rural areas.
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Its credit policy has been more forward looking, less stringent, and attuned

to development of agriculture and to a lesser extent industry, than that of

the Bank of Ceylon. Small industrialists and entrepreneurs •were able to

get loan accommodation from this bank when other banks had refused their

requests for loans. By 1967, percentage-wise, it had overtaken the Bank

of Ceylon and the all bank average in its lending to the agricultural,

industrial and financial sectors. Ho?,*ever, in recent years there has been

a polarisation of its activities to the commercial sector and large business

and hardening of its attitude towards the small industrial sector. This

could be Hie result of too liberal a loan policy at the outset, resulting

in the accumulation of a too risky lending portfolio, with resultant bad

debtsj combined with experience and confidence in competing with 'the other

banks in the finance of commerce end large scale industries.

4.4 LOI'G TERM CRSDIT IhSIIItXTIONS

4.4.1 In the field of industrial financing only two financial

institutions are relevant for the purpose of this study, namely, the

Agricultural and Industrial Credit Corporation (alCC) and the development

finance Corporation of Ceylon (DFCC).

4.4.2 As seen in section 4.2.17 of this Chapter, the Agricultural

and Industrial Credit Corporation (AICC) was the outcome of the demand for

an investment bank, with the functions of lending on a long term basis,

both to agriculture and industry. 2he AICC was established in 1943» and

was vested with powers to grant loans both to individuals and corporate

bodies, for trie follovrf.ng purposes 3

(a) The purchase or lease or cultivation, development or improvement of any

land used or to be used for any purposes of agriculture for the exploitation

of resources thereof-,
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(b) The purchase or lease or the constriction, repair or renewal of ary

building, faofcoay, mill, mine, machinejy or equipment used or to be used

in connection with any agricultural or industrial undertaking.

(0) The manufacture or prepax*ation of any agricultural or industrial product

or commodity for 3ale in the market

(d) Axy purpose incidental or ancillary or accessory to any purpose

mentioned above

(e) The liquidation of any debt already incurred for any purpose mentioned

above

In addition to tire functions of granting loans for agricultural

or industrial undertaking the Corporation is rested with additional functions

which are vary broad in stature. They are j

(1) to manage, supervise and control ai\j industrial or agricultural under-

taking of a client

(ii) to act as technical and legal adviser of any client with regard to any

agricultural or industrial undertaking,

(iii) to set up an organisation for selling or marketing of any product of

an agricultural or industrial undertaking

4. 4. .3 Besides these porrars she was also vested with powers to

act as the purchasing agent for a client, to deal in stocks and shares,

debentures, bonds or securities issued or guaranteed by the Government.

In granting these wide powers to the Corporation the original motive of the

planners, was for the AICC to take an active part in all spheres of

agricultural and Indus trial management activity, i.e. from granting loans

to participation in management, supervision and control, advice in legal

and technical fields, and finally the powers to acquire, run its own

industrial or agricultural undertakings within the broad margins of the

Ordinance.
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4.4.4 Despite the wide powers granted to the Corporation, its

ability to play a major role in financing has been limited due to strict¬

ures on the availability of funds at its disposal. The Corporation has

access to Itate funds, through the consolidated fund of the Government,

pending the issue of its own debentures which are guaranteed by the

Government with regard to the payment of principal and interest. The total

amount fixed by statute for borrowing from the Government or by the issue

of its own debentures is Rupees 30 million.'* By March 1955, this sua had

been drawn in full and since then new business is carried on solely with

the net annual receipts consisting of capital repayments and interest

received.^
4.4.5 Loans are ixonnally granted on the security of primary

mortgage of property with satisfactory -title, and on industrial plant and

machinery provided they are permanently installed in a factory building or

mill and such building and land on which it stands are also offered as

security.'* Undivided properties are not accepted as security unless all

the co-owners accept joint and several liability. The minimum sua that may

be granted to any person is fixed at Rupees 500, while there is no ceiling

on aa upper limit. The wide powers granted to the Corporation and its

inability to .mike use of them seems paradoxical. The Corporation was

expected to take wider investment risks and become the path bl&aer in the

field of long term credit facilities to agriculture and industry, but ihe

Ordinance establishing the dICC, by imposing financial striotares as well

as strictures on the security it can accept, seems to have ourtailed the

1. Originally the maximum limit stood at Rs.IO million, which was raised
to Rs.I5 million in 1949 and subsequently to Rb. 30 million in 1950

2. This averages at about Rs.4 to 5 million a year
3* According to the law in Ceylon, any machinery or plant -which is

fastened to the ground upon which it stands is deemed to be immovable
property.
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very sane functions it was to have undertaken.

4.4.6 The other long torm credit institution is the Development

Finance Corporation of CoyIon (DFCC). This organisation was the outcome of

the recommendation of the team of experts from the World Bank in 1953*^
4»

4.4.7 It is relevant to examine briefly the reasons behind the

recommendations by this mission of the World Bank to establish this

Corporation, before outlining its basic functions. In their analysis of the

credit structure in Ceylon they rightly came to the conclusion that there

were no adequate channels of credit available for long term financing of

agriculture and industry. They were critical of the only existing institution

for this purpose, namely, the AICC, as not being functional enough to satisfy

even the existing needs at the time, therefore, they concluded that the

solution would b9 to set up an autonomous Ceylon Development Corporation,

with the capital participation of the Government, commercial banks and the

investing public. This they felt would ensure the participation of private

and public capital in the financing of industrial projects under competent

and profitable management. They further hinted, that under appropriate

conditions, it might provide the mechanism for industrial financing in Ceylon

with the aid of funds made available by the International Bank for

Reconstruction and Development (IBRD). They envisaged the Corporation to

be a * pioneering agency charged with giving primary impulse to economic

expansion in productive fields, where private enterprise was lagging or

laggard.' The institution they envisaged was to have the following

functions, (i) to finance new projects in industry and. agriculture or

business and to assist the progress of promising ventures already started

by private enterprise, (ii) to furnish or arrange for managerial and technical

assistance to new ventures or to others in need of it. They emphasized that

1. See above, Chapter 2 Section 2.3*9
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the new corporation should have complete freedom of initiative in order to

explore without binding restrictions, all likely avenues of economic

davelopaantf The finances were to be independent and secure as many projects

would require considerable time before maturity*

4*4*8 The basic features of the recommendations of the mission

were important in the context of future policy. They were :

(i) that the Corporation to he an autonomous body with an independent body

of management free from the inflexibility of Government, financial and

civil service regulations, as well as arbitary interference with management,

(ii) that capital was to be raised by thejoint participation of a number of

bodies so that no single group would have a controlling interest. New

funds when necessary were to be raised by sale of bonds to the public or

to overseas institutional lenders,

(iii) that management and staff of the Corporation were to be appointed and

promoted solely on the basis of competence,and the freedom of the management
to recruit and dismiss staff without outside interference*

These observations are very important features that should be

embodied in any organisation, especially in developing countries to guarantee

any measure of success. Other important recommendations of the mission that

were ultimately forgotten or pushed to the background in the final framing

of the Ordinance of Establishment ware,

(a) the Corporation was to undertake studies of possible lines of develop¬

ment with the help of the applied research institute^in the technical field,

the help of the Central Bank in the field of economic data for market

appraisal and related problems, and the help of the commercial banks in loan

appraisal and credit intelligence

1 • The Ceylon Institute for Scientific and Industrial Research (CIBIR) which
was sot up on the recommendations of this same IBRD mission*
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(b) help was to be given to the indigenous business enterprise both in

setting up new enterprise and aiding those already established. The help

envisaged was not only the disbursement of loans to them, but to encourage

entreprepreneurs to undertake new projeots or expansion programmes, by

offering them technical and economic advise and finding them suitable

managerial staff,

(c)in instances when private capital was hesitant or unwilling to participate

in a new venture which la feasible, the Corporation was to float a

subsidiary company of its own, subscribing the whole if necessary or part

of the capital if certain amount of private participation was available.

This was with a view at a later date, when Hie enterprise was 'on its feet*,

to sell its stockholdings to the public.

4.4.9 Following the recommendations of the World Bank Mission,

the Development Finance Corporation of Ceylon (DFCC), was established by an

Act of Parliament in 1955* The purposes of the Corporation were to be

(a) Assist in the establishment, expansion and modernization of private,
2

industrial and agricultural establishments in Ceylon.

(b) To encourage and promote the participation of private capital both

internal and external in such enterprises.

Some of the powers the DFCC is vested with are :

(i) to provide finance in the form of long term or medium term loans with

or without security or by purchasing or subscribing to shares or other

securities.

(ii) to underwrite new issues of stock, shares or bonds, debentures and

other securities

(iii) to guarantee loans from other private investment sources

1. Development Finance Corporation Act So.35 of 1955
2. By an amendment to the Aot in 1967, 'ooramercial enterprise' was added

to olause (a).



165

(iv) to make funds available for reinvestment by selling any investments

of the Croporation,

(v) to borrow funds for the purposes of the business of the Croporation

from sources either in Ceylon or abroad and give security for any loans

obtained,

(vi) to furnish managerial, technical and administrative advice and assist

in obtaining managerial, technical and administrative services to private

industrial and agricultural enterprises,

(vii) to acquire, hold, take or give on lease or hire, mortgage, pledge

and sell or otherwise dispose of any immovable or movable property.

4.4.10 At its inception, the DFCC commenced business with an

authorised capital of Rupees 8 million which was subsequently raised to

Rupees 24 million in 1967# while the issued capital was raised to Rupees

8 million. The Act provided the Corporation to borrow from the consolidated

fund of the Government for the purposes of its business a sum of Rupees

16 million, which was to be interest free and the repayments were to commence
4

after the sixteenth year in which the loan was granted. It further

empowered the Corporation to borrow from the IBRD, and such borrowings were

to be guaranteed by the Government upto a limit equivalent of 24 million

Ceylon Rupees, at the rate of exchange prevailing at the date of the loan

agreement. The International borrowing facilities of the Corporation was

enlarged in 1967 to include the IBRD or any other International ©r foreign

organisation approved by the Government. The sums to be guaranteed by the

Government was increased from Rupees 24 million to Rupees 72 million.

4.4.11 The general supervision, control and administration of

the affairs and business of the DFCC is vested in a Board of Directors.

1. This was amended to read 'twenty sixth year succeeding the year in
which the loan was granted by the Government', in 1967
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The Act underlined that all applications for financial aid dealt on behalf

of the Corporation to any private, industrial, agricultural or commercial

enterprise should be considered strictly on its financial and economic

merits, irrespective of all other considerations and that financial

assistance given is utilised for the purposes for which it is given.

4.4.12 In the original Act establishing the Corporation in

I955» the Act did not prescribe any legal limitations of enterprises that

the Corporation could transact business with, nor did it define the meaning

of what was meant by 'industrial enterprise'• It only defined what was

meant by an agricultural enterprise. However, in Hie 1967 amendment to the

Act the meaning of agricultural, commercial and industrial enterprise was

defined, as well as, the legal limitations of enterprises that the

Corporation could transact business with. The definitions were as follows :

(a) 'Agricultural enterprise' to mean a large scale agricultural or

livestock enterprise operated by a limited liability company on a commercial

basis.

(b)'Industrial enterprise' to mean a large scale enterprise for a productive

purpose operated by a limited liability company on a commercial basis.

(o) 'Commercial enterprise' to include any large scale enterprise operated

by a limited liability company, not falling within the desoription of an

agricultural or industrial enterprise, which shall be conducive to the

economic development of Ceylon.

4.4.13 Thus by this amendment in 1967, it precluded all small

scale enterprise as well as limiting itself to giving financial assistance

only to limited liability companies. The Corporation has not defined what

the term large scale enterprise means. However, their minimum limit for a

loan is fixed at Rupees 100,000 and in the context of 'size' in Ceylon, this
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would preclude all small establishments as well as a large number of medium

sized establishments.

4,4.14 Loans by the Corporation are given on the security of

land, buildings and machinery. The minimum amount of loan or share

investment they consider is Bupees 100,000 and the only time they consider

a loan below this amount is to a client who has already received a loan

over Rupees 100,000. The DFCC normally limits itself to 10 per cent of the

sum of its equity capital and the outstanding amount of the subordinated

Government loan in their lending to share investment in any one individual

enterprise. In the case of share investment plus any guarantee on behalf

of any individual enterprise the limit is 20 per cent. Thus, at the present

limit of her capital liabilities the maximum in the former case will be

Rupees 2.6 million and in the case of the latter, Rupees 5.2 million. In

the aggregate, the Corporation's share investment will not exceed the sum

of its equity and outstanding amount of the subordinated Government loan.

The DFCC in normal circumstances will not manage enterprises which it

assists in promoting nor seek controlling interests. Therefore, the

DFCC does not normally take up more than 25 per cent of the issued share

capital of any individual enterprise. However, notwithstanding the above

limitations, in special cases it may recourse to action it considers

necessazy to protect its Investments. In the case of security the aggregate

assistance granted against the mortgage of land and buildings does not

normally exceed 75 per cent of the value, while in the case of plant and

machinery, the limit is 60 per cent of the installed oost of machinery less

accumulated depreciation.

1. She Corporation's equity is defined as the sum of its share capital,
surplus and reserves not allocated to cover specific liabilities.
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4# 4.15 In examining the above powers vested in the Corporation,

the Aet establishing the DFCC incorporated to a great extent the recommend¬

ations of the World Bank mission, though it did not go as far as the mission

envisaged# As a result, the DFCC has turned out to become just another

credit institution, limited in its activities to granting credit only to

large scale enterprise, devoid of the moat important role the IBRD mission

intended it to assume, namely, to be a dynamic institution spearheading

industrial development by aiding, participating, promoting, advising,

directing and establishing industrial enterprises, be they small or large#

As it is now constituted, and observing its activities from its inception

it embodies the first and seoond activities described above to a limited

extent, it has taken over the years the mantle of a traditional lender,

carving a selective sector to itself# It has remained aloof, in the sense

of its disassooiation from the 'bustle' of industrial aotivity and that
-rather

industrialists and entrepreneurs have to come to it to seek loans /than the

Corporation going down to the level of industry to activate and promote, and

in turn generate industrial development.

4.5 FINANCIAL ICTEBMjSDIARIBS

4#5#I The Money and the Capital Market : The money and the

capital market in Ceylon cannot be distinguished in so clear terms as it

is done in the United Kingdom, nor does Ceylon have an organised market in

the British sense of the term# The only functional organised sector in

Ceylon today is the Treasury Bill market and the market in Government

securities# The money market as it exists today comprise of the commercial

banks and the Central Bank in the narrow sense.^ The money market in this

sense confines itself to interbank lending. Since independence the volume

1# This denotes the very short tern loans made within the system, i.e.
lending and re-lending of funds among the banks.
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of interbank lending has increased rapidly. Interbank lending and re-

lending of funds follow the pattern of business and commercial activity in

the oountiy, rising during times of increased activity and vice-versa.

Thus a yearly seasonal pattern cannot be established. The activities of

the money market as defined by economists, i.e. denoting the demand and

supply of all short term finance (investments and loans), was briefly

touched upon when discussing the commercial bank sector and is analysed

below.' Due to the absence of any other financial intermediaries suoh as

Discount Houses, Merchant Banks etc., commercial banks perform some of the

activities in tiiis field, for example, the discounting of bills of exchange.

The banks limit themselves principally to the discounting of documentary

bills, i.e. import and export bills and the banks have the facility of

rediscounting these documentary bills with the Central. Bank. The market

seldom deals in trade bills, thus, a Bill and Discount Market of the type

found in Britain is almost non-existent.

4.5.2 In terms of a developing oountiy and the burden on the

Government to finance development, the market for Government securities

play a very important part. The development of Government borrowing by

way of Treasury Bills is seen in the figures given below. In 1942

Treasury Bills composed of 10 million or 15 per cent of the Governments'

domestic debt, while in 1970 the comparable figures are Rupees 1,950 million

or 51 per cent of the domestic debt of the Government. Table 21 below shows

the ownership of Treasury Bills for the years 1965/66 to 1969/70. As the

table shows the Treasury Bill Market continues to rely mainly on the

Central Bank, while the share taken by the commercial banks has decreased

over the years. In the non-bank sector Government Sinking Funds have

I. See Chapter 6



TABLE 21

OWNERSHIP QF TREASURE BILLS AS AT MP OF Ma 1965/66 - 1969/70.

1965/66 1966/67 I967/£S 1963/69 1969/73

I.Bank Sector. 1,369.3 1,456.7 1,682.2 .<1,691.4 1,880.3

I.I Central Bank 1,257.9 1,377.2 1,586.3 1,637.3 1,833.8

1.2 Commercial Banks III .4 79.5 95.9 54.1 46.5

2.Non-Bank Sector. 55.7 <43.3 67.8 58.6 69.7

2.1 Sinking Funds 42.9 36.6 60.3 41.4 55.3

2.2 Employees' Provident
Fund

2.3 Other Provident Funds 0.2

0.3

0.1 0.1

0.3 0.3

2.4 Savings Institutions 0.4 0.2 I.I 1.3 2.4

2.5 Insurance Companies
/ V

5.8 6.0 6.0 II.2 8.9

(a)
2.6 Other 6.4 0.1 0.3 4.5 2.8

3. TOTAL 1,425.0 1,500.0 1,750.0 1,750.0 1,950.0

Source: Central Bank of (>eyion.

(a) Comprising of co-operative banks, other conpanies, clubs, institutions
and individuals.
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absorbed the greater portion, while Hie depositories of long term funds

such as the Employees Provident Fund, savings institutions such as the

Ceylon Savings Bank, the Post Office Savings Bank and the Insurance

Corporation of Ceylon, take the greater part of the balano®. The sector

termed 'others' in the table comprise of co-operative banks, private

companies, institutions and individuals whose share is very sarall in

comparison to the total issued. In I969/7O the banking sector comprising

of the Central Bank and the commercial banks accounted for Rupees I89

million of the increase in Rupees 200 million. This was t&Ken wholly by

the Central Bank. The issue of Treasury Bills has been used by the

Government to finance its budget gaps. Thus, the Treasury Bill which in

normal circumstances is a traditional instrument of financing short term

requirements of the Treasury, has become an instrument merely for Hie

purpose of financing Government expenditure. The rapid rate at which the

statutory level of maximum Treasury Bill issues are raised, a greater

proportion will have to be taken by the commercial banks, and to the

investment portfolios of savings institutions and long term fund depositories.

4.5.3 Another source by which the Government raises funds from

the market is by way of floating Ceylon Government Rupee securities. The

Central Bank is responsible for the management of Government paper. Today

the Government funds a greater part of its expenses by floating rupee

securities. Prior to 1959» Hie total amount of issues did not loom large

in the domestic debt structure of Hie Government, but since 1959» the

share of the Government securities have increased in money terms nearly

four-fold. In 1970 the total gross outstanding liability amounted to

Rupees 3,924.9 million. This expansion of the Government securities

market has been absorbed principally by the institutional lenders as seen
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in tables 22 and 23 below. The increase of the gross domestic debt in 1970

by Rupees 6,294.8 million comprised of an increase of Rupees 516 million in

Government securities, Rupees 200 million in Treasury Bills, Rupees 21 million

in tax reserve certificates and Rupees 45 million in Central Bank advances.

4.5*4 The purpose in describing at some length the funding of

the Government debt, principally by way of floating of Government securities

and Treasury Bills, is to emphasise the dependence, as well as the control,

the Government has on the market at the expense of other borrowers. The

direction of the flow of funds of long term • blocked' funds from the savings

institutions, Employees Provident Fund, Insurance Companies indirectly

deprives the market in lending atleast part of these funds on a long term

basis to the industrial sector. Secondly, another factor emerges from the

share of funds taken up by different groups in the market, i.e. the small

share of industrial firms and the general public in the portfolio of these

funds, shows the limited amount of funds available among these groups. It

may perhaps be argued that the commercial and industrial firms' small share

is due to the low returns that Treasury Bills and Government securities

offer as against commercial bills, which perhaps the industrial sector

prefers to deal in due to higher rates of return, however, this reasoning

is not valid, as there are hardly aiy dealings in commercial bills in the

market. Therefore, it is more valid to presume that there is a shortage of

funds in the sector, especially long term funds.

4.5.5 Thus the active involvement of the Government as described

above has retarded the independent development of the market, as now the

Government 'creams* the funds available in the market. This view perhaps

1. 'blocked' in the sense that these are time deposits of the public
ranging from around ten to fifty years, especially in the case of
Pension funds, Employees Provident Funds and Life Insurance funds.



TABLE 22

OWNERSHIP OF RUPEE SECII.JTIBS AS AT END OF 1EA,IS 1965/1966 - I969A97P.

A tounts In Rupees Million
1965^6 1966767 I967%3 1967/1970

Bank Sector 324.5 281.2 328.8 367.0 586.0

I.I Central Bank 8.0 7.4 70.0 III .8 249.0
1.2 Commercial Banks 316.4 273.7 258.8 255.3 3.37.0

Non-Bank Sector 2,150.2 2,503.6 2,789.0 3,042.0 3,338.9

2.1 Savings Institutions 511.6 600.5 641.2 641.7 651.5
2.2 Sinking Funds 407.0 474.2 532.3 614.1 696.2
2.3 Departmental and

official funds 123.8 140.0 147 .1 150.8 156.2
2.4 Employees* Provident

Fund 434.8 519.8 612.1 713.5 811.4
2.5 Other Provident Funds 322.9 364.3 394.5 423.2 469.3
2.6 Insurance Corporation 133.8 181.6 234.5 276.9 322.4
2.7 Insurance Companies 136.6 136.5 140.7 139.0 149.3
2.8 Other State

Corporations 3.5 2.9 2.9 2.9 2.2
2.9 Others (a) 76.3 83.8 83.7 79.8 79.8

TOTAL 2,474.6 2,784.8 3,117.9 3,409.1 3,924.9

Source: Central Bank of Ceylon.

(a) Comprising of co-oporatice banks, other con^anies, clubs, institutions and
Individuals .



TABLE 23

CLASSIFICATION OF SUBSCRIPTIONS TO rRTPEE SECURITIES 1965/66 - I%9/70

1965/66 1966/67 1967/68 1968/69 1969/70

AAmount
Rs.Jfc %

Amount
Rs.Mn %

Amount
hs.i'fo %

Amount
Rs.Mh %

Amount
Rs.Mn %

I .Bank Sector 17.9 13.5 3.5 0.8 0.2 0.6 0.2 II7.5 20.3

I.I Commercial Banks 17.9 5.1 13.5 3.5 0.8 0.2 0.6 0.2 II7.5 20.3

2.Non-Bank Sector 333.5 95.0 377.3 96.5 358.9 99.7 339.4 99.8 461.7 79.7

2.1 Savings Institutions 37.2 10.6 74.6 19.1 48.8 13.6 36.0 10.6 156.1 26.9

2.2 Sinking Funds 104.5 29.8 96.3 24.6 II4.I 31.7 III .8 32.9 83.0 14.3

2.3 Departmental and other 3.7 I.I 10.2 2.6 9.5 2.6 8.4 2.5 6.2 I.I
jffieial funds

2.4 Employees' Provident 74.6 21.2 85.0 21.3 92.6 25.7 101.3 29.8 97.9 16.9
Fund

2.5 Insurance Corporation 46.2 13.2 47.9 12.3 53.2 14.8 42.5 12.5 45.5 7.9

2.6 Provident & Pension 39.2 II.2 43.1 II.O 29.2 8.1 36.8 10.8 53.9 9.3
Funds

2.7 Insurance Companies 10.66 3.0 10.6 2.7 4.4 1.2 0.6 0.2 16.1 2.8

2.8 Other Companies 0.5 0.1 0.3 0.1 0.8 0.2 0.2 0.1 0.6 0.1

2.9 Individuals, Clubs and
Institutions 17.0 4.8 9.2 2.3 6.6 1.8 1.5 0.4 2.5 0.4

3. TOTAL.... 351.2 100.0 390.8 100.0 359.7 100.0 340.0 100.0 579.2 100.0

Sourcei Central Bank of Ceylon
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will be criticized on the grounds that the Government by absorbing these

funds, in turn siphons part of it to the industrial sector by way of lending

to long term credit institutions such as the AlCC and the DFCC1 and the

funding of other public institutions and Government grants for development

through the various Ministries. However, the funds that go directly to

the industrial sector through the AlCC and the DFCC is a minute fraction

of the total* The aotual use of these funds by the Government is to bridge

the ever increasing budget defeoits every year. Though in general welfare

economic terms it increases perhaps general welfare of the public, in the

long run, it does not solve the problem of access to funds by the industrial

sector, as one of the chief sources of funds are denied to them*

4*5*6 The Stock Market and the a took hxohan^e i Ceylon does

not have a stock exchange comparable to that of a developed country. The

Colombo Brokers Association has functioned as a stock exchange in the

absence of a proper developed exchange. Brokering firms which handle stocks

and shares have been in operation for over sixty five years. The present

Colombo Brokers Association in which the broke mg, firms are members was

formed in 1904. The firms concentrate more on produce broking than in share

broking. The original broking firms were all Suropean and had little or

no dealings or contact with Ceylonese business and investment, while the

membership of the Association ma severely restricted to a few firms.

However, in recent years these firms have undergone a considerable amount

of CeyIonization.

4.5*7 The Association consists of two types of members, i.e.

olass 'A* and class 'B* members. The former restricts themselves to

produce broking while the latter deal in both share and produce broking.

1 • A sum of Rupees 25 million to the former and Rupees 16 million to
the latter
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The Association is responsible for furnishing data on prices and transactions

of securities and it publishes a daily transactions list with the current

market prices of rupee securities. The bulk of the shares listed are those

of tea, rubber and tea cum rubber companies, although in recent years listed

shares of commercial and industrial firms have shown a marked increase.^
4.5*8 The underdeveloped nature of the stock exchange has been

a result of number of factors. The foremost among them are,

(i) the absence of a developed Company Law

(ii) the insular nature of the market due to exchange control restrictions

(iii) the underdeveloped financial market and. institutions

(iv) political uncertain! ty, creating pessimism in the market, which has

during the last fifteen years more or less become a permanent feature

(v) the short history of the development of th© industrial sector

(vi) the underdeveloped nature of the economy

These factors in combination or singularly have been the cause

of the lack of adequate amount of securities in the market, the low velocity

of circulation of stock, the scarcity of investors in stock, the depressed

nature of quoted share prioes, the inward looking policies of firms in

relation to the market and the inhibition of ne?; sellers and buyers to oome

2
into the market.

4.5.9 The Unorganised dector : In recent years there has been

a new institution that has been growing rapidly and increasing in numbers,

these are the Hire Purchase and Finance Companies.^ Today they number

roughly about seventy five firms engaged in hire-purchase and financing

1. See table 24
2* See chapter 6 - See also table 25 on Share Price Index
3. Hire Purchase finance companies have been included in this sector

as these companies to date fall outside the periphery of control of
the Central Bank.



TABLE 24

CQMPiHia araim m the stock rfiata 1965 - 1970
'

• --rv.' • r
, •.

1965 1966 1967 1968 1969 1970

Tea 64 66 66 66 65 65

Tea cua Rubber 28 2 8 28 28 27 26

Rubber 40 38 38 36 36 36

Rubber (i%layan) 5 5 5 5 5 5

Coconut I I I I I I

Coconut (Malayan) 4 4 4 4 4 4

Financial II II II 12 12 12

Industrial, Coaaercial
and ConsuDjer goods and
Services 66 60 77 80 32 83

TOTAL 219 213 230 232 232 232

Source: Directory of Shares, Ceylon.
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TABLE 25

INDICES OF SHARE PRICES OF RUPEE COMPANIES
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activities. Originally most of their working capital was borrowed from

the commercial banks. Today most of them have increased their capacity to

lend by taking deposits from the public. Out of these seventy five firms

about seven of them share the bulk of the business as well as the deposits

of the public, while a few of them have gone public and have their shares

quoted in the market. The majority of the firms concentrate on the

financing of both new and second hand vehicles both private and commercial7

and agricultural machinery such as tractors. The financing of industrial

machinery has been minimal, roughly totalling about one per oent of the

outstanding hire-purchase business in 1969-1970. The rates charged on

hire-purchase finanoe inclusive of other charges vary between 10 to 24 per

cent, while the rates charged on loans vary from 10 to 15 par cent.

Evidence gathered during the survey showed that these companies preferred

hire-purohase business to any other, this may be due to the deficiency of

the law with regard to hire-purchase transactions. The law applicable to

lending in Ceylon, lays down that the maximum interest to be charged as

18 per cent per annua on loans, but technically the hire purchase transaction

does not come under the category of a loan, as in a hire-purohase transaction

legally the goods are hired to the client and the rate charged fall into

the category of rent for use of the items hired. Some companies levy

interest rates on the reduoing balance while others charge flat rates and

in the case of the latter the effective rate is even higher. The cost of

credit to the customer is further increased due to the customer having to

bear costs suoh as stationary charges, survey fees, service charges, stamp

and legal fees. Despite the high rates of interest, most companies have

been inoreasing their business turnover very rapidly. The rates of interest

paid for public deposits vary between 7 to 12 per cent.
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These finance houses, some of which are organised on sound

business lines perform a valuable service to the community by drawing excess

funds from the depositing public and indirectly siphoning these funds into

commerce and agriculture by way of hire-purchase finance. The important

role they play and. the need for a service of this nature in the absence

of adequate financial facilities and investing opportunities is seen in

the rapid expansion of hire-purchase companies and their business turnover.

Table 26 shows the findings of a recent Central Bank survey, showing their

business growth both with regard to accumulation of capital and hire-

purohase loan business within a period of mne months.^

TABLE 26

OPERATIONS OF HIKE PORCHES ui FINANCE COMPANIES

As at
30th Sept.

1969

As at
31st Dec.

1969

As at
31st March

1970

As at
30th June

1970

I. Deposit Liabilities 43.2 50.X 54.0 58.8

2. Hire-purchase business
outstanding 71.9 79.4 75.1 84.4

3. Loans outstanding , I3.I 16.5 17.9 19.4

Source : Central Bank of Ceylon.

,-fche
4.5.IX The financial sector comprising of/bank and non-bank

sector would not be complete if mention is not made of the indigenous and

underdeveloped money market that has been in existent for over a oentuiy.

At the beginning of this chapter the activities of this sector during the

latter part of the nineteenth cantuiy and the early part of this oentuiy

1. See Central Bank Annual Report for 1970 -
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were mentioned. It would have been reasonable to assume that with the

development of the banking sector and the long term credit institutions,

Government aid schemes, that the importance of money lender in the economy-

would have waned. However, the prooess of the declining importance of the

money lender, does not seem to have occured in inverse proportion to the

development of the insitutlonal finance sector. Thi* underlines once

again the need for a greater spread of institutional finance permeating

down to the lower levels of the economy.

4.5.12 In the absence of adequate data only a broad general¬

ization of the market as it exists will be outline*. The absence of infor¬

mation on this seotor is partly due to the existing stigma in borrowing from

these sources1 and the resulting reluctance of the borrowers to speak about

it, with the result^borrowers tend to keep their transactions as secret as

possible. The stigma attached to the borrower is due to the general

impressions and beliefs of the society, i.e. when borrowers resort to this

source, they are assumed to be bordering on the verge of bankruptcy, or

that their creditworthiness is under question, and/or that they have been

refused credit by all institutional souroes. Although there is some truth

in some of these assumptions, this is too broad a generalisation. Home of

the firms that were included in this survey showed that a few of them had

resorted to this formof credit for entirely different reasons than those
2

described above.

4.5«I3 This seotor consists of a very large number of money

lenders, pawn brokers, traders and merchants. Although, earlier the

chettiyar money lenders mentioned above^ dominated this seotor their role

1. Eg. Money lenders, Pawn brokers etc.
2. See chapter 8
3* See section 4.2.1
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today is insignificant, and indigenous money lenders have taken their

place. Despite the very high rates of interest charged, sometimes as

hi^ as 100 per cent per annum, there is considerable turnover in business.

In general the person:who recourse to borrowing in this sector are the

urban workers and the agricultural peasantry. However, there have bean

instances especially in times of a credit squeeze that small businessmen

have also been compelled to turn to this source to keep their businesses

going.

4.6. THE CgHTrAl BANK OF CEYLON

4.6.1 In establishing the Central Bank of Ceylon, the Government

obtained the services of a senior economist attached to the Federal Reserve

System of the United States of America. His report for the establishment

of a Central Bank in Ceylon was published in 1949^ and the Central Bank

commenced business in 1950. The objectives of the Central Bank as set out

in the Monetary Law Aot were as follows !

(i) The stabilization of domestic monetary values

(ii) The preservation of the par value of the Ceylon Rupee and the free

use of the Rupee for current international transactions.

(iii) The promotion and maintenance of a high level of production,

employment and real income in Ceylon

(iv) The enoouragement and promotion of the full development of the

productive resources of Ceylon.

4.6.2 It is relevant here to examine the powers vested in the

Bank in the sphere of credit control in general as well as its powers to

assist and control banks and other financial interaedlaries. The Monetary

Law Act of 1949 establishing the Bank gave it wide powers especially in the

control of credit, as it was thought that the traditional methods of credit*

1. Bee Bib.
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control such as open market operations and discount rate meohanisms would

not be effective in terms of the underdeveloped nature of the economy.

Among the powers vested in the bank in the regulation of credit are :

(i) the power to fix more than one bank rate, 'in accordance with the

character and terra of each such operation'

(ii) the power to vary the reserve ratios of the commercial banks within

the range of 10 to 40 per cent against demand, deposits, and 5 to 20 per

oent against time and savings deposits, while special reserve ratios

could be applied upto a maximum of 100 per oent on any increase of deposits

after a certain prescribed date.

(iii.) It could fix ceilings on the foreign exchange holdings of the

commercial banks or permit holdings over this maximum oeiling specified

with a view to checking inflationary expansion by requesting the funds to

be kept abroad.

(iv) It has the power to regulate credit operations of banks by prescribing

maximum pexmissable maturities for loans and investments of commercial

banks and the nature and amount of security required for eaoh kind of

credit.

(v) Portfolio ceilings could be introduced for loans and investments as a

whole or selectively for those particular categories of loans and investments

(vi) It could prescribe limiting ratios which the capital and reserves of

the banks should bear to various groups of assets.

(vii) It has provisions for cadi margins against letters of credit and the

choice of fixing different margins for different classes of transactions.

(viii) It has the power to fix maximum rates payable by commercial banks

on deposits and the rates they may oharge on their loans and advances.

4.6,3 The array of restrictive powers vested by law on the



184

Central Bank is quite formidable and one must not come to the conclusion

that its powers are of a purely restrictive nature. For, in the sphere of

helping the commercial banks to meet the demand for different type of credit

requirements of the business sector the Bank is authorized to :

(i) discount, rediscount, boy and sell commercial bills of maturities of

not more than 180 days from the date of discount resulting from the

purchase sale and imports.tion or the storage of goods,

(ii) disoount, buy and sell production credits with maturities upto 270 days

from the date of discount

(iii) to make advances on loans for any fixed period not exceeding 180 days

on promissoxy notes which have been scoured on the pledge of gold, Treasury

Bills or other "types of securities specified in "the Act,

(iv) in special circumstances, the Bank could also grant loans and advances

repayable within one year for the purpose of mortgage lending on movables

or immovables against promissory notes given by the credit institutions to

stimulate particular classes of lending operations by commercial banks and

specialized lending institutions. This was further widened by the finance

Act of 1963 to allow the Bank to make available medium and long term

finance for productive purposes,

(v) Finally, if a situation arises, which threatens the stability of the

banking structure, the Central Bank is permitted to grant loans and

advances to banking institutions on any kind of security which the Monetary

Board af the Central Bank of Ceylon considers acceptable,

4.6.4 In the first decade of the Bank's existence, it oould

not adequately influence the credit situation both in terms of contraction

or direction of expansion, due to inherent weaknesses of the ecanony and the
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A

lopsided financial structure. However, since then, with the early phase

of industrialisation in the late 1950*s and the subsequent Government

ownership of the two commercial banks, the powers that were embodied in

the founding Act, gains more and more importance. For, it can use its

powers to curtail bank lending to non-essential or speculative purposes

and by moral suasion coupled with other measures request the banks to

direct more of their lending to agriculture and industry. In other words,

in the light of present trends in the economy, the Central Bank will have

to play a much more aotive part in this direction, than it has hitherto done.

1, As described in the early part of this chapter
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5.1 IMTBOrUCTION

5.1.1 All the chapters that precede this one form a background

for the analysis in the chapters that follow. The discussion in the chapt¬

ers that follow is made on the assumption that the reader has by now a very

intimate knowledge and understanding of the economy of °eylon, past and

present in relation to its industry, the direction of policy objectives, the

importance of small firms in future economic development, the direction and

development of her financial institutions, and lastly, the general problems

small and medium sized firms would face in the context of the outlined

economic, industrial and financial development.

5.1.2 As stated at the beginning of this study, the aim of this

research has been, not to analyse all the problems faced by small and medium
1

sized firms but the problems of access to finance of firms . Firms have been

set up with various purposes in mind by their owners and sponsors} this study

concentrates on the problems of firms which are anxious to grow., and when the

capital requirements exceed what the entrepreneur can comfortably supply from

his own personal savings and those of friends and relatives. In this context

the problems would revolve around, the access to funds, for the establishment

of the firm, for expansion at the right time, at various stages of development,

in the right quantities, and of the right type and conditions.

5.1.3 This chapter deals with the mode of research undertaken to

examine the problems. The method of research was divided into three parts,

i.e. first, a survey of all financial institutions, secondly, a survey of

hundred selected firms and thirdly, a series of interviews with thAse

1. 3ie word 'firm is used here in the economic senseto mean any business
enterprise regardless of its legal form. Further 'firm1 is used to denote
both small end medium sized firms as defined for the purpose of this study
unless otherwise mentioned.
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connected with industry. The intention was to assess the problems from the

viewpoint of the lenders, borrowers and others involved in various ways with

the industrial sector in the country.

5.2 Stage One - HYPOTHESES & QUESTIONS

5.2.1 Planning of the investigation was divided into seven stages.

Stage one of the exercise was to form hypotheses in the light of what has

been observed, and what is known, regarding the problems firms face, and

to classify all the problems the firms face in the sphere of access to

finance. Some perhaps would not be relavent in the case of Ceylon, while

others would highlight peculiar problems applicable to the country. It was

the task of the survey to identify these.

5.2.2 The five basic hypotheses are given below. The questions

in the three surveys were drawn up to obtain and extract information on the

problems firms face (see section 5.2.8). Those questions in the three surveys

that have a relationship with the hypotheses to be tested are given against

each hypothesis in an abbreviated form. The abbreviations are as follows,

1. SRS.O .*o.) Small Firm Survey (consists of 22 questions)

2. FIS.(q .No.) Financial Institution Survey (consists of 20 questions)

3. GS. General Survey

G.S.A. Financial Intermediaries (13 Discussion Topics)

G.S.B. Government Ministeries and Departments (16 Discussion Topics)

G.S.C. Central Bank (9 Discussion Topics)

G.S.r. Other Controlling Bodies (10 Discussion Topics)

G.S.E. Business Chambers (4 Discussion Topics)

G.S.F. Businessmen (5 Discussion Topics)

4. S.L. Selected Literature (both published and unpublished)
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5.2.5 Hypothesis QHE, That all concerned with the planning of

industrial development, have either overlooked or avoided the examin¬

ation of the availability of finance, and the financial problems of this

sector; resulting in,

( GSA.2,6,8,11; G3B.1 to 6| 12,15,15,161 GST. 1-5,5.7i Gib). 1-4,7,9,10
GSF.2-5; EL.)

(a) Inadeuacy of avenues of institutional finance

(i>ys.4,5j FIS.4,8,9.10,11,1?| GSA. 1,2,5,8,11,12,15; GEB. 4. 2,151

G8C.1-4; GSE.2,4 GSF.2-4; SL.)

(b) insatiafied demand for long terra credit, as well as (to a considerable

extent) short term credit.

(SVS. 2,5.4,5.18; IIG. 1-5,5,6.8-10,12; GSA. 1,2,5-7,9,11; GSB.4;
GBF. 2-5; SL.)

'e) Large fiims having access to existing institutions which isddenied or

beyond the capacity of the ana11 and medium sized fixws.
fsw>. 2,5,A; US. 1,2,3,5,6; GSA, 1-7,9,11-154 GSE. 3,6,14;
GSC. 1,2; GSF. 2*5,; SL. )

5.2.4 Hypo thesis TWO . that 'inadequacy of credit' or 'shortage

of capital' eriterian of assail firms could be attributed to,

(a) 'Hi® fact that financial institutions themselves are too small or have

smaller reserves.

(SJS. 2-9,11,13-16,13,20,22; FIS. 7-14,16,17,19,21; GSA. 3,5-8,11,13!
GCC. 3,4! GSF. 2,3,5! SL. )

(b) *ihe fact that institutions consider loans principally on the merits of

primary and collateral security as against (i) Purpose of loan, and

(ii) other feasibility features

(c) Gr, the alternative hypothesis that shortage of capital for small and

medium sized firms in less developed countries is 4nly an illusion created
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by s large false demand for capital, and what really exists is not an imme¬

diate shortage of capital at all, but a. shortage of viable projects.

(SIS. 2,3,4,6,8,9,10,13-16,20; FTS. 1,2,5,6,9,10-12,14,15,17-191

GSA. 3,5,6,9,11-15; GSB. 4,5,10,11,12,14,15; GSC. 1,5,9; GST.1,2,5,8,9i

GSE. 2,4; GSF. 1-5; SL. )

5.2.5 Hypothesis THUES. That if a bias exists against lending

to small firms by lending institutions and other financial intermediaries,

it is a result of,

(a) The structure of firms, i.e. inadequate financial management, unsyste¬

matic management techniques, the desire to be independent resulting in

seeretiveness, and situational factors of smallness.

(SFS. 1,3,4,10,12,14-16,20-22; IIS. 2,4-12,14-16,18,19; GSA. 1-3,5,6,8,

11-13; GSB. 1-6,11-16; GSC. 1-4,8; GSB. 1-10; GSE.1,2,4} GSF.1-5.)

(b) Legal limitations to lending.

(SFS. 2-4,6,8,9,20; FIS. 4,7,9-13,17,21; GSA 5,6,8,11,12; GSB.14-16;

GSC.1,2,4,9; GST. 6.9; GSF. 1-5} SL.)

(c) Historical factors.

(SFS. ii,iii,v,vii,ix,2-8,11-13,15,19,20,22; FIS. 1-5,8-11,13-15,18,19,21
GSA. 1-3,5,10-13; GSB. 1,2,6,7,11-15} GSC. 3,4,7,8; GST. 1-10;
GSF. 1-5; SL.)

(d) Government Policy.

(SFS.2-7,9,13,15,20,22; FIS.4,7-9,16-12,17,21; GSA. 4,5.7,8,10-12;

GSB. 1-16; GSC. 1-5,9; GST. 1-10; GSF. 1-5} SL.)

(e) A Communication and Attitude gap.

(SFS. 2-17,19,20,22; IIS.1-3,5,8-10,12,15,18,19,21; GSA.2,3,5,6,10,11,
12,13; GSB. 1-16} GSC. 1-5,7,8; GSB. 1-10; GSS.1-4; GSF. 1-5.)

5.2.6 Hypothesis FOUR. That credit restraint policies of the

Central bank (i.e. the Government) affect small firms more than large fi
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as a result of,

(a) fising interest rates which result from credit restraint having a more

inhibiting effect on the borrowing of small business than those of large

firms

(b) Most financial institutions not trying to reduce shortages by raising

lending rates so much as by tightning of other credit terns, i.e by credit

rationing! and the terras thay chose to ration credit such as risk, solvency,

profitability,creditworthiness, rate of return, networth,etc., necessarily

hurt sraall more than large business.

(SIB. 8,9,15.17,20,22! US. 7.17! GSA. 4! GSB. 12i GSC. 1,4!

GSF. 2,5,51. SL.)

5.2.7 Hypothesis flTig. That whatever the level of development

of a country, general problems of finance faced by sraall firms are broadly

similar, while developing countries have in additionspecial problems peculiar

to developing nations.

(SIS. 2-13,15,16,18-20,22! IIS. 1-16,18,19,215 GSA. 1-3,5,6,10-13!

GSB. 3-7,10—16} GSC.1,4,6,7,B! GST. 1-10! GSI.1-5? GSE. 1-4.)

5.2.8 In order to test these hypotheses and to investigate the

real problems faced b firms at present, answers to a number of questions

were sought. The questions were based to extract the following informationj-

1. Obstacle i any in the way of sraall firms as against large firms, in

credit availability

2. Whether existing financial institutions are adequate and aapable of cater¬

ing for, all external credit requirements of firms

3. To examine the present access to finance of small and medium sized firms

i.e, (i The type of institutions they normally turn to for their financis1



191

requirements

(.ii) The conditions under which loans are granted at present

(iii) The ability of large and small firms to fulfill these conditions

( iv) -^he reasons for refusal of credit by the institutions

(■») The difficulties or ease of obtaining different type of loans

(vi) The unsatisfied demand for credit or whether firms are satisfied with

the avenues available to them at present.

(vii) Tifferent types of credit obtained by the firms in the survey and the

direction of their utilization.

4. Whether there is a tendency for large banks and other financial instit¬

utions to lend to large customers, while small institutions necessarily lent

to small firms.

5. Whether interest rates charged on business loans by banks and other finan¬

cial institutions tend to vary inversely with the size of loans and therefore

costs as a percentage of loan value decrease with loan size.

6. Whether interest rates vary according to loan size, if so, whether the

higher rates charged is a result of,(i) higher costs in assessment, (ii) due

to lenders charging a higher risk premium, or (iii) due to borrowers seeking

loans in imperfect markets.

7. Whether lenders tend to* discriminate more against small borrowers in

relative tight money periods, if sc methods of credit rationing to them as

opposed to large firms, such as, higher rates of interest or upgrading the

terms and conditions of their loans.

8. Whether there is a bia3 in lending, according to size, type, age and legal

form of firms.

9. The realtionship between the bank rate and the cost of credit, i.e. whether

there is price rigidity as market gets less competitive and the market r
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becomes ineffective, and whether investment spending is negatively or

inversely related to Interest rates.

10. Attitudes of private firm to outside e« uity.

11. Attitudes of banks and other- credit institutions towards the small

firm sector.

12. Attitudes of Government and planning bodies and officials towards the

industrial sector and small firms in particular.

1?.The relationship of other factors that contribute to the problems of small

firms such as, (i) structure of small firms iji)hia torical factors, (iii) social

factors, (iv) faulty planning, (v) general economic policy, (vi) Government

credit and fiscal policies, and (Vii) legal enactments which apply to lending.

5.5. Stage x'wo - CHOICE OP VIZY; MSIHOI

5.3.1 Stage two of the research plan was a decision on the choice

of interview method and formulations of the questions. In ihe case of, type

of questions, there was a choice between straight forward questions, i.e.

•yes' or 'no' type, providing check responses, and/or, open ended questions

probing the 'why' and 'how' of different problems. The chcice of interview

method chosen was, direct personal interviews with the chosen firms, with

the help of a prepared questionnaire. This method was given preference in

place of a postal questionnaire as it was felt that, (a) a survey of this

nature had first to win the goodwill of the respondents and breakdown

barriers, (b) that the interviewer could check that the interviwee understood

the questions, (c) to minimise the language barrier,especially with regard to

accounting and financial terminology, (d) to maintain the aspect of confi¬

dentiality} as, a number of questions were of a confidential nature, the firms

in normal circumstances would be reluctant to fill forms with confidential

information, (e) postal questionnaires in Ceylon, have not had much succ

1. Some of the interviews were conducted in Sinhalese and Tamil, the two
indigenous languages of Ceylon.
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and finally, (f) a postal ouestionnaire, in a survey of this nature would

have been too detached, thereby retarding the detailed discussion of some of

the problems; as the purpose of the survey was to give adequate leevage to

the respondents to unburden their grievances if any, in a context of a

discussion. This would in turn give an opportunity to the interviewer to

gauge the answers, weed out assumed grievances from the real problems.

5»3»2 The choice of interview method wei^ited the questionnaire

in favour of more open ended questions providing free responses, as against

check-list questions. As this is an examination of the problems of a sector

of industry, the research was more of an exploratory nature with the main

object of getting an insight into the problems. In formulating the questions,

guidance was obtained from a check list on the construction of questionnaires

and interview schedules^.
5.4. Stage Three - SIZE MEASURES

5.4.1 Stage three was the establishment of a size measure. This

was a,difficult task as far as Ceylon was concerned due to the absence of
2

adequate statistics on industries . Most countries which have defined

industry according to size measures, 'small', 'medium' and 'large', have

done so principally for administrative purposes. A size measure, facilitates

the granting of special aid to different sectors of industry such as financial

and tax concessions, and at the same time help to keep a better check and

control of development criteria so that proper weighting could be given to

industrial policy. There are no guide lines to go by in Ceylon, to date

there has been no overall concerted effort to give a meaning to different

firm size, except the abortive attempt in 1954. The present uses of the

1. Kornhauser, •} esearch methods in Social delations', Part II, Chapter 12.
2. See Chapter One, Section 1.5
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terminology 'small*, 'medium', and 'large', differ due to diffused object-
1

ives of analysis . The only available current industrial classification in

the country is the one used by the Central lank of Ceylon, for their annual
2

statistical survey . The two variables used are, value of output and the

wages bill. A size measure based on the value of output alone would not give

any meaning to size of firms in Ceylon due to the peculiar constraints on the

industrial structure, the foremost of which is foreign exchange limitations.

On the other hand, a size measure on the basis of the wages bill would not

give any accurate results, especially when wage scales vary so widely even

for the same job in two different firms, apart from wages being tied to

differnet grades of skill and experience and the different factor combinations,

Other definitions of size apart from these two described above were also

not considered for the purposes of this study due to their vagueness for

purposes of statistical analysis. Therefore the option fell on those measures

which are generally accepted as giving a fair differentiation although not

accurate. The foremost among them were , size in terms of, (a) turnover and

value of output, (b) net assets and capital employed, and (c) employment.

5.4.2 These measures were used in the classification, keeping

well in mind their limitations, and that any size measure attempted will be

a static one. The foremost weakpoints of these measures are, (i) measures

using turnover are suspect, as there is a likelihood of firms not giving

correct figures due to, ignorance, absence of proper accounting records and

1. See the definitions in Chapter One, section 1.5 and Chapter Awo, Section 2.1
2. The Central Bank of Ceylon size classification is as follows:- according to

value of output: Small » Hs.250,000 and below; Medium # lis.250,000 to
Ks.2 million; and Large « over lis. 2 million.
According to "ages Till: Small - Ks.15t000 and below; Medium ■ ks.15»000 to
Ts.5S»000; and Large = over Rs.500,000.

3. See Bib. 15» appendix A, pages 174 - 176.
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TABLE 27

SIZE MEASURES OF SURVEY EE MS

Size Employment
No.of Persona

Net Assets^Caj|ta|
Rs.

KteSvgf outImt/
Rs.

Small 100 and xmder Under 150,000 Under 300,000

Tedium 101 to 250 150,000 to 500,000 300,000 to 1,000,000

Large Over 250 Over 500,000 Over 1,000,000

Notes This is the same table as table 1, in Chapter 1.

TABLE 28

SURVEY FIRMS CATEGORIZED ACCORDING TO SIZE' MEASURES

Size Employment Net Assets/ Value of Uutput/
Capital Employed Turnover

No.of Firms Nc.of linns No. of Firms

Small 76 66 79

Medium 23 34 21

Large 1 - -

Total 100 100 100
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TABLE: 29

SITSE OF nutiVT'JT BY ttnusa CLOYED

(Detailed Breakdown)

Siae •Timber Itoployeed dumber of Fisa

Small Under 10 1

rt 10 to 19 9
tt 20 to 29 11

if 30 to 39 6
i? 40 to 49 5
n 50 to 59 13
n 60 to 69 14
w 70 to 79 2

IS 80 to 89 7
?* 90 to 100 8

Gub - Total.... 76
Medium 101 to 110 5

« 111 to 120 9
w 121 to 130 3
If 131 to 140 1

141 to 150 1

♦I 151 to 160
II 161 to 170 -

M 171 to 180 -

fl 181 to 190 -

If 191 to 200 -

l» 201 to 210 -

If 211 to 220 2

If 221 to 250 -

ft 231 to 240 1

«* 241 to 250 1

Sub - Total.... 23

Large Over 2SC 1

Grand Total*... 100



197

TABLE 30

SIZE OF SURVEY M3MS Y' ST ASSET3/CAP1TAL EMPLOYED

(Detailed -Breakdown)

Size Value in Rupees '000« Number of ilrias

Small Below 25 1
" 25 to 49 4
w 50 to 74 9
H 75 to 99 26

100 to 124 14
w 125 to 149 12

Sub - Total.... 66
Medium 150 to 174 13

175 to 199 10
" 200 to 224 1
» 225 to 249
" 250 to 274 1
" 275 to 299
" 500 to 324
" 325 -to 349 1

350 to 374 1

375 to 399 1
" 400 to 424
" 425 to 449

450 to 474 3

475 to 500 3

Sub - Total.... 34
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TABLE 31

SIZE OF SURVEY HBMS BY VALUE OF OUTPUT/TURNOVER

(Detailed Breakdown)

Size Value in Rupees *000. Number of Firms

Small Below 50 2

W 50 to 99 6
9t 100 to 149 20

H 150 to 199 25
H 200 to 249 14
»t 250 to 299 19

Sub -* Total.... 79

Medium 300 to 549 11

tl 550 to 599 5
If 400 to 449 1

ft 450 to 499 -

99 500 to 549 1

It 550 to 599 1

IV 600 to 649 2

91 650 to 699 2

91 700 to 749 -

ft 750 to 799 -

»» 800 to 849 -

850 to 899 -

19 900 to 949 -

ft 950 to 1000 -

Sub -• Total.... 21

Large Over 1000 —

Total.... 100
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TABLE J2

SURVEY FIRMS ACCORDING TO ALL THREE SIZE MEASURES

6

Employment Capital Turnover Number of Firms

S S S 60

S s M 2

S M S 11

M S s 4

S L s -

M M M 15

S M M 5

L ¥ M 1

M M S 4

Total..*. ..... ..... 100
6666

]ote« S denotes Small
M " Medium
L M Large

TABLE 35

SURVEY HEMS ACCORDING TO ANY TWO SIZE MEASURES

Size Employment
and Capital
(E -T)

Employment and
Turnover
(E - T)

Capital and
Turnover
(C -,T)

No. of Firms No. of Firms No. of Firms

SS 62 71 64
SM 14 5 2

MS 4 8 15

KM 19 15 19

IM 1 1 -

Total no. of 100 100 100
Firms

Note1 S, M» and L denote Small, Medium and Large.
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TABLE 34

IMEVUKJAL BREAKDOWN OF SURVEY HMS ACCORDING TO AGE, LEGAL STATUS. & SIZE

?

Age No.of Legal Status Size by
Firms (Breakdown) Employment Capital Turnover

Before 1948 6 3 Pvte. 1 L M M

X 2 M M M

3 Pub. 3 M M M

1949 - 1954 9 1 P/ship 1 S S S

2 Prop. 2 S S s

5 Pvte. 1 s M M

4 M M M

1 Pub. 1 M M M

1955 - 1960 27 5 Prop. 5 S S S

3 P/ship 3 S s S

18 Pvte. 4 M s s

3 M M s

3 S M s

8 S S s

1 Pub. 1 M M M

1961 - 1965 50 11 Prop. 11 S S s

1 P/ship 1 s S s

37 Pvte. 3 M M H

8 S M s

1 M M s

2 S M M

2 s S M

21 s s S

1 Pub. 1 M M M

1966 w 1970 0 2 Prop. 2 s S S

6 Pvte. 6 s s s

Notes Pvte. - Private Limited Liability, Pub. = Public Limited Liability

P/ship. ® Partnership, and Prop. « Proprietorship.
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methods, and the prevalence of Income tax avoidance, (ii) In the case of net

assets, the definition runs into difficulties as in published accounts the

term is taken to mean the total of fixed, i.e. all assets which are not

current assets, plus net current assets, i.e. current assets less current

liabilities.. The significance of this total may be somewhat doubtful depen¬

ding on whether one considers it equal to capital employed. As there is no

agreement how it should be calculated the method of arriving at the figure

varies considerably. lor the purposes of this study the view was taken that,

net assets or capital employed to be the total capital used in the business

despite the disadvantage that techniques used in valuation of assets differ,

(iii) The third measure in terras of employment has also its share of diffic¬

ulties asffirms both large and small have different labour intensities,

depending on the type of production, the ratios of capital and labour, the

methods of process, and other extraneous factors.

5.4,3 Thus the above measures have been used in the study, talking

into consideration these deficiencies, and in combination with our knowledge

of the conntry's industrial history, the size of the GftP, geographical size,

market size in relation to the population, the propensity to consume in

relation to income levels, the terminology of•size' as used in common par¬

lance and as understood by the public, industrialists, planners and finan¬

cial institutions, and lastly in comparison to the existing industries both
1

local and foreign.

5.5 Sta.e Four - SELECTION OF SAMPLE POPULATION

5.5.1 Stage four of the survey was the selection of the sample

population. As the number of financial institutions and other financial

1. The classification of size of firms using these guide lines is given in
table.27, and the analysis of the sample firms according to these size
measures isegiven in tables 28 to 34.
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intermediaries were few in number, a decision was made to cover the whole
1

sector. The institutions chosen for the survey were the following,

A« Commercial Banks.

(1) The Bank of Ceylon

(2) The People's Bank

(3) The Hattion National Bank

(/) he Commercial Bank of Ceylon

(5) The National and Grindlays Bank

(6) The Hongkong and Shanghai lank

(7) The Chartered Bank

(8) The Mercantile Bank

(9) The State Bank of India

(10) The Indian Overseas Bank

(11) The Indian lank

(12) The Habib Bank

B. Long Term Credit Institutions

1) The Agricultural and Industrial Credit Corporation

(2) The Tevelopment Finance Corporation of Ceylon

(3> The State Mortgage Bank

C, Other Financial Intermediaries

(1) Six, Finance and Hire-Purchase Companies

(2) One, Money Lender

5.5.2 In the case of the firms, a primary decision was taken

on the type of firm that should be included in the survey. To arrive at this

decision a number of criteria weieused, firstly, emphasis was placed on firms

that had been set up by individual initiative as against those firms which

1. See Chapter Six for further details and a profile of the institutions.
See also Chapter Four, for detailed structure of the institutions
surveyed.
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were subsidiaries, holding companies, or branches of large firms in Ceylon

and overseas. The reason was that in the case of the latter type of firm,

the financial characteristics were different, and in most cases their finances

were interlinked with that of the parent company. Secondly, prefenance was

given to manufacturing and processing firms, excluding processing firms
1

connected with the three major plantation crops. This is due to the empha¬

sis given in this study to the manufacturing and processing sectors as these

constitute growth points in the development and diversification of the economy,

therefore, the success of this sector is the basis for industrial growth and

the solution to many basic economic problems facing the country. Thirdly,

all firms that were to be considered for the sample were those that had the

2
approval of the lepartment cf Industries. Finally an attempt was made to

select a greater proportion of private companies falling under the category

of single proprietorships, partnerships and private limited liability comp-
•z

anies, while a few public companies, (medium in terms of size measures chosen

here) were also selected to investigate whether there was any difference bet¬

ween their problems and those of the smaller firms.^
5.5*5 Ihe industries were categorized according to the United

Nations Industrial Classification, into nine broad groups or sectors.

With the available industrial statistics in the country, a broad view of the

size factor was taken in terms of employment, assets structure, turnover

figures, and other related factors mentioned above. oi ^1R number

1. See 'I'able 531 in Chapter Seven.

2. All industrial units established after 1958 had to obtain the approval of
the Ministry of Industries, while those that had commenced business prior
to this date had automatic approval on application.

3. See •'•able 54, in Chapter Seven.

4. See ""able 53» in Chapter Seven

5. In the case of sector 7 in the table on industrial sector classification
i.e Table 35, there we„o no private firms falling under this category in
the country*
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TABLE 35

TBE SURVEY FIRMS - UNDER DIFFERENT INDUSTRIAL SECTORS

Industrial Sector lumber of Firms

1. Manufacture of Food, Beverages and

Tobacco

2. Textiles, "earing Apparel and
JU

Leather Industries 18

16

5. Manufacture of Wood and Wood

Products, including Furniture 4

4. Manufacture of Paper and

*aper Products 8

5. Manufacture of Chemicals, Petroleum,

Coal, Rubber and Plastic Products 16
6. Manufacture of Non-metallic Products

except Petroleum and Coal 8

7. Basic Metal Products

8. Manufacture of Fabricated metal Products

Machinery and Equipment 20

9. Manufactured Products, n.e.s 10

Total... 100
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of industries falling into the sample on the basis of limiting factors

described above, an attempt was made to get as wide a coverage (i.e. distri¬

bution) as possible, with selected 'reserve firms' in each sector, in case

of inability or refusal of the firms first selected,to participate in the

survey.

5.5.4 In the case of the General Survey, it was intended to be

a series of 'discussion interviews' probing the different aspects of financial

and other services, views, opinions and attitudes. -iherfore it was decided

not to conduct this survey in the form of a prepared quetionnaire, as the

field to be covered was wide and varied, and the institutions and persons to

be interviewed , were connected to industry in different ways and had diffe¬

rent objectives and responsibilities. Therfore it was felt that it will be

more relavant to have these interviews in the form of discussion topics.
V

5.5.5 The persons and institutions to be interviewed were divided

into six broad groups, and a list of discussion topics were drawn up to,be

used with each group. The six groups and the interview (discussion) topics

are given below.

5.5*6 Financial Intermediaries: This group comprised of persons

from,

(a) Commercial Banks (24 persons)

(b) Stock Brokers (2 " )

(c) Hire-Purchase &
Finance Compan.ies(lO " )

(d) Insurance Corp. (5 " )
(e) Long Term Credit Institutions, i.e. AICC, FFCC, SMB. (6 persons)
(f) Savings Institutions, i.e. The Poat-Office Savings Bank, The Employees'

Provident Fluid, The Ceylon Savings Bank. (3 persons)
(g) 'Ihe Industrial Tevelopment Board (3 persons)
(h) Private investors (3 persons)
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The Discussion Topics were,

(i) Stock and Capital Market activities, shortcomings, and the future.

(ii) Attitudes towards small business

(iii) Customer - Lender relationships and typical and atypical client.

(iv) Interest rates and market rates, minimum and maximum levels.

(v) Cost and risk factor

(vi) "Tew business versus Existing business, Small versus ^arge business,the
differences and bias.

(vii) Firm size against loan size and size of lender

(viii)Future plans and their role in industrial lending

(ix) Process of a loan - profile.

(x) Other services provided by them.

(xi) Difficulties, problems, limitations, and 'bottle-necks'.
(xii) Information gap

(xiii)Recruitment, training and Internal organisation.

5.5.7 Government Ministeries and Departments: This group comp¬

rised of persons from different Ministeries and Departments.

(a) Mnisteries of, Foreign and Internal Trade, Industries and Scientific

Affairs, Agriculture, Plantation Industries, Planning and Employment,

Finance. (11 persons)
(b) Departments of, Industries, Fural Development and Small Industries,

Census and Statistics (19 persons)
(c) Planning Secretariat and i'reasury (6 persons)
(d) iieaearch Institutes:

(i^ The Ceylon Institute for Scientific and Industrial Research

(ii) The "'"ea Research Institute

(iii)The Coconut Research Institute

(iv) The Small Industries Service Institute

The Discussion Topics were,

(i) Activities of the institutions mentioned above

(ii) Shortcomings and future plans

(iii) Attitudes, towards small business

(iv) Advisory and Technical services provided

(v) Financial services and advise if any

(vi) Other direct and indirect services
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(vii) Training schemes for management and workforce.

(viii) Industrial ^states
(ix) Size measures of industrial units, definitions of small business

(x) .Statistics - what is available, problems of collection and dissemination
sectoral statistics

(xi) Kesearch undertaken at present pertaining to industry.
(xii) Priorities, policies, incentives and disincentives, future plans.

(xiii) General attitudes towards developement of private industry.

(xiv) Legal structure and its effects on industrial lending

(xv) Problems, planning misfortunes, mis-direction of objectives

(xvi) Overall problems of development and industrialisation

5.5.8 Central Lank: JUll use of the expertise available at the

Lank were exploited and the persons interviewed were from,

(a) lepartment of Economic research, i.e. Industries Pivision, Trade Division,

iianking Division, Sural Credit Division, Public Finance Division and
- Statistics Division. (16 persons)

(b) Departments of, Dank Supervision, Public Debt, and Banking and Currency

(8 persons)

Ihe Discussion Topics were,

(i) Credit Restraint policies

(ii) Refinance credit, Public Debt

(iii)lfew Institutions and regulations

(iv) Bank Supervision and Control

(v) Future policy

(vi) Industrial Statistics

(vii)Development problems

(viii)Attitudes
(ix) Credit guranteee problems and schemes

5.5.9 Other Controlling Bodies: These included the Departments

of, (i) Import and Export Control
(ii) Exchange Control

(iii) Customs and Excise

(iv) Inland Revenue (11 persons)
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The Discusslo:. Topics were,

(i) Tariffs

(ii) Quotas

(iii) Attitudes

(iv) Riture Policy

(v) Cooperation, expansion and duplication of activiiies

(vi) Legal aspects

(vii) Information gap between themselves and the industrial sector, and
other Government departments.

(viii) Wayward activities of the industrial sector

(ix) Taxes, incentives, restrictions, and disincentives.

(x) Services

5.5.10 Business Chambers: Persons interviewed were from the,

(a) Ceylon Chamber of Commerce

(b) Ceylon Chamber of Small Industries

(c) National Association of Small Industries (6 persons)

Lhe Discussion Topics were,

(a) Attitudes.

(b) Difficulties and problems.

(c) Cooperation.

(d) Suggestions for the future.

5.5.11 Businessmen: In this group, most persons interviewed were

those entrepreneurs who had begun business in a small scale. (6 persons)
'Ihe Discussion Topics were,

(i) Attitudes.

(ii)Past and present difficulties.

(iii)Problems, mis-direction, and 'bottle-necks*.
(iv)Present weaknesses.

(v) What thay desire for the future.

5.6. Stage Five: PILOT SOBVFJY

5.6.1 Stage five consisted of testing the Financial institution

and Small firm tuestionnaires by two pilot surveys to establish, (a) whether

the answers to the questions covered all aspects of the problem commensurate
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with the survey goals, (b) to ascertain whether the questions were easily

understood by the interviewee, (c) to identify the prospects of two-way

communication, and (d) to ascertain the likelihood of obstacles if any, that

would arise. The results of the pilot surveys were analysed and the necessary

corrections and alterations were made in the final questionnaires to overcome

defeciencies found.

5.6.2. Two financial institutions were chosen for the pilot survey

on financial institutions, i.e. a commercial bank and a long term credit

institution. The alterations that were made to the interview schedule

cum questionnaire on financial institutions as a result of the pilot study

are given below.

1. nestions 1,2 and 3 were changed into tabular form to facilitate direction

of answers and easy tabulation. The basic questions remained the same.

2. questions 4 and 5» remained the same.

3. question 6 remained the same, however the section suggesting likely

answers was deleted due to the possibility of bias entering the answers.

4. uestions 7» 8, and 9.remained the same.

5. question 105 as there was an apparent misunderstanding of the question

in its original form, it was re-worded.

6. question 11, remained the same.

7. question 12; as this question was a little vague and too general, it was

spelled out in detail, so that the interviewee was aware of what was required

of him.

8. question 13» remained the same.

9. uestion 14 was re-worded to make it more precise,

10. questions 15, 16, and 17 remained the same.

11. uestion 18 was changed from a 'check response* type of question to an

1. Ihe forms used in the two Pilot Surveys are given in Appendix 33.
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'open- ended' type, as it was felt that an opportunity should be provided

for the interviewee to voice his opinion on the subject.

12. The Pilot interview schedule contained only 18 ouestions. question 19

in the final questionnaire was added after the Pilot survey, as it was

found that this problem was not brought out adequately in the other questions.

13. Question 20 is a request for data to compile statistical tables.

14. Question 21 in the final questionnaire is an additional question to

cover any other aspect of finance which could not be adequately dealt with

in the other questions.

5.6.3 'Ihe Small Firm Pilot Survey consisted of ten firms, The

alterations to the survey questions as a result of the pilot survey are

given below.

1. Additional information was added to the introductory data, i.e. (a) 'Owner¬

ship of Industrial Premises', as this factor seen to have a connection with

the access to credit, and (b) 'Total number of Ilnployees at commencement of

business', as this was related to tax exemptions.

2. question 1 remained the same.

3. Questions 2 and 3» the questions remained the same, but a varying scale

of 'degree of difficulty' was added, having five columns for the expression

of difficulty as against the single column in the Pilot survey. This was

done to facilitate the interviewee to identify the degree of difficulty

against each question, i.e. the type of loan in question two and the condition

of loan in question three.

4. Question 4 remained the same. however, some lenders mentioned in the

original question were deleted, due to, (a) all insurance business being

carried out by the State, i.e. one giant insurance corporation, which do

not lend directly to the industrial sector.
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(b) as both private finance and hire-purchase is being carried out by the

same type of company, they were amalgamated into one.

5« Question 5 remained the same, except that the answer columns were

spread out and the different types of loans were mentioned to facilitate

greater clarity in the answers.

6. question 6 was re-worded and left more 'open*, as it was found that

expansion of firms were curtailed as a result of a number of factors, apart

from the inaccessibility of credit.

7. Question 7 remained the same,

8. uestion 8 was reconstructed, as it was found that the Pilot Purvey

question made the assumption that they had access to overdraft facilities,

while in fact small firms found it difficult to obtain facilities, such

as overdrafts. Iherfore it was more relevant to investigate the ease or

difficulty of obtaining such facilities by small firms.

9. Question 9 remained basically the same, but the direction of the answer

was made more precise by naming the different type of loans, i.e. credit,

that v/ould be affected by credit control, and spelling out the reasons for

the difficulty of borrowing at such times.

10. question 10, 11 and 12 remained the same.

11. Question 13 was simplified, and the scope of the answer widened, as in

its original f rra the question tended to restrict the answer.

12. uestion 14 and 15 were changed from 'check response1 type to 'open-

ended' type questions, as they were intended to asses views and opinions

and the original question did not give an opportunity to the respondents

to support their views.

13. Question 16 and 17 remained the same.
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14* Question 18, 19» and 20 of the pilot survey questionnaire intended to

investigate the same problem. In the original form it was difficult for

the respondents to understand the question, Iherfore the three questions

were amalgamated into one, i.e. question 18 in the final questionnaire,

making it more concise ana lucid and at the same time making it easier to

tabulate the answers.

15, Ah a result of the amalgamation of the questions mentioned above, quest¬

ions 21, 22, 25, 24, and 25 of the pilot survey were given the numbers,

19*20,21,22 and 23 respectively in the final questionnaire. No change was

made in these questions.

5.7 Stage Six - SSTABLISHMSNT OF CONTACT ,.1'ii: 'jHa SAMPLE POPULATION

5.7.1 Stage six was the establishment of initial contact with

the fixms and institutions chosen for the survey. All firms were written to,

explaining the purpose of the study and requesting an interview with either

the managing director or any other at the executive level who were knowledg¬

eable on the subject. In order to establish rapport with the firms, covering

letters supporting the survey, from the Director of Economic Research of the

Central Rank of Ceylon and the Chairman of the Industrial 1evelopment Board,
1

were enclosed with the original letter to the firms. The initial response

was very favourable, with eighty two of the firms written to indicating their

willingness to be interviewed. The sample was brought up to hundred firms

by writing to 'reserve' firms in each category, i^ach interview lasted on

average between two to three hours. Ninety one of the firms were directly

interviewed, in the case of the remaining nine firms the postal questionnaire
2

method was used. In the case of each firm, an attempt was made to interview

1. See Appendix Btfor copies of letters.

2. This was due to the inability to reach these nine firms as a result of the
prevailing political unrest in the country, at the time of the survey.
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those individuals who were responsible for the financial administration of

the fim. (see table 36) • All nine firms answering the postal questionnaire

were contacted by telephone to minimise any misunderstanding of the questions.

TABLE 36

PERSONS INTERVIEWED ACCOFEING TO THEIR DESIGNATIONS IK 'IHE FIRM.

Designation of person Number

Managing Director 39

Managing Director/Accountant/Seeretary 12

Accountant/Secretary 8

Proprietor 14

Working Director 7

Managing Director/Accountant 4

Managing Partner 4

Working Directors 3

Total direct interviews 91

Add 9 postal questionnaires 9

Total... 100

5.7.2 Before concluding this chapter, it is important to observe

that during the course of the firm survey, an attempt was made to obtain

financial accounts of the firms surveyed. This attempt was made with the

objective of assessing the relationship between the financial standing of the

firm and the degree of difficulty of obtaining outside finance. However, most

firms were reluctant and unwilling to make available their accounts. A second

attempt was made in the form of a 'data sheet' distributed to the firms, which

also guranteed the confidentiality required by the firms and the anonymity
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of the respondent, this too provided a weak response. As the firms that

acceded to this request were a mere thirty seven per cent , no attempt was

made in this study to analyse the direct relationship between their present

financial standing and the degree of difficulty experienced by them.
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6.1 INTRODUCTION

6.1.1 The data for this chapter was obtained from three sources,

namely, (A) the financial institution survey, (b) the general survey, and

(c) available literature, both published and unpublished. This wide cover¬

age, and the resort to use of available literature was to supplement gaps

in knowledge about this sector. In section 6.2 of this chapter, the answers

derived from the financial institution survey are given. An attempt has been

made to report the answers as directly as possible without bias and not 'colo¬

ured' by the authors views or that of any other. Analysis and comments on

the data obtained by the survey are kept to a minimum in this chapter as

detailed analysis and conclusions are made in Chapter Eight. In section

6.3 and those that follow a detailed picture of the overall (existing) credit

structure in the country is brought out by an analysis of all credit insti¬

tutions, credit facilities available, other financial intermediaries, and

those providing services ancillary to finance.

6.2 THE FINANCIAL INSTITUTION SURVEY - PROFILE

6.2.1 The survey as mentioned In Chapter live set out to interview

all the available financial institutions and other financial intermediaries.

The survey population comprised of, (a) 12 Commercial banks, (b) 3 long - term

credit institutions, (c) 6 private finance houses, and (d) one money lender.

6.2.2 The break-down of the twelve commercial banks are as follows

Indigenous Commercial Banks ( four)

1. The Tank of Ceylon

2. The People's Bank

3. The Hatton National Bank

4. 'Che Commercial Bank of Ceylon
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Foreign Commercial Banks (eight)

1. ihe National and Grind lays Bank

2. The Hongkong and Shanghai Bank

3. The Chartered lank

4. The Mercantile Bank

5. The State Bank of India

6. The Indian Overseas Bank

7. The Indian Bank

8. The Habit Bank

6.2.3 In the case of the commercial banks, the activities of the

Bank of Ceylon was the most important, and had the greatest relevance to this

study. Therefore, apart from the general interview conducted, a specific

attempt was made to investigate its activities in relation to this study.1
This bank founded in 1938 as a private bank, is the oldest indigenous bank

in the country. It was subsequently taken over by the State and run as an

Government bank since 1961. At the time of the take-over (nationalization)

it was adaged that the bank under Government ownership was destined to play

a prominent role in development finance.

6.2.4 The People's Bank was founded in 1961 under Government

ownership. It comes second in the order of importance to this study.

Although it was floated under Government ownership principally to aid agri¬

culture, it played quite an active role in financing industry during its

early years. Further, during its early years its lending portfolio to

industry was more attuned to the needs of the small and medium sized industry

than any other commercial bank.

6.2.5 The Hatton National Bank and The Commercial Bank of Ceylon

are of recent origin and their activities at the present time is of little

1. The results of this investigation is given in section 6.5 of this Chapter.
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importance to the problem under investigation in this study1.
6.2.6 The rest of the commercial banks, all of which are branches

of foreign banks, can be broadly divided into British, Indian and Pakistani

banks. These banks have undergone a considerable degree of amalgamation

since their inception,with other foreign banks that previously had branches

in the country. As stated in Chapter Pour, their principal function has been
2

to facilitate trade and commerce of the country, therefore their activities

and lending portfolios are basic:.lly of a short term nature. The possibility

of these banks widening their scope of activity was further hampered by the

curtailment by the Government in 1961, the level of deposit acceptance by thes

banks. As a result their field of activity was severely restricted untill

1968, when these restrictions were removed. Their activities, as far as this

study is concerned, touch only on the short term facilities they provide.

With the exception of one bank which has two branch offices in two other

towns, the rest have only an office each in Colombo. This underlines the

limitations of the activities of these banks. Therfore.all except one.fall

into the category of'one office*banks,or in other words a branch of a foreign

bank whose head office is in another country. They could be classified,

nation-wise and according to their volume of banking activities as follows,

A. British Banks

(i) The National and Grindlays Bank
(ii) The Hongkong and Shanghai Bank

(iii)The Chartered Bank

(iv) The Mercantile Bank^

1. These two banks were barely a year old at the time of this investigation.

2. For example, acceptance of deposits, granting short-term advances under
six months, and bill financing.

5. Since the beginning of 1959* the Mercantile Bank is a wholly owned suv
diary of the Honhkong and Shanghai Bank, although thay continue to operate
as two seperate institutions.
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B. Indian Banks

(i) The State Xank of India

(ii) The Indian Overseas Bank

(iii) The Indian Bank

C. Pakistani Banks

(i) The Habih Bank

6.2.7 Prom the foregoing profile of commercial banks, it would
/only

appear that the activities of the bank of Ceylon and the People's bank
•j(at the present time), have any significance to the problem under review.

However, all banks were interviewed to get a clear picture of the credit

structure of the country, and the relationship of their activities to the

industrial sector.

6.2.8 In the case of the long tern credit institutions, three

institutions were chosen for the survey, i.e.

(i) Ihe Development Finance Corporation of Ceylon (DFCC)

(ii) Ihe Agricultural and Industrial ^redit Corporation (AICC)

(ill) The State Mortgage Bank (SMB)
i

It was clear during the survey that the DFCC s activities in the field of

lending, largely fell outside the firms under investigation in this study

due to their minimum loan limitation. However, it was decided to examine

in detail its activities as this institution is the only long term credit

institution in the country specializing in long term industrial lending.

Besides, it was set up with the specific function of accommodating the
2

fund needs of industry, and the provision of other industrial services.

6.2.9 'Ihe AICC is the oldest long term lender which specializes

in agricultural and industrial lending. However, since its inception it

has concentrated its lending principally to the agricultural sector, although
1, Table 40 shows the total lending of all banks to the private sector a*d

the increasing share of the indigenous banks in every field except thai
of export bills.
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as its name suggests!t was to function as a long term lender to industry as

well. Respite its meagre activities in the field of industrial lending

its activities too were fully investigated.

6.2.10 In the case of the S&B, it was found that their lending

is limited to agriculture and housing, and the industrial sector fell outside

its portfolio of lending. Therefore it was decided not to include this

institution in the survey as its activities fell outside the purview of

this study.

6.2.11 Apart from the banks and the two long term credit insti¬

tutions mentioned above, there were no ether institutions either private

or Government owned, that did any significant amount of lending to industry

at the present time. The private finance and hire-purchase companies,

though increasing in number,direct their activities to hire-purchase finance

of vehicles, land sales and auctions, and to some extent financing of con¬

sumer durables. Iherfore a decision was taken to interview only six such

companies, which in comparison to other companies performing similar acti¬

vities could be termed large and well established, Hie interviews by these

six companies were granted on the understanding that no particular reference

by name would be made to these companies. Most questions in the questionn¬

aire were not relevant to these companies, those that were and the results

obtained have been taken into account in the analysis in Chapter Eight.

6.2.12 Finally, only one money lender of any significance was

willing to be interviewed, although unsuccessful attempts were made to

contact three others. In his case too the questionnaire was not directly

applicable.
(1)

6.5 SURVEY QUESTIONS ANT ANSWERS '

6.3•1 Question One; That are the terms and conditions of your

1. Hie interest rates, maximum and minimum loan amounts, etc. which are
mentioned in this Chapter refer to those prevailing at the time of the
survey, i.e between April to September, 1971.
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loans of different duration ?

Type of loan - Duration - Amount - Interest - Security - Other Conditions,

(durations under 6 months, 6 to 12 months, 1 to 5 years, and over 5 years)

This question referred to all types of loans that the institutions

dealt with at the present time. In the case of the banks, most of them did

not lend on a long tenn basis, i.e. over one year, only the .'Bank of Ceylon(BC^

and the People's Bank (PB) had any significant total in their lending port¬

folios as far as term-loans of one to five were concerned. However these

loans were principally directed to agriculture and plantation industry such

as tea and rubber factory development, 'the BFCC a.nd the AICC on the other

hand concentrated their lending- to loans between five to fifteen years,

6.J.2 In the case of the BFCC, the minimum and maximum amounts

to a single project were Es.100,000 arid Ha.5*2 million respectively, The

maximum share investment in a single project does not exceed Ea. 2.6 million.

The interest re tea charged do not vary with the size of the loan, and at the

present prevailing rate it is 10*5 per cent per annum for rupee loans and

10*5 per cent per annual for foreign exchange loans, payable on the disbursed

amounts. In the case of the latter, a commitment charge of 1 *25 P©*" cent

is levied on the undisbursed amount of the loan from the date of approval

until disbursement, whereupon the prevailing interest rates come into effect.

Other charges include the project appraisal fees amounting to 1 per cent of

the fireign exchange loan applied for, and 0*5 per cent on a rupee loan

applied for. Legal, and other expenses incurred in verification of title

deeds, preparation and registration of mortgages, and preparation of other

documents are also to be borne by the applicant.

6.3.5 Primary security has to be provided for every loan.

Usually this consists of immovable property owned by the borrower (firw
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which has to be mortgaged to the 3"FCC. Immovable property comprises of land

factory buildings, and machinery which is fastened either to the factory

or the land. In the case of immovable property, FFCC's total assistance

will not exceed 75 P®^ cent of the land and buildings and 60 percent of the

installed cost of machinery. In addition to primary security in the form

of mortgage of property, collateral security is also taken. This takes the

form of gurantees of directors of the company, and floating charges on other

assets of the firm such as stock and other movable property.. Other conditions

d»f a loan include covenants such as, (a) all assets of the company to be

insured against theft, fire and other risks, (b) an undertaking to be given

that any other encumbrances the firm makes should be with the knowledge of

the 1FCC, (c) the right for the TFCC to appoint one of their executives to

the board of management of the firm, and (d) the right to examine the unit

at agreed tiroes.

6.5*4 In the case of the AICC, there is no fixed minimum loan sum

that would be considered at one time but generally it revolves around Hs.5»000

while the maximum that is considered per borrower in the agregate for develop¬

ment purposes is Ks.500,000. In the case of non-development loans, such as

repayment of debt, the maximum limit is fixed at Es.100,000. Ihe AICC

Ordinance states that all loans must be repaid out of income, therefore at

present its agregate loan sum do not exceed six times the net disposable

income of the applicant. Ihe present multiple of six is based on the assum¬

ption that the period of repayment is 15 years and the rate of interest is

10 per cent per annum. This multiple of six is reduced if either the repay¬

ment period is less than 15 years or the rate of interest is more than 10

per cent. For the purpose of this calculation the AICC defines the net

disposable income of the borrower as follows,
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(i) in the case of individuals, it is the difference between his verifiable

income from all sources less the sum of total tax liabilities and the amount

required for the repayment of other loans to third parties,

(ii) in the case of limited liability companies, the net disposable income

is the companies income after payment of tax and any other loans.

In the case of the AICC too, interest rates do not vary with the size of the

loan sum, but the rate would vary depending on the quality of the security

offered.

6.3.5 Loans are granted only on the first mortgage of immovable

property to which there is satisfactory title. In the case of development

loans, the maximum loan sum considered is equivalent to roughly 75 per cent

of the value of the property mortgaged, and for non-development purposes

the maximum is 60 per cent of the mortgaged property. Immovable property

is defined as land, and the factory premises, buildings, if any, that stand

on it, and fixtures and fittings which are permanently attached either to

the land or the buildings. Other conditions of loans such as administrative

charges,are similar to those of the DFTC. The borrower has to bear all

expenses such as appraisal fees, title deed verification, insurance on the

property to be mortgaged, registration and stamp fees. The AICC unlike the

PFCC do not involve itself with share participation, nor do they have their

representatives in the management of the venture.

6.3.6 In tha case of the banks, as mentioned earlier, their

activities in the field of long term lending is limited as they are basically

institutions set up to provide short term capital needs. Only the ^ank of

^eylon and the People's Bank mentioned that they have increased in recent

years their medium-term lending portfolios, i.e. 1 to 5 year duration.

Even in the case of these medium term loans, they concentrate on lending
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for specified purposes, i.e. development loans, and the purposes for which

funds are made available at present is for the development of agriculture,

tea and rubber production. Manufacturing industry other than tea and

rubber do not fall within this specification, and therefore the manufacturing

units under investigation in this study fall outside the development lending

portfolio. 'Ihose few loans that have been given to the industrial sector

apart from these mentioned above, are large block loans all ranging over

its 100,000 which are largely above the needs of small firms. 'Ihe banks do

not have any specified minimum and maximum limits, but in the case of term

loans, they do concentrate on sums between Es.100,000 and Bs. 3 million.

6.3*7 All bank loans over one ysar are secured by immovable pro¬

perty, and are also covered by directors and third party gurantees, and

floating charges over other assets such as stock in trade etc. "Ihe inter¬

est rates charged vary acoording to the type of security provided, and

normally on immovable property they range between 8 to 11 per cent. All

other charges, such as survey fees, stamp and documentation charges, mortgage

charges, etc., have to be met by the borrower. Other conditions include

covenants such as, (a) that advances should be utilized for the purpose

for which it is borrowed, (b) the company to insure the assets over which

the. loan is secured, (c) not to dispose of any assets without their consent,

(d) that attempts made to borrow from any other source to be made known to

them. The property that is normally accepted as security by hanks and the

two long term credit institutions should have a clear title deed between

60 to 100 years, except in the case of a valid Crown grant.1
6.3*8 In the case of short term loans, the AICC and the DFCC

primarily being long term lending institutions, do not lend for short tern

puz-poses. On the other hand most commercial banks concentrate on short-

1. See Chapter 8, section 8.7
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self liquidating advances and overdrafts, 'though eract figures are not avail¬

able by a process of deduction it has been possible to establish that out of

the total accommodation provided to the industrial sector during the last

three years the average distribution according to duration is as follows,

53 per cent for periods under 6 months

25 " " " " between 6-12 months

22 " " " " "12— 30 "

14 " " " " " 30 - 60 "

6 " " " " over 60 months

The amounts lent for short term purposes varies widely, the rate of interest

too differs depending on the type of security offered and the creditworthiness

of the borrower. The concentration/rktes varies between 8 to 11 percent

with peaks at 8 and 9 per cent, and today the biggest concentration is at

2.5 per cent aboce bank rate1.
6.3*9 The security on which loans are secured, for short term

purposes, consists of a combination of the following, i.e. stock in trade,

joint stock company shares, plant and machinery, insurance policies, trust

receipts, Government securities, promissory notes, bonds, usuanee notes,

and other personal property such as private houses, jewellery, motor vehicles,

etc. In almost every case, additional collateral security such as directors

and third party gurantees, are also taken over the loan sum given,

6.3*10 Other conditions of loans consists of covenants such as,

(a) undertailing by the borrower that he would not contract or seek any other

loan or advance from another source without first informing the bank.

(b) a liability by the borrower to pay all other expenses involved in the

transaction, such a.3 legal and other expenses, stamp find document fees,

insurance charges, etc. Usually there is no established limit to the size

of a loan, the loan given varies between 60 to 75 percent of the value of

1. The bank rate is 6.5 per cent.
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security offered for the loan.

6,3."1 In examining the profile of the lending institutions and

the terms and conditions of the loans a few salient factors emerge. They
1

are,

(i) The non-availability of long term financial institutions catering- to

the small and medium scale sector needs.

(ii) The prospects of large firms having access to avenues denied or beyond

the capacity of small firms.

(iii) The direct, relationship of security and the rate of interest.

(iv) Ihe historical factors that have conditioned the present lending, i.e.

demand for clear titles dating back to 100 years.
1

6.3.12 Question Two: What are the basic factors which you consider

as impoBtant, before granting a loan or advance ?

Type of Loan - Turation - Factors taken into account.

The basic factors which the PFCC consider as important, before

considering a loan or advance are that the project should be,

(a) technically feasible

(b) commercially viable without reliance upon excessive profit margins

(c) economically desirable

(d) catering to a market or demand, the existence of which has been

satisfactorily established

(e) reasonable as to capital and cost, and

(f) that security should be available by way of a bank gurantee and/or

mortgages.

6.J-13 In the case of the AICC, under their Ordinance it could

grant loans only fox specific purposes, hence before a laan application is

entertained the Corporation has to satisfy itself that the purpose of the

1. These factors are taken into account in the analyii3 in Chapter Eight.
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loan and the loan applicant is eligible to receive financial assistance under

the ordinance. Once this is established, the eligibility of the applicant

is considered on,

(a) the nature and purpose of the loan

(b) the nature a®d value of security

(c) character, ability, and financial standing, i.e. loan repayment ability

of the applicant.

(a) age and health of the applicant

6.3»14 In the case of the banks, the conditions looked for,do

not vary with the duration of the loan but are generally applied to each loan.

They are,^
(a) that the borrower has maintained an active account with the bank for a

considerable period of time, normally a minimum limit of six months.

(b) that the borrower is known to the bank,

(c) that the previous dealings of the borrower with the bank has been

satisfactory

(d) capacity to repay the loan within the prescribed time and without un ue

hardship.

(e) adequate security for the loan

(f) viability of the project in the case of development loans, and

(g) purpose of the loan,

6.3.15 In the factors that banks look for in considering a loan,

four basiR features emerge which are common to commercial banks everywhere,

namely, (i) safety, (ii) liquidity, (iii) dispersal, and (iv) remuneration.

Among these, safety is the most important guiding principle as the banks are

basically 'safe-keepers* of others money, i.e. depositors, to whom repayment
1, In the course of this study it has been possible to establish that there

is a. discrepancy between the lending requirements and the actual process
01 a loan. See Chapter 7 anh 8.
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has to be made on demand, 1though they lend with the expectation that the

borrower will repay the advance within the time stipulated, it is considered

necessary for the sake cf safety, chat; good security be provided to cover the

risk f default. In developing countries where the state of the economy

continously fluctuate and many unknown factors affect the economic mix,

thex-e seems to be a greater degree between the loan and the type and amount

of security provided.

6,3,16 'Ihe safety and the resulting demands on good security,

conditions also the liquidity of the advance, i.e. the duration of the

advance, income generation, and the capacity to repay within the prescribed

period, 'ihe desirability of loan dispersal to spread risks and therby reduce

risks, is also conditioned by the safety factor. This also contributes to

the desire of the lender to grant loans to those sectors where the expected

risk is smallest, and in Ceylon this sector is the commercial sector. In

the field of lending to the industrial sector, it is an obvious fact that

the firms with the least risk are the large well established and mature

firms, who apart from being less risky have also well established connections

with banks, therfore the lenders seem to concentrate their lending first

to this sector.

6-3-17 Finally taking into consideration the profitability factor,

as interest rates on loans is their main source of income, there is apparent

polarization of their lending to those sectors where the interest rates are

the highest and the cost and risk factor are the least. 'Ms again directs

intelligent lending to those sectors where these factors are easily identi¬

fiable. As consumption and commercial loans carry the highest rates, there

is polarization of lending to these sectors , while the desire to cut down

costs and risk make thera look for the established firm and the larger lmv\s.
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6.3.18 As all firms large and small have to compete for the

limited amount of credit availabe in the market, the conditions of lending

both for long term and short term accommodation,(desired by the lenders^,
although not directly precluding small firms are definitely more favourable

to the large established firm, 'Ihis is a common feature in every country,

whereby the large firms score over small firms in loan accommodation. In

Ceylon these factors are accentuated as a result of peculiar historical

development of the economy, structure of small firms, legal limitations
,®y\ 1

on lending, and the prevalence of a communication and/attitude gap.

6.3.19 Question Three: What is the extent of your supervision

and control after the loan (advance) has been granted, for different type

of loans ?

Type of loan - Titration - Supervision and Control

This question was asked, to ascertain two principal factors, i.e.

(i) whether the controls and supervision of a loan clashes with the inde¬

pendence of a borrower,and (ii) whether the lenders face any special diffi¬

culties in the supervision of loans given especially to the small firms.

6,3;20 In the case of the AICC, the borrowing units are inspected

before and after the grant of a loan. Normally AICC loans are granted outr¬

ight except in the case of a development loan; 1 evelopaent loans are dis¬

bursed according to the different levels reached in the development pro¬

gramme. Usually every instalment is released only after an inspection by its

officers'. In case of default or mismanagement of the loan, under the rules

of foreclosure, the Corporation has the power to take over the management

of any project financed by it to safeguard its interests. However, it cannot

expeditiously resort to this method without the consent of the borrower. If

the borrower refuses to accede to such an request the AICC has to resort h©

1. See Chapter Eight for analysis
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legal action to recover the loan. Finally, if the Corporation comes to

the conclusion that the borrower is misutilizing the lean funds, it has the

power to recall the loan,

6.3.21 The EFCC seems to maintain much closer supervision and

control of all projects assisated hy them, especially during the construction

period of the factory and the initial years of operation. When normal levels

of production is reached, supervision is confined, to half-yearly or annual

checks depending- on the efficiency of the operations.

6.3.22 In the case of the banks, the following were mentioned

as the steps taken in supervising the loans given, (a) loans for development

purposes were usually granted in instalments after verifying the end use of

each instalment, and after ascertaining that further funds are necessary,

(b) movable security is inspected every six months, while immovable security

is inspected atleast once a year.

6.3.23 The long term credit institutions and. the banks expressed

the view, that supervision of loans once granted was a very difficult pros¬

pect, as the response and willixigness of the borrower to inspection is

poor and not appreciated by them. There seems to be at present a communi¬

cation gap between the lenders and the borrowers. In the case of the AICC

and the banks, the level and degree of .supervision was made even more diffi¬

cult by the absence/adequately trained staff. The view according to th
lenders is that supervision of loans to medium and small firms were made

more difficult as a result of the attitude of the latter to supervision,

i.e. as an unwarranted interference with their independence, and the feeling

among the borrowers that they have provided adequate security to cover the

loan obtained.

6.3*24 The banks were faced with considerable difficulties
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the unwillingness of Bona "borrowers to accede to some of the "banks demands

regarding supervision and control, once a loan was obtained, and in some

cases even when they had access to supervision, they were not sure of

the accuracy of the figures provided by the borrowers due to various dodges

perpetrated by some borrowers. The banks were not clear how they were able

to establish the purposes fox which the money borrowed were used. This was

an apparent weakness in many loans, due to the deficiency in accounting

standards and the unwillingness of some borrowers to submit proper records.

Therfore even if the banks desired to keep constant check on their activities

in the field of finance, it was difficult for them to do so. This was made

more difficult as a result of the shortage of staff trained in the intricacies

of industrial financing. It is true that the balance sheets of the company

were inspected from time to time, but, considering the weakness of balance

sheets as a mode of understanding the financial activities of a firm, it

would not provide much help as a control weapon. It is not surprising

therefore, that security for a loan has become the prime concern of the
4

lenders more than the purpose of the loan, or the activities of the firm.

6.3.2b Question Four: IShat is your lending policy (a) towards

small business and (b) does it vary, according to the type of business and

the legal status of the firm, such as proprietorships, partnerships, joint

stock companies, etc. ?

The AICC since July 1970 has directed its loan policy to meet the

credit requirements particularly of the small anc medium sized borrower,

but as the Corporation at present has insufficient funds, 110 priority is

given to the financing of small industries. The only exception is that the

Corporation may consider a loan to meet the working capital needs of a

small firm. Being a Government institution, the AICC does not finance
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any project which the Government thinks should not be encouraged. rIhus,

despite the intention of the AICC to pr d finance to the sr.iall firms,

it is in effect a policy only on 'paper' due to its capital limitations.

6.3.26 The DFCC does not make any distinction between small,

medium and large firms. However their minimum loan limit being Rs.100,000

to a singlw projeet, this factor excluded almost 95 pe*' cent of the firms

falling into the category 'small* injthis study. Further its act of incorp-
ration limits its lending only to limited liability companies (both private

and public)

6.3.27 Ihe banks too do not make any distinction between size

of business in their lending policy, but from the discussion during the

interview , there seems to be a marked preference for large well established

business, especially those which are limited liability companies. The con¬

ditions of lending discussed under question Two, points to the above conclu¬

sion. As the country is small and the business units few, it was not diffi¬

cult for any lender to identify the size and place of the business in the

economy, therefore old established joint stock companies, both private and

and public, were decidedly at an advantage as compared to partnerships and

proprietorships. ,

6.3.26 It was the general opinion of all institutions that

their lending is based on the rules and regulations laid down by them to

who so ever that qualifies and, comes within these regulations. Therefore

they felt that it was not their fault, that the majority that invariably

qualified for loans and advances were well established and large business.

They insisted that credit was available to all, therefore according- to them

all had an equal chance of credit access and basically the fittest survived.

This attitude may perhaps be condoned in a free enterprise economy and in
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in a developed country, but, when the economy is controlled and underdevel¬

oped, the market mechanism does not function so efficiently in terms of

welfare economics. 'Ihe result is that the weak and the small are bound to

suffer in comparison to those,who have a considerable lead, are well establ¬

ished, and big. Therfore, despite the purely 'technical* benefit of credit

avenues being open to all, It is obvious that if the conditions for quali¬

fication are set high and equal to all, the larger firms would definitely

have an advantage in qualifying for them, as against the small firms.

6.3.29 'ueetion Five; To you carry out a feasibility study for

new ventures and development programmes you/aeked to finance ? Yes/Ho

If Yes, what ate the feasibility features for,

(a) new ventures

(b) expansion and development programmes.

Hie AICC where necessary carries out feasibility studies in respect

cf projects financed by the Corporation. However, as the amount of the loan

in :ost cases being modest (small), such studies have been restricted only

to a few projects. Ihe FPCC on the other hand carries out a feasibility

study for every project financed by them. No differentiation is made between

new ventures end expansion and development programmes.

In the case of the banks, they applied feasibility criteria only

in the case of very large loans, which in terms of this study fell outside

the requirements of the firms. In the case of small loans, they normally

do not undertake such studies but prefer to satisfy themselves from their

knowledge and experience, and by personal investigation of the borrowers

creditworthiness more than the project or venture to be financed. 'Jhe

information necessary for this type of assessment is get from, (i) personal

contact and interogation of the borrower, (ii) observation of the borrowers
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mode of living, (iii) .information from other creditors and customers, (iv)

transactions passing- through the 'borrowers account at the bank, and (v) ana¬

lysis of balance sheets of the business.

6.3.31 In the case of large loans, the long term credit institu¬

tions and the banks look for feasibility features that are common to lenders

all over the world,which are established features of loan dispersal by any

lending institution specialising in development financing. Some of these

were already mentioned in answer to question two, and others which are general

to all credit institutions are given below. They can be broadly divided into

four groups,

'a) Accounting ?; tas (i) such as turnover, costs, profits, assets and liabi¬

lities of the company, (ii) return on the investment proposed, (iii) profita¬

bility and the ability to repay the loan with interest during the stipulated

period from the expected, profits, (iv) ratio of borrowers and the lenders

investment in the project.

(b) Technical datai i) information about factory buildings and machinery,

both actual and projected, (ii) technical expertise available.

;'c) Economic data: (i) availability of a ready internal and/or external

market, i.e. in terms of both where the firm sells its product and where It

buys its raw-materials, labour and knowhow, (ii) the continuity of this market

especially where raw materials are concerned, (iii) prospects of savings

on future foreign exchange from the products

(d) Human Tata: (i) evidence about the competence and intergrity of the people

whowwill be running the business, (li) experience of the borrower in the line

of business which he proposes to embark upon.

6.3»32 All institutions rely on the judgement of their staff to

assess these features, kith the exception of the BFCC, the other institutions
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do not have specially trained staff to undertake these extensive, complicated,

and intricate studies, resides, from what has been said in the earlier

chapters, regarding the limitations of statistical information about industry,

the underdeveloped nature of the economy, the dependence of the economy on

foreign exchange earned by the three major exports, newness of industrial¬

isation, and other factors such as frequent changes in direction and emphasis

in industrial policy, it becomes clear, how difficult it is for the lender

to assess with any reasonable accuracy most of the items listed above. In

their opinion , all lenders declared that it was a difficult task to make

up one's mind about customers, especially when they on their best behaviour.

Ihe difficulty of easily identifying and assessing these feasibility criteria

has resulted in the interpretation of these in the light of common sense and

value judgements of individuals in the lending institutions rather than on

specialized knowledge. Ihus the results in many instances can fall short

of a reliable forecast of the applicants creditworthiness.

6.3«33 Iherfore it is reasonable to assume that the established

large firms are better situated to qualify for loans, as compared to the

small and medium sized firms, in case of both development and expansion needs.

The same arguement would be relevant in the case of new business where a

larger project has a better chance of finding finance than a comparatively

small venture. The reasons for this bias could be summarized as follows,

(a) the risks being less even in the case of misjudgement of a particular

project of a large firm.

(b) data collection with respect to factors given above being easier in the

case of established business.

(c^ the ability of the large, and established business to meet the lenders

demands more successfully.
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(d) better business contacts established business have with lenders, and

more favourable reports established business get from suppliers and potential

buyers.

(e) the profit motive of the lender, who desires to back the 'right horse'.

(f) the ability oi established large bosinessto show a letter front, in terms of,

financial efficiency, more informed management, stronger market position,

and overall efficiency.

6.3.34 Question Sixt Could you tabulate the major grounds for

rejection of a loan application ?

The general answer from all the lenders was that a request for a

loan could be rejected for any of the above reasons given in answer to ques¬

tion five, or a combination of them such as, inadequate capitalisation,
unsatisfactory financial position of the firm, viability in terms of either

commercial, technical, market, management, and economic aspects of the ventur<

shortcomings in the character of the borrower, insufficient or unsuitable

security, inadequate income or earnings cover, and inability of the

applicant to demonstrate that repayment within a normal banking term could

be achieved painlessly. In the case of all Government owned institutions,

besides these factors described above, an application could be rejected if

the application falls outside the scope of operations as laid down by the

act of incorporation or if it does not fall within the Goverment's industrial

policy.

6.3.35 Hiese factors show once again a weighted disadvantage

against the small firm and borrower. It As the small, young and rapidly

growing firms which tend to be more dependent on borrowing from outside

sources, and these are the very firms that come up against most barriers

described above.

6.3.36 Question Seven: Has credit restraint policies of the
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Central -tank in any way affected your lending portfolio and policy towards

small business ? Yes/No

If Yes, (a) were they different to those applied to large business, Yes/No

if yes, please give your reasons

(b) during these periods what action did you take to restrict credit

The AICC was not directly affected by the credit restriction policies

of the Central Bank as the Corporation has no obligation to the Central

Bank with regard to its resources. However, as the Corporations funds

are restricted, there is no possibility for it to expand or restrict

credit at any time.

6.3*37 'Ihe BPCC felt that credit restriction policies affected

them, especially those loans granted to private, and closely held companies

which were refinanced by the Central Bank. Since smaller businesses are

normally carried out by private or closely held limited liability companies

the conclusion reached by them is that credit restraint policies have affec-
1

ted their lending portfolio towards small business. It was stated earlier

that under their minimum credit limitation, only about 5 pe*" cent of the firm

in the survey could qualify for credit. Therfore it could be assumed that

firms falling within this size limit In the industrial sector is also

deprived of any credit from the TfCC during these times. This assumption

is further strengthened by the following statement made by the BBCC, i.e

that, 'as the total quantum of refinance by the Central Bank is limited,

even those large companies eligible for facilities could not get adequate

credit during these times'. As a consequence of the scarcity of funds

available to them from the Central Bank, the BFCC, whenever credit restraint

applied,resorted to a queue system wherby loans were approved subject to

availability of rupee funds.

1. The BFCC's terminology of 'small business' is roughly equal to the top
5 per cent of medium sized businesses defined according to the size
measures in this study.
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6.3*38 The banks were the most affected during these times as the

Central Bank credit restraint policies were directly applied to them. Turing

credit restraint, the Central Bank specified the sectors to which credit

should be limited and also the type of credit that saould be restricted.

The amount of refinance facilities available to the banks were also cur¬

tailed, and the direction of the limited facilities available from the

Central Bank refinance scheme were also laid down. Normally the Central

Bank exempted loans which had a duration of under three years that were

given for agricultural and industrial development from falling under the

credit ceilings. It may perhaps be assumed that due to this exemption the

industrial sector is not affected to such a degree as the other sectors,

however there is only partial truth in this assumption, and from the

findings in this study it becomes clear that despite this exemption the

small firms felt the 'credit squeeze' affected them more than the medium

and large scale industrial undertakings. The reasons for this view is

contained in the actions the lenders take during these times to limit

credit. Turing times of credit restraint the reactions of the banks were

as follows,

(a) cut down consumption loans and advances for speculative stock building,

(b) cut down the number of long and medium term loans,

(c) preference was given to large public companies and state corporations

(all of which fell into the size category large), while proprietorships,

partnerships, closely held private limited liability companies were pushed

to the back cf the credit queue.

(d) minimum eligibility requirements were introduced for some type of loans,

while for others, general eligibility requirements that prevailed before the

onset of the restrictions were raised even further.
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6,3.39 Although no specific restrictions were applied to small as

against large business the above credit restrictions policies necessarily

affected the small firms more. Ihe reasons why the smaller firms were at a

greater disadvantage are,

(a) the raising of the already strict standards of loan qualification

(b) the reluctance of the banks to upset their existing credit arrangements

with important customers, and the likelyhood of thebbanks to minister to

their needs first.

(c) the development loans which are exempted from the ceiling, do not carry

any specific instructions from the Central lank that they have to be lent

to any particular sector, as a result it is left to the discretion of

the banks to choose its clients. Iherfore in the scramble for accommodation

the larger firms and the subsidiaries of larger firms get the better of the

independent small and medium sized firms, as they are better pis- e to

qualify under the conditions and standards laid down by the banks.

6.J.40 Question Eight: Do you prefer some type of business

to others ? Yes/No, if yes, what types do you prefer ?

Question Nine: Do you prefer some types of investment to

others ? Yes/No, if yes, what type of investment ?

All credit institutions answered 'no* to questions eight and

nine. They were difficult questions for the lending institutions to answer,

especially when attention i; being drawn to the problems of small firms.

Evidence gathered does not seem to indicate that firms are discriminated

by type of business or by type of i. <»cstment. However lending preferences

seem to have a relationship with the legal status of the business. The

preference priorities in lending seem to be based in the following order,

(i) public limited liability tympanies, (ii) private limited liability
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companies, (iii) partnerships and proprietorships. Further lending is also

directed to those industries where there is,either direct Government sponsor¬

ship or those that fall within the framework of the Government's industrial

policy.

6.3.41 In the case of banks, there does not seem to be any

particular type of industrial activity which appealed to them more than

others. Vhat could be deduced is that they are not very much attracted to,

(a) businesses which are of a speculative nature,

(b) to small technical innovators,

(c) venture capital for new small business,

(d) firms whose products are new in the market.

6.3*42 From what has been said so far in answer to the two

questions above, and from the general observations made by the interviewer,

there is reason to conclude that if a preference schedule is drawn up,

small firms, whatever the type of business or type of investment would

remain at the back of this schedule. The reasons for this conclusion is

seen in the type of financing done by the institutions at present. For

example, the AICC has not much choice in lending due to its restrictive

Ordinance and its limited funds, the FFCC loans range over Es. 100,000

at a time, and they lend as a policy only to one firm in each group that

produces a. certain type of good or goods, i.e. if they for instance accommodate

one firm producing electrical accessories and components, another firm produ¬

cing identical or similar products will not be accommodated by them. The

banks concentrate more on short term self-liquidating type of loans. %e

hire-purchase and finance companies concentrate on hire-purchase financing

of motor vehicles and land sales. Thus at the present time, there is no

institution catering specially to the development needs of small and medium
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sized, firms such as capital to start the venture, longer term needs for

capital stock building, capital for innovation, research, and market estab¬

lishment.

6.3.43 Question Ten: How do you view the problem of lending to

firms for purposes of research, innovation, or where the time required for

development of the product is long and unpredictable, thus causing a gap between

investment and return ?

The AICC under its Ordinance does not lend for purposes of research

and innovation. The BFCC too does not make finance available purely for

development or research vjhich may or may not result in a workable project.

In those instances where the FFCC lends for the setting up of an industrial

venture, it makes certain that the project is well formulated and meets its

standard of viability. In such cases they give assisstance regardless of the

gestation period of the project. It also grants 'grace* periods for payback

of capital and interest to those pnbjects which find the repayment of the

loan difficult in the initial years of operation. They also do sometimes

consider assisstance to pilot projects, provided the Corporation is satisfied

that such a pilot project would result in a commercially and technically

feasible project.

6.3.44 The commercial banks, keeping in mind their normal acti¬

vities, concentrate more on proved performance and experience with firms.

Following from this, no institution (bank) was willing to lend on a business

idea, however good and safe it may prove on paper, for purposes of experi¬

mentation and research especially where success is unpredictable. A banker

therefore would not be easily persuaded to take on financing, if the prospe¬

cts were that the advance would mount steadily for several years and might

then level off on a plateau, so that commencement of reduction woiild lie
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in the distant future. On average, the commencement of repayment period of

hank loans begin with one month of granting the loan, and only in rare cases

where the loan was categorised as a development loan under Government (Central

hank) direction, they were prepared to consider a short post-ponement of

capital pay-back, tven in these cases, the average maximum was between

six to twelve months.

6.3.45 Thus, this problem outlined in this question and touched

upon in answer to question eight and nine, is where small firms face the

greatest difficulty. In general,the provision of finance for new technical

development and innovation presents presents some of the most formidable

problems industries face today. At the beginning of industrialisation in

Ceylon, this was not so acutely felt,as most new units (firms) that were

started were for the purpose of substituting imported goods. The machinery,

raw materials and itnow-how Were directly imported for the production of

these substitute products. This mode of operation was sufficient at the

beginning of the country's industrial push, especially when the country had

no experience of industry. But, if industry is to 'take-off' from this

initial stage and attain the secondary stage of establishment and growth,

the need arises for it to gear itself to adopt to the needs of the country,

in terms of, not only of the p oducts the sector produces, but in adopting to

the available factor mix within the given constraints of the economy. This

necessarily means that there has to be research and development to, (i) use

and adopt available local raw materials for production of goods which were

based at the beginning, almost entirely on foreign imports, (ii) finding new

uses for other available raw materials, (iii) adopt new and different proce¬

sses and methods of production which are more efficient' ^opt iie,;
processes to cut down waste and make use of waste materials for other
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by-products, (v) get more efficiency fron available machine units, (vi) adopt

available machines for different production processes, (vii) manufacture

simple machine units, spare parts, accessories and tools, and (viii) provide

technical service and training facilities,

6.3.46 It is the establishment of such a process that would make

the process of industrialisation better balanced, and help it to become self-

generative. Prom the answers received to question ten, it becomes apparent

that the Government never provided adequate facilities to meet the financial

needs that would, be required for such a process to get under way. There is

no institution at present in the country, which provide facilities similar

to those provided by the National Research Development Council, and the

Technical Development Capital Ltd, of Eritain (principally in the field of

finance), nor is there a move to set up a risk capital institution or delegate

this function to an existing credit institution. It is true that the:re has
1

been a feeble attempt made by the CISIR and the IDE to provide research

and technical facilities, but no financial facilities have been provided

by any institution.

6.3.47 It is not surprising therefore that there has been a

considerable waste of resources, absence of innovation and development,

continuance of the industrial sector to depend on imported raw materials

and machine units, and the desire to limit production to those items for

which existing knowhow, machinery and other factor inputs are available.

Although, all these factors cannot be directly attributed do the absence of

financial facilities alone, it could be said that this factor has been

responsible to a considerable degree for the stagnation of the industrial

sector, especially the small and medium sized sector,

1. Ceylon Institute for Scientific and Industrial Research and the Industrial
Development Board.
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6.3.48 Question Eleven; To you lend on an unsecured basis ?

if so, under what circumstances ?

Tills question was dix-ected more against the banks, than the long

term credit institutions. Among th- banks, loans and advances without

security was a very rare feature. There were a few examples of very short

tern advances granted on promissory notes and gurantees of directors and

third parties. Apart from these among the hundred firms interviewed there

was not a 3ingle instance of any firm being granted accommodation without

security. Prom the evidence gathered from the banks, the few instances

where accommodation was granted by the banks without security, were for firms

which hadalong business association with them and who were intimately known

to the management.

b.3.49 W.uesxion Twelve* With what type of loans does your

institution mainly deal V ( for e.g. equity/share participation, investment/

development, working capital/short-term advances, overdrafts/bridging finance)

At present the AICC concentrates on long term loans fo development

of agriculture and industry, and of these loans about 75 per cent is directed

to agriculture, ihe loans are all long term developement loans with durations

of 5 to 15 years. 'Ihe purpose for which these are granted are for, purchase

of industrial property, building and machinery, and redemption of debt of

industrial property. The DFCC concentrates principally on development loans

to industry. These loans could be categorized into investment loans and

tquity financing to new ventures and development loans to established firms.

6.3.50 The banks principally concentrate on short term loans for

working capital, overdrafts and bridging finance. However, in recent times

their lending for periods over one year has 3hown an increasing trend, but

on their own admission, these medium terra loans are directed for specific
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purposes laid down by Government policy,i.e. such as for tea factory develop¬

ment. .Further, most of these medium term loans have been large block loans

over Re.100,000, well above the average need of the small firms.

6.5.51 Here again there emerges a definite pattern of accommo¬

dation which is arranged against the small firm sector under investigation,

not because there is open discrimination against the small firms that seek

accommodation but as a result of the avenues available to them being meagre

and sometimes non-existant. The AICC does only an insignificant amount of

lending to the industrial sector as a whole, while the activities of the

PFCC fall principally above the needs of small firms. This eliminates

all long term sources of credit. It is only to the bar ks that the snail

firms could turn to for all their credit needs, but the banks cannot satisfy

all their needs because, (i) their lending is mainly limited to short term

needs of Uv economy of which industry is only one sector, and as far as

the banks are concerned not th most important, (ii) all industries, small,

medium and large 3eek loans from banks, from what has been said so far,

the batiks in keeping to their principles of safety and security prefer

to accomodate the safest and most profitable of the loan aspirants, therefore

one does not need much foresight to identify that these borrowers comprise

principally of large and established business.

6.5»52 In the present credit situation in the country, it is

time that the banks changed its very conservative role of being purely short

term lenders. The age old conception of, 'that the business of banking

rests upon a foundation of public trust, and anything likely to disturb

the confidence in the bank should be avoided', must be pursued in the modem

context, while agreeing that this is a golden rule of banking, from the

activities of the banks in the country, one gets the opinion that too much



246

stress seem to have been laid on this principle of 'confidence'. The prefer-

ance to lend on short tern self-liquidating advances is a direct result of

this principle. This idea of keeping high liquidity by concentrating- on

short term lending seems a little far fetched in modern day finance. It is

more a relic of British "banking history of the nineteenth century when there

were a number of bank failures. At present the Central lank undertakes the

maintenance of safety margins by requesting thf commercial banks to maintain

statutory and special deposits at the Central Bank, therefore in the context

of modem organisation of a country's financial activities it would be rare

for the Go verhment not to come to the assisstance of a bank if its gets into

difficulties. It would be more correct to say that in the light of Central

■^ank control of activities of banks, it would be rare for such a situation t o

to arise, as the Central Bank would get ample warning of such a situation

before it becomes serious and would recommend to the bank to ctake remedial

action. Therefore, there is a case for commercial bank lending to breakaway

from its traditional lending patterns and participate more fully in the

modern pattern of demand and the needs of the economy.

6.3*53 Question Thirteen; What is the maximum amount of loan

or advance that you lend, considering,

(a) to the ratio of firms assets (assets cover)

Cb) to the ratio of fiims return in the case of investment loans (earnings cover)

The AICC does not consider loans on the assets cover of the borrower

firm. As mentioned in answer to question one the amount of loan considered

depends on the net disposable income of an applicant, i.e six times the net

disposal income of the applicant. The maximum amount of the loan is also

limited under its Ordinance, to Bs. 500*000 for development purposes and

Ea.100,000 for non-development purposes such as redemption of debts. The
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concentrate more on established business and good security as the foremost

conditions for their lending, i.e. the AiCC in ascertaining disposable income

of an applicant has to go on the past performance of an applicant, this

automatically eliminates new business. Secondly, they lend only on the first

mortgage of immovable property with clear title, therefore, it would not be

far wrong to assume that despite their declaration, 'that as a policy they

make an attempt to lend to small and medium sized industry, and. the reason for

not having done so is a result of their capital limitation', their principles

of lending exclude small business. This is baaed on the premise that the

AICC insists on first class security, i.e. first mortgage of property with

a clear title going back to hundred years, and their insistence of past records

of disposable income, both of which leaves the small borrower at a disadvan¬

tage. 'Ihe disadvantage faced by the small borrower is threefold , .i.e.,

(i) most small firms are of recent origin, the owners of which on average

do not own much land or other wealth, and (ii) at the commencement of many

businesses those who owned any assets had already tied tfaem up to raise

the initial fund needs of the business, therfore in most cases the net

disposable income less these obligations did not amount to much, and finally

(iii) most small businesses do not own land which can be mortgaged for loans

and those who do have property do not have clear title of the type demanded

by the AICC.

6.3.54 The AICC expects a rate of return <bo the firm of about

20 per cent. This too underlines the difficulty small business would face

in getting loan accomodation from the AICC, for, it is rare for a small

busineas in the country to shc-w. returns as high as 20 per cent. Those who

would qualify on these terras would in all probability be monopoly or oligopoly
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fims.

6.5.55 The FCC is also limited by statute to maximum lending

limits as shown in answer to question nne, i.e. a maximum on financial assis¬

tance of He.5*'? million and within this maximum share investment cannot

exceed Es.2-6 million. Within these limits, the DH'C have a maximum debt-

etfaity ratio of 1;1. This norm is sometimes relaxed tc about 1*5*1 in the

case of very large projects with the potential for undoubted success,

where the aponser finds it difficult to raise that quantum of equity from

friends, relatives and the public to match the total contribution of the DFCC

and other lending organisations. The DFCC's contribution however does not

normally exceed the sponsor's contribution in case of equity. Their normal

quantum of equity in any single venture is kept around 25 per cent of the

issued capital. Direct loans are further Halted by the limits Imposed on

the agreg&t'e lending levels on the security provided, i.e. 75 P©r cent

against the value of mortgaged land and buildings and 60 per cent against

the market value of the machinery.1
6.3.56 The returns cover is usually taken on the growth prospects

of the firm, market and other economic factors. Usually no figure

is given t& this rate of return, but according to their policy of aiding

principally large business most of which are of monopoly status, the expected

returns are normally over 15 per cent at the initial stages of production.

6.3.57 The banks were quite hesitant to answer this question

and the responses were quite weak. They steadfastly refused to give any

figures, the hesitancy was unwarranted as there is no disadvantage to a bank

in disclosing these figures. Therefore one conclusion is that the banks

do not lay much emphasis on these factors even when they lend to industry,

1. this 60 percent is calculated on the installed cost of the machinery less
accumulated depreciation. Valuation placed on machinery is as close as
possible to its market value.
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as their lending patterns to industry is not ranch different to commercial

loans and further most loans are for short terra purposes. From what can be

deduced, the security provided for a loan seem to play the major role in

convincing a bank about the credit*worthinesa of a firm and the viability of

a venture. Available evidence shows that the maximum assets cover seem to

range around 0»5: 1, while not much emphasis seem to be placed on the rate

of return as long as the security cover is adequate.

6.3.58 Another twist to the absence of these calculations or

the lack of emphasis,could be that,considering the stagnant level of the

economy, frequent Government policy changes, foreign exchange crises, it

is a barren exercise to calculate the rate of return on a project, especially

when the factors that are taken into consideration undergoes constant change.

Therefore there is adequate justification for the banks to disregard these

sophisticated calculations and depend on their knowledge,and the security

provided by a client to grant aceommfidatlon. In th> case of the DFCC, the

situation is slightly different as the firms they finance are usually

monopoly or oligopoly firms, with a ready and assured market for their products,

has Government approval and backing for the ventures, therefore the firms are

not much affected by any change of policy. In the case of foreign exchange

too , the restrictions of foreign exchange do not apply as strictly to the

firms financed by the BFCC, as most of its loans consist of part rupee funds

and part dollar funds (borrowed from the IBRD). Considering these factors

the BICC could with fair accuracy estimate rates of return on their invest¬

ments.

6.3*59 question Fourteen: How do yojt establish the level of

credit risk of a firm for both shost and long term borrowing ?

To you consider the following in determining the level of credit risk ?
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(a) profitability measured by the average rate of return on net assets

(b) solvency measured by the average of debts-assets ratio

Ihe DFCC seems to be the only institution that take adeouate

account of these calculations. 'Ihey, compared to other institutions are in

a position to do so, and are necessary du» to the large sums they disburse.

As described in question thirteen the rate of return calculation does not

seem to play a significant role in lending due to the high level of uncer¬

tain! ty in the economy. In the case of debts assets ratio, the requests

made to banks for accomodation in normal circumstances do not come upto

more than 50 per cent of the assets of the companies, for most bank loans

are for short term working capital purposes, unlike in the case of the DFCC

where they principally concentrate in providing funds for,new ventures

and expansion programmes. Therefore, the banks satisfy themselves as to

the credit risk of a firm by their knowledge of the applicant and those

factors mentioned in answer to question two. Overall, it could be said

that there are no hard and fast rules followed by the lending organisations

in the country regards loan dispersal, and a considerable amount of indivi¬

dual institutional judgement seem to sway a loan decision one way or the

other. However, as stated in answer to question thirteen no institution

with perhaps the exemption of the DFCC was ready to lend more than 75 per

cent of the assets value of the company. It could be concluded therefore

that banks safeguard themselves against risk by lending only to those

borrowers (firms) whose profitability is immediately apparent, and even in

these cases, maintaining a wide margin between the loan sum and the value

of the assets over which the loan is secured,

6.3.60 Question Fifteen: Have yoy at any time refused loans or

advances when a firm to whom you have granted a loan approached you for a
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if Yes, please give your reasons.

'-■•his question was asked to investigate the basic reasons for

refusal of accommodation to a previous customer. The reason for such a

question is that there is a feeling among many customers (firms), that

lending institutions, especially banks, do not tend to probe deep into

reasons for default and delay in loan repayment. As will be shown later1,
in many instances the reasons for default and delay ware as a result of

extraneous factors such as change in Government policy, introduction of

new tariffs and quota systems, and not?due to any fault of the borrower.
f »

6,3.61 The DFCC answered yes to this question and gave the

grounds for refusal as follows, (i) bad repayment of loans granted previously

and (ii) when they were of the opinion that in many instances the restruc¬

turing of th- existing capital structure was more appropriate than raising
/gave

of additional loans. As mentioned earlier the BFCC'adequate 'grace' periods

for loan repayment and as they dealt with investments that had almost 95 per

cent chance of success, they were seldom faced with this problem. Tie FFCC

was very particular about th< ventures they finance and the appraisal of

a prospective customer was strict and thorough, this tended to eliminate

the problem of default to a great extent, besides,the availability of

trained staff facilitated better checks on their investments and the

provision of advise and bridging finance to help over difficult periods.

Lastly, th; loans they have disbursed during the whole period, i.e. 25 years,

amounts to only 153 loans, this being- tl e case their delinquency record is

very small.

6.3*62 In the case of the AICC too, the cases of default were

very few as a result of the small number of loans given to industry
1. See Chapter Eight.
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from its inception to present day. They gave the following reasons for

t \ .record . N

refusal, (i) bad repayment/of loans granted previously, (ii) mis-utilization

of previous loan funds, and (iii) when the earnings of the firm were suffi¬

cient to meet the proposed investment. Clauses (II) and (ill) were adequate

justification for loan refusal, hut in the case of clause (i) above, they

gave the impression that adequate consideration was not given to extraneous

factors affecting repayment by borrowers.

6,5.65 The banks were faced, with this problem of refusal second

time around much more often than the long term credit institutions. This

was a result of the large volume of lending done by banks and the absence

of grace periods for loan repayment. The main reason for refusal was given

as, unsatisfactory pest dealings with the banks. When questioned further,

whether adecuate effort hp3 been made to identify the reasons for default,

the answers were very varied as well as evasive. For example, some expressed

the opinion that bad repayment of loans by small firms were due to the fault

and dishonesty of th borrowers themselves. They felt that some firms

did not maintain good financial discipline, aiautilized loan funds and used

it for purposes other than the given purpose, were not cooperative and did

not welcome control and supervision. Others assigned reasons such as,

that they had first responsibility to the depositors, and basically

they were not too interested in the reasons for default as they felt that

it was not really their concern, therefore they could not stretch their

good faith too much in accommodating defaulters, even if the firm had good

reasons for the delay or default in payment.

6.3.64 All reasons given for refusal of accomodation a second

time have some validity, but th problem is that even those who delayed

or defaulted due to extraneous factors beyond their control are categorized
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into the same group of borrowers who axe believeo to be inefficient and

untrustworthy, The problem of default and delay in repayment is many sided,

ie. Government policy change resulting in change in emphasis and direction

of incentives, new and sudden changes in tariffs and quota systems, foreign

exciiange crises limiting factor imposts, ail of which cculc be included

under the category of extraneous factors* On the side of the lenders, the

lack of adequate trainee staff and commitment to industrial lending, especially

in the case of the banks, results in banms in many instances ±h«& appreciating

4he working problems firms face, As shown later in chapter eight, there have

been cases where a little consideration by the lender in allowing a period

of further grace or another temporary advance to tide over a difficult

period would have saved the borrower from going into default on the original
1

loan.'

o*3»o5 Question Gixtaem I-o you first investigate the viability

of a project, before you aiscusB security and other gurantees ?

'itiis question attempted to investigate a problem that confronts

any lending institution arid borrower, namely the problem of having a viable

venture but the sponsor cannot provide adequate security to get a loan,

and the second case where the exact opposite is true, fhe problem of

investigating one before the other would confront lenders with the problem

that in t e event whichever (security or viability) ihey investigated

first was acceptable and the one they investigated second was not satisfactory

they would have to refuse the application, ihis would involve unnecessary

costs in terms of man-hours wasted by the institution to no avail, and costs

in terms of jettisoned plans, broken expectations, time spent, fees paid,

to the prospective borrower.

6.3.66 Ihe answer to this question by the AICC was that,

1. This is analysed in greater detail in Chapter Eight.
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according to its Ordinance it could grant loans only on the mortgage of

property, therefore it dealt with the aspect of security first. The BFCC

answered that they dealt with both matters simultaneously. The DFCC had the

capacity to do so as they dealt with only a few loans at a time, further,

their lending was only to the industrial sector and they had trained personnel
/aspects

to investigate and assess different'of a loan. Most banks were of the

opinion that it depended on different types of loans, with the viability

of the venture being investigated first in the case of loans with a duration

of one year and over,and in cases of short term accorunodofcion both were

investigated simultaneously. There seems to be some contradiction between

this statement by the banks and the findings in the small firm survey.

According to the latter,most small firms felt that the banks always invest¬

igated security first and viability came as a second condition, and that

if adequate security was available it would not be very difficult to get

a loan from the banks,

6.3*67 No generalisations can be made from either view, the

important point at issue is not what came first, hut a solution to this

problem or a method to minimise waste of time and money. One MSh&y

method is for the banks to concentrate on providing more financial infor¬

mation, such .is, security they require for loans, other conditions they

look for in an investment, the type of finance available, etc., not at the

time an industrialist applies for a loan but as a. general policy at all

times. It will perhaps not he possible for an applicant to judge his credit¬

worthiness, or the viability of his venture, but it wpuld not be such a

difficult prospect for an applicant to establish whether he has aderuate

security demanded by the lender for a loan he wishes to obtain,.if there was

adequate (and continous) information from the banks and other institutions,
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through th medium of phamplets, news letters, press, seminars, lectures

and discussions. Ihis would help to cut down many unwarranted loan appli¬

cations, thereby saving time and cost, both to the lender and the borrower.^
This information gap was investigated during the course of the General survey

and the results are given in Chapter Eight.

6.3.68 Question Seventeen! Has the lank Rate any effect on your

lending policy ? - Yes/No.

if Yes, what kind of effect ?

he answer to this question was in the affirmative by all institu¬

tions. All lending institutions adjusted their lending rates acoordining to

the bank rate to keep their margins. In the case of the DFCC7as their

duration of loans extended up to 15 years, to safeguard themselves against

the rise in the bank rate, they stipulated an additional condition during the

time of the loan that the rate of interest on the loan was subject to review

after a p riod of years. From answers to this question7it was evident that

despite th increase in lending rates as a result of an increase in t e

bank rate, there does not seem to occur a parallel decrease in the demand

for accommodation. In terns of classical central banking theory, an increase

in the bank rate is one way of offsetting spending and investment by making

the cost of credit dearer to the recipient. The non-slackening of demand

for industrial credit even when the rates go up seems to indicate that

there is unsatisfied demand for credit in the industrial sector. This view

was further strengthened by the desire expressed by the small firms in

the firm survey, that they were ready to borrow even at higher rates than

the existing rates, despite the fact they regarded the present rates of

interest as high.

1. This aspect of th problem is discussed in Chapter Nine.
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6.3*69 '■■.uestion Eighteen: Do you consider that small firms have

greater vulnerability to collapse than large firms ? - Yes/Ko.

if Yes, what factors have contributed to this view ?

This question attempted to test an 'attitude factor' common to

most lending institutions not alone in Ceylon but all over the world.

The DICC and all but one bank, answered 'yes' to this question, while the

AICC and the People's bank felt that there was not much of a difference

between large and small firms. This attitude factor of thr two groups,

considering the loan records of these institutions to industry, underlines

a significant factor of small firm financing in thr country. The latter

two institutions, are the only two institutions that have made some effort

to provide finance to small firms. The DFCC soon after its inception,

exempted itself from lending to small firms and those firms which were not

joint stock companies, so it could be rightly concluded that the impression

they have of small firms lias not been gained through experience. In the

case of the other hanks, with th< exception of the Bank of Ceylon, their

lending to the industrial sector has been insignificant, therefore the

impression they have regarding the riskiness of small firms is also not

one gained through experience. The reasons assigned for this view of small

firms., emnate from a general and accepted view that, 'it is so'.

6.3«70 This question of vulnerability of small firms has many

misconceptions. The protagonists of small firm vulnerability seem to base

many of their conceptions only at face value. For example they do seem to

forget that most firms start anallyand at that end of the scale the physical
number of firms are large, and have many barriers to surpass,of which one of

the foremost barrierAsis the adequacy of finance. Ihrther, many successful

large firms, did start small and their present success cannot turn away from
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the fact that they were successful small firms which grew up to be large

organisations. It is also true that the *less vulnerable large firms*,

have the additional advantage that lenders and financiers are ready and

willing to provide more finance to them lh comparison to even the successful

small firm, apart from having access to Hie stock market. It may not be far

wrong to conclude that other factors remaining equal, vulnerability could

be identified with inadequacy of finance at the correct time. Thus if the

lenders begin with the maxim that small firms are more vulnerable, there

would definitely be less credit available to the small firm sector, and as

a result when small firms stagnate or collapse, the lenders feel rightly

justified that their belief in the vulnerability of the small firm is correct.

6.3.71 The opinion in this study is that, there need not be a

built in vulnerability factor in case of all small firm3. Taking away the

assumption, i.e. that other factors do remain equal, there may be some

justification to assume vulnerability of particular types of firms, but

it does not justify the general attitude that all small firms are more

vulnerable than large firms. ilany factors apart from the inadequacy of

finance which contribute to small firm vulnerability can be removed by

intelligent policy measures1, and the general association of risk and

vulnerability with the small firms can be alleviated to a considerable

extent by the establishment of better communication patterns between insti¬

tutional lenders and the small firm sector.

6.3*72 question Nineteen! Is the cost and risk of financing small

firms very much different to large firms ? - Yea/No.

if Yes, please give your reasons.

All the institutions felt that the risk and cost of small firm

financing was more than in the case of large firms. Two main reasons were

1. See Chapter Nine -
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given for this view, i.e. (i) that the cost of processing a large loan and a

small loan1 does not seem to vary very much, nor is there a significant

difference in staff time taken in processing the loans, and (ii) risks

are assumed to he greater based on the general belief associated with small

firms all over the world.

6.3*75 In the case of the first.as costs remain more or less the

same, and the interest rates in Ceylon do not vary with the size of the loan,

the lenders feel that they have a decided advantage in terms of profitability

to concentrate on larger firms. This factor coupled with the feeling that

small firms are more vulnerable and risky, weights the direction of lending

against the small firms. The impression the lenders gave was,that the small

firms come at the tail end of their lending priorities.

6.3*74 Question Twenty: Please fill in the attached tablef,

if data is available.

A number of tables were drawn up to collect data, with the aim of

obtaining specific data for statistical analysis. The tables were as follows,

(i) Size of bank variation in interest rates on business loans by size of

borrower and size of bank.

2
Observation in other countries have shown , that small banks tend to charge

higher rates for their loans. The assumption here is that as small banks

normally lend small sums, and that small sums axe usually borrowed by small

fiwms, there seeras tobo a relationship between the high cost of loans, the

size of banks, and the size of borrower. No figures were available to

construct such a table due to (a) banks do not vary interest rates by bank

size or 3ize of loan, (b) the banks found it difficult to obtain interest

rates charged to different loans from their records due to lack of staff.

1i Assuming here, that in general small loans are sought by small firms.
2; Por example, United States of America.
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Besides, they *ere not prepared undertake this search nor were they prepared

to make these records available.

(ii) Analysis of bank advances by type of industry and size (amount outstanding

at end of December each year - 1966 - 1970 )

This was an attempt ti study the direction of industrial lending' by the

banks according to the type and size of firm. The banks do not keep any

statistics of thei lending to industry by size measure of firms. Industrial

lending is broadly divided into loans to the State sector and the private

sector. However, individual bank lending to different sectors of industry

is available, but they were not ready to divulge these records as they were

classified 'secret and confidential*. The only statistics made available

were those that had already been published, which show only the over0.ll

total lent by the banks to the industrial sector as a whole.

(iii) Bank advances by rate of interest.

This is to study the total quantum of lending against each rate

of interest, and to identify the most common rates at which loans are presently

given. The data for this table wa3 available.

(iv) Size of loans at different rates of interest

Tliis was to identify whether institutions varied their rates

according to the loan size, and if they did, what the rates were. The under¬

lying purpose is to investigate whether institutions charged higher rates

for smaller loans. As it was found that the rates do not vary according to

size of a loan but according to the type of security provided, this table

was irrelevant

(v) Business loans of Financial Institutions to small firms, as percentage

of total loans to the industrial sector.

For reasons given earlier,i.e. the non-availability of data kept
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on this basis of size of firms, it was not possible to construct this table,

(vi) Bank advances classified according to purpose and maturity.

This table attempts to show the amount and duration of loans

given to different sectors of the economy, i.e. commercial, financial,

industrial and agricultural. Here again the banks were not ready to divulge

their individual totals, the table constructed show only the total bank

advances to these sectors.

(vii) Loan recipients and their business success.

This table was applicable only to the long term credit institutions

The intention was to investigate whether there was a relationship between

the size of the loan recipients and their business success. The AICC was

unable to give a detailed breakdown of their loan recipients and their

business success, The DFCC on the other hand had records of their loan

recipients, bad debt records, and delinquency records, but as almost all

their loans were given to large business in terms of size measures used in the

study, the intended relationship between size of firm and business success

could not be established.

(viii) Number of loan applications made, loans granted, and rejections on

viability/security/other.

This was an attempt to establish the loan records of the insti¬

tutional lenders in Ceylon, towards the industrial sector, in terms of,

duration of loans,i.e. short, medium and long ,the number of applications

in each group, number of loans granted, and the reasons for rejection of

applications. This attempt too was unsuccessful as the banks were not

prepared to delegate staff to get this data from their records. The AICC

also gave similar reasons as the banks. The DFCC had such records but their

statistics were not relevant due to reasons given above ( see vii above)



261

6.3.75 The attempt to collect statistical data described above

were not successful. The main reasons for failure were, (a) the absence of

a size classification of industry, (b) the dearth of industrial statistics

kept as seperate records, by banks, (c) the reluctance of individual banks

to divulge available data, (d) and in some canes the inability of the banks

to ascertain specific data from available records.

6.3.76 g.uestion Twenty Onet Are there any other problems that

you wish to discuss, with regard to your lending activities, especially

to the small firm in the industrial sector ?

This question was posed to mop up any other problems of small

firm financing that had been left out in the preceding questions and the

resulting discussion. One of the main causes they identified as a barrier

to lending in general were the legal limitations applicable/lending, i.e

in terms of security for loans, recourse for default, etc. The bank of Ceylon

was more affected than any of the other banks by some of the legal restrictions

which were only applicable to this bank.

6.3.77 Another reason was that the banks generally regarded

themselves as short term lenders and lenders to alloother sectors in the economy.

As such their lending is widely based, and according to the available quantum

of finance they had to give consideration to all sectors and could not

give special attention to industry alone. Another point raised by the banks

and the AICC was their capital limitations. 'Ails made it necessary as

prudent financiers to chose the best customers, the most profitable and the

safest.

6.3«78 The absence of a credit gurantee organisation was another

defect pointed out by the lenders as a barrier to lending and the prospects

of taking greater risks.
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6,3,79 The overall opinion of the lending institutions v/as that

the industrial sector was aoo disorganised, the future uncertain and bleak

as a result of frequent change of Government policy towards the private

sector, and the belief that there was too much of lip service is; being" paid

to helping this sector by successive Governments, but nothing very constructive

has been achieved which ia of any significance, Therfore, expecting the

institutions to bear the burden of financing this sector alone was not

1
fair nor practicable,

6.3*80 Having given a brief description of the findings of the

financial institution survey, in the following sections an attempt is made

to give an overall view of the present activities of the financial inter¬

mediaries, and other institutions that provide other services to the industriil

sector. The intention is ti show the present level of financial services,

and other services ancillary to finance,in relation to the industrial

sector as a whole, the shortcomings, and the place of the small firm in

obtaining financial and other services. The data for the following sections

have been obtained from available published and unpublished material,

end from the three investigations, i.e. the financial institution, the small

firm and the general interview surveys.

fi

1. hese factors were further investigated in the General interview survey
and is analysed under relevant sections in Chapter 8, and suggestions
are made to minimise some of these problems in Chapter 9.
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6.4. THE COMMERCIAL BANKS

6.4.1 Table 37 shows the assets and liabilities of the

commercial banks during the last ten years, i.e. 1959 - 1969. Table

below, derived from table 37 shows the growth rate of assets and liabilities

in 1969, as compared to the level in I959» These two tables show that

there has been an increasing trend in the loan3 and overdrafts of the banks.

Taken as a whole this does not lead one to conclude that the banks have

relaxed their terms of lending but that lending has been matched by an

increase in time and savings deposits, and an increase in the liquid assets

of the banking structure, while demand deposits which could be taken as

money at call of the public,has shown a very slow increase. The ratio of

loans and overdrafts to total deposits upto 1967 had always been below 50

per cent. However, since 1967 this ratio has increased and was 66.6 per cant

in 1969. Despite this trend, the table further shows this increase has not

in any way impaired the liquidity position of the whole commercial banking

sector, i.e. the ratio of liquid assets to total deposits has remained

more or less the same since 1959» averaging around 35.2 per cent. Further

the ratio of liquid assets to demand deposits have risen over the years

from 47*5 per cent in 1959 to 63.9 per cent in 1969, while the ratio of

investments to total deposits which is a less liquid asset has fallen by

half of the 1959 ratio, i.e. 29.8 per cent to 14.8 per oent.

6.4.2 Table 39 shows the reserve position of the commercial

banks. Under the Monetary Law Act,"* commercial banks are required to

maintain with the Central Bank, reserves amounting to 12 per oent of their

demand deposits and 5 per cent of their time and savings deposits. With

1. Monetary Law Act, Chapter 422, Sections 10c, 93# 94 and 97



TABLE 37

^ELECTED AEEExS AEP LIABILITIES oF GO ,. jEiClAb B

(Average of .iouthly Figures)""
__ frQPWfrs in lTO?s MUUW

1959 I960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970

Gash on hand and Deposits at Central Bank 116 132 148 186 164 182 224 233 218 247 250 248
(inclusive of °tatucory ^sserves)
Foreign Balances 52 53 54 55 44 49 55 62 57 72 63 36
TreasuryBills 24 22 51 89 128 73 89 124 80 102 50 41
Bills Discounted 119 115 122 136 114 126 173 175 198 252 241 275
Total Liquid Assot3 311 333 375 466 450 430 541 594 553 673 0O4 600
Total Investments 285 234 290 303 313 330 329 330 300 278 275 263
Total Loans and Overdrafts 395 430 435 477 495 633 669 682 809 1000 1240 1391

Denuad ^eposits 655 657 677 329 789 353 917 949 914 55 945 958
Time and Savings Deposits 300 340 359 330 460 535 572 631 649 793 915 989
Total Deposits 955 998 1036 1209 1250 1339 1490 1580 1564 1755 1863 1948

RATIO 0F:- P £ R C E JS T A G £ S

Gash to Demand Deposits 17.7 20.1 21.9 22.4 20.8 21.3 24*4 24.5 23.8 25.9 26.4 25.9
Cash to Total Deposits 12.1 13*1 14.3 15.4 13.1 13.1 15.0 14.7 13.9 I4.I 13.4 12.7
Foreign balances to Total Deposits 5.4 5.8 5.2 4.5 3.5 3.5 3.7 3.9 3.6 4.1 3.4 1.8
Treasury Bills to Total ^eposits 2.5 2.3 4.9 7.4 10.2 5.3 6.0 7.8 5.1 5.8 2.7 2.1
Commercial Bills Discounted to Total

x2.9Deposits 12.5 II.5 II.8 II .2 9.1 9.1 II .6 II.I 12.7 X4.4 I4.I
Liquid Assets to Demand "©posits 47.5 50.7 55.4 56.2 57.0 5U.4 59.0 62.6 60.5 70.5 63.9 62.6
Liquid Assets to Total Deposits 32.6 33.4 36.2 38.5 36.0 31.0 36.3 37.6 35.4 38.3 32.4 30.8
Investments to Total Deposits 29.3 23,5 28.0 25.1 25.0 23.8 22.1" 20.9 19.2 *5.8 4.8 13.5
Loans and Overdrafts to Total Deposits 41.4 43.1 42.0 39.4 39.6 45.6 44.9 43.2 51.7 57.0 66.6 71.4

Source: Central Bank of eylon.

Note: in case of 1970 figures, Uae calculations are based up to end of September as a result of the temporary flow of cash into the
Danks due to the demonetisation of Ls.100 and Rs,50 notes after this date.
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effect from tenth February, 1961, banks wi th the exception of the People' J

against ai\y increase in their demand deposits over the level of such

deposits as at close of business on first February, I96I. Apart from

these reserve requirements, banks are also required to maintain reserves

amounting to 10 per cent of their special deposits under the Inland Revenue
2

Act. bub both by purpose and by design the banks have always held

themselves in a strong liquid position. The inclination to Keep large

liquid balances apart from the required reserves has been very prominent

up to 1961. Althou^i excess reserves have diminished since then, there has

been a tendency to keep reserves on an average always in excess of the

statutory requirements plus till caah balances over aril above what is

neoeasary for normal banking transactions. Columns 9 and 10 in table 39

showsthat the desire for high liquidity uf the banking sector has not

undergone much change over the years.

1. The People's Bank which commenced business in 1961 was required to
keep a special deposit of 28 per cent applicable from first June,
1965 against any new deposits as from this date.

2. Section 69(A) (2)b of the Inland Revenue Act No.4 of 1963 as amended
by Act 18 of 1965

TABLE 38

GROWTH OF SELECTED ASSETS AND LIABILITIES (PERCENTAGE)
__ FROM 1959 - 1969 „

Loans and overdrafts by
Demand. Deposits by
Time and Savings Deposits by
Total Deposits by

Liquid Assets by 9h%
214$

205%
95%



£ndc reric 1951 1952 IV.3 1954 1955 1956 1957 1953 1959 I960 1961 1962 1963 1964 1965 1966 1967 1966 1969 1970

RESERVEi^UIIiElMRSOFCQEVSRCIALJUfrS.
DemandReservesTijiia&ReservesTotalACTJALRS3ESVESTOTALExcessBalance DepositsrequiredSavingsrequiredrequiredDepositsTillReservesTiH againstDepositsagainstReserveswithCashset(8)-(5)Cash DemandTime&(2)+(4)Centralapartas epositsOavingsflankReserves Deposits

(14

(2)

(3)

m

(5)

(6)

(7)

W

(9)

(10)

716.4

99.5

35.7

4.3

183.8

193.4

193.4

89.6

33.8

607.1

85.0

103.8

5.2

90.2

131.9

—

I3I.9

41.7

27.4

520.1

52.0

I0I.9

5.1

57.1

65.3

•

65.3

8.7

25.5

640.5

64.0

146.7

7.3

71.3'

105.4

*

105.4

34.1

26.9

726.8

72.7

165.5

8.3

81.0

138.5

-

138.5

57.5

31.5

772.6

77.3

229.3

11.4

88.7

I50.I

-

150.1

61.4

33.9

686.6

68.7

255.6

12.7

31.4

39.9

-

89.9

8.5

30.4

6o2.2

66.2

234.6

14.2

80.4

91.5

-

91.5

IX.X

30.8

652.5

65.3

316.0

15.8

31.1

95.4

-

95.4

14.3

43.5

652.3

78.2

369.5

18.5

96.7

140.3

-

140.3

43.6

39.3

641.9

77.6

352.5

17.7

95.3

86.6

II .8

98.4

3.1

45.6

684.6

84.I

427.5

21.4

105.5

106.7

8.4

II5.I

9.6

58.4

767.3

1-06.2

497.7

24.9

I3I.I

108.5

25.0

133.5

2.4

38.7

874.9

141.3

546.1

27.3

168.6

147.9

25.4

173.3

4.7

45.5

899.4

140.5

612.4

30.6

171.1

I40.I

33.8

173.9

2.3

60.9

855.3

133.5

606.9

30.9

164.4

89.6

42.2

131.8

-

62.3

910.0

152.0

737.0

37.8

189.8

146.8

51.3

198.1

8.3

33.5

951.4

167.0

861.2

43.9

210.9

142.3

70.8

213.1

2.2

35.8

879.7

140.1

IOO8.4

51.3

191.4

137.2

55.4

192.6

1.2

66.1

1173.3

259.2

II9I.7

59.6

318.8

2^4.6

109.6

334.2

15.4

36.1

SourcesCentralBankofCeylon.
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6.4.3 Tables40 and 41 ehow the advances of the banks to the

private sector as a whole and. these classified according to maturity and

purpose. It has not been possible to apportion funds that have gone into

industry, •size-wise* as no figures are kept in this manner. Therefore

assessment has been made by a process of deduction from the available

statistics. Further, prior to September 1970, the statistics on advance®

as supplied by the commercial banks were drawn according to the definition

adhered to by the Central Bank, i.e. short term was defined as under six

months, medium term six to -thirty months and. long term as over thirty

months. Sims this gives an entirely erroneous picture of advances in terms

of maturity dates as compared to the general usage commonly used by financial

circles in other parts cf the world no attempt is made to analyse them in

this context. However, since September 1970, the advances were reclassified

according to new maturity times which .gives u more accurate picture of the

portfolio of bank advances. Finally the breakdown of the statistics into

different 3ector3 are weak and therefore should be read and interpreted

with caution. This is due to the difficulty of identifying the loans

given for particular puposes and the uses to which these leans have been

put. For example, many commercial firms have branched off into manufacturing,

thus a loan identified as going to the commercial sector would end up being

used for financing of industry, advances to finance houses may be used to

lead, on hire purchase, while an individual loan presumably taken for

consumption purposes may be used for another purpose. Thus in general

movement of loans taken for different purposes is difficult to identify.

6.4.4 Table 41 shows the increase in advances to the private

sector during the last three years. The increase in loan3 from 1968 to

1969 was .Rupees 137 million and overdrafts Rupees 127.5 million.



TABLE 40
(+)

COMiERCIAL B iNK ADVANCES TO THE PRIVATE SECTOR

CEZLONESE BANKS
1968 1969 1970 1971

POxtEIGN BANKS
1968 1969 1970 1971 1968

TOTAL
1969 1970 1971

(a) Gash items in
process of collection 51.3 33.1 171.2 106.8 1.2 0.8 0.2 1.4 52.5 33.8 171.4 108.2

(b) Local Bills - - - - 0.1 - - - 0.1 - - -

(c) Import Bills 60.0 35.0 16.1 25.0 29.4 32.9 20.8 8.3 89.4 67.9 36.9 33.3

(d) Export Bills 18.7 25.0 32.1 37.3 61.5 60.8 74.4 78.3 80.2 85.9 106.5 II5.5

(e) Overdrafts 227.7 379.1 342.9 431.9 270.0 246.2 245.8 289.8 497.8 625.3 588.7 721.7

(f) Loans 538.6 637.9 731.4 818.7 62.0 99.2 82.8 72.7 600.7 737.0 814.2 891.4

TOTAL 896.3 IIIO.I 1293.7 1419.8 424-2 429.9 424.0 450.4 1320.6 1549.9 I7I7.7 1870.I

Source: Central aank of Ceylon.

Notes:

(+) Include State Corporations
I. This includes cheques, money orders, etc. sent for collection and short term advances granted to cooperatives for the

financing of purchase of foodstuffs under the guranteed rrice scheme. .i



 



TABLE 41

ADVANCES CLASSINESS BY FU3P0S3 AND ACCORBING TO MATUPJ.TY

."hort Term Medium Terra Long Term Total
(D (2) (3) (4) (5)

, (6) (7) (8)
(l)ao (3) as (5) aa

s,Mn, f.: of(7) Ks,Mn, of(7)Ls,Mn, H of(7)

#Commercial
Tec, i960 286*3 45*5 213*6 34*0 128*7 20*5 628*7 49*6

« 19o9 271*4 40*6 277*0 41*4 120*3 16*0 668*7 44*2
" 1970 502*4 78*0 104*6 16*2 36*8 5*7 643*9 41*7

1971 356*8 79*1 123*8 16*7 51*5 4*2 754*1 42*8
Iinancial

1968 47 2 34*6 36*6 26*8 52*8 38*7 136*5 10*8
1969 47*1 34*0 45*2 32*6 46*3 35*4 138*6 9*2
197b 74*8 54*5 33*3 24*2 29*2 21*3 137*3 8*9
1971 67*2, 54*1 30*2 24*5 26*8 21*6 124*1 7*0

Agrioultuml
1968 15*6 11*1 92*8 66*1 31*8 22*7 104*3 11*1
1969 25*6 14*5 105*2 59*6 45*8 25*9 176*6 11*7
1970 91*8 45*2 85*6 42*2 25*6 12*6 203*0 13*1
1971 125*8 55*5 82*6 36*4 10*3 8*1 226*7 12*9

Industrial
1988 120*5 52*0 42*7 18*4 68*5 29*6 231*7 18*3
1969 158*5 40*9 82*0 21*2 146*8 37*9 387*3 25*6
1970 197*0 47*3 151*5 36*4 67*4 16*2 416*0 26*9
1971 225*5 49*8 170*9 57*7 56*8 12*5 453*1 25*7

Consumption
1968 14*2 14*9 32*9 34*5 48*1 50*5 95*5 7*5
1969 15.4 15*6 52*7 33*1 50*7 51*3 98*8 6*5
1970 22*1 22*3 50*9 51*4 26*1 26*3 99*1 6*4
1971 55*1 25*5 72*7 52*8 29*7 21 *6 137*5 7*8

,Other i.ioans
1968 4*3 12*1 17*1 48*2 14*1 59*7 35*5 2*8

1969 3*8 8*8 24*1 55*5 15*6 55*9 43*4 2*9
,1970 21*4 47*7 18*2 40*5 5*3 11*6 44*9 2*9
1971 28*5 41*9 54*0 50*4 5*2 7*7 67*5 3*8

Total
1968 468*1 38*5 435*8 34*4 344*1 27*1 1 ,268,8 100*0
1969 521*7 34*5 566*2 37*4 425*5 28*1 1 ,513*5 100*0
1970 909*6 58*9 444*0 28*7 190*5 12*3 1 ,544*1 100*0
1971 1,076*7 61*2 516*2 29*3 168*3 9*5 1,763*1 100*0

Source* Central Tank of v:e.yl©n»

otej Until 1969# the maturity periods of loans and advances were classified
as given in column (i) below, and thereafter as in column (ii) below

(Column -i-) (Column -ii-}

Short Terms (C, ielow six months below twelve months

Tedium Teem,,, Six to thirty months Twelve to sixty months

Long Term,,, Over thirty month© Over sixty months

1) Advances Include loans, overdrafts and bills discounted and exclude
cash items in process of collection.
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This increase in loans was partly as a result of inorease in medium term

lending to agriculture and industry which did not come under the credit

ceilings imposed by the Central Bank. The 1969 to 1970 increase in loans

and advanoes was Rupees 77*2 million while overdrafts decreased by Rupees

36.6 million, a greater percentage of the increase in loans were in the

form of medium term loans over a year. Table 41 further shows that there

has been a definite increase in trend on lending towards industry and

agriculture as against loans to other sectors. A number of faotors are

responsible for this increasing trend, i.i^/'Credit control which specifically

exempted loans for development of agriculture and industry, coming under

credit ceiling limits, as applied to other sectors, (il) the rapid expansion

of the People's Bank, which has accommodated a considerable amount of

industrial loans, (iii) the reorganisation of the banking structure, and the

removal of restrictions of the foreign banks, (iv) a slow emergence of a

new attitude of the commercial banks towards lending, firstly on a longer

term basis and secondly, towards agriculture and industry.

6.4*5 Table 42 shows the breakdown of advanoes for industrial

purposes. Although this increasing trend towards industrial finanoing is

an encouraging feature of overall bank advances in the last few years, the

position does not look as promising to small industry as defined in this

study, when the directions of loans and advanoes are broken down into

seotors. Out of the total advanoes of Rupees 416 million outstanding at

the end of Deoember 1970, Rupees I60.I million or 39*5 per cent were given

to state corporations all of which fall into the large business category,

Rupees 29 million went to the plantation crop processing sector, and there

is reason to believe that nearly 95 per cent of the balanoe Rupees 225

million was shared between private large businesses, co-operatives,

societies and those firms at the upper strata in the medium firm category4
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TABLE 42

COt-lMEECIAL Mm AWAKES POK IKOTSTlgAL HlITOSEa

(Amount outc. nding as at end of period)

Mounts in PB.Mllllon

Tec. 1968 Pec. 1969 Tec. 1970 Dee.1971

1* Textiles 48*3 95*2 86*e 66*1
State 17*3 35*7 21*2 4*1
Private 30*9 59*5 65*6 62*0

2, Metal Products 22*0 35*7 42*5 37 *5
State 7*4 13*3 14*7 15*2
Private 14*6 22*5 27*8 22*1

3* Chemical products 13*4 50*0 58*0 22*8
State Q." 30*3 38*6 -

Private 1?*? 19*7 19*4 22*8

4* i ootwear and Leather• 4*1 6*8* 6*6 8*0
Products
State 2*7 4*5 4*7 5*7
Private 1*4 2 5 1*9 2*3

5* Biscuits & Confectio- 5*7 8*3 6*7 4*3
nary

State - - - «*»

Private 5*7 8*3 6*7 4*3

6* Processing of Tea, 13*4 22*0 29*0 35*8
rubber and Coconut
State mm - - -

Private 13*4 22*0 29*0 35*8

7. Engineering- and 51*4 50*5 50*9 63*4
iuildine Jrades
State 9*7 11*8 12*1 23*8
Private 41*7 38*7 38*8 59*6

8* Other Industries 73*5 188*6 135*9 215*5
State 33*7 57*0 68*8 141*3
Private 39*8 61*6 66*7 74*2

Total,.,,,, 231*7 387*3 416*0 453*1
State 71*0 152*6 160*1 190*2
*rivate 160*7 234*7 255*9 262*9

•dour00 j Central Beak of Ceylon,
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The same pattern of lending seemed to have persisted over the yearly

increases during the last few years. The table also shows the maturity

times of the loans under the new classification for 1970, out of a total

of Rupees 416 million outstanding at the end of December 1970, Rupees

197 million or 47»3 per cent was for short term purposes of under one

year, Rupees 151•5 million or 36.4 per cent for periods between one to

five years and Rupees 67.4 million or 16.2 per cent for periods over

five years. Taking into consideration the lending patterns of previous

years,approximately 75 per cent of the Rupees 197 million short tern

advances9were for periods less than six months.

6.4.6 In concluding this section on advances it is reasonable

to believe that there has been a marked increase in the share of advances

to industry. With the increasing Government directives to the banks this

may remain at a high level, but it is too early at this stage to assume

that there is positive thinking as regards industrial financing and that

overall bank attitudes have changed. Still, the biggest share of industrial

advances are concentrated on short term lending under six months, most

long and medium term advances comprise of a few loans of large size, there¬

fore it is right to conolude here that the share of the small scale sector

in the expanding portfolio of commercial bank lending has remained small

especially where medium and long term loans are concerned.

6.4.7 Tables 45 and 44 show the advances of the banks by xate

of interest and type of security. The rate of interest on all advances

has been creeping up over the years and the median rate on advances has

also gone up from 7*5 per cent to 8 and 9 per cent for the years 1969

and 1970 respectively. This is also seen in the percentage of advances

at 8.5 per oent and above increasing from 13.2 per cent in 1968 to 20.5
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TABLE 43

(1)
COMMERCIAL PARK ADVANCES ;BY RATE OF IKTEREST

Dec.31st 1968 Bee.31st 1969 ^ec^lst 1970 Dec.31st 1971

Below

;erest Amount
Rs.Mn.

i of
Total

Amount
Rs.Mn.

io of
Total

Amount
Rs.Mn.

i of Amount
Total Rs.Mn.

?5~of
Total

3*5 20*5 1*7 14*3 1*0 6*6 0*5 6*0 0*4

4*0 2*7 0*2 4.5 0*3* 3*1 Q'2 1*6 0*1

4*5 2*8 0*2 2*6 0*2 2*0 0*1 2*2 0*1

5*0 22*8 1*9 22*0 1*5 26*8 1*9 42*6 2*6

5.5 16*2 1 *4 21*0 1*5 3*1 0*2 2*4 0*1

6*0 121*3 10*3 211*7 14*8 51*0 3*5 30*9 1*9

6*5 96*9 8*2 132*0 9*3 46*4 3*2 36*8 2*2

7*0 232*4 19*6 108*0 7*6 231*2 16*1 275*4 16*7

7*5 300*6 25*4 302*9 21*2 140*4 9*8 148*2 9*0

8*0 209*7 17*7 316*5 22*2 166*9 11*6 187*3 11*4

8*5 50*4 4*3 62*1 4*4 254*7 17*7 279*8 17*0

9*0 69*2 5*8 142*5 10*0 274*9 19*1 316*7 19*2

9*5 57*3* 5*1 11*0 0*8 52*0 3*6 91*8 5*6
10*0 n.a n.a 26*6 1.9 85*6 5.9 99*8 6*1

10*5 n.a n.a 22*1 1*5 7*8 0*5 12*9 0*8

11*0 n.a n.a 25*6 1-88 37*1 2*6 36*0 2*2

11*5 n.a n.a - - 6*5 0*5 0*9 -

.... n.a n.a 1*4 0*1 42*7 3*0 76*6 4*6

Total.... 1,183*3 100*0 1,426*7 100*0 1,438*9 100*0 1,646*9 100*0

Source: Central %ank of Ce Ion.
Botes:

* Includes advances given rates over 9*5 per cent
1.Excluded export bills purchased at current rates of exchange and cash items in

process of collection.
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TABLE 44

ADVANCES^1 I BY 'l'YPE OF SECUBITY

Dec.J1st 1968 Dec.31at 1969 Dec.31st 1970 Dec.31st 1971

Amount
Es.Mn.

# of
Total

Amount
Ke.Mn.

i» of
Total

Amount
Hs.Mn.

$, of
Total

Amount
Ka.Mn. H

Ch
ctf

0

-f*0

Documentary Bills 183*0 14.4 147.0 9-7 136-1 8-8 147-1 8-3

Govt. Securities 16*8 1-3 47-2 3-1 22-9 1-5 28-8 1-6

Shares of J.S.C's 20*9 1-6 19-8 1-3 24-5 1 -6 22-8 1-3

Time & Savings
deposits incl.
cash value of
Life Policies 50*2 4-0 73-6 4-9 50*1 5-2 52-8 3-0

Stock in Trade 268-1 21-1 315-2 20-8 289-0 18-3 361-9 20-5
Immovable Prop¬
erty 121-6 9-6 167-9 11-1 196-1 12-7 201-1 11-4

Gurantees n.a n.a 254-7 16-8 293-9 19-0 556-5 20-2

Trust Beceipts n.a n.a 139-2 9-2 118-6 7-7 106-3 6-0

Hire - purchase
Agreements n.a n.a 32-4 2-1 22-3 1-4 14-5 0-8

Plant & Machinery n.a n.a 6-6 0-4 9-0 0-6 11-6 0-7

Tractors and
Motor Vehicles n.a n.a 33-1 2-2 59-7 3.9 67-6 3-8

Pro.Notea, Bonds
& Usance Notes n.a n.a 169*3 11-2 206-1 13-3 278-0 15-8

Other Secured 542-5^42-3 54-0 3-6 52-2 3-4 70-8 4-0

Unsecured 64*8 5-1 55-4 3-5 63-5 4-1 43*4 2-5

Total... 1,268-0 100-0 1,515-5 100-0 1,544-1 100-0 1,763-1 100-0

Sources Central Bank of Ceylon.

(1) Exclude cash items in process of collection

(2) Include Gurantees, '^rust Receipts, Hire-purchase agreements, Plant and Machinery,
Tractors and Motor Vehicles, Prornmisory notes, ^onds and Usance notes.
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IL-i-LICHANGESINBANKRESOURCESMPTHEIRUTILISATION
AmountsinRupeesMillion^^

1968196919701971 ContributionUseContributionUseContributionUseContributionUse
GovernajntSector
150.9

10.1

83.0

100*4

215.0

335.6

3.5

75.1

CentralBank

2.3

14.8

89.3

-

4.3

88.3

39.8

■-

StateCorporations
-

115.5

-

85.4

44.7

43.1

27.8

62.3

Co-operatives

0.6

13.5

-

23.3

19.0

146.3

21.8

•-

OtherDomestic

.,

PrivateSector

I67.I

131.3

132.9

I42.I

363.4

_

98.8

84.1

w

InterBank

62.5

39.4

35.8

15.7

77.6

112.3

209.6

151.4

ForeignSector

7.3

10.6

27.6

1.0

9.1

7.9

7.0

35.1

Total*•••

390.7

390.7

368.&

368.4

733.6

733.5

408.3

408.0

Source:CentralBankofCeylon.

(i)Amountsroundedtofirstdecimalnumber (♦)ThisitemshowsallchangesinAssetsandliabilities
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and 52.5 per cent in 1969 and 1970 respectively.1 The table on "types

of seourity shows that the most popular form of security offered has

been stock in trade, immovable property and guarantees. In Ceylon the

interest rate structure is even more closely tied to the type of
2

security offered than in developed countries.

6.4.8 Table 45 shows the yearly ohanges in bank resources and

their utilization over the last few years. It is evident from the pattern

shown here that the cooperatives, state industry, and the overall Government

sector are the biggest uses of commercial bank resources, and in most

years their utilization of bank resources is far greater than their

contribution tc the banks. On the other hand the private sector as a

whole contributed more to bank resources than they have taken out of the

banks during these years.

6.5. THE BAliK OF CEYLON

6.5*1 The Bank of Ceylon is discussed in further detail here

as it is the oldest indigenous bank in Ceylon. Further it is state

owned and have been assigned since nationalisation in 1961;,greater

responsibility to foster the development of agriculture and industry apart

from its functions as a commercial bank. In analysing the activities of

this bank the intention is not so muoh as to pinpoint its deficiency in

industrial lending but to underline the difficulty that small firms

experience with regard to financial access to banks.

6.5.2 Chapter four outlined the early development of the

bank and its present structure. It was also stated that the development

of its lending activities to the industrial sector was very 3low.^
1. The increase in lending rates in 1970 was partly as a result of the increase

in bank rate in January 1970 from 5*5 to 6.5 per cent, resulting in a
corresponding increase of lending rates by banks, as well as an increase
in the rate of Central Bank refinance facilities to credit institutions.

2. See section 7.3.21
3. See section 4*3*6
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Table 46 below ows the proportion of advances and loans that went into

different sectors during the years I96I to I967*1
6.5*3 Keeping in mind the limitations outlined in this type of

sectoral analysis, the table shows that it is more attuned to traditional

types of commercial bank lending. In 1961 only 6.2 per cent of total

advances went into industry, and of this meagre total a greater proportion

was lent to tea, rubber and coconut processing industries and well

established large firms and state industries. Its share in industrial

lending has risen over the years, but in comparison to its increase in

deposits over these years it has remained statio, while in comparison

to the all bank average as well as the percentage share of industrial

lending undertaken by the other indigenous bank its share is lower. The

table shows the preponderance of its activities in the commercial,

financial and consumption loan sectors. The available evidence of its

loan activities for 1970 too shows that its share in industrial lending

as oompared to other sectors still remains around 10 per cent. Thus

despite the change in direction outlined by the Board of Directors in

1961, after nationalisation,and the positive criticism directed against

the bank by the Commission on its low performance regards industrial

lending,their lending portfolio has not changed much over the years.

Since 1964 the percentage of lending to industry has revolved around a

figure of 10 per cent. Therefore this static figure adds weight to the

conclusion that the bank in practice has not adopted a new policy of

industrial credit, but the total lent so far reflects only the normal

activities of the bank in relation to all sectors, as it had done over the

years.

1, The data is only upto 1967, as due to the confidentiality olause, the
3^udy has been prevented from using data that has not been published.
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(♦)

BANKOFCEYLONADVANCESCLASSIFIEDACCORDINGTOPJRPQSE
AgpuntsInRupeesMillion.

iear

Commercial
Financial

Agricultural
Industrial
Consumption

Other

Total

Amt.

%

Amt.

£

Amt

Amt.

f

Amt.

%

Asst.

>

Amount

I%I

59.4

38.5

45.0

29.2

5.9

3.8

9.5

6.2

29.3

19.0

5.2

3.4

154.3

1962

76.1

42.4

49.0

27,3

6.5

3.6

II.4

6*4

35.7

19.9

0.6

0.3

179.3

1963

133.9

56.9

29.2

12.4

10.2

4.3

9.4

4.0

14.3

6.1

38.4

16.3

235.4

(1964

122.6

49.4

40.9

16.5

II.5

4.6

26.2

10.6

17 .1

6.9

29.9

12.0

243.2

1965

116.3

45.7

33.4

I5.I

13.3

5.2

28.0

II .0

28.6

II .2

29.9

II.7

254.5

1966

122.1

44.7

38.7

14.2

14.3

5.4

33.5

12.3

37.4

13.7

26.5

9.7

273.0

1967

I4I.5

44.3

40.3

12.8

20.3

6.4

32.1

10.2

54.2

17.2

27.3

3.6

315.7

SourcesBankofCeylon.

(+)Th»figuresgivenhereshowadvancesonlyupto1967,i.e.publisheddatajthisstudyhasbeen preventedfromusingdatathathasnotbeenpublished,duetotheconfidentialnatureofsuch data.



279

6.5.4- Rven out of the total lent to industry the greater per

oentage of the total consisted of a few large loans to a small number of

well established large firms. Although specific figures have not been

made available by the bank, there is verbal evidence to confirm this

factor. This view is underlined also by the statistics provided by the

bank to the Bank of Ceylon Commission in I9^7«

"during the period under review, the bank's landing to business seems
increasingly confined to established concerns. According to the figures
made available to us, the bank's total advances as at the end of 1964
amounted to Rupees 248.2 million. Of this total, • sum of Rupees 124.2
million has been granted to 43 borrowers (including affliates and allied
interests) this amount to approximately 50.0 per cent of its total lending.
The corresponding figures as at the end of 1967 reveal that a group of
42 borrowers obtained accommodation in a sum of Rupees 171.I million, out
of total advances amounting to Rupees 3X5.7 million, that is 54.2 per cent
of the total. The bulk of the established firms are in the import/export
business and in domestic trade. These figures include loans to industry
and agriculture, in which field too, the established businessmen have
ventured out in no small measure." (Bib.51, Paragraph 78)

6.5.5 In terms of maturity time of the loans given, there was

a tendency for the bank to concentrate more on short term loans than the

all bank average, with nearly 50 to 55 per cent of the loans being under

six months, while loans over five years comprised of a very small per

oentage of the total loans portfoli®. The lommiasion in its analysis

upto 1967 found another peculiarity about the direction of long term

loans, i.e. that the greater percentage of the long term loans were for

the financing of consumption which included also loans for housing.

6.5.6 The loan assessment procedure of the bank also showed

a peculiar characteristic, i.e. the assessment of industrial loans for

different purposes were based principally on the same assessment

procedure as used for commercial and consumption loans. In terms of

security too, the bank tends to be more security conscious than any of

the other credit institutions, while they apply also more stringent

standards to acceptable security.
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6.5*7 reasons for the conservative attitude of the bank

can be attributed to five major reasons, i.e. structural, historical,

legal, intentional and extraneous. These reasons are discussed below

as it throws light on a number of deficiencies not specifically of the

bank, cut Hie credit structure of the country, and the indirect repurcussions

it has had on the availability of credit to the small and medium firm

sector,

6.5.8 In chapter four, the major limitation of the bank as

regards its activities and the subsequent removal of some of thesewere

mentioned. Under the category of structural limitations two most

outstanding limitations of the bank are its limit on advances and its

capital inadequacy. In the case of the former, the ordinance states, th^t
• the amount of the advances and loans made by the bank and outstanding at

any time shall not in the aggregate exceed fifty per centum of the total

of the amounts lying at the time to the credit of the depositors in current,

deposit and other accounts of the bank,' (section 3 (o) of part ii of the

first schedule of the Ordinanoe)

6.5.9 This was presumably introduced during the time of the

bank's inception as a guarantee against rash lending and to safeguard the

stability and the liquidity of the bank and thereby the safety of the

depositors. It was understandable during that time, due to (i) the
the

opposition to the founding of an indigenous commercial bank, (ii)pother
indigenous bank established prior to this bank erred on the side of

caution, and (iii) the absence of a Central Bank to supervise the activities

of banks,

6.5.10 In terms of modern banking functions this rule today

is illogical. In normal circumstances the liquidity level of the barns; is
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calculated in terms of the ratio of current assets to current liabilities.

In banking terms, this could be demand deposits as against very liquid

advances. Further a bank's vulnerability has to be seen in terms of its

risky assets and current liabilities matched by its capital adequacy and

total deposits. Therefore a fi*ed upper limit on lending alone will

not guarantee a bank being liquid and stable. There are different points

of view on this aspeot of liquidity, the point at issue is whatever way

one looks at it, thu limitation, by modern staiidards, position.and stature

of the bank, is too high. This not only introduces a credibility gap

on the financial maturity of the bank, but also on its management. The

important point to observe is that upto recent times the bank had not

made an attempt to get this clause removed, nor had the Government shown

ary initiative despite the fact that since 1961 the new policy of the bank

was to take an active part in lending for development.

6.5.11 The implications are that the bank seear to have been

satisfied with its total lending under the ceiling, with the greater part

of their loans portfolio concentrated on loans to Hie well established

commercial sector where the risk of default was very minute, and the

higher profit earning consumption loans. Till around I96I, the restriction

of the lending activities of the bank would not have been felt very much

as the demand for industrial loans were not very great. However, since

then there has been a rising demand for lean accomodation, therefore

if this clause is removed, the funds blocked by this clause could have been

utilised in a very profitable manner. The indirect repuroussions to the

small borrower is obvious, as under this limit Hie bans, would try to

maximise its profits and this could only be done by lending to mora

profitable and safe enterprises where the returns on investment were assured,
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and landing to those sectors where the rates charged were higher., such as

consumption loans. It also introduced the possibility for the bank to

refuse loans to those sectors which it considered unremunerative and more

risky such as small loans to small and medium manufacturing industry, on

the grounds that they have reached their maximum lending limitations. The

irreievanoy of this rule is more attentuated by the fact that this rule

is only applicable to the Bank of Ceylon. Its application today is in

fact a wastage of resources in terms of idle money, especially as tills

bank today attracts the most number of depositors. Therefore ..due to

this 50 per cent limit a certain amount of resources lie idle in the bank

for which the bank has to pay interest to its depositors.

6.5.12 The second structural limitation is the low level of

authorized capital of the bank. The protagonistsfor a Ceylonese bank

in 1935 saw the importance of good capital backing for a bank,considering

the underdeveloped nature of the country. They foresaw that the new bank

they envisaged need not necessarily follow the British banking pattern of

low capitalised banks. The banks in Britain through centuries of develop¬

ment had formed their own characteristics with deposit-capital ratios ranging

fran 25-35 to I, but/bam^/'Tn developing countries,where the uncertain!ty
factor is great.and the bank's customers perhaps have less faith in the

stability of a bank as compared to that of a developed country, a bank

has to be founded on good capital backing. Thus as mentioned in chapter

four,, the banking commission in 1931 recommended a sum oi Rs. %0 .mil.-as

authorized capital,with Rupees 10 million of it to be issued, but on

modification of the proposals the authorised capital was fixed at Rupees

7.5 million while Rupees 3 million wotetobe issued.
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6.5.13 The banks management had pressed for some time on the

capital ina3equ&oy of the bank as seen below, in a statement mads by the

previous managing director of the bank,

" the capital structure of the bank is totally inadequate for the
types of idsks implicit in large scale and long term industrial financing

I have put forward from time to time in the last few years various
proposals to adjust the capital structure of this bank in order to enable
the bank to adopt an aggressive lending policy not only for industry but
also for agriculture,* (C, Loganathan, General Manager of the Bank of
Ceylon, Daily Mirror, Tuesday ipril 26, 1966)

The bank further highlighted this problem of oapi tal inadequacy

in I96'7# but this was not altogether as a. result of a genuine desire to

lend on medium and long terra, more risky and less liquid loans,but more as

a result of the uncertainly introduced when the Government intended to

remove the restrictions of foreign bank: s7 imposed in I96I, The bank

expected that there would be a drain on its resources from its •captive'

deposits as well as other accounts to the foreign commercial banks.and

feared for the stability of the bank. On the strength of these factors,

the evidence given to the Banking Commission by the Bank's management that
* they could not adopt an aggressive lending policy because of its meagre

capital structure* seme, only an afterthought. lor, capital adequacy

of an institution is only one factor in a series of interlinking reasons

why it cannot adopt an aggressive lending policy. If an the other hand,

the desire and the motivation is absent to undertake a more aggressive

policy, a 3trong capital stx-ucture would not automatically mike the bank

aggressive in its lending policy. This argument is well substantiated

by the activities of the People's Bank founded in 1961, where the management

from the outset adopted a more aggressive lending policy with more liberal

loans, and with less stringent conditions for them. Although this bank

1• See Bib.51, Chapter 15, Paragraphs 271 - 291
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was endowed with a constitution which was quits different to that of the

Bank of Ceylon, it began businoss with only Rupees 6 million authorised

capital of which Rupees 5.2 million was issued, and within five to six

years of its existence it had caught up poreentage-wise with the Bank of
1

Ceylon in their lending to ail sectors of the economy. '

6.5.14 The other structural limitations that have been imposed

on the Bank are.,(a) prohibition to undertake hire-purchase finance. Shis

again is a clause that has outlived its purpose, especially when seen in

the light cf the fact that hire purchase finance companies vthich borrow

from toe bank, compete with the bank in attracting depositors, while at

the same tins using certain portion of bank funds in their hire-purchase

business. In other words these companies borrow from the banks at a lower

rats of interest and lend on hire purohasa finance at higher rates which

in effect means that the bank subsidises their activities without any extra

remuneration apart from the normal interest rats of loans. On the limitation

the Bank Commission recommended as follows j

"The bank is not specifically empowered to undertake hire-purchase
finance under the ordinanoe. This could be a profitable avenue of
investment. It would be in the national interest for the bank to under
take such business at lower rates of interest than those prevailing at
present for such finance in respect of equipment, machinery and durables
required for agriculture and industrial purposes." (Commission Report. ,Bib 51,
Paragraph 108)

Three years have elapsed since the publication of this Roport

and no attempt has been made to implement this recommendation.

1. The early lending policy of this bank was criticised by the Commission
appointed to examine its activities and administration. However the
criticism was directed more towards certain deficiencies of management
decisions and shortcomings on some large loans and the deairabilily
of concentrating on commercial loans and loans to industry as against
agricultural loans. Thus, the criticism doss not preclude the fact
that although the aim and direction of oredit was misdirected that
they followed an aggressive policy of lending.
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6.5*15 (b) Limits on Loans without security t The Bank

Ordinance states that, 'no advance, loan or accommodation shall be granted

for more than Rupees 50,000 without security'. This may have been adequate

when it was last raised in 1949 considering the real value of the Rupee

at that time in terms of goods and services and size of transactions, but

falls short of the maturity level of the bank and is inadequate in terms

of the value of the Rupee and other financial transactions.

6.5*16 (e) Restrictions on powers and duties of Directors

of the Bank to grant credit t At present the General Manager is empowered

to grant loan accommodation upto a limit of Rupees 100,000. This again is

a limit that has remained static despite the diminished value of the

Ceylon Rupee. The Commission rightly recommended that this limit be

raised to a maximum of Rupees 250,000. All loans that exoeed Rupees

100,000 has to be submitted to the Board for approval. This has resulted

in, eveiy loan application being referred to the Central office to check

if the total credit granted to an applicant (if allowed) exceeds the limit

on loans without Board approval. This has introduced in the first

instance a delay mechanism, while authority tends to be concentrated in

the centre. This ofoourse is a characteristic of branch banking and

there is a school of thought in developing countries whether branch

banking in the way it is organised today (which is a development of

British banking) is suitable fir these developing countries where the

economic conditions are entirely of a different character and they propose

instead a decentralised banking system. The Bank Commission analysing the

centrality of loan deoisions, recommended that the branch managers of

banks be given the authority to grant loans not exceeding Rupees 25,000

notwithstanding the provisions of this regulation, in order to facilitate

the grant of small loans without undue delay*
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6.5#17 In the sphere of historical limitations, the bank from

its inception was conditioned to assume only the functions of a traditional
A

commercial bank of British vtoagei The Managing Direotor of the bank upto

1951 was a British banker, who saw to it that the bank was run on a British

model. Deposit banking is synonymous with short term advances, high

liquidity ratios, and veiy secure advances, while investment banking with

its attendant risks is entirely a very different prospeot. Rules,

regulations,and practices of deposit banking have conditioned the banks

management and staff in its attitude towards lending and overall administration

of the bank. These attitudes have been transferred to its lending portfolio

where assessment is based on predominantly deposit banking principles,

where cautiousness has become the prime motive* These principles more

often than not would nullify even a good prospective loan to industry.

Finally the bank*s management keeping in mind the objections and pessimism

expressed by those who opposed the establishment of the bank have always

desired to prove them wrong by being even morecautious than even present

day deposit banks. On this aspeot the Commission Report observed thus,

" On the whole, we find that the main burden of the evidence tends to
show that the bank has erred on the side of caution in its lending. The
bank which was established in the aftermath of the great depression of
1928-1932 oommenoed its career in the knowledge of the all too brief
history of two previous bank ventures in Ceylon - the Bank of Ceylon
of 1841 which had an independent existence of only four years and the
Bank of Colombo which commenced business in 1917 and closed its doors in
1921. It is quite natural that with this background, the bank adopted a
cautious attitude to lending and tended to safeguard itself at every
step with adequate cover. The development of a conservative loans
policy was the logical sequel" 2

6.3*18 There are a number of legal limitations which are

imposed on the credit institutions in Ceylon of which a few apply only to

the bank of Ceylon. These are, (a) absence of 'parate' execution in the

1* See chapter 4
2. Bib. 51, paragraph 195
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oase of mortgagees of immovable propertyj i.e. the right to sell aqy

property mortgaged without having recourse to a court of law. The

absence of this right only in the case of Bank of Ceylon retards its

activities in the field of lending, for in the case of default the bank

has to take legal action to recover the losses. It took, usually a number

of years for the court; to reach a decision. For example, there have been

oases where the immovable property under dispute especially in the case

of machinery had outlived their usefulness and thereby fallen in value

by the time a settlement was reached by the court.

6,5.19 (b) Pawn Brokers Ordinance, Debt Conciliation Ordinance

and the Money Lending Ordinance s These ordinances were enacted to proteot

debtors from usurious money lenders. The bank, not being a type of money

lender which these Acts envisaged, these limitations become anachronoistio

in its present application to the premier Bank in Ceylon, while in terms

of modern commercial banking practioes are utterly irrelevant.

6.5»20 The legal limitations that apply to all credit

institutions in Ceylon are the following ;

(i) The Tax Ordinance under the Inland Revenue Act

(ii) Registration of Documents Ordinance, creating a Fidei Commissum

or Trust

(iii) The registration of old deeds and documents Ordinance

(iv) The Mortgage Act

The repurcussions of these enactments on the lending activities

of credit institutions will be dealt with in chapter 8.

6.5.21 The extraneous factors that contribute to lending

limitations of the bank are also common to all other institutions. Fore¬

most among them are the changing economic activiiy of the country, policies



288

of different politioal parties that fom the Government at different

times, fiscal policy, monetary polioy, all of which necessarily affeot

industry and affect in turn the lending institutions.

6.5.22 The reasons coming under intentional,are a result of

a combination of all factors mentioned above. The structural, historical

and legal limitations have made the bank liquidity conscious and conservative.

The result has been that the bank has been satisfied with lending to well

established borrowers where risk is at a minimum. As small firms and

industrial lending are associated with more risk and less liquidity they

have'as far as possible avoided the possibility of lending to venturesome

small units 7and have been quite satisfied with the profits they make by

their business with well established customers.

6.5*23 In concluding this section on the activities of the

commercial banks and their applicability to this study the following salient

observations emerge,

<i) That commercial banks have principally concentrated in finanoing the

commercial sector , with an average of around 75 per cent of their lending

activities concentrated in the commercial and financial sector. Despite

the declared intention of the Government since 1961, for the two indigenous

banks to take a more active role in the financing of agricultural and

industry, the movement towards this goal has been restricted due to the

five factors mentioned above. Thus banks have not been able to achieve

the rapid transformation expected, i.e. from the classical deposit/exchange

banking traditions to a hybrid stage of exchange cum investment banking,

(ii) All banks have kept a high level of liquidity. This has been due

to the early direction of development character!sties of the banks, and the

high levels of reserve requirements desired by the Central Bank. Although
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there has been an increasing level of loans and overdrafts granted to the

industrial sector, this increasing "trend has to be discounted by their

growing volume of deposits and also the depreciated value of the Rupee

when comparing their activities from one year to another.

(iii) Basically, most commercial banks concentrate on short term self

liquidating advances and overdrafts. However, in recent times there has

been an increasing trend in loan advances to the industrial sector, as

well as, lending for longer periods than six months. Though exact

figures are not available, by a process of deduction from available infor¬

mation, it has been possible to establish, that out of the accommodation

provided to the industrial seotor, approximately 33 per cent of the

advances were for periods less than six months, 25 per cent for periods

between six and twelve months, 22 per oent between twelve to thirty months,

about 14 per cent between thirty to sixty months, and the balance 6 per

oent for periods over sixty months or five years. Of these loans those

ranging from periods over thirty months, most were large block loans to

established industry, which in terms of this study could be termed large,

and there is reason to believe that even in the case of those ranging over

one year the same pattern is prevalent.

Thus it would seem that the present lending patterns especially

in the case of medium and long term loans are definitely biased against

small and medium sized small firms, particularly those which in terms of

age are young. It is only in case of short term funds that small firms

find some access to bank funds. Some of the reasons for the direction of

funds been mentioned in the preceding pages and will be analysed further

in chapter eight.

6.5.24 In fairness to the banks, it oan be said that the banks

in Ceylon have always kept to the four main principles of deposit banking
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as found in Britain. These are (i) safety, (ii) liquidity, (iii) dispersal

and (iv) remuneration.

6.5.25 Safety is the most important guiding principle of all

advances. This is as a result of banks funds being mainly derived from

the bank's depositors to whom repayment has to be paid on demand. As the

depositors are drawn from the general public, the business of banking rests

upon a foundation of public trust. Thus advances are ideally granted to

able borrowers who can repay from reasonably safe sources within a relatively

short period. Although the bank lands with the expectation that the

borrower will repay the advance within the stipulated time, security is

considered as a further safeguard of their funds. Technically, the banks

do not grant accommodation strictly speaking against the security. The

security is obtained by the bank to be available in case of need if some

thing goes wrong, while in the normal course of business they do not look

to the security for repayment.

6.5.26 The need for security postulates an arrangement at the

outset of every rdvanoe for repayment within a reasonable time. However,

good the security offered, and the means and standing of the borrower,

regular repayment of the loan to liquidate the loan is the basis upon which

the advance is made, Funds thus released allow fresh advanoes to be

granted to meet tire demand of all other creditworthy customers.

6.5.27 Lending is dispersed among creditworthy borrowers to

reduce risks. The banks make it their policy to spread their activities

over a wide field as possible and it is a natural outcome of avoidance cf

risks that sectors they do not well know or have experience in,are pushed

to the background.

6.5.28 Finally it has to be kept in mind that banks are not

philanthropic institutions, one of the foremost motives for the existence
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of the banks is to make a profit. Interest on advances is their main

source of income, and they would not consider providing facilities whioh

did not produce a reasonable profit# It could be said that the banker

tries to cover in his income the following :

(a) interest on part of the monies deposited with him,

(b) depreciation and improvement of buildings, staff and customer facilities,

(o) staff salaries, pensions, eto.,

(d) funds for reserve and contingency funds,

(e) profits for stockholders in case of private banks.

As the banker's advances are relatively the most remunerative of his

assets, this factor influences a great deal the rate oharged to borrowers ,

and the direction of their lending7and the type of landing they indulge in.

6.6. FINANCE AND HIRE lURCHASI HOUSES

6.6.1 There is not very much the hire purchase finance

companies have done in the way of financing of the industrial sector, nor

are there ary definite policy patterns regards industrial landing.

Therefore, any loans that went into the industrial sector were more

accidental the course of normal business of these organisations.

They preferred to finance business they knew well, i.e. hire purchase

finance of motor vehicles both private and commercial vehicles. In recent

times they have begun to concentrate more and more on land sales whioh

for them have become really lucrative business. The firm survey proved

without ary doubt that many small businesses turn to these companies

to bridge temporary financial shortages. But no firm is really prepared

to talk about it, as there is a peculiar belief that persons turning to

these companies do so only as a last resort and they are less creditworthy,

however, as shown later this need not be necessarily true. The survey
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findings were consistent vdth that of the findings cf the Central Bsnk Survey

(see section 4.5*9) that the total lent on hire purchase finance to industry

was insignificant. However, it could be said that all hire purchase

financing they did were with very small firms.

6.7. THE INDUSTRIAL DEVELOPMENT BGABD

6.7.1 The Industrial Development Board. (IBB) was set up in

1966 under the State Industrial Corporation Act of 1957. Originally the

functions alloted to it were as follows :

(a) Provision of industrial services such as training facilities, technical

improvement, market promotion, product research

(b) Provision of particular needs of industry 3uch as materials and

equipment, and capital and credit,

6.7.2 In April 1970, the IBB was reconstructed and was there-
■Develcprrieirvfc

after called the Industrial/Board of Ceylon (IBBC). New functions were

added to it, in addition to the ones described above. These were,

(a) Function of promoting industries

(b) Coordination1 of their growth

(c) Postering exports and regional cooperation

(d) Advising on industrial policy

6.7.5 Prom -the activities enumerated above, it would seam that

it was set up to fill an important gap in the industrial structure of the

country. In effect it was to function as an advisory and service

institution providing all the ancillary services needed for successful

industrialisation. However, subsequent events have shown that it never

took off from its planning stage, to be a practical institution. The fault

was not in the very commendable and important functions alloted to it, but

as a result of the faults in the internal structure of its administration,
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staffing, especially in the higher management levels?and the 'ugly head*

of politics entering into staffing and its administration. The failure

of this institution has set back the development of industry to a

considerable degree, for its failure has resulted in the non-implementation

of the activities alloted to it and introduced an apparent 'black cloud'

to the reintroduction of these aotivities in the IDBC itself or any other

institution,

6.7.4 The aotivities of the IDBC is best described, by

referring to the observations made by the Committee appointed by the

Minister of Industries, in July 1970, to examine and report on certain
4

matters relating to the IDBC.

6.7.5 In analysing the activities of the IDBC the Committee

divided its activities into eight main functions. These were as follows?

(1) The Industrial Supplies Function

(2) The Credit Function

(3) The Information Function

(4) The Technical Service Function

(5) The Training Function

(6) The Research Function

(7) The Marketing Function

(8) The Industrial Estates Function

6.7.6 The Industrial Supplies Function ». The early IDB and

the reconstituted IDBC -wore empowered with the function of assisting

industry by securing its needs of materials and equipment. This function

if properly planned and administered, would have fulfilled a much needed

want in the industrial seotor of the country, especially, in the case of

1. Unpublished Committee Report - 3rd September, 1970
Ministry of Industries, Colombo.
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small and medium sited industries. This function was never fulfilled by

the IDBC. The Committee observed as follows :

H The Ceylcn Chamber of Small Industry, in evidence before us, stated
its particular disappointment that the IDB had failed to discharge their
functions. Apart from some information about overseas souioe of supply
occasionally provided callers or correspondents, the only recorded
activity relates to the processing of orders for Indian machine tools under
the credit provided by the Government of India in 1967. There is also
some mention of assistance by way of collecting of information etc.,
provided to the Ministry of Industries. Little else worthy of mention
appears to have been dona (Committee Report, Page 2)

b.7.7 The Credit Function ; The original IDB was vested with

the funotion of providing capital and oredit to industrialists, while the

IBBC was alao vested with this power, with the added resi>onsibIIity that

the capital grants should be only made available to small industrialists.

It is also important 'to notes here that What constituted a small industry,

was never established. Nothing vary construetive was done during the

years that this section functioned as a special division of the IDB and

the IDBC. One reason given was the prevention of the IDB from entering

the field of finance due to the restrictions imposed on it by the Stat®

Industrial Corporation Act of 1957. Its active.tins were therefore limited,

to provision of hire purchase finance facilities. This they did, with

a loan of Rupees 3 million granted by the Treasury. The beginning and

termination of its leasing activities ended with this sum, Atts mainly

to a number of reasons principally in the region of the structure and

administration of the whole institution. Wife this sum loaned by the

Treasuxy, fee IDB processed and approved ISO applications for disbursement

totalling Rupees 3,320,890. Initially fee upper limit of loans stood at,

Rupees 50,000 or 75 per cant of the value of machinery to be purchased,

whichever was iov.or, to each applicant, this limit was subsequently raised

to Rupees 75,OOC.
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6.7.8 During this time, it also ventured on a scheme of

credits to industrialists who sought the assistance of the Small Industries

Servioe Institute (SISI).1 The scheme envisaged the provision of machinery,

dyes, and moulds ordered from the SISI on the personal security of the

purchaser and an additional surety, and the deposit of 20 per cent of its

cost upto a maximum loan limit of Hupees 20,000. After only two such loans,

title scheme was discontinued. The reason for this is not clear, but the

reason given to the Committee of Investigation was that the SISI 'could

not effectively oope with -the orders.'

6.7.9 The Information Function t The investment information

centre was set up in 1967, aimed at dissemination of information, advice

and counsel to local as well as foreign investors. They envisaged to

provide information on Government industrial policy, departmental

procedures and import and export oontrol, exchange control, oustoms and

tax requirements. This function was apparently carried out with some

success, although the Committee was critical of some of the publications

of this division, due to the apparent costliness and the practice of

publishing them only in English.

6.7.10 The Teohnioal Services Function s This important and

necessary function was faultily administered from the start. In fact the

IDB in setting up this servioe took over an institute, i.e. SISI, which

was a going concern and brou^it its activities almost to a standstill.

The Small Industries Services Institute was established in 1962 with

machinery gifted by the Industrial Labour Organization. It constituted

a workshop, a foundry, a design section and an extension section.

When the IDB took over the administration of the SISI, a full time director

1. The SISI was a separate going concern taken over by the IDB
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from outside the ranks of the public service appointed in 1966 was in charge.

The Committee in analysing its activities observed as follows,

"Evidenoe led before the Committee indicates that Dr.lSahadeva had
worked out fairly definite plans for the development of the SISI as a
technical services agency and that he generated some optimism among its
workers and staff about the future. Unfortunately, lack of understanding
with the Board led to his resignation in October I§6?. Since then, the
SISI has not had a single full time Director and hat as many as four
acting part time directors. It is not surprising that its affairs have
deteriorated steadily. ..... .........

The SISI has carried on sinoe Dr. Mahadeva's departure by the
performance of odd jobs for idle larger firms able to commission its
services. Some advice has also been proffered to small industrialists
on installation and operation of industrial machinery. "
(page 6)

Thus once again administrative bungling has almost brou^it

to a halt a function that would have been a real boon to small industiy.

6.7.11 The Training Function : This function which was

vested in the original IDB failed to 'take-off* for a number of years and

it was aotivated only when the Government in February 1968 came to an

agreement with the ILO/UHSF to set up a Management Development and

Froductiviiy Centre, which was initially to be staffed with foreign experts

with the prospect of local personnel understudying and replacing them.

The centre proposed to provide training courses and seminars on industrial

management. It began well with an array of courses and seminars.''
6.7.12 The shortcomings of the activities of this function of

the IDB is bast illustrated by quoting the observations made by the

Committee.

"No real consultancy work has been undertaken by the centre so far,
though there were eleven assignments of a limited survey and advisory
nature. ....Itis significant that the work of management training
performed by the MDC has been restricted to the larger industrial
sector in the main. Most of the firms could well have done without the
MDC1s services. Only superficially can this be attributed to the high
fees charged by the MDC's training courses. As a witness said in evidence
before the Committee, a truer explanation appears to be neither the MDC
nor the IDB itself has as yet enquired seriously what are the real problems
of management in Ceylon. As a result there is a lack of local bias in
1. Twenty courses were held in 1969 with an equal number of seminars with

a total participation of about 1,200 people.
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the MDC's courses." (Page 7)

6.7*I3 This criticism once again strengthens the observation

made in this study earlier that a frequent mistake made in developing

countries of importing experts and methods used, from industrially

developed countries vdthout first ascertaining the needs, goals and

limitations of the recipient country, (see section 1.7)
"The same witness declared it as his emphatic opinion that the

mo3t urgent need of industry in Ceylon was not for trained top management
personnel but for adequately trained maintenance personnel, especially
in the minor supervisory grades. The failure of the MDC to recognise
this may not be merely accidental. There appears to be a class bias in
the approach to management training that concentration on top management
and pays little importance to the use of popular languages. The
suspicion of this increase when it is also remembered that tie trade
unions have been completely excluded from consultation in the work of
the centre. (Committee Report - Page 7)

6,7.14 This study does not fully endorse the opinion quoted

by the Committee, mentioned above. In the light of evidence there is

need for training at all levels, i.e. from top management levels to the

bottom rung in the shop floor. The training should comprise of all

aspeots of the anatomy of the firm, from administration of the overall

unit to training in financial management, production management,

personnel management, training on technical skills at all levels,

understanding relationships between employer and employee, productivity

and wages, the products of the firm and those of its competitors, and

finally the relationship of the firm and its activity to the overall

economic development of the countzy.

6.7»I5 Once the need for training in this functional and

seotoral basis is seen, it would become obvious who should be trained,

in what. The misdirection of training as documented by the Committee

would not have taken place, if in the first instance there was atleast

an administrative demarcation of industiy according to size, and an
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investigation made on this basis, prior to the actual programme on the

needs of each sector of industry according to size, and the special

needs of each sector in the fields mentioned in the previous paragraph.

6.7.16 The Research Function : This function vested in the

1DB, made it responsible for the fostering of industrial research, with

the object of utilising the natural resources of Ceylon, improving the

technical processes and methods used in industries, developing appropriate

technology and equipment for local industries, and discovering processes

and methods for the better utilisation of waste products. The enormity

of these functions vested in this objective, naturally envisages an

institution with large technical skills and resources in terras of

equipment and personnel. The IBD had neither, the only two divisions,

i.e. the economic research division and the Technical Services Institute

(previous SISI) had neither the staff, time or the ability to facilitate

research investigations to fulfil the above requirements.

6.7.17 Although none of these functions got properly under

way, the Committee underlines the vexy valuable work undertaken by the

Eoonomio Research Division. It would seem that atieast this function of

the IDB was a qualified success. The Committee enumerated its most

important contributions to industry as follows,

"The Economic Research Division commenced functioning from early
I967» Its officers did useful and valuable work as Secretaries to the
various industrial panels. They also serviced ten industrial sector
working groups which oollected and supplied the industrial data
required for the input-output planning model of the Ministry of Planning
and Economic Affairs. A painstaking survey of the industrial potential
of the Gal-Oya Valley was prepared and published in 1968. Moreover in
the early years when the marketing and export promotion function was
within its purview, it prepared an export catalogue entitled *Quality
products from Ceylon'. In 1969 a comprehensive teehno-eoonoraie survey
of the regional industrial estate at Pallekelle was done by this
division. It also did another survey of industrial waste products in
Ceylon for the Ministry of Industries. Some officers assisted a
Japanese survey team which made an economic evaluation of the Devehuwa
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colonisation scheme. A few other adhoc assisgnments were also undertaken
by the division."

However, a serious shortage of adequately competent personnel
appear to have been a constant handioap. . . . ."

With the limited resources available, and despite the lack of a
clear sense of direction, tee type and quality of economic researoh
undertaken by the IBB is commendable." (Pages 8 and 9)

6.7.18 It is apparent that the Committee in enumerating the

activities of the research division and in commending its activities

brings to light an important pre-requisite for e services institute, whioh

however seems to have been overlooked by them in their final conclusions.

The four important pre-requisites for a successful service institute are

the following, in the order of priorities :

(A) Researoh which include both desk and field research

(B) Analysis

( C ) Di s semination

(D) Application

6.7.19 The importance of fulfilling these four objectives is

spelled out in chapter nine (see section 9»2.A4). It would suffice here

to say that the IDB was partly successful in achieving the first and the

most important objective. It is ti*ue that the research undertaken was

limited in scope, direction and application, but this was more to

functional inadequacy of its management, limited direction and the

confusion at the top. What one must emphasize here is, that a good idea

and an urgent necessity in the industrial structure of the country need

not be shelved, due to the administrative inefficiency of its top

management and lack of forethought in the planning stage of the institution.

6.7.20 The Marketing Function s The original IDB was vested

with the promotion of marketing of manufactured industrial products both

at home and abroad. Here again useful preliminary work was done by this
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division. Its activities were recorded by the Committee as follows :

"The Marketing and Export Promotional Centre (MEPC) has provided
advisory and information services on matters such as commercial legislation,
import duties, export incentives etc. Otherwise, its work has been mostly
confined to obtaining information on export possibilities largely from
various Trade Missions abroad. This was done by channeling requests
through the Ministry of Commerce to various Trade Missions abroad - a long
process whose inevitable delay could not have led to satisfaction in -those
requiring the information.

With regard to local marketing the Centre preoccupies itself in
assisting the Ministry by obtaining data of costs, prioes and marketing
of local industrial produots. Such studies were made in respect of about
20 to 30 local industrial products ....
...... No doubt, several local persons were assisted by providing
information on export possibilities but this information could and should
have been provided quicker, if not better, by a properly organised
Ministry of Trade. On local marketing certain useful preliminary studies
have been done and this probably is the first time that a State sponsored
organisation has made any studies in this field. Here again the scope had
to be limited due to inadequate staff and the assignment of existing
staff to various external assignments." (Page 10)

6.7»2I Here again this study is in basic disagreement with

the observation of the Committee that the market information could have

been left to the Ministry of Trade. One would agree, that basically

marketing and export promotion are two legitimate functions of the Ministry

of Trade among many others. But it is also important to point out, that

the function of trade of the whole country encompass such a wide variety

and array of work that the small demand of a few manufacturers would tend

to get lost in the bureaucratic structure of a large Ministry, Therefore,

it would seem better, that a separate body, concentrate on the special

needs of the emerging industrialists especially those of the small and

medium sized manufacturers with the active cooperation of the Ministry of

Trade. It is only then that these needs could be administered with the

urgency and importance it deserves, as a special body that is specially

empowered with specific functions would have the necessary drive and

commitment to do so.



501

6.7*22 The Industrial Estates Function : From what the

Committee observes it would suffioe here to say that Hie IDB was 'left

carrying the baby* for the planning mistakes of the relevant ministries

in the initial planning of these industrial estates. The Committee criticises

the role of "the IDB for the misfortunes of planning of the industrial

estates by stating, 'it is extremely regrettable that a professional body

like the IDB should have permitted itself to be bulldozed into setting up

the Pallekelle, Boosa, and Atohuvely industrial estates without prior

investigation of these projects.' This observation is not entirely fair,

due to the fact that in practice the IDBC was never a separate entity of

its own with a permanent full time Managing Director. As the Committee

investigation found, the Chairman of the Board of Directors of the IDB,

who was at the same time the Director of Development of the Ministry of

Industries and Fisheries, had the final say in all the activities of the

IDB. In effect as the Committee also observed there was no delegation of

authority to any one below him. Therefore the only conclusion one could

come to, was that, the IDB despite its battery of functions and despite its

creation as a State Corporation acted most of the time as a sub-department

of the Ministry of Industries.

6.7.23 In conclusion it has to be said, the apparent failure

of the IDB to become a viable institution was not the fault of the functions

delegated to it, but the fault of its general structure and its administration.

Added to this when an independently constituted body is made to become

'everybody's dogsbody' the result would obviously end in disaster. In the

terras of an analogy, it would not suffice to find fault with the fruit a

tree bears, if no heed was given to the care of this tree from seedling state

to maturity. To right the fault, three alternatives are open, either to
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cut the whole tree down,or be satisfied with the fruit it bears, or grow

another tree of the same kind with adequate care from the first stage.

Alternative three in "the view of this study is the most important, for

the functions vested, in the IDB were important and necessary for the success

of industry in the country.^ Thus it is of paramount importance that a

new institution should rise up from the ashes of the old. Therefore this

study endorses the recommendation of the Committee to make the IDB confine

its functions to the promotion and development of small and medium sized

industry. However, this study is not entirely in agreement with functions
2

proposed for this Small Industries Development Board by the Committee.

6.8. THE DEPARTMENT OP INDUSTRIES
SMALL INDUSTRIES LOANS SCHEME

6.8.1 This scheme envisaged to provide financial assistance

to individual industrialists, industrial workshops, industrial cooperative

societies and Unions. This scheme was given prominence around 1962 and

was put into operation by the Department of Rural Development and Small

Industries. The basio features were a system of loans on plant, machinery

and equipment to be purchased on hire purchase basis, without the usual

requirements of seourity. Only handicrafts, cottage industries, and small

scale industries were eligible for financial assistance under the scheme.

Loans were granted both for the development of existing and the establishment

of new units. Individual loans had a maximum of Rupees 3000 vhile

cooperative unions had no upper limit.

6.8.2 This scheme was terminated in 1968, Its failure was

due to its structural weaknesses, that were built into the system from the

start7and shoddy administration. For example, there was no assessment of

1. By industry it is meant here, more the small and medium sized firms
than large private and State industries.

2. See section 9.2.
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loans on the basis of creditworthiness, eligibility or usefulness, neither

wens the bona-fides of the collateral or that of the loan guarantors checked,

nor did the scheme ensure a legally 'water-tight* contract or agreement.

Prom available evidence, loans seem to have been granted, to any person

who called himself an industrialist and had the recommendation of the

Government Revenue Officer of the district, and an inspection report from

one of the Department's inspection officers. In some instances even if

the inspection report was adverse it was ignored. The overall result has

been a scandalous waste of resources. Nearly Rupees II.5 million was lent

over a period of six years and by mid 1971 there was still a sum roughly

around 8.5 million outstanding. Due to the absence of even a proper record

of the loans given and dues collected, there is a likelihood of nearly

half the outstanding loans being written off as bad debts.

6.9. THE DKPARTMKNT OF SMALL INDUSTRIES

6.9.1 In considering the activities of this Department only

a passing reference is given here, as today this term 'Small Industries'

when applied to this Department becomes a 'misnomer'. Today it deals

with only cottage industries and handicraft industries. There are neither

advisory functions nor financial functions provided by it to the small

industries. Its activities are concentrated more on the administration,

management and organisation of hand-loom and power-loom textiles and

cottage industries.

6.10. THE SHARE MARKET

6.10.I Chapter four outlined the development of the market

and its present limitations. The present activities of the market do not

help the small and medium sized industrialists to raise funds throu^i new

issues. This is a consequence of the high cost and the limited number of
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buyers. The latter seem to contribute aa much as the oost of flotation,

to keep the prospective industries away. As a result of the insular nature

of the market, stocks quoted in the market are closely held by 'well to do'

groups of investors and any new shares that come into the market, are always

snapped up by the 3elf same groups.

6.10.2 The result has been that small entrepreneurs are

apprehensive about opening up their companies to these powerful groups,

because of the fear that even with less than controlling shares, these groups

with their powerful financial backing and influential status in the society,,

are likely to influence the business deoisions of the firms, usurping real

control from the original owners. Another reason is that most entrepreneurs

who had started small,and through their own labor and effort has brought

the firm into a state of growth.are extremely reluctant to open up their

firms to outside equity holders. Finally, the low velooity of circulation

of existing stock and the depressed share prices of existing stock due to

reasons given in chapter four, has resulted in the dearth of new investors

in the market.

6.II. DEPARTMENT OF INLAND REVENUE
(TAXES. INCENTIVES AND OTHER FISCAL MEASURES)

6.II.I There are a number of taxes and fiscal measures which

apply to industry as a whole, out of which some are unfavourable to the

small firm. It is not the intention here to survey the whole tax structure

but only an attempt is made to outline those that directly affect small

firms. They are,

1. Tax holidays

2. Business turnover tax

3. Income tax

4. The FEEC scheme
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6.11.2 The iiovernment introduced tax holidays for industrial

undertakings which commenced production prior to April 1969 and to those

undertakings vshioh commenced production on or after first April I969. In

the case of both groups the profits of the firms are exempt from tax for

a period of five years from the date of commencement of production or

manufacture, while at the same time all dividends declared out of the exempt

income during the period of the tax holiday are exempt from income tax

in the hands of the shareholders.

6.11.3 In the case of the former group they would qualify for

this exemption, provided they satisfy the following conditions,

(a) it must be an undertaking for the production or manufacture in Ceylon

of goods and commodities,

(b) the undertaking mu3t not be formed by the splitting up or reconstruction

of an existing business,

(o) the undertaking must employ more than twenty five persons

(d) the goods or commodities produced or manufactured by the undertaking
A

must be certified to be of satisfactory quality by an authority

(e) the prices at which the goods or commodities are sold must be certified

to be of satisfactory quality by an authority,

In the case of the latter in addition to the above conditions

the following conditions have to be satisfied.

(f) the undertaking should have obtained approval fr-om the Director of

Industrial Development prior to second August 1968

(g) acquired or entered into a contraot to acquire land or acquired or

entered into a contraot to acquire plant, machinery and fixtures or

acquired or erected or entered into a contraot to acquire or erect a

1. If and when an authority is prescribed for this purpose.



306

factory building for the purpose of the undertaking.

(h) the undertaking should commence production before a date specified by

the Director of Industrial Development.

6.11.4 The conditions (b) and (c) above tended to exolude many

small firms from qualifying for this exemption. In section 7.I.I it is

mentioned that some oonverted their early businesses into manufacturing

ventures, these were also precluded from qualifying for this exemption.

Clause (c) effeoted most small firms as at the commencement of mary

businesses the number of employees were less than twenty five persons.

6.11.5 Those small companies that had to pay tax, were however

given relief on the following basis, i.e. (1) when the issued capital of

a resident compary does not exceed Rupees 250,000 at any time during the

year preceding the year of assessment, then, (a) if the assessable income

of the company exceeds Rupees 50,000 the tax payable is restricted to one

half of the company rate, that is 25 per cent of the assessable income,

(b) if the assessable income of the company exceeds Rupees 50,000 the tax

payable is restricted to the aggregate of (i) 25 per cent of Rupees 50,000

and (ii) taxable inoome less Rupees 50,000.

6.11.6 Clause (l.b) above in certain circumstances would be

diametrioally opposite to a tax relief. In terms of a hypothetical example

if a oompany has a taxable income of (say) Rupees 80,000; in the case of a

oompany without tax relief, 50 per cent of this inoome will be liable for

tax, i.e. Rupees 40,000. On the other hand, in the case of a company

qualifying for relief (oase (b) above) the first Rupees 50,000 will be

taxed at half the company rate which is Rupees 12,500 and the balance

Rupees 30,000 (Rs.80,000 les3 Rs.50,000) will be taken as tax, making a

total of Rupees 42,500, thus making the company with the tax relief pay
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Rupees 2,500 more than the former. Therefore this exemption would be

outside those fast growing small and medium sized firms, which are those

very firms the tax authorities intended to give assistance. Thus the tax

incentives fall outside some of the nascent firms which need assistance

at the initial stage of the business,as a result of clause (b) and (o)

of the qualification measurements, while in the case of special assistance

to small firms clause (b) above exempt the rapidly growing firm.

6.11.7 Another tax which affects small firms is the Business

Turnover Tax. This is payable by every person whose turnover from a business

(including the business of a manufacturer) carried out by him in Ceylon,

is not less than Rupees 100,000. Certain businesses are partly exempt from

falling within this tax, for example, the production of industrial machinery

and a few consumer goods falling under the 'essential* category, i.e. products

of milk, sugar etc. In the case of manufactured goods, the taxes are

levied with differential rates on 'specified' goods, with the percentage

of tax ranging from I to 10 per cent. According to the items listed

considerable amount of small and medium sized manufacturers fall into the

10 per cent braoket.

6.11.8 Among the fisoal measures that affected the small and

medium sized firms more than large firms, is the Foreign Exchange Entitlement

Certificates (FEECs) scheme introduced in 1968. The purpose of the scheme

was mentioned in section 2.5»6. On the whole it has been a successful soheme

and is an intelligent piece of legislation. However, any successful scheme

has ijfs disadvantages and most of these disadvantages fell to the lot of

the small firm. The small firms were hit in the following manner. Prior to

the introduction of the scheme, firms importing items of raw material were

subjected to pay a license duty of 10 per cent of the CIF value of the goods
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imported, in most cases the bank were ready to lend this sum to the

importer to clear the goods from the Customs' warehouse. The introduction

of this scheme subjected the importer to pay FEECs for eveiy Rupee of

foreign exchange used (the rate being a premium of 55 per cent on every

Rupee value of the import).

Taking a hypothetical case, for example, if the CIF value of

the good3 were £100, prior to the introduction of the goods, the importers'

commitment was a duty of 10 per cent or £10. Once the scheme was introduced

the importers' commitment was a duty of 55 per cent or he had to find funds

to the amount of £55» which meant an increase of 45 per cent from the

previous level. Earlier the banks were ready to accommodate the firms to

raise the 10 per cent duiy^but the banks with the introduction of the scheme

refrained from providing accommodation. Thus many small and medium sized

firms found it extremely difficult to raise funds. There is considerable

evidence to support that small firms were hit hardest by the FEEC scheme

especially during the first few months of the introduction of this schema.

6.12. THE CENTRAL BANK OF CEYLON

6.12.1 Central banks in most developing countries, apart from

their traditional roles of Central banking, have to play a more active role

in the economic development of the country. This is a view that has gained

more support in recent years due to the underdeveloped nature of most

financial institutions in developing countries. The problems in developing

countries is amplified due to the needs of rapid development in eveiy sector

of the economy. Thus while all sectors with the active aid of the Governments

are striving to accelerate the process of development, financial institutions

have opted to remain conservative and develop on the lines of institutions

that are in existant in developed countries. This position would have been

justified if the country also envisaged economic development over a long

period of time with a time span of, for example 100 years.
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However, as this is not the case, the desire for, and the action taken in

moving the economy as rapidly as possible as outstripped economic activity,

ahead of the activities of the banks. This has created a gap between the

ability of the institutions to meet the financial needs of the economy.

This is the main reason why there is a strong case for the involvement of

the Central Bank, in the development needs of the country, instead of the

Bank limiting its activities to its traditional role. Therefore one of its

functions ought to be to take an active role in moulding the banks and

other financial institutions according to the requirements of the economy

by direct and indireot encouragement of the institutions to deviate from

their traditional roles which they have espoused from activities of

similar instiutions in developed countries.

6.12.2 At the present time the activities of the Central Bank

does not specifically enhance the availability jf credit to small and

medium sized firms. The survey showed that the credit restriction

policies of the Bank affect in the overall the small firms more than the

large firms. This is so, despite the Bank exempting advances of not less

than three year duration granted for the development of agriculture and

industry from coming within credit ceilings applied to commercial banks

from time to time. This is due to two main reasons, (i)In times of

general oredlt restrictions small firms are affected due to the raising of

the already strict standards for loan qualification, while there is the

likelihood of the banks to satisfy more established customers.

(il) The development loans whioh are exempted from the ceiling does not

specifically direct the banks to lend only to small and medium sized

industry, as a result in the scramble for accommodation the larger firms and

the subsidiaries of the larger firms get the better of the independent

small and medium sized firms.
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6.12.3 Since 1964, the Bank has operated a new scheme of

refinance facilities for hanks and other long term credit institutions.

This was undertaken with a view to stimulate the flow of medium and long

term credit for the promotion of development of industry, agriculture and

commerce. Term loans given by banks and other institutions for these

purposes were refinanced by the Bank oa the strength of prommistory notes

payable on demand and secured by the pledge of the debt owed to the lending

institution by the borrower. As in the case of other directives the

generality of the provision does not in any way guarantee that more loans

are given to the small and medium firm sectors, but these firms have to vie

with others in a tight race for accommodation. As the loans are given on

vezy conservative and striot levels of security which distinctively favour

the established large firm which in Ceylon are the firms that could qualify

for accommodation for a loan in normal circumstances. Further the refinance

loans which are given to the only institution that does a considerable

amount of industrial lending, i.e.DFCC, go to large firms as their minimum

loan limit is Rupees 100,000.

6.13. THE AGRICULTURAL Aid) INDUSTRIAL CREDIT
CORPORATION

6.13.1 The AICC commenced business in 1943 with the primary

purpose of granting loans for purchase and redemption of debt of properly

to individuals and corporate bodies for agricultural and industrial purposes.

As table 47 shows, in it3 first twenty five years of existence the total

lent to industry has been insignificant and the bias in lending has been

towards agriculture. For example, of the total lent from 1943 to 1970 of

approximately Rupees 117,379,000 only a sum of Rupees 16,745,000 or

roughly 14.2 per cent has been lent for industrial purposes. Even of this

meagre total of Rupees 16 million, nearly Rupees 9 million was lent to the
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TAHLE 47

AICC - LOAMS GRANTED BOR AGBICULTURAL AMD INDUSTRIAL PURPOSES

(from inception - 1943 to 1970)

Period Agricultural Purposes Industrial Purposes Total
Amount Re.'000 $/of Amount Re. '666 % of Rs.'000

total total

1944 - 46 3,152 94.3 192 5 7 3,344
1947 - 48 2,356 91*2 257 9 8 2,613
1948 - 49 2,813 92.9 215 7 1 3,028
1949 - 50 6,062 92.5 493 7 5 6,555
1950 - 51 8,599 90.9 856 9 1 9,455

1951 - 52 8,294 80*9 1,957 19 1 10,251

1952 - 53 6,702 75*8 2,170 24 2 8,872

1953 - 54 5,216 94.5 302 5 5 5,518

1954 - 55 5,351 90.3 575 9 7 5,926
1955 - 56 5.823 92*0 46? 8 0 6,305
1956 - 57 3,614 89*9 405* 10 1 4.019

1957 - 58 3,213 89*5 377 10 5 3,590

1958 - 59 3,434 75*7 1,104 24 3 4,538

1959 - 60 4,479 87*7 631 12 5 5,110

1960 - 61 2,640 82*4 562 17 6 3,202

1961 - 62 2,028 86*4 319 13 6 2,347

1962 - 63 2,816 81 *4 652 18 6 3,448

1963 - 64 3,948 82»4 829 17 6 4,777
1964 - 65 4,701 88*5 610 11 5 5,511

1963 - 66 3,725 94*5 215 5 5 3,940
1966 - 67 2.576 72*8 951 27 2 3,527

1967 - 68 2,079 78*9 660 21 1 2,739
1968 - 69 3,615 87*0 494 12 1 4,109

1969 - 70 3,398 69*9 1,457 30 1 4,855

Source t Agricul tural & Industrial Credit Corp.
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TABLE 48

AICC LOANS BY INDUSTRIAL BRANCH 1943 - 1262

Type of Industry Amount
in Rupees.

Tee factories 2,584*650
Rubber Factories 831,130
Coconut Mills (lessicated coconut, Copra, Fibre) 3,791,116
Rice and other Grain Milling 721,600
Fishinf 22,000

Food, Trink, and tobacco 1,551,000

.lines and vuarxies 872,500
Animal and Poultry Foods 25,000
Mechanized Fishing Craft 15,000
Bricks and Tiles 662,099
Timber and Carpentry 462,079

fiefigeration 16,500
Textile (clothing) 397,500
Textile (except clothing) 25,000

T-nnery and Leather Goode 416,000
Iron and Steel Goods (excluding machinery) te345»246
Metalware (excluding machinery and er.uipnent) 168,350
Soap and Toilet Goods 330,000

Rubber Goods 65,000
Plastic Goods 30,000

Engineering 1,600,000
Safety Matches 118,000

Prugs 203,750

Confectionary 110,500
Clocks and Watches 125,000
Gas Mantles 23,000

Ceramics 50,000

Packaging 121,000
unclassified 207,831

Total 16,129,342

SourcesAgricultural A Industrial Credit Corporation.
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AGRIGULTUiiALStINDUSTRIALCREDITCORPORATION-ASSETSkLIABILITIES-1965-1969
Assets

1965

1966

1967

1968

1969

I.

Loans

32,082,072
31,952,475
31,646,314
30,577,541

30,864,391

2.

CeylonGovernmentStock
66,900

oo,9Q0

o6,90Q

66,900

66,900

3.

CashandOtherAssets
1,897,950

2,394,808
3,065,753

4,347,215

4,366,329

TotalAssets.••

34,046,922

34,414,183
34,778,967
34,991,656

35,297,620

Liabilities
I.

TreasuryAdvances
29,350,000

29,351,*00

29,351,500

29,350,000

29,350,000

2.

ReserveFund

3,157,574

3,451,253

3,729,969

4,948,990

4,192,960

3.

ContingenciesFund
526,830

600,250

6o9,929

724,684

785,676

4.

Profit&LossAccount
1,646

«■»

-

-

-

5.

ProvisionforTaxation
684,454

720,715

771,174

713,226

318,796

6.

OtherLiabilities

326,418

290,465

256,395

254,756

650,188

TotalLiabilities•
34,046,922

34,414,183
34,778,967

34,991,656

35,297,620

Source»AgriculturalStIndustrialCreditCorporation.
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plantation sector and other extractive industries, such as tea, rubber,

coconut, grain-milling and fishing. The balance of about Rupees 6 million

went to manufacturing industry, (see table 48)

6.13.2 The poor record of this institution apart from other

factors, has been the founding limitations imposed on its capital structure,

(see section 4.4) Table 49 shows its assets and liabilities at present.

Since 1965, its capacity to lend for a year, has been limited roughly to

Rupees 5 million a year which comprise of capital repayments and interest

received on earlier loans. Out of its present lending portfolio the share

to industry is very small,for example, in 1969 out of the total lent of

Rupees 4,109,079 outstanding, only Rupees 494,380 went into the industrial

sector. Secondly, apart from the capital limitation, the limiting clause

on acceptable security, i.e. primary mortgage of property, narrows the

field of lending even further. The third barrier to lending has been

the fact, that from its inception the AICC has been concentrating more on

lending to agriculture, as a result their credit intelligence division has

been more attuned to agricultural lending while the field of industrial

lending is underdeveloped. The ability to understand and appreciate the

latter type of finance is further limited due to the absence of credit

intelligence facilities in the country, especially in the field of industrial

lending. All these factors have limited the staff conversant with

industrial finance.

6.13.3 The end result has been that7it has become an organi¬
sation content at making a marginal profit out of its limited resources

and its activities are static in terms of development financing. Its

present activities are a far ciy from the intentions the framers had in mind

for this organisation.
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6.14. THE DEVELOPMENT FINANCE CORPORATION OF
CEYLON (DFCC)

6.14.1 The DFCC as it is presently run, has become another

provider of capital to well established large and medium sized firms. As
iLxi

Table 50 shows,^its first fifteen years of existence it has accommodated

only 153 loans amounting to rou^ily Rupees 85.9 million and participated

only in 31 share participation of these firms, amounting to approximately

Rupees 9..3million making a grand total of Rupees 95*2 million. Thus their

average yearly participation has been only about Rupees 6.4 million. From

the table, one could see that this total had been inflated due to the
A

large number of loans granted during the fiscal year 1969 - 1970.

6.14.2 Table 51 below shows the size of loans granted. The

majority of the loans granted have been for large firms and medium sized

firms in the upper range of the size classification of this study. For

example, the table shows that a total of Rupees 53 million or 59.6 per cent

of the total lent belonged to the size range one million and over7to 26

borrowers, a total of Rupees 63 million or 3I.I per cent in the size range

between Rupees 250,000 to one million;and the balance of Rupees 9.7 million
2

or 9«3 per cent under Rupees 250,000. In this last category too it can

be presumed that the loans were given to large and medium sized firms as

the assets cover sought in their lending is on an average 1 : 1.5.

Technically, only those firms in the first one per cent of the small firm

size range as classified in this study would qualify for loans from the

DFCC. However, as most small firms have already some debt capital, the net

asset figure would be even less. Therefore most small firms categorized in

1• See table 50
2. The size range in table 51, of below 100,000 belong to those firms

who had already received accommodation of loans over Rupees 100,000.
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TABLE 50

PPCC - IT .-'dCI/L ASSISTANCE APPROVED

(from inception thro'Dec.1969)

Ureal Loans Share Investments Total

Year(1) Ho, Amount Ho, Amount Ho, Amount
Kb,*ooo Bs. 'ooo ks, »eee

1957 (10 rats.) 6 4,310 3 456* 0 4,766
1958 11 3,375 6 1,516 17 4,991

1959 13 3,700 4 651* 17 4,351

1960 12 6,680 1 13 13 6.693
1961 11 3,405 2 450 13 3,855

1962 4 1,240 3 600 7 1,840
1963 16 5,903 4 1,350 20 7.253

1964 6 4,385 1 300 7 4,685
1965 12 3,935 2 400 14 4,355

1966 10 3,065 - - 10 3,065
1967 8 2,350 1 1,000 9 3,350

1968 10 9,254 2 1,450 12 10,704

1969 25 21,186 1 900 24 22,086
1970 (9 mts.) 11 13,120 1 250 12 13,370

Total 153 85.908 5,(2) 9,336(2) 184 95,244'
Source: Bevelopnent finance Corporation of Ceylon.

otes:(i) The fiscal year is from April 1st to MarchJIst, Thus fiscal year
1969 means the period from April 1st, 1968 to March 31st, 1969
The references here is for fiscal years unless otherwise indicated,

(2) Net of cancellations. Gross approvals aggregated 32 share investments
for Bs. 9,611,000.

(3) The proportion of types of assistance in total business was as
follows: Loans «• 90*2 per cent and Share Investments =» 9*8 per cent.

(*) Uiese figures include Share Investments of Rs. 15,100, and fis.301,250,
in the years 1957 and 1959 respectively, out of amounts of Bs.600,000,
and ils.350,000, in respect of two share issues which the I)FCC fully
underwrote during the above two years.
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PFCC LOANS BY SIZE & INPUSTT.IAL BRANCH 1956 - 1969

oize

Range No.
Loans

Amount
he.'000

of

Share
Investments

No. Amount
I s. «000

No
Total

Amount

Below Es. 100,000 19 1,060 1 *2 8 306 27 1,368
Re. 100,000 - 249,999 45 6,987 8*1 9 1,450 54 8,437
Es. 250,000 - 499,999 41 12,808 14-9 8 2,301 49 15,109
Re. 500,000 - 999,999 22 13,944 16*2 5 3,552 27 17,496
Re. 1,000,000 -

1,499,999 11 12,301 14-3 2 2,000 13 14,301
Es. 1,500,000 & above 15 38,808 45*3 - - 15 38,808

TOTAL 155 85,908 100*0 32 9,611 185 95,519

Industrial Branch Loans Share Percentage

No Amount Investments Total of Total
Re . •000 Re . 1000 lis . '000

Chemical Products 12 10,982 600 11,582 12*1

Textiles 7 12,248 1,900 14,148 14*8

Electrical Products
f , X

9 5,510 1,652
'

7,162 7.5
Hotels{ ' 5 6,620 700 7,320 7-7

Building Materials 8 6,111 750 6,861 7*2

Beadymade Garments 20 6,345 300 6,645 7-0

Pood 17 9,317 708 10,025 10*5

Engineering 15 3,948 1,300 5,248 5.5
Rubber Products 7 4,417 100 4,517 4-7

Printing and Packaging
a \

15 4,070 200 4,270 4*5

Large-scale Agriculture""' 4 3,350 - 3,550 3*5

Eeverages 7 2,290 601 2,891 3*0

Metal Products 11 3,555 50 3,605 3*8

Miscellaneous 18 7,145 750 7,695 8*2

Total.... 153 85,908 9,611 55,519 100*0
Source: Development Finance orporation.

(1) and (2) do not belong to the -Wustrial sector, but are included here to
show the direction of total amount lent during the period.
Note also that in the case of share investments, the /cross amount approved is used.
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this study would not qualify to receive a loan from the DFCC.

6.14.3 Ixaraining its other activities, it has used its function

of underwriting share issues only in the case of two flotations, and this
A

too was done in its early years. It has scarcely used its other powers,

such as underwriting debentures and other securities, guaranteeing loans

from other investment sources, norhas it actively assisted in obtaining

managerial, technical and administrative services or given advice to the

business sector, exoept in case of those they have financed. Lastly, it

has not made maay attempts to use its looal knowledge to introduce foreign

investors to suitable looal investors.

6.14.4 The only defence it could make against this poor

showing is, that constant change in economic policy objectives, the resulting

uncertainty in investment circles, and the constant crises of foreign

exohange has obstructed its activities. However, this would not fully

exonerate its inactivity as in the first place it was set up to be a

development bank with wide objectives, foremost among them being to be

the spearhead of industrial development. The DFCC oannot complain about

ary deficiency in its structure for its poor lending record. For, it has

an authorised share capital of Hupees 24 million out of which only Rupees

8 million has been issued, has acoess to Central Bank re-finance facilities,

Bank of Ceylon block loans, and lines of credit from the IBRD. Further it

has been empowered to issue its own debentures or borrow from any international

body and all its international borrowings are guaranteed by the G-overament.

6.14.5 In 1971 the DFCC requested the IBRD to reduce the lines

of credit made available to it. The reasons given for this decision were,

1. See table 50 tootnote t*)
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(a) the cancellation of approvals given by the Government to some industries

(b) the withdrawals of other proposed projects by other clients.

It is true that there were a certain amount of project withdrawals

due to the uncertain!ty of future Government policy and a considerable

amount of hesitanoy in the private sector to invest in new projects or

expansion of those already in existence. However, what is important is

what was left unsaid, namely, the DFCC being the suocour of large firms

and those medium sized firms in the upper range, it is not surprising that

they could not find enough clients in these sectors, as the number of

clients in these sectors are limited. Further, quite a number of than at

this level are already well established with adequate internal fund

generation, idille at the same time they have ready accommodation from

the banks and access to the 3hare market. It is also important to keep

in mind that in a small country like Ceylon, taking into consideration its

economic and geographical size, it is an exception tether than the rule that

new ventures at the outset are floated as large concerns. The DFCC to

oonsider its lowest loan limit of Rupees 100,000 the recipient has to match

it by his own funds or funds from another source of atleast 1.5 times this

sum. In the context of Ceylon, Rupees 250,000 at the inception of a firm

or Rupees 100,000 for expansion of an already established finn is a large

sum at one single moment of time.

6.14.6 Thus in effect it has merely become another institution

in the credit structure of the country having carved itself a special

niche in the credit structure of the country with its activities over¬

whelmingly concentrated in lending to large business. When considering

its wide access to fund sources (see section 6.14.4) its activities in

disbursing these resources to a selected clientele is really a mis-
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representation of its founding ideal and misuse of funds in a development

sense. For, its olient selection due to its self imposed limitations on

landing is limited in the majority of the cases to a class of firms who by

their standing and structure can well afford to raise capital by public

issues and have access to most commercial bank funds.

6.14.7 The DFCC as it is presently run has alienated itself

from the purpose for which it was originally founded and from similar

organisations in other parts of the world. The underlying assumption Of

most development banks and special institutions set up in other countries

is to help those firms who are unable to raise funds by way of public

issues or from other existing sources at reasonable rates. The overall

result has been that development funds both local and foreign available

for long term financing of industry is mustered by the DFCC and siphoned

to well established firms and a few large new ventures at relatively

reasonable interest rates. This has deprived those firms who are in need

of funds and have no access to any other source of funds.

6.15. GSNEBAL CONCLUSION

6.15.1 The general conclusions drawn from this section on the

availability of credit from the financial institutions, Government and

other sources are that the credit structure in the country is heavily

weighted against the small and medium sized firms. The successive Governments

since independence hase not made a concerted attempt to identify or understand

the problems of small firm financing, except in the case of cottage and

handicraft industries.

6.15.2 The foreign banks principally concentrate on the

commercial sector. In the case of the two indigenous banks, the Bank of

Ceylon, concentrates more on the commeroial sector and the term loans given
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to the industrial seotor, i3 in the majority of the cases to established

business. The People's Bank, although in its early years accommodated

to the smaller firms, this tendency has been decreasing over the years, as

it grew into maturity and weaned itself away from this sector and began

to concentrate in attracting larger establishments in competition with

the Bank of Ceylon. Further the recommendations of the People's Bank

Commission of 1965, made it turn once again to fulfil the functions it was

principally set up to do, namely, provide finance to the agricultural

sector.

6.15.3 In the case of the long term credit institutions,

namely, the AICC and DFCC, the former is limited in its lending activities

due to its fund limitations and moreover most of its available funds

are directed to agricultural pursuits while the little funds that come to

the industrial seotor are limited in their use by the recipients, i.e. for

purchase of land and buildings. The DFCC has exempted itself from financing

the small firm sector.

6.15*4 Apart from the Banks and the long term credit

institutions, other financial intermediaries available to the small and

medium sized films are either limited or non-existant. The stock market

is underdeveloped and beyond the reach of the small firm. The hire-

purchase and finance houses lending to this sector is insignificant. The

Central Bank has not made any attempts to direct loans to this sector. The

Government concentrates on the credit problems of the State Corporations,

agricultural sector, the cooperatives and to some extent the cottage industries.

Further there is a general belief in Government circles that the small finns

could look after themselves, that they do not have financial problems and

if there were any problems the banks could adequately satisfy their needs.



CHAPTER 7

THE FIRMS IN THE SURVEY

7. 1. INTRODUCTION

7. 2. PROFILE OP HEMS

7. 3. THE SURVEY

7. 4* GENERAL CONCLUSION

)



323

7.1 IHTROHJCTION

7.1.1 The majority of the firms in the survey were of recent

origin as shown in table 52 below. This could be said to hold true of small

and medium sized firms in general due to the short history of industrialisation

in ^eyion. Among those who went into manufacturing business in the early

1960's, there were two types of entrepreneurs, namely, those that did not

have any experience of business or manufacturing enterprises, and those

who had already gained some experience and business acumen as traders,

retailers, and through working in business establishments.
.the industrial

7.1.2 In the case of the latter, from the onset of/ push by the

State, some of these business ventures were converted into manufacturing

establishments. This change in the direction of business from trading to

manufacturing had both advantages and disadvantages. The advantages were,

that they had already gained an insight into the world of business, estab¬

lished contacts with producers, retailers, sales organisations, banks,
of

Government institutions, and also accumulated a certain proportion/finance

needed to establish the new business. On the other hand there were dis¬

advantages, as quite a number of the new industrialists took it for granted

that manufacturing establishments could be run on the same lines as their

businesses which they had experience of previously,i.e. retailing, whole¬

sale , and import and export business.

7.1.3 The financing of these trades were straight forward and

simple, and were usually of a short term nature. Further the accounting

systems were simple, while in some cases the accounting systems were

intermingled with their personal finances of the household. Long term

financing of the type needed for manufacturing were quite foreign to them,

nor were they fluent in the intricacies of company finance and management
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accounts. On the personnel side too, they were more used to office staff

and sales personnel than factory labour. They were also foreign to the

ideas of quality of product, customer satisfaction, and after sales service.

As earlier most of them were dealing with imported goods, where the quality

was more less guranteed, there was a body of customers for each branded

good, and the foreign firm selling the goods took care of advertisement

and after sales service. Thus all factors which necessarily influence the

profitability of a firm7as well as the factors contributing to efficiency

were taken more or less for granted.

7.1.4 In the case of those who came into manufacturing for the

first time, it was their first hesitant steps into the world of business.

Although they had a disadvantage as compared to the former, as they lacked

business acumen and contacts gained by the tradesmen, they were not influenced

as that group in mixing their business strategy with that of normal trading

ventures. They on the other hand, had to learn their business at first hand

from the very beginning. It could be said therefore they got a better

grounding in business strategy and management, as more effort was made by

them at the initial stages to learn the correct techniques of financing,

administrative and management procedures,Respite the learning process being

dotted with many mishaps. However, most early business successes went to

the tradesmen, and although latter events showed that a number of these

were short lived, there were instances where the newcomers followed the

example of the tradesmen, who formed the peer group, and learned wrong

techniques, and business dodges practiced by them, whidh were detrimental

to the business community as a whole.

7.2. PROFILE OF SMALL FIRMS

7.2.1 The survey gave a profile of the early financing of the
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of the firms which could be generally applied to most small and medium sized

firms in Ceylon. Most firms had founded their businesses with the greater

proportion of their initial capital being drawn from personal and private

sources, i.e. their personal savings and wealth, those of other businesses

if any, pooling of resources of family and relatives, sale of property and

other possessions. Available evidence show that most of the businesses

had very small beginnings, and these private sources alone were inadequate

to meet the requirements of the business during the initial 'take-off* period.

As described earlier there were two types of entrepreneurs, in the case of

those who converted a going business concern into a manufacturing firm,

they found it easier to find finance at the initial stage as already they

had established business custom with bank and trade creditors and had income

and savings from their previous trade. Therefore these firms took an early

start in the industrial scene. In the oase of those who started from the

very bottom, they had to depend in most instances on private finance, their

own funds, and those of family and relatives. In a number of cases funds
/the

were raised at considerable hardship and sacrifice tc entrepreneur and his

family. The total quantum of funds raised from these sources were not very

large, and they necessarily had to start the business on a small scale.

7.2.2 At the initial stage of the business all firms attempted

to obtain outside institutional finance to supplement what they had raised

from other sources. They did not have much option or choice as the number

of institutions were few and their activities were limited, in fact the only

source available to them were the commercial banks. The first problem faced

both by the lender and the borrower arose at this point, namely7bank loans

were principally of a short term nature, and in addition industrial financing

of the type desired by the new industries being somewhat foreign to their
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normal lending, they were quite hesitant to lend to them, especially to

the new small business. The entrepreneurs were desirous of getting long

tern accomodation and there were no long term credit institutions catering

to their needs. This led to the adoption of various devious practices by

some firms to get the necessary long term finance they needed for their

business.

7.2.3 The short term character of the bank loan and the hesitancy

of the banks to lend, were circumvented by the entrepreneurs in two ways.

In the first case, in converting short term accomodation for long term purp¬

oses, most of them resorted to the mechanism of,what is called in weylon

'rolling money'. The procedure which is followed in practice^in obtaining

funds by the above method is as follows. Ihen a bank loan or advance is

contracted and the funds are lent for a short term purpose, these funds are

siphoned off for use in long term investment. This normally creates the

problem of repayment of capital and interest at due dates, i.e. when the
/to be

incdime' generated by the use of these funds take longer than the maturity time

of these loans. Therefore in order to meet their obligations of interest

and capital repayments at due dates, the firm seeks a second loan or temp¬

orary accomodation either from the same bank or another, or from private

sources such as business acquaintances,, finance companies, or private money

lender's. Pert of this second loan is used to meet the obligations of the

first, and once the first loan is paid up, they would be eligible for an

another loan from the first source. This loan as previously would be used

partly in the business and to meet the obligations of the second, and if the

business in the meantime generates income from the investment made with the

original (first) loan, the rolling money'phase becomes smaller and smaller.

In 80 per cent of the firms interviewed this method of financing at the initial
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stage of the business, was resorted to atleaet once.

7.2.4 In the second case, the hesitancy cf the banks to grant

loans to manufacturing business was circumvented by entrepreneurs, by

contracting a loan seemingly for a different purpose in view.

Bank loans for commercial, consumption purposes, and agricultural development

were easier to get than for a purely industrial(manufacturing) venture.

Therefore manufacturers in the guise of obtaining loans for consumption

purposes, house building, livestock farming, improvement of land and property,

etc, were utilising at least a part of these loans in their manufacturing

business. They were indirectly aided in this by the insufficient control

banks had on the end use of loans.

7.2.5 These two methods of financing have been justifiably criti¬

cized by the lending institutions, and do not appear prudent or honest in

terms of financial integrity that has come to be associated with modern bu

business. However, instead of condemning these actions outright, there are

grounds to condone these actions on tha circumstances under which they were

practiced. Criticism is justifiable, if there were adequate sources avail¬

able to the entrepreneur^ despite which, these practices were resorted to

by the borrowers. Hut as mentioned earlier, the avenues for long term

finance available to them being meagre or sometimes non-existant, the

criticisn directed at these ploys of the businessmen by the lenders is in

fact a criticism against the existing financial structure.

7.2.6 The general profile of the survey firms was that 40 per

cent owned their factory premises, while the balance rented the premises

from private owners 01 were located in the Giverument industrial estate at

Ekala. In the majority of the cases the factory and the administrative

offices were at the same location, while the rest had seperate offices in
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the city. Among those who owned factory premises, i.e. 40 per cent, 51 per

cent owned the land singularly or was joint family property before the

commencement of the business, while the balance 9 per cent had acquired

the land specially for the purpose of the business. The premises were

acquired in most esses with the aid of an institutional loan combined with

other savings. The factory buildings of most small firms in the survey,
factory

were not of a sophisticated nature nor, specifically/type buildings as seen

in developed countries. Machinery initially required to commence production

was bought on credit terms from overseas suppliers, usually on 180 days

credit, with a bank acting as the intermediary. The bank gurantee was

usually acquired by a process of mortgaging the machinery against the bank

terms received.

7.2.7 In examining what has been said so far, the initial phase

of.the firm was the first critical stage in the business, for, they had

exhausted their security, all available funds were tied up in the business,

and they werejfaced with a number of loan commitments. This also left them
in a considerable weak position with regard to future funancial needs, as

the ratio> of own capital to debt capital had reached limits over which

prudent lenders would not normally lend. Finally, the result of short term

funds having being used for long terra purposes, introduced a considerable

degree of illiquidity,an<? strain on the firms' to generate adequate funds

early, to pay back these short term obligations. At this stage many firms

were vulnerable, and were not able to stand up to many mistakes or any

extraneous influences in the economy such as, duties, foreign exchange

restrictions, quotas on raw materials, all of which affected them. Some firms

failed at this level, while in many others a stagnation factor was introduced

which was bound to effect them in the future.



329

7.2.8 The basic disequlibrium created by these methods of finan¬

cing, and the inadequacy of finance at this stage began to show its effects
.the

after a few years, especially due toy interaction of extraneous factors such
as new duties and quotas, exchange control, and other tariffs. Many of the

shortcomings of the firm was a result of absence of continuity of Government

industrial policy, -i-he short-comings and the inability to cope with some

of them, contributed to the failure and stagnation at the second phase of the

firms' existence. However, in conclusion here, it must be mentioned that

the failure and stagnation of some firms, cannot solely be blamed on the

lack of financial facilities and the absence of a continous policy,or wrong

Government priorities. Some firms which failed were the result of their own

excesses and have to blame themselves for the problems they created for

the firms,^ For example, some firms did not forsee or failed to appreciate

the normal cycle of business a firm has to undergo, namely, that very few

businesses are immediately successful and that in the ordinary course of the

the business, a firm has to go through a transitional period during which

losses are to be expected and even be planned for at the early stages.

7.2.9 'Jhe tables 52, 53* and 54 classify the survey firms,

according to the age of firms, type of business and legal status of the firms,

while table 55 that follow shows a cross classification of the firms accord¬

ing to the age, legal status and size of firms. 'Ihese tables are given here

to give a general idea of the profile of the hundred firms interviewed during

the survey, the results of which will be discussed in the following pages.

1, See for example, sections 2.4.13 to 2.4.14 in Chapter 2.
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TABLE 52

AGE OF EE RMS IE THE SURVEY

Year of Commencement of Business Number of firms

Before 1948 6
between 1949 - 1954 9

" 1955 - 1960 27
" 1961 - 1965 50

1966 - 1970 8

Total... 100

TABLE 53

TYPE OF BUSINESS OF SURVEY EEBMS

Type of business Number of firms

1. Manufacturing 53
2. Processing 6

5. Manufacturing/Processing/Assembly 53
4. Manufacturing/Proeessing/Service 8

Total.... 100

TABLE 54

LEGAL STATUS OF SUBVEY HEMS

Legal Status Number of firms

Proprietorship 20
5

Partnership J
Private limited liability ^
Public limited liability 6
Total 100
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TABLE 55

GROSS CLASSIFICATION OF HEMS ACCORDING TO AGE. LEGAL STATUS ANT SIZE.

Age No. of
Firms

Lefeal Status
Employment

SIZE
- Capital - Turnover

Before 1948 6 3 Pub.Ltd.Co. 1 L
l

M M

2 M M M

3 Pvte.Ltd.Co. 3 K M M

1949 - 1954 9 1 Pub.Ltd.Co. 1 M M M

5 Pvte.Ltd.Co. 1 S M M

4 M M M

2 Prop. 2 S S S

1 P/SHI9 1 S s S

1955 - i960 27 1 Pub.Ltd.Co. 1 M M M

18 Pvte.Ltd.Co. 8 S S S

3 s M S

4 M S s

3 U M s

3 P/Ships 3 S S s

5 Props. 5 s s s

196-1 -1965 50 1 Pub.Ltd.Co. 1 M M M

37 Pvte.Ltd.Co. 21 s S s

8 s M s

2 s S M

5 M M M

2 s M M

1 M M S

1 P/Ship 1 S S s

11 Props. 11 s S S

1965 - 1970 8 2 Props. 2 s s s

6 Pvte.Ltd.Co. 6 s s s



332

7.3 THE SURVEY

7.3.1 survey questionnaire contained twenty three questions.

Ihe answers to these questions are given "below. In the light of the answers

given by the firms interviewed partial analysis and evaluations are made

under each numbered question. Further evaluation than attempted in this

chapter is made in Chapter Eight, and conclusions are drawn on the problems

of finance of firms by bringing together the results from this survey

and the other two interview-surveys, i.e. the Financial institution and

the General interview-survey, together with both published and unpublished

material on this subject.

7.3.2 Question One; Please enter in the cages provided, the amounts

of capital from various sources, and their uses, if you can readily quantify

them for the year 1970.

Sources Total Uses

(a) Personal savings
(b) Owners family (wife/husband)

&, children

(c) Owners brothers and Sisters
(d) Directors Loans
(e) Other, e.g. Trade Credit
(f) Earnings of business retained
(g) Commercial Banks ( name them)
(h) Bong-Term Financial Institutions
(i) Hire-purchase and Finance Co.
(j) Shareholders
(k) Government ievelopnent loans
(l) insurance Companies
(m) Brivate Investors
(n) Money lenders
(o) Other

The firms found .it difficult to identify and quantify the amounts

of capital used for various purposes from the various sources given above.

Apart from "this inability to get accurate data it was als0 felt that they

were hesitant to identify the exact amount of finance received from each

source. The reason for this hesitancy may be due to the prospect of having to
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divulge confidential details of the firm's resources, sources of funds and
in order

directions of utilisation,J to answer this question fully. Only about 17 per

cent of the firms were able to give comprehensive details of the sources,

totals, and their uses. 'Ihe original purpose of this question was to

estimate the dependence of small firms on different sources, quantum of

funds received f-pom each source and the direction of their utilisation for

one year (1970) and if this was successful, to make efforts to obtain similar

details for previous years. As the attempt to get data even for one year

was not successful, this exercise was not fruitful.

7.3*3 The results that were obtained in answer to this question

give only the source of funds which were used for, (a) investment purposes,

i.e. enlarging and modernisation of premises, purchase of plant and equipment

increasing and training of workforce, product improvement, and (b) working

capital purposes. The two tables, number 56 and 57» show the different

sources used by the firms for long and short term purposes during the year

1970.

TABLil 56

OTJRCE OF FUNDS USED IQR INVaSTMiaH' PURPOSES IN 1970

Source No. of firms $ of total

Special financial Institutions 11 8

Commercial Tanks 42 32

Private finance Companies 14 11

Other private sources 17 15

Reserves and Profits 35 27

Own private funds 12 9

Total...
*

1J1 100

Note: (*) the total does not add up to 100 firms, as some firms used two or
more sources.

Ey investment,it is meant here funds that had a duration of over one year.



334

TABLE 57

SOURCE OF FUNDS FOR SHORT TERM PURPOSES - 1970

Source lumber of firms t of Total

Banks 69 40

Internal funds 58 22

Private self finance 26 15

°ther private funds 12 7

Inter-business finance 18 11

Other 9 5

Total 172* 100

Note! (*) the total; doeajnot add up to 100 firms as some firms have used
more than one source.

7.3.4 These figures show, that for both short and long term

purposes the firms depend heavily on the banks. For example, percentage¬

wise, table 5b shows that 3? P®r cent of the time7the firms had turned to

banks for investment funds, followed by 27 per cent of the time to internal

funds and only 8 per cent of times to long term credit institutions. In the

case of short term funds too the firms depend principally on bank funds

as shown in the above table with a percentage of 40 per cent.

7.3.5 Though usually banks do not lend on a long term basis,

and technically most loans contracted are for shorter periods, the firms

themselves have converted some of these loans into medium term duration.

This in a way accentuates the desperate situation of the firms, and their

hunger for long term accomodation, when they are compelled by force of

circumstances to convert short term accomodation into uses which are less

liquid. Thus the firms knowingly creates a 'liquidity trap' for themselves,

while this in turn contributes to the creation of a 'credibility gap' in the

minds of the lenders, in terms of financial resource allocation and the
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financial maturity of the firms.

7.3*6 'fables 5® and 59 shows a cross classification of the above

data, with the age, legal status and size of firms. 'Ihis throws more light

on the sources, and the type of fiem that finds accomodation from these sources,

For example, in the case of loans over one year, there seems to be a close

association with the age of firms and the accessibility of long term credit.

The breakdown of the eleven loans utilised, from the long term credit insti¬

tutions is as follows,

age group - before 1948 - no.of firms - 6 - number accomodated 4

1945 - 54 " 9 " " 2

1955 - 60 " 27 " " 3

1961 - 65 " 50 " " 2

1966 - 70 " 8 "

1
The evidence here is inconclusive to draw firm conclusions, but there appears

to be close connections between established business which are old in years,

are limited liability companies?and are medium in all three size categories

and/accessibility to funds from institutional lenders for long term purposes.

In the case of the commercial banks too, there is evidence to support this stat-

ment. For example, all films that were older in terms of date of commence¬

ment of business, medium in terms of size?and limited liability companies

were accommodated, i.e. out of the 42 that had accommodation, with the excep¬

tion of one partnership, and two proprietory firms, all were limited liabi¬

lity companies, while only ten (1C) firms out of the 42, fell into the

category small in terms of all three size measures.

7.3*7 Table 58 also underlines tha institutional gap in long

term accomodation, interms of age, legal status, and size of films. Most

firms which turned intother avenues of finance , i.e. private finance

1. Although the statistics given in the tables( 56 and 57) do not show the
the number of attempts made, all firms said that they have attempted
to get institutional accomodation before attempting other avenues-
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CLASSIFICATION OF SOURCES' OF FINANCE (OVER ONE jffiAE) FjR 1970 ACCORDING TO AGE.LEGAL STATim. & SIZE OF FIK6

Before Legal
61/65Source 1948 Status Size 49/54 L.S Size SS/60 L.S Size L.S Size 66/70 L.S Size Total

I. A 3 Pub. 2 MMM 2 I Pvte. MMM 3 I Pub. MMM 2 I Pub. MMM - - -

I.Special Financial A I LMM I PUb. MMM I Pvte. MMM I Pvte. MMM XI
Institutions I Pvte. MMM I « 116

2 I Pub. MMM 5 3 Pvte. MMM 13 3 Pvte. 126 20 I Pvte. M6 2 2 Pvte SSS 42
2.Conaaercial Banks 2 I Pvte. ym I B 1#6 3 a S16 2 » SMM

I I ft. MMM 3 " MMM
2 « I6S 2 • SSM
4 a SSS 8 " SI6

I ■ SSS
I P/s SSS
2 Prop. SSS

— am - _ • 3 2 P/s SSS 3 U Prop. SSS 3 2 Prop. SSS 14
3.Private Finance I Prop. SSS I P/s SSS I Pvte. SSS

Companies 3 Pvte. SSS

am - - - - I I P/s sss 13 10 Pvte SSS 3 3 Pvte SSS 17
4.Other Private I " SIB

Sources I P/s SSS
I Prop. SSS

5 Reserves & Profits 2 Pub. mmmm I Pub.
3 Pvte.

M'M
mmm

13
4

I
A
1
2
2
3

Pub.
Pvte.

a

Prop.

mmm
SSS
Mf6
MB
SIB
SSS

17 1
S
2
1
2
1
2

Pub.
Pvte

n

P/s
Prop,

mmm
SSS
SMM
mmm
SIB
SSS
SSS

35

6.Own Funds 2 Prop. SSS
2 P/s SSS

7 7 Prop. SSS I Prop SSS 12

Total.... 8 II 37 67 3 131

Key: Legal Status:- Pub. = Public limited liability
Pvte.? Private " "
p/s = Partnership
Prop.= Proprietorship

: L, M, and S, stands for Large, Medium and Small and
denotes size acoordiug to three size measures, ^±th
the three letters denoting size by employment,
Capital and Turnover in that order.

(+) The total does not add up to 100 firms as some firms have used more than one source.
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CLASSIFICATION OF SOURCES OF FINANCE (UNDER ONE YEAR) FOR 1970 ACCORDING TO AGE? LEGAL STATUS & SIZE OF FIRMS

Before Legal
61/65Source 1948 Status Size 49/54 L.S Size 55/60 L.S Size L.S Size 66/70 L.S Size Total

I .Commercial Banks 5 2 Pub. mi 7 I Pub. MMM 19 I Pub. MMM 33 I Pub. MMM 5 4 Pvte. SSS 69
I u LM4 2 Pvte. MMM 3 Pvte. MMS 3 Pvte. MMM I Prop. SSS
2 Pvte. MMM I n SSS 4 " MSS 2 « SMM

i * I P/s SSS 2 » 316 I " MI6
, 2 Prop. SSS 5 " SSS 2 « SSM

2 Prop. SSS 6 n sm
I P/s SSS 12 ■ SSS

I P/s SSS
5 Proo. SSS

2.Internal Funds 6 2 Pub. MMM 6 3 Pvte. MMM II 4 Pvte SSS 14 I Pub. MMM I I Pvte SSS 38
I Pub. LMM I Pub. MMM I " 16S 7 Pvte. SSS

, , I P/s SSS 2 « i'MS 2 " MMM
I Prop. SSS I Pub {■MM 4 Prop. SSS

3 P/s SSS

3.Self Finance _ 4 I Pvte. SMM 9 2 Pvte. SSS 12 6 Pvte SSS I I Pvte SSS 26
I ■ MMM I « 16S I » 316
2 Prop. SSS 4 Prop SSS 5 Prop SSS

2 P/s SSS

Other Private mm mm I I Prop. SSS 3 2 Prop. SSS 4 2 Prop SSS 4 2 Prop SSS 12
I P/s SSS 2 Pvte. SSS 2 Pvte SSS

5.Inter-Business 2 2 Pvte. SSS 16 13 Pvte. SSS 18
I P/s SSS
2 Pro©. SSS

6.Other mm mm 2 2 Prop. SSS 3 3 Prop SSS 4 2 Prop. SSS 9
2 Pvte. SSS

Total.... II 18 46 82 15 172

Key: Legal Status:- Pub. « Public limited liability Size: L,M, and S, stands for Large, Medium, and Snail and
Pvte.= Private " " denotes size according to the three size saeasures,
P/s = Partnership with the three letters denoting size by Bnployment
Prop.= Proprietorship Capital and Turnover, in that order.

(+) The Total does not add up to 160 firms (i.e. size of sample) as some firms have used more than one source
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companies, other private sources, own funds, were those which were young in

age and small in terms of all three size measures. Further the majority

were also partnerships and proprietorships. It can be rightly concluded

that the main reason these firms turned to these sources were, that they

did not have accommodation from long term credit institutions and commercial

banks. This is supported by the fact that private loans were usually at

hi^ier interest rates than rates prevailing among institutional lenders.

Two main reasons could be put forward for this direction of borrowing, i.e.

(a) the inadequacy of institutional sources, and (b) the inability of the

firms to meet the conditions of the loans.^ Both these reasons hold true

in the case!of commercial banks, and in the case of the l)i(JC?two other factors

eliminate most small firms from obtaining loans, namely, (i) their minimum

lending limit of Ks,100,000, and (ii) their restriction of loans only to

limited liability companies.

7.3.8 In the case of short term loans too, the distribution of

loan accomodation among the firms follow a similar pattern. Table 59 shows

the loans received classified according to, age of firms, legal status and

size. Here too there points to a preference by the banks to lend to estab¬

lished firms in terms of age, legal status, and size. For example, according to

the size classification in the survey, sixty firms fell into the category

z 2
small, in terms of all three sise categories , and among the firms accommodated

here, only thirty four firms fell into this category. In the whole survey

3there were twenty proprietorships and five partnerships , and table 59 shows

that bank accomodation has been received by only ten proprietorships and

three partnerships, while all others who received accomodation were either

public or private limited liability companies. In terms of age too, all the firms
1. Yith regard to (b) above, it has to be taken into account that some firms

would have failed to oualify themselves for loans even if the conditions
were relaxed.

2. See table. 32.

3. See table. 54.
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which were established before 1954. and who sought loans were accommodated.

7.3*9 Table 59* further underlines the direction of accomodation

of small firms, especially partnerships, proprietorships and those private

limited liability companies who fall into the size category sn 11, in terms

of all three size measures. These firms seem to have turned more often

to other sources than to banks, although the banks are the chief source of

funds available to them. However, the absence of adequate facilities from

the banks, make them seek other avenues despite the fact that these aouroes

are more costly than the banks. Ihe data available here is too meagre and

inconclusive to derive any specific conclusions but from the answers given

here, there points to a definite gap in credit from institutional sources,

in terms of both short and long term funds. ihis seem to unreiline, both

an absence of ade<uate lending institutions an the difficult prospect of

access to the meagre f\mds available from the limited sources.

7.3.10 Question Two: (hat type of finance listed below is most

difficult to obtain ?
fannot- Very Difficult <0 lid not
Get difficult difficulty try

(a) Short term working capital

(under one year)
(b) Lank overdrafts

(c) Long term - 1 to 5 years

(d<) " " - ovej 5 "

(e) Hire-purchase finance

(f) Leasing finance

(g) Other, e.g. Leaaonal and
"bridging finance.

This question aimed to gather information on the degree of diffi¬

culty experienced by survey firms in getting different types of finance from

the available sources, fable 60 shows the answers received to this uestion
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TABLE 60

EXPERIENCE OF SURVEY HE»3 IN GETTING LOANS OF TIFFERENT hATUPITIES

Maturity Time Cannot get
or Type

Very difficult Bifficult No Bid not

Bifficulty try
Total

Over 5 years 55 34 6 2 3 100

1 to 5 15 42 38 4 1 100

Und er 1 year - 56 28 16 - 100

Overdrafts 24 49 10 10 7 100

Bridging and 37
Seasonal
Finance 19 37 20 15 9 100

Bote: Ihis table does not include the answers given to hire-purchase finance and

leasing finance. In the case of the former it was not relevant as hire-

purchase finance to the industrial sector is insignificant, the few times

they have resorted to these companies were for financing of commercial

vehicles, and according to those who obtained such accomodation, no great

difficulty was experienced in getting the sum desired. In the case of the

latter, this method of financing is still underdeveloped in the country
and there were no instances where the survey firms had utilized this type
of finance.
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It must be kept in mind when examing this table that the contents of this

table cannot be taken at face value, as a number of other factors apart

from the size of the firm, age and legal status, could have been responsible

for these experiences. For example, it has not been possible to establish,

whether they had equal credit merit with others who received accommodation

at the time of the loan retuest. However, it gives a general idea of the

unsatisfied demand for credit and the impressions of the sector, on diff¬

erent types of loans available.

7#3*^ocamining this table according to the age of firms, legal

status and size, i.e. table 61, it shows interesting results, namely, the

responses of the firms vary according to age, legal status and in most

instances according to size, i'here points to a definite relationship that

the degree of difficulty experienced by long established joint stock comp¬

anies i3 much less than firms at the other end of the scale, i.e. young

joint stock companies and all partnerships and proprietorships. For example,

the only firms answering 'not difficult' to all types of finance ( five types

given here) were public limited liability companies and a few long establi¬

shed private limited liability companies, the majority of fchem founded

before 1954. In terms of size too, there showed a similar trend, i.e. those

firms which answered that different types of finance is, 'not available'

or'very difficult', or 'difficult' to get were small firms in terms of all

three size categories.

7.3.12 For example, in the case of loans over five year duration,

out of the fifty-five(55) firms that answered that they cannot get such loans,

fourty one (41) were firms which fell into the category small in terms of

all three size categories. Farther, comparing the answers according to

the legal status of the firms, it shows that all partnerships (five in number)
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and proprietorships (twenty in number), among the survey firms were unable

to get credit over five year duration, in the case of loans between one

to five five years, all fifteen who answered that they cannot get loans

fell into the size category small in terms of all three size measures, and

in terms of legal status, three were partnerships, nine were proprietorships,

and the other three were private firms. In the case of overdrafts and

bridging and seasonal finance, there were similar relationships as shown

in table 61. it is only in the category of loans under one year that no

firm expressed that it was unable to get loans, however, fifty six firms

expressed the view that it was difficult, and here too all partnerships

and proprietorships were among those who answered so.

7.3*13 in conclusion it must be said that no further attempt is

made to draw relationships between the degree of difficulty and age, legal

status, and size of firms, than attempted here,due to the uneven size of

the sample when broken into different categories. or example, in terms of

age there were only six firms founded before 1948, as against nine firms

founded between 1949 "to 1954, twenty seven firms between 1955 "to 1960,

fifty firms between 1961 to 1965,and ei^it firms between 1966 to 1970.

In terms cf legal status, twenty firms were proprietorships, five partner¬

ships, as much as sixty nine private limited liability companies and only

six public companies.

7.3.14 Aaking all these into consideration, no conclusive

analysis can be made from the data collected on the effect of age and legal

status of firms on the availability of financial facilities, nor is it pertinant

to make any generalisations, What is achieved here,shows only the existence

of a relationship between age, legal status, and size of firms, and the

degree of difficulty experienced by the survey firms.
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7.3*15 Question Three? What in your opinion are the main diffi¬

culties you encounter with regard to borrowing, (some are listed below,

add any other that come to your mind)

A 3 C I) E

(a) Security demanded by the lender

(b) Satisfy lender with regard to feasibility of project

(c) " " " " " profitability

(d) " " " " " viability

(e) " " M " " your creditworthiness

(f) Inability to offer gurantees which lenders require

(g) " " get guarantors to a loan

(h) " " get loans at reasonable interest rates

(i) Difficulty of accessibility to large finance houses

(j) Other reasons (please name them)
(k) " "

( A m very difficult, B - difficult, C » reasonable, though difficult,
D - no difficulty, E = Dofnt know or no comment)

. . This question turned out to he one of the most important

in terms of the information?the question brought out in answer. The answers
to this question gave a wealth of information on the difficulties faced by

the firms in outside loan accommodation. The firms were first requested to

express the degree of difficulty against each item taken into consideration

by the lenders before they considered granting a loan. This was followed

by an investigation in the form of a discussion on the reasons for the

ohoice of answer. The analysis that folic is a summary of the answers

given by the firms to each condition of loan.

7.3.16 Table 62 compiled from answers to question three7show the

degree of difficulty as expressed by survey firms on the conditions required

by lenders.
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TABLE 62

TEE DECREE OF DIFFICULTY FACED BY SURVEY FIRMS

IN QUALIFYING FOR TEE CONDITIONS OF LOANS

Very Reasonable No Do'nt Total
Difficult Difficult though Difficulty Know/

difficult. No
Comment

Security 71 12 8 9 - 100

Feasibility of
Project 20 11 1 6 62 100

Viability of firm 42 27 13 18 - 100

Profitability 53 18 11 15 3 100

General
Creditworthineas

64 14 3 12 2 100

Gurantees 61 19 15 5 m 100

Gurantors 70 10 17 3 — 100

7.3.17 Security: Ninety one of the firms felt that the biggest

difficulty was the provision of acceptable security demanded by the lenders.

As mentioned in Chapter six, the difficulty of giving adequate weight to

feasibility and viability of a venture or a project, coupled with the inade¬

quate attention given to the end use of a loan, left the lenders with little

choice, therefore security for a loan necessarily become the most important

consideration for accommodation. This aspect of lending has not changed much

over the years.

7.3.18 Table 63 shows the types of security accepted by banks

and the rates of interest that are applied to each type of security. It shows

that Government securities are the cheapest form of security for a loan or
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INTERESTRATESCHARGEDBEBANKSACCORDINGTOTHETiffEQFSECQitlTY
Type

19591966
Min.Max.Min.Max. %%

1967
Via.Max. %

1968
Min.Max. %

1969
Min.Max. %

1970
Min.Max. SL-

1971
Min.Max. %

I.GovernmentSecurities
3

55.5
7

5.57

5.758.5
5.758.5

6.5

9.5

6.5

9.5

2.StockinTrade

4.5

86

9

69

79.5
7.5II

8.5

12

8.5

12

3*SharesinJ.S.C's
4.5

77

9

79

79.5
710

9

II

9

II

A.ImmovableProperty
4.5

7.57

9.5

710

79.5
710

8

II

8

II

5.Other

3.5

85

10

79

5.5II

6II

6.5

12

6.5

12

6.Unsecured

4.5

87

9

6.59.5
710

7.5II

8.5

12

8.5

12

Source:CentralBankofCeylon.
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advance. Although security termed 'other' also has a minimum rate as low

as Government securities, loans given on the security of directo»s' gurantees,

and those of other shareholders, and third party gurantees, all of which come

under the category of 'other'., are rare. It is more often taken as added

collateral for a loan. In the event that some loans are considered on this

basis alone, it would be only in the case of very liquid loans to long

established customers. In the case of small firms,Government paper (securities)

fall outside their sphere of activity as shown in Chapter four, i.e. most

Government securities are held by institutional lenders and savings instit¬

utions. Shares in joint stock companies are also rarely held by small firms,

usually they are held by well to do investors and well established companies.

Further, as a result of the depressed nature of the share market, most small

firms and investors do not wish to hold company shares, as their transaction

valuedis limited. Apart from the difficulty of finding primary security,

the firms found it difficult to provide sometimes collateral security

demanded by lenders such as directors gurantees,as the shareholders and

directors of small companies belonged to the social strata which was outside

that known to banking circles.

7.3.19 The only two avenues available to most small firms are

stock in trade (movable property) and land, buildings and fixtures (immovable

property). To those, who do not own the premises in which the factory is

situated even the latter is beyond them. Stock in trade is good enough

for short term loans, but even here the amount of the loan in terms oftlfche

value of security offered is lower. On the other hand, firms which could

offer immovable security is faced sometimes with insurmountable problems.

For example, as mentioned earlier, up to very recent times, land which was

offered as security had t4 have a clear title going back to hundred years,
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with the exception of a Crown giant. As a result of this condition, the

verification of title to land took considerable time, especially due to

the deficiencies in the system of title registration and documentation of

property titles.1
7.5.20 As seen in Chapter four, section 4.4, the AICC accepts

land as security provided it is a first mortgage with satisfactory title,

and industrial plant and machinery, provided such machinery and plant are

installed in a factory building, and such building and the laud on which it

stands are also offered as security. In the case of the DFCC too, loans

granted on land as security, carry similar conditions. The above analysis

shows the unenviable position the small firm is placed in, as regards the

provision of acceptable security. Considering the types of security that

are accepted for loans, it is natural that large firms with means have a

decided advantage,

7.3.21 Feasibility and Viability: Table 62 shows low figures

as compared to other conditions for these two items,'as difficult items to

prove', by firms. This is not because that they are able to meet the require¬

ments on these grounds, but because they are only given a cursory glance

in case of small loans. This is further underlined by the high percentage

of 'do'nt know or no comment' given to this question.

7.3.22 In the financial institution survey, in answer to the

question on the basic factors which they consider necessary for a loan or

advance, most banks, made a special effort to stress the factor of viability

and feasibility as being important criteria, besides other factors, for

loans. It is doubtful from the evidence gathered in this purvey whether

it is possible to gauge these two factors with any accuracy, considering

the number of unstable factors in the economy. Comparison of answers of

1. See Chsupter . 8
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borrowers and discussions with bank staff showed that although the statement

is made that adecsuate emphasis is placed on these two criteria, this is done

in a pure perfunctionary manner, after the security that is provided for a

loan is first investigated. This is due to three main reasons, i.e.

(i) that it is difficult to assess these two factors, especially of a small

vebture as a consequence of the 'unknown factors' entering the calculation,

such as availability of adequate foreign exchange for industrial purposes,

the introduction of duties and quotas and tariffs, and the change in emphasis

in Government policy

(ii) the absence of specially trained staff or experienced management in

the field of industrial finance. The usual bank training of staff.,and the

experience they gain is in the techniques of lending to commerce and other

types of normal commercial banking activities.

(iii) the absence of data on industry

Therefore, it is not surprising that adequate security has become 'the'

criterian for a loan.

7,3.25 Although it is stated above that the prospects of feasi¬

bility and viability of a venture are difficult to assess in the case of s

small firms, this does not necessarily hold true in the case of DFCC loans.

The DFCC finanees only large firms (both established and new), and in most

cases these firms are either monopolies or near monopolies. Therefore it

is no* very difficult to assess factors such as feasibility and viability

of these firms, as in the case of these firms they are more or less guaranteed.

Further the DFCC from its inception had a training programme to train its

personnel on the techniques of industrial lending and the experience the

staff has acquired since the beginning is from financing of industry.

However, the efficiency of' the DFCC regarding its loan assessment techniques
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is no consolation to the small firm, as their minimum loan size falls outside

the periphery of the need of the small firm, fthat is described above,

summarizes the existing situation and outlines the existing problems faced

both by the lender and the borrower.

7.3*24 Creditworthiness: The term 'creditworthiness' is another

elusive aspect of finance which is difficult to define, and this is more so

in newly developing countries where the financial habits of customers are

still in their infancy. So far the attempts made by the lenders, to wean

themselves away from the normal assessment levels of credit-worthiness

as applied to consumption and commercial loans, have been slow, therefore,

even at the present time, the borrowers private financial standing, his

social standing, and success in life, etc., is given considerable weight,

in addition to other factors.,before considering a loan. Therefore, it

could be postulated that only with the process of education of the lender

and borrower alike, as proposed in Chapter nine, that there could be a broad

view of creditworthiness taken in the case of a loan, i.e. not alone the

creditworthiness of the person but the overall creditworthiness of the

venture as a whole.

7.3.25 Guarantees and Guarantors: In normal circumstances, if

primary security such as land, buildings and stock in trade could be pro¬

vided by the borrower, the lending institution normally requires collateral

security in the form of directors and shareholders guarantees. These gua¬

rantees are normally entertained if the persons giving the guarantees are

personally known to the bank, especially the management. If on the other

hand, they themselves were not known,the bank would entertain other guarcn-

tors who were known to financial circles guaranteeing a loan on lehalf of

the recipient. In the case of small and medium sized firms, the prospect
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of guaranteeing the loans were a difficult task. *or example directors and

shareholders of large companies were known to the bank hierarchy, and in

normal circumstances they belonged to the same strata in society, socially,

culturally as well as financially. In the case of the small firms, the

situation was quite different. Most management of small firms were

of
at different levels of the social hierarchy in terms/social and cultural

levels, and usually did not move in the same social circles as the former.

Further in case of partnerships and proprietorships, the position was even

worse as in the early part of their businesses many had committed themselves

by tying up their private wealth and possessions to get accommodation.,and

being thus tied up were not eligible to guarantee additional loans, nor to

stand as guarantors. They also had little prospects of interesting outside

parties to stand surety for them. The severity of this problem is seen

in some small firms where they have tacitly included a person known in the

social hierarchy in the country, who was known both socially and profess¬

ionally, and of good standing with the financial institutions,as a director

in the company, purely as a means of ensuring that their creditworthiness

in the eyes of the lender is enlarged due tothat person's patronage of the

firm.

7.3*26 Table 64 is a breakdown of table 62 according to age,

legal status and size of firms. %e findings in question two is further

strengthened by the similarity of the spread of firms according to these
1

classifications . For example there seem to be a clear relationship with

the age and size of firm in addition to legal status with the degree of

difficulty faced by them.

7.3.27 Table 64 also shows the close relationship that exists

between the legal status of the firms and the degree of difficulty as

1. The limitations of these findings mentioned with regard to question
two apply also to the analysis here.
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AGE & LEGAL STATUS 0? SURVEY HRAo III RELATION TO THE RESPONSES TO QUESTIOH 3

ABC D
Before

E 1948
Legal. 4
Status

1/54 Legal
S tatus

55/60 Legal
S talus

61/65 Legal 66
Status

/70 Legal
Status TOTAL

71 - - 5 2
1

2
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P/s
Pvte.

18 5 Prop.
3 P/s

10 Pvte.

42 11
1

30
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1-2 - - - R
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8 A

I 1 Pvte. 3 3 Pvte. 3 3 Pvte. 1 1 Pvte. - 8
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1 1 Pub. 1 1 Pub 2 1

1
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_ _ __ __ _ - __

TOTAL... 6 q 27 50 8 100
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4
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62
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O £.'
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TOTAL 6 27
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17
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6 2

*T
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11
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13 — — 3 1 P/s
2 Pvte.
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18 6 3
J
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0
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6 .1

5
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53 - - 1 1 Lr0p. 15 4 Prop
2 P/s

10 Pvte.

31 10
20

1
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Pvte.
P/s

6 6 Pvte. 53

18 — — — 5 1 P/s
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11 11 Pvte. 2 2 prop. 18

11 5 1 Prop
1 P/s
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5 5 Pvte. -1 1 rvte 11

15 6 3
3
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3 2 Pvte.
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1 1 Pub 5 4
1
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— — 15

3 - - - - 1 1 frop. 2 2 Prop. - - 3
TOTAL. 6 9 27 50 8 100

KEY:- A = Very difficult,

I) = No difficulty,

(continued on next page.)

B = Difficult, C = Reasonable, though difficult

E = Do'nt Know or- No comment.
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TABLE 64 (Continued)

A 13 C D E Before Legal 49/54 Legal 55/50 Legal 61/65 Legal 66/70 Legal
1948 Status Status Status Status Status Total,

64 1 1 P/s 17 5 Prop. 58 11 Prop.
2 P/s 27 Pvte.

10 Pvte.
1 P/s 4 1 P/'s
7 Pvte. 5 Pvte.

8 2 Prop. 64
6 Pvte.

14 2 2 Pvte. 8 14

3 3 Pvte. 2 1 Pvte. 3 3 Pvte.
1 Pub.

1
N
E

12 6 3
3

Pvte. 1
Pub.

1 Pub. 54 Pvte.
1 Pub.

12

S 2 - 2 2 Prop. .. 2
s TOTAL 6 9 27 VJ~i 0 CO 100

61 2 Pvte. 3 2 Prop. 18
1 P/s

5 Prop. 32
2 P/s

11 Pvte.

10 ^rop.
1 P/s

21 Pvte.

2 Prop,
4 Pvte.

61

19 1 1 Pvte. 2 2 Pvte. 5 1 P/s
4 Pvte.

9 1 Prop.
8 Pvte.

2 2 Pvte. 19

15 — —
— 3 3 Pvte. 3 3 Pvte. 9 8 Pvte.

1 Pub.

— — 15

5 3 3 Pub 1 1 Pub. 1 1 Pub. - - - _ 5
- - - - - - _ - - - - -

TOTAL .. 6 9 27 50 8 100

70 - - 3 2 Prop.
1 P/s

20 5 Prop.
3 P/s

12 Pvte.

39 11 Prop
1 P/s

27 Pvte.

8 2 Prop.
6 Pvte.

70

10 - - 1 1 Pvte 0 4 4 Pvte. 8 5 Pvte. - - 1 OI \J

17 3 3 Pvte. 5 4 Pvte.
1 Pub

3 2 Pvte.
1 Pub.

6 5 Pvte.
1 Pub.

— — 17

3 3 3 Pub, - - - - _ 3
- - - - - - _ - .. - -

TOTAL 9 27 5° - - - -

KEY:- A =-- Very Difficult, B = Difficult, C = Reasonable, though difficult
D = Do dofficulty, E = Do'nt Know or No comment.

Legal Status: Pub = Public Limited Liability, Pvte = Private Limited Liability,

P/s = Partnership, Prop. = Proprietorship.
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expressed by the firm. For example, the least difficulty in meeting the

conditions of loans were experienced by the six public limited liability

companies that were in the survey all of which in terns of size were

medium, They were followed by the older private limited liability companies,

which were also in most cases.,were medium by way of atleast two size measures

used in the survey. These were followed by younger private limited companies

with the partnerships and proprietorships coming at the other end of the

scale. As all proprietorships, partnerships an; most young private companies

were small in terms of all three size categories, it could be rightly

concluded that the greatest difficulty is experienced by the smaller firms.

7.3.28 From these relationships shown in answer to question two

and three it could be concluded that there seem to exist a credit gap to

small firms based on the following qualifications, i.e. the greatest

difficulty experienced in obtaining outside credit is among those firms

which are smallest in terms of employment, capital and turnover, are

proprietorships and partnerships, and Jiave been in business for a short

period of time. These firms are fillowed by those private limited liability

companies who are small in terms of all three size categories, and are

comparatively new firms with a few years business experience.

7.3.29 However, from the findings in the survey there does not

seen to be any wilful discrimination of these firms, alleast openly, and

therefore one could conclude that the reason seem to lie in the fact that

more established firms are in a better position to meet the conditions

desired by the lenders.

7.3.30 Question Four; lhat conditions imposed by the lender

(with regard to a loan or advance) are most difficult to meet, from the

list of lenders given below ? (this question refers to all type of borrowing
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I

both short and long terra). Please put the apropriate number ineach cage.

Safety Liqu- Profit- Viab- Security Interest
idity ability ility

(a) Commercial Banks - Short
- Long

(b) DFCC - S
- L

(c) AICC - S
- L

(d) Private finance - S
and Hire-purchase _

- JLf

(e) Leasing finance - S
- L

(f) Supplier credit - S
- L

(g) Money lenders - S
- L

(h) Other - S
- L

The following numbers denote the degree of difficulty i-

1 » very difficult, 2 » difficult, 3 ■ reasonable though difficult,

4 = no difficulty

This question was similar to question three, but here the inten¬

tion was to identify the degree of difficulty of conditions for loans

against individual lending institutions. The firms were requested to mark

those conditions of loans listed above which they felt were difficult to

mee t.

7.3*31 In the case of banks, they felt that both short terra

loans and loans over one year, were conditioned by banks* desire for safety

and liquidity, which they felt were the two most difficult conditions to

satisfy. Profitability and security were closely connected to these two

conditions and therefore they felt that all the conditions of loans can be
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quite difficult. The difficulty experienced with the latter conditions

was especially applicable to loans over one year duration, as the banks

paiisspecific attention to the type of security that the lender could provide.

The overall opinion was that the banks preferred immovable property with

very good title to almost all loans which had a duration between one to five

years.

7.3.32 Apart from the difficulty in meeting these conditions

they also expressed the view that commercial -hanks, in case of requests for

loans over one year were most reluctant to accommodate them. They expressed

the opinion that even inbormal circumstances when there were no credit res¬

trictions, the banks laid emphasis on the fact that it was not the normal

business of banks to grant loans for purposes which are lesc* liquid and

those which they considered more risky. As this was the case, the few loans

that the banks were ready to grant for long term purposes were given on very

tight security, and the security demanded in most instances was above,

what a small firm could comfortably provide. In their opinion, short term

self liquidating loans, and temporary accomodation from banks were the only

forms of finance that they were able to get normally from the banks. Even

in the case of these loans they felt that they were at a disadvantage, as

the larger and more established firms were better known to the banks and

had long association with them.

7.3.33 They were critical of the inadequate credit facilities

available to them, not alone from the banks, but from all financial insti¬

tutions. However, a considerable degree of realism entered their views
1

and opinions when discussing this problem . In the case of short term

loans, apart from the banks and other private sources such as friends,

1. See replies to question twenty.
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relatives, and business acquiantances, some turned in times of great need,

to money lenders. This was usually the last resort of finance available to
to

them. There is a belief in the country that all firms which resort/money

lenders are non-creditworthy by any standards, however, there were occasions

when some firms had to turn to money lenders, despite the fact that the firm
1

was well managed. The firms that turned to money lenders in times of

need expressed the fact that they were the only lenders who were ready to

lend on short notice and without much question despite the rates charged

by them being high, i.e. the figures mentioned varied between 30 to 40 per

cent. Supplier credit and other types of business credit was another

source of finance used by them, but they were reluctant to give much infor¬

mation and details#of these transactions. However, the disadvantages des-
2

cribed by them were similar to those described in Chapter one, the princi¬

pal disadvantage being that the recipient is at a disadvantage with 'tied'

products and raw materials agreements at prices and discounts fixed by the

lender firm.

7.3*34 In the case of long term accommftctetlon, the greatest diffi¬

culty they experienced was not alone the difficulty of meeting the conditions

of loans Imposed by the lenders, but the absence of adequate lenders. It

was stated earlier that there were only two long term lenders to industry,

i.e. The AICC and the DFCC, and that their lending was very limited. The

survey firms emphasized this shortage at length. For example, around 95

per cent of the firms felt that the HFCC minimum lending limitation which

stood at RS.100,000 restricted their access to this institution. Even in

those instances when some of them desired loan sums over RS.100,000, they

were unable to meet the conditions of the loan such as feasibility and

1. See Chapter Eight

2. See Chapter One, section 1.8.15.
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1
and profitability as measured by them, and the security for the loans.

Finally, assuming that they surmounted these problems, there was still the

problem of meeting the Corporation's minimum debts equity ratio of 1i1•

In normal circumstances a firm had some proiortion of debt, and when these

debts were taken into account in calculating the above ratio, the loan sum

which the firm become eligible for, fell short of the minimum DfCC loan

limitation of Hs.100,000.

7,3.35 The overall opinion of the firms were, that the attempts

to get DFCC loan accomodation was a waste of time. They were generally of

the opinion that thejDFCC was not particularly interested in assissting them,
I

nor interested in their problems, but was an institution dealing only with

the 'well to do', and large firms. There seem to be a considerable degree

of rancour felt by the firms against the DFCC, as they felt that the DFCC

did not cater to those who really deserved aid and assisstance, despite it

being the only long term industrial credit institution in the country.

7.5.56 The AICC in their opinion could not help them very much

as this institution was tied down by its Ordinance of establishment. The

main difficulty in getting accomodation from it, was the AICC's acceptance

of only first class primary mortgages, as security for its loans. With the

exeeption of these two institutions, there were no avenues available to them

for long term credit.

7.3.37 Question Five; What type of institution do you normally

turn to for your fund requirements ?

i.e. (a) investment needs (over one year)

(b) short term needs (under one year)

Type of Loan Source Reasons

1. Even the cases referred here are firms which are limited liability
companies, as DFCC lends only to those who have limited liability
status.
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Source Reasons

Long - Term

(i) Equity capital

(ii) Capital investment

(iii) liesearch and Innovation

(iv) Expansion

(v) Other

Short - Term

(i) working capital needs

(ii) Bridging finance/
Seasonal finance

(iii) Other

The answers to this question were not quantifiable in the form

of a table. In the case of long term funds for equity, they felt that they

had no institutional source to turn to. The only available source fop
the

private firms in the country is the DFCC,which, as stated earlier is above

size level of small firms, therefore, in order to qualify for aid from the

DFCC a new firm had to r&ise adequate capital of its own to match the quantum

of funds that would be made available by the DFCC,i.e the minimum being

Rs.100,000. This would mean tnat the firm from the initial level or from

inception has to be floated with a minimum capital level of Rs,3qo,000 of

the sponsor's funds and Rs. 100,000 of DFCC funds, making a total of Rs.
1

400,000. This would automatically make the venture into a medium size

firm in the upper bracket of the size category established in this study.

Most small firms or entrepreneurs who start small do not wish to commence

business at this level. The reasons given were, (a) entrepreneurs interviewed

felt that in a small under-developed country it was too much of a risk to

start big due to the great number" of uncertain elements prevalent in

1. This is based on the premise that to qualify for DFCC 's minimum lending
sum of Rs.100,000, the sponsor would have to match it by Rs.100,000,
based on the DFCC lending ratio of 1j1. and in the case of equity partci-
pafion 'the Tirm would"have "to raise Rs.300,000 to get a DFCC loan (equity)
of Rs.100,000, as EFCC's maximum equity participation in one single firm
is 25 per cent of its equity.
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the economy, such as a continous market for the products, market limitation

at the beginning, the changing direction of development and the uncertainity

of Government policy towards private enterprise. In combination with these

factors, they were also of the opinion that most of them did not have the

experience to venture into big business from the very begining.

(b) They did not have vast private resources nor personal wealth, neither

were they able raise such large sums from other private investors, to

match the minimum DTCC contribution,1
(c) The only alternative open to lfehem to raise a sum as large as Rs.300,000

was to float the company as a public venture and invite share participation.

However*, they were not prepared to go public from the start as this went

against their motives of venturing into business. Moat of them valued

their independence and felt that too many shareholders would jeopordise

their control of the firm. The possibility of retaining contril by owning

fifty one per cent of the shares in such a public company was beyond their

means, as in this example the entrepreneur would "nave to raise on his own

nearly Rs.200,000 to hold fifty one percent of the equity. The conclusion

here is that if he is able to raise % 2GQ,00G of his own, he has no need

to seek PFCC assisstance as then he would be able to start the venture in

a smaller scale as he originally Intended, while at the same time time

retaining ownership and full control of the firm.

7.3.58 As a result of the unavailability of institutional funds,

all firms interviewed had commenced business at the outset with the entre¬

preneurs own funds and those of friends and relatives. The funds so raised

were not very large, and as mentioned at the beginning of this chapter, the

difficulty of raising funds at the early stage introduced weaknesses

1. See footnote in previous page .
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to most firms.

7.3.39 In the case of(a)jL(iv)capital investment and expansion,at

the early stages of the business they had to find their own funds, as banks

and other private sources were reluctant to lend to new small ventures.

It was only after the initial period of establishment was over that the

banks were willing to consider accommodation for expansion and new investment.

The problem here seem to be that it is only after the firm has withstood

its initial stages of growth, that the banks feel safe to lend to them.

On the other hand it is only then that firms are able to offer adequate

security and safeguards in the form of existing factory buildings, land,

machinery, and stock, and directors guarantees which the banks' require.

7.5*40 (hi) finance for Research and Innovation: There are no

institutional lenders to provide finance for this purposes, nor, are proper

facilities provided by the State which the firms could utilise, such as

research l.abrotaries, technical services and advisory bodies .

7.3*41 In the case of short tern loans they normally turned to

the hanks for accomodation in respect of both working capital and seasonal

needs. From the ev.id.ence in this answer it becomes apparent that the only

source of institutional finance available to them to substantiate their own

resources, are the banks. This however did not establish that banks adequa¬

tely met the capital requirements of these firms, but it is consistent with

the hypothesis that they had no other sources available. -Around 90 per cent

of the firms interviewed declared that they had no option but to keep on

trying to get bank accommodation for both short and long terra piirpoees,

despite the realisation that the banks were hesitant to lend for longer

periods, and the conditions of their lending being quite severe.

7.3*42 There seems to be a helpless resignation among some firms
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to the shortage of avenues of credit, while others kept on the pressure for

accommodation, and a third group has elected to carry on regardless by what-
1 ♦

ever means at their disposal. This inability to get access to credit has

introduced to the firms a perennial stagnation factor, instability, and

in many cases inade uate financial discipline. At present there is a

tendency for most firms to use fluids in their businesses, as and when it

was available, sometimes quite indiscriminately, without taking into con¬

sideration, sources, uses and type of funds made available. As a result

proper financial discipline is either lacking or laggard. Therefore, it

could he assumed here that this is a case, not alone of business inefficiency,

but also a case of fund shortage.

7.3.43 Question Sixt Was planned expansion of your firm curtailed

at any time due to any external factors in the economy affecting your

performance ? Yes/Mo ,

if Yes, please state circumstances

This question and question seven which follows, dealt with the

same problem. It was an attempt to find the reasons for curtailment of

expansion, insufficient growth and stagnation. In answer to question six

majority of the firms (79 per cent ) declared that at one time or the other,
made

planned expansion was curtailed, or temporary stops were/in the production

process. This they attributed to a number of factors, apart from the

difficulty of accessibility to long term finance. In some cases expansion

was not considered, though they had tentative plans, as they felt that the

process of getting a loan, i.e. difficulties and delays, took such a

considerable time of the firm's time, in addition to the gap between the

original request and final receipt, that they felt it was not worth the

expected benefits.

1. See Chapter Wine for further details - section 9.4 .*7 .



363

7.3*44 Others had no inclination to grow due to the limitation

of finance to improve their product efficiency through method research,

market efficiency through market intelligence surveys, and general efficiency

through rationalisation programmes, feed-back intelligence surveys, and

training programmes. However, the hesitancy to expand cannot be blamed on

inadequacy of finance alone, for, extraneous factors have been equally

responsible. For example, extraneous factors such as the lack cf a long

range Government policy for the private small scale sector, and the limited

foreign exchange budget of the country, resulting in fluctuating exchange

control restrictions giving rise to varying import control measures and

tariffs. Thus, most firms felt that the uncertainties of future policy

affected them as much as finance, ihese two problems of inadequacy of

finance and the uncertain future were closely interlinked, as some remarked,

given that they were able to get accomodation, the fear ofaadverse controls

resulting in inability to meet loan commitments made them hesitate to

embark on expansion.

7.3*45 This shows a lack of faith in Government policy, and the

general absence of coramunication between planning bodies and the financial

institutions. As a result,the lending policies of the institutions worked

sometimes in isolation, and at other times out of step with the policy of
of which

planning bodies! the repurcussions/directly affected the industrial sector.

The institutions more often than not, refused or failed to understand the

difficulties of borrowers caused by the interaction of these extraneous

factors when it came to meeting their loan obligations. As mentioned by
lo&n

some firms, in some instances when the pay-back period ofj*/«us extended*

the institutions never let the borrower forget that he had fallen behind

loan repayments (despite circumstances beyond his control), when an. approach
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waa made for another loan. There were a number of cases quoted as examples

here.

7.3.46 In summary it could he said here that expansion was cur¬

tailed as a result of the following reasons,

(i) inadequacy of long term loans,

(ii) the prolonged period of processing a loan ranging from six to eighteen

months,

(iii) credit 'scueeze' which affected the availability of existing fund
sources,

(iv) extraneous factors such as, (a) Government duties on raw materials and

machinery that has a tendency to go up without prior warning, (b) new

ad-hoc regulations, for example, there was a recent Government directive,

that overseas supplier credit could only be contracted if the supplier was

ready to accomodate 360 day credit terms instead of the usual 180 days,

(c) new foreign exchange control Bchemes, e.g. the RSEC scheme,

(d) varying raw materials quotas given to industrialists in the case of

imported raw materials which varied according to the availability of foreign

exchange, (e) absence of a policy statement as to the future of the private

sector, (f) the fear of appropriation due to a recently passed law,

(v) general economic conditions in other parts of the world which impinge

on the economic activity of the country resulting in repurcussions in all

sectors of the country's economy.

Thus it could be concluded here, that inadequacy of finance at the opportune

time coupled with uncertain!ties created due to extraneous factors have re¬

tarded to a considerable degree the expansion and further development of

the firms.

7.3.47 The answer to this question showed also another facet of
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small industry, which contributes to their basic financial inbalance, i.e.

Government activity in the sphere of controls acts as a barometer for the

future strategy of the firm, 'ihis interlinkage is discussed in detail in
1

Chapter eight .

7.3.48 Question Severn Have you at any time trimmed an investment

programme already commenced, because of inade uate retained profits or because

of the high cost of borrowing money ? Yes/No ,

if Yes, please give details

Question seven confirmed that many investment programmes already

commenced were trimmed and others did not give the desired results, due to

reasons given in answer to question six, The relationship of inadequate

retained profits to the factors given in answer to question six were pointed

out by most industrialists, namely, (i) the inability to ratain much of the

profits as a consequence of the absence of accommfl<3ation from any other

source, necessiating automatic use of funds available in the firm both for

working capital and long term investments, (ii) the non-generation of expe¬

cted profits from programmes undertaken as a result of frequent changes

in Government policy in the field of tariffs, duties and taxes, (iii) the

non-use of installed machine capacity due to shortages of capital, raw mat¬

erials, and spare parts for machinery.

7.3.49 It was mentioned earlier that 79 per cent of the firms

had at one time or another curtailed planned expansion or temporary stops

were made in production , the remaining 21 per cent of the firms could be

regarded as those firms which have resigned themselves to the insurmountable

problems faced by them, and are satisfied to keep atleast the present level

of production. This view is put forward on the premise that all firms

declared that they started their business ventures to achieve

1. See section 8.5.
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a certain level in life, and given the conditions all were desirous of exp¬

ansion and growth. In conclusion here it could he said that the attitudes

of the firms, which shows a dynamism and tenacity to keep on going despite

numerous obstacles faced by them, show a healthy characteristic of the

small firm entrepreneur and bodes good for the future of industry in the

country. Perhaps it cannot be argued that all present enterprises are

necessary at the present level of development in the country, but the cogent

fact to observe is that there seem to be a complete breakdown/policy in

directing these energies of the entrepreneurs 7by providing finance and

other facilities to efficient and essential industrial units,, with a policy

that guarantees the least amount of disruption to normal business efficiency.

7.3• 50 Quest.ion flight; Have you received overdraft facilities

during the last three years ? Yes/No ,

If Yes - Please describe the procedure of obtaining 0/B facilities

If Ho - Bid you attempt to get O/l) facilities, if so, what were the

reasons for refusal ?

Among the firms, 23 per cent had received overdraft facilities

during the last three years. Of this number, only ten firms have had conti-

nous facilities at one time or another, while in the case of the others, the

overdraft facilities were related to loans received, i.e.temporary overdraft

facilities given in times of additional expenses, over the loan received.

The main reason for the absence of overdraft facilities seem to be the

result of the newness of most industrial ventures. Banks do consider

overdraft facilities, normally to established cAstomers, and those banking

with them for a considerable period of time. Normally, a bank before

granting overdraft facilities, checks the customer's dealings with the bank.,

over the whole period the customer has banked with that particular bank.
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and satisfy themselves about his creditworthiness and the desirability of

granting hira overdraft facilities. In the case of firms the procedure is

the same as described above.

7.3.51 Only seven firms answered that they had not attempted to

get overdraft facilities. Hie reason given wa3 that they felt it was a

waste of time to attempt to get overdraft facilities, when they found it

difficult even to get short terra loans from the banks. The normal reasons

for refusal of facilities by the banks were, that the firm did not have ade¬

quate custom with the bank and when the firm's dealings with the tank had

not been satisfactory. One reason given by banks, about their reluctance
,-to

to give overdraft facilities other than/their regular customers wss , that
small firms who obtained facilities made no attempt to cancel their over¬

draft as and when they were able to do so, but had a tendency to keep the

account overdrawn at its maximum. from available evidence, there seems to

be considerable truth in this statement. Therefore, majority of the banks

felt that it was preferable to grant a loan instead of an overdraft, as the

former had regular pay-back periods on agreed dates. Hie dearth of over¬

draft facilities to small firms therefcre^is a result of,(a) the misunders¬

tanding by the borrowers in the correct use of this facility, and the

resultant misuse of such facilities, (b) uncertainity of the business climate,

inadequate funds of banks, and the prefexance of banks to play safe and ser¬

vice only their regular customers, and (c) the insignificant level of

business pressure that a small firm could bring on the custom of the bank

in addition to the smallness and newness of their business with the bank.

7.3.52 :Question hlne: During times of Central Bank: credit

restriction policies, did you find any difficulty in raising finance for

your needs ? ( this question assumes that you had equal credit merit with
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other borrowers) Yes/ho,

if Yes,

(i) What type of finance - (a) Overdrafts

(c) Medium - Term

(ii) Please give reasons for your comments.

Reasons Overdrafts Short

High Costs

Scarcity

Strict qualification level

General difficulty of
borrowing at such times

■i-n answer to this question, 94 per cent of the firms expressed

the opinion that credit restriction affected them. The reasons given

were a mixture of all four reasons given in this question. £11 these

reasons are closely related to one another, and if a division is to be made

between these reasons, they could be described as follows,

(a) High costs: The problem of high costa is a two edged one. In the case

of lending institutions, if at the time of the credit squeeze the bank rate

was also raised, the lending organisations adjusted their rates accordingly

to keep the previous margin. In the case of the private lenders, the result

of scarcity of funds in the market, the increase in the bank rate, and the

increased demand for funds make it an opportune time ffcrr them to earn higher

profits by raising their lending rates. Thus the small firms which normally

depend on both bank and private funds are hit simultaneously.

(b) Scarcity: Scarcity of funds and higher rates affect not alone small

firms but all business. In normal times some large firms ex^erl-f inter
business credit to their small business associates. However during credit

scarcity this source dties up and the pressure exerted, by large firms to

(b) Short - term

(d) Long - term

-term Medium-term Long-term
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to keep the available funds affect the small firm in two ways, Firstly,

those large firms who owed money to small firms for goods bought from them,

or for services rendered by the snail firm, delay payment of their debts,

anc secondly, those large firms who had extended credit facilities and

longer repayment periods to small firms, demand early payment. The small

firms are thus squeezed at both ends, and they have hardly any options

open to them to take counter measures against these large firms.

(c) billet qualification lecela; As seen in answer to question seven of

the financial institution survey in Chapter six, lenders during periods of

credit restraint introduce measures to restrict their credit portfolios.
of,

The normal measures they take are, withdrawal/or ceilings on,overdraft

facilities, restrictions on size and duration of loans, queue systems for

accommodation, and raising of existing conditions of loan qualification.

All these measures which are introduced by the lenders generally affect all

borrowers, but it is hot far wrong to say that, smaller the size of the firm,

weaker its competitive situation, the greater will be the effect;of these

policies.

7.3*53 In xerms of types of credit that axe most affected, it

was mentioned earlier that even in normal circumstances, overdraft facilities

and long term loans flowing into the small firm sector were meagre, and

during these periods even these meagre avenues were closed to most small

firms. The greatest effect therefore the credit restraint has on the

small firm is the closure of even these meagre avenues of longer term loans.

Even during normal times the long terra credit institutions scarcly granted

any facilities, and firms depended on bank accommodation and other private

sources even for their longer term needs. Turing these times both these

avenues become scarce, 'lhe banks usually directed their funds first to
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their regular customers, and if any fair's were available over and above the

needs of these businesses, were the banks ready to consider accommodation

to their less .important customers. Therefore it was rare that loans with

a duration of over one year were made available to small firms in the

industrial sector.

7.3*54 Eighty five per cent of the firms felt that it was

impossible to get accoismodatiom for periods over twelve months, whil J1 per

cent felt that loans with a duration of six to twelve months were equally

difficult. Sven in the case of advances under six months, they had to

compete with all other eligible borrowers, and in the tight race for

accommodation the small firms did not fare so well, unless their relation¬

ship with the bank was well established and was of long duration, i'ost
were

firms felt that the^/pushed to the back of the 'credit queue* during
such times. At also emerged that in the case of some firms, they were

refused credit at times with the excuse that there was © credit restraint,

when in actual fact there was no credit restriction in operation.

7*3*55 In the case of private sources of credit, the normal

tendency during periods of a credit squeeze is a drying up of this avenue

of credit to small firms. One of the reasons given for this phenomenon

is that private lenders either lend at very high rates, and/or direct

their activities to consumption and speculative purposes, 'dor example,

businesses which needed ready cash during these periods of tight money,

resort to pricing down of products and 'sales', to realize cash for other

needs, the resources of the private lenders with cash to spare are utilized

for the purchase of these stocks for speculative stock building.

7*3*56 Overall it was found that small firms were not hit so

much by rising interest rates, as by the lack of accommodation even from
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normal sources which were available to them, and the total drying up of credit.

'Ifce answer to this question, points to a credit crisis especially among the

small firms, not alone small manufacturing units under investigation here,

but ell types of small business. Further this credit crisis among the

small firms holc3 true, notwithstanding the fact that the Central Bank credit

restrictions,exempt loans from the credit ceiling which are for the develop¬

ment of agriculture and industry. The specific reasons for this is given

in section 6.3.39* Therefore it would suffice here to conclude that even

in normal periods the credit facilities available to the small and medium

firm sector are meagre, and during these periods it is even more pronounced.

Bespite the fact that credit restrictions invariably affect, ell customers,

during these times the banks tend to pay special attention to servicing

their regular customers, therefore, any curtailment of credit to the

industrial sector would begin first with the small firms, who normally

are not their most important customers.

7.3*57 Question Ten: Have you had any objections to any

questions or details about yourself, your partners, or your company,

asked or requested by the lender, before a loan is processed ? Yes/Bo,

if 7es, what type of questions or details ?

This question tried to ascertain on of the characteristics of

small firms, which is common to all small firms everywhere, namely their

natural reticence and secretiveneas. Sixty seven per cent of the firms

answered both 'yes' and 'no' to this question, 19 per cent had no objections

and therefore answered 'no' to this question, while the balance 14 per cent

were not so happy to divulge all the details that lenders required.

7.3*58 'The reasons for objections were the. same. They felt

that as long as they were sure that the details given about themselves and
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their firms were kept confidential, they had no objections to providing the

necessary information, and those who answered'no' declared that in order to

get a loan they would have to provide the necessary information about them¬

selves and their firms, whether they objected to any details or not. The

foremost objections of the firms to provision of confidential details about

themselves p.nd their firms was the doubt expressed that the details may

not remain confidential. All firms bad confidence in the management of the

institutions to keep the details provided to them confidential, but what

they .were not too happy about was the loy.rer levels of the adminstraive

staff of the lending institutions. pointed out by them the processing

of a loan application passed through many hands and therefore it was not

difficult for an unscrupulous official to.leak out these details to a

competitor. Thay gave a few examples of this happening, where confidential

information had been passed to strong competitors producing similar or

alternative goods, and to others who were ready to buy information with

the prospect of entering the field.

7.3.59 Apart from what is described above, there were two other

characteristics which although were not brought out fully in answer to this

rjiestion, is relevant here''. They are, (i) The pxevftlance of a considerable

degree of tax avoidance among all business, not alone among the small indu¬

strial firms, but throughout the whole field of business enterprise.

Therefore, those firms which have a reason to keep certain details of their

business to themselves are hesitant to provide all details, especially

those pertaining to finance. Therefore the figures they do sometimes provide

are watered down to tally with their tax figures, due to the fear of exposure.

1. These were brought out in the General Survey and the Financial
Institution survey.
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(ii) Another characteristic which is prevalent among small firms to a

considerable extent, is that once a loan i3 received, their belief that the

only remaining obligation to the lender is to pay back -the interest and

capital on due dates. On the other hand lenders wish to keep a certain degree

of control on the money they have lent by a process of supervision. Super¬

vision normally takes the form of, periodical visits to the firm, interviews

with management, inspection of balance sheets, and the security that has

been provided against the loan, and checks on the uses to which the funds

borrowed have been put. 'there is considerable degree of truth in the

allegation made by lenders,that some borrowers are reluctant, and not so

accommodating to the lender in facilitating the lender to fulfill these

checks.

7.5.60 This latter problem was discussed with the firms inter¬

viewed, and one group of borrowers were of the opinion that, (a) that the

original investigation prior to the disbursement of the loan was sufficient,

(b) that the lender ia safeguarded by the security provided against the

loan taken, and (c) that the money lent to them, and the utilization

of this mcney ia their own business, as they knew how to run their business

best. On the other hand there were others who felt that adequate supervision

by the lenders were not properly carried out, for example, those officials

who do turn up for inspection and observation were not conversant with the

business ano did not know their job, while others who turned up were not

tactful nor courteous. In the case of the former they felt that it was a

waste of time, while in the case of the latter complaint, the entrepreneurs

especially in small firms felt that the behaviour pattern of some officials

who turn up for inspection left much to be desired. One example given

was the apparent tactlessness, in discussing business matters5and recrimination
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on the running of the business in front of other staff, which was detrimen-

talldiscipline and the authority of the manager,

7,3*61 These problems could only be solved by greater understa¬

nding and tact, and better training, in the case of bank officials, and

on the other hand,the provision of facilities for the education of business

men and the dissemination of information on the characteristics of loans

and the procedures adopted by the lenders for control of these loans,

7*3,62 uestion Elevent Do you consider that financial facilities

offered by banks and special financial institutions is/are too expensive ?

Yea/No , if Yes, give reasons for your conclusions.

This question attempted to investigate the cost of credit to small

firms. No firm 'yes' or 'no' answer was given to this question, 'They

expressed the opinion that the rates were too high in comparison to other

countries, but considering the scarcity of funds they were sometimes ready

to pay even higher rates to get institutional finance, ^here seem to be

a considerable degree of helplessness among the firms that they cannot do

very much about the rates prevailing as the institutions are few in number

and there is hardly any competition among lenders to attract borrowers esp-

cially the small firms. It has always been a lenders market and the view

is that the lenders wish to keep it so,

7.3,63 The firms felt that it was the duty of the Government

more than individual lenders to create special institutions like those of

Japan and India inhere special rates of interest aplly to small industrial

borrowers. The present rates in the country vary between 8 to 12 per cent,

while the special rates that apply to sraall Industry in Japan and India

vary between 4 to 6 per cent to those small industrial sectors which have

been marked out by their respective Governments, as needing spacial attention.
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There are no special lending rates for small industry in the country at

present, therefore all borrowers have to obtain loans at the prevailing

market rates, 'te cost factor of a loan therefore, is more attentuated

in the case of small firms, as the value of a ruppee has more intrinsic-

value to the small firm than the sane ruppee to a larger firm. Therefore,

in these terms too a small firm setting loan accommodation for an identical

amount in comparison to a larcer firm (assuming both firms have equal

credit merit), and paying the the same interest rate, the cost to the

small firm could be assumed to be higher.

7.5.64 The majority of the firms in the survey desired loans

at reasonable interest rates. The meaning given to cost of credit here,is

not alone the pure rate of interest but all other costs in addition to the

rate of interest, that are a part of any loan transaction. Therefore,

an. Interesting finding during the survey was that the disatisfaction of the

firms, is not alone the pivne rate of interest but the indirect costs assoc¬

iated with a loan. These are the costs incurred in meeting the qualification

requirements such as legal fees, survey fees, documentation fees, spade

work in terms of man - hours lost in working time of the firm's executives,

and the costs incurred in the waiting time between the original request

and the actual disbursement of the loan, besides these costs there also

arises the problem of costs which they have to bear when a loan application

is rejected. Some o^ these are indirect costs which are quantifiable in

money terms, while others are not, but these too have to/reckoned as hidden

costs,

7.5«6cj A second finding is that, the majority of the firms

expressed the desire, that despite what they thought were hi^h rates for

loan accommodation, they were willing to pay even higher rites than those
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existing at present, if the institutions were willing to relax the eligi¬

bility rules and tie up the cost and risk factor envisaged in lending to

small firms, by a hifdier rate?of interest. The reason behind this desire

is, that even with a higher rate institutional accommodation would be

cheaper then borrowing in the unorganized money market, trade credit,

or private funds, ^t is also true that in certain circumstances it is

necessary to keep in production, even at higher cost, to assure long term

profitability of the firm, while at other times the long term success or

failure would depend on loan accommodation even at higher rates at different

times, in the life cycle of the business.

7,3.66 Table 6J injanswer to question two gave the present rates
charged by the banks. 1'able 65 shows the interest rates charged by the long

term credit institutions. These two tables, give a clear picture of the

interest rate structure on all loans and advances at present.

TAI L! 6?

INT£ltEST MIES CHA1GHD BY LONG Ml (RELIT INSTITUTIONS ? 1970.

Fate of Interest
AICC - Teveiopment Loans of;

secured by £i) immovable property 9
'vii) movable property 10

bon-development ^oans
secured by (i) immovable property 10

(ii) movable property 12

I'FCC - All Loari3

Loans refinanced by the Central Sank 9.5
Other Loans

Foreign Currency Loans 10-5

Sources AICC and I)FCC.
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7.3.67 In Ceylon the interest rates are not geared to the size

of the loan, "but the rates are geared to the type of security provided

against the loan. This again underlines the problem discussed earlier,

i.e. the security consciousness of the lenders. As shown in table 67,

after 1956 the minimum rates for all types of security with the exception
i «

of those termed other have doubled, i.e. a hundred per cent increase, while

the maximurarates have increased by atleast fifty per cent. This table also

shoes that with the exception of the security termed 'other', the minimum

rate of 1970 is more than the maximum, rate of 1956. The table below shows

the increase in the minimum and maximumrates from the level in 1956 to

1970.

TABLE 6'6

IMEREST BATES ? 1956 and 1970

Type of Security Minimum Maximum
Tec. Tec, € Tec. Tec. <
1956 1970 increase 1956 1970 increase

Government Securities 3 7 133 4*5 9.5 111

Stock in xrade 4 8*5 113 8 12 50

Shares in J.S.C's 4 8 100 6.5 11 69
Other^ 3*5 6.5 86 8 12 50
immovable property 4*5 8 78 7*5 11 47

Sourcej Central Bank

1. this includes movable property, guarantees, promissory notes, etc.

7.3.68 The steep rise in rates may perhaps be accounted by the

rate of inflation prevalent in the country. However this alone cannot

answer this steep rise in rates since 1956. This belief is also strengthened

by the fact that the rise in minimum and maximum rates do not follow any

particular pattern. This almost hundred per cent increase in the minimum
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rates and over fifty per cent increase in the maximumjrates cannot be accou¬

nted solely by the level of inflation. For example, if a weighting factor

is introduced to the value of the ruppee to compensate for an inflation of

40 per cent since 1956, this still leaves a considerable upward gap in the

rates. The weighting factor is not relevant in the case of all firms, as

there is Government control of prices of most consumer goods. Therefore

those firms, whose manufacture fall under price controls have to keep their

price levels under the ceiling despite the fact that the borrowing rates

have gone up, and factor costs of imported raw materials (which most firms

depend on) have increased. For example in the case of raw materials, the

increase in price since 1956, has been nearly 25 per cent and in the case

of machinery and spareparts the increase is over 100 per cent, while the

increase in wage rates between these years have been around 70 per cent.

7.3»69 Taking all these factors into account, and considering

the ceiling on prices in some goods, the firms cannot generate ade uate

income, after meeting these additional expenses to meet the high cost of

loans. Therefore taking all these into consideration?the prevalent interest

rates for advances by the banks which are parallel to interest rates charged

by long term credit institutions, there is a case for atleast for some

short term advances to be provided at special rates., to small industrial

firms. This is made on the assumption that in the short run the loss in

profit to the banks would, not be too severe even with prevailing inflation.

7 *3.70 1 uestion 'Twelve; In obtaining funds for investment are

you prepared to share equity ownership with lenders ? Yes/No,

if the answer is ho. please give your reasons.

This question tried to ascertain whether firms keep potential

lenders away by their negative attitude to , the participation of lenders
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in the equity of the firm. 'ihe answers to the question were as follows,

TABLE' ( 7

ANSLET- S TC QUESTION TWELVE

No. of
Firms Prop.

Legal Status
P/ship. Pvte.

Ltd.
Pub.

Liability

'YES1 to all lenders 12 — 6 6

'YES' with reservations 18 6 - 12 -

'YES* to Financial
Institutions only 60 6 3 51

'NO* to all lenders 10 8 2 - -

Total 100 20 5 69 6

7 .3.71 'Ihe table shows that only limited liability companies

were prepared to accommodate all lenders by way of equity participation,

and the preferance schedule for lender participation is at a minimum

among the proprietorships and partnerships. Ais compares with the general

characteristics of small films, especially those which are closely held.

Among these latter firms there is a genuine reluctance to take in new

shareholders.

7.3*72 Those who answered 'yes' with reservations, were prepared

only to accommodate financial institutions and other private lenders who

they have had long association with, both socially and in the business

world. In the case of those who were only prepared to accommodate financial

institutions, the main objections they had to private participation were,

(a) the fear that some lenders would try to usurp control of the firm

(b) obligations to employ relatives and friends of new shareholders

(c) the desire to keep the business closely held within the family or

among the original participants
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(d) the view that they have striven hard and undergone many hardships during

the initial phase of the business, and the feeling that benefits should be

reaped only among themselves, and not to be sacrificed to those who comes

into the firm as a shareholder, only when the prospects of success was

assured and the business was on a firm footing,

7.3*73 This behaviour pattern of small firms and their mode

of thought, and the opposite view taken by private lenders was well

documented in Chapter one 1. -H would suffice here to mention that this view

is prevalent among most small firms, %erefore, time in terms of the

firms' expansion from proprietorships and partnerships, to limited liability

companies would ease many of these existing objections. It could be said

in conclusion that small firms by their insularity tend to an extent to

keep potential lenders away.

7.3*74 uestion '.Thirteen? %.ve you found the lenders you appro¬

ached sympathetic towards the gap of investment and return ( especially

when time required for the developement of a product, commencement of prod¬

uction, etc. is long and sometimes unpredictable ) Yes/No,

"'"his question attempted to understand another deficiency in the

financial structure, namely the attitudes of lenders towards the gap in in¬

vestment and return, i.e the provision of risk capital. This was. specifi¬

cally asked to ascertain, whether the institutions were aware of the nature

of different aspects of finance to industry. Sixty two per cent of the

firms felt that they were not sympathetic to this problem, 9 per cent

felt that different institutions at one time or the other had accommodated

their problem, 8 per cent felt that they were satisfied with the facilities

provided, and the balance 21 per cent had no comment to make. Almost

all firms however expressed the opinion, that there was no possibility

1. ^ee Chapter One, section 1.2 . !? .
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of getting a loan from the hanks for technical development, where the return

was not easily assessed or was in the far off future. Among the long tern

credit institutions, only the DFCC made any special provision for delay in

payback in their loan agreements, while in the case of the banks it was

more a adhoc decision depending on the borrower, and there was no laid down

policy od this matter. Ihis difference between the banks and the long

terra lenders is expected, as the banks were not set up to provide such

type of finance, "owever, what is at issue here is that there are no credit

institutions in the country, dealing with this aspect of industrial credit,

i.e. finance for development such as technical development, innovation,

research, and other long term investment needs where the return is in the

far off future.

7.3.75 Question Fourteent Do you feel that lenders give prefer¬

ential treatment to big business in general ? Yes/No,

if Yes, give reasons for this opinion.

Questions fourteen to twenty of the questionnaire, confirmed

answers given to the earlier questions regarding the unsatisfied demand

for credit. In answer to this question 93 P®** cent of the firms felt

that the lenders give preferential treatment to big business. However the

answers to this question has to be gauged with considerable caution, due

to factors such as persecution complexes, natural antagonism to big business

felt by small firms, frustration, coupled with inadequate financial discip¬

line and lack of credit merit preventing them getting loans, all of which

would flavour the answer. But, in terras of the whole investigation, there

is adequate evidence to suggest that the affirmative answer given by the

firms to be true. %e reasons for this answer were the same as those given

for the earlier questions where the conditions of loans etc, which favour
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the large fixma as against the small firms.

7.3.76 uestion Fifteen; Have you at any time observed that small

firms have special difficulties in obtaining loans from banks and other sources ?

Yes/Jo, if Yes, please elaborate

This was a control question to check answers to uestions two

and three. The answers and the analysis there, apply here. Apart from the

similarity of problems discussed here, the answer to uestion three (i),

was discussed in more detail here. The majority of the firms felt that

access to existing institutions wer^difficult and some times non existant.

Although the lenders especially the banks made the statement that they were

ready to accommodate all creditworthy borrowers, to most firms this state¬

ment apperared to have been said in jest. The problem here is ofcourse

three sided, as will be showr, in Chapter eight, i.e. there are factors

contributed by the Government, the lenders as well as the firms.,for the

credit gap that exists in the small firm sector.

7.3*77 On the whole it could be said that the majority of the

entrepreneurs who wereinterviewed were realists, and accepted that in the

present context of the economy where nothing was certain, and taking into

consideration the uneertalnity of future Government policy towards the

private sector, that there existed a desire among the lenders to adopt an

attitude of 'play safe' or a policy of escapism. The firms affected most

by this policy are the small firms, as a consequence of Mie better position

the large firms are in to fulfill the conditions the lenders require.

Ap a result of this uncertain!ty the terms and conditions of loans were

biased against them, and at the present time no lender1 had any genuine

interest in understanding their problems and meeting some of their needs,

they fell it was an uphill task with all factors arranged against them
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and in the case of accommodation they felt that the law of the jungle prev-

iled,i.e. the survival of the fittest.

7.3*78 ' uestion Sixteen} Do you believe that small firms are able

to obtain with reasonable terms,

(a) adequate short-term credit ( under one year ) Yes/No

(b) " long-term " ( over one year ) Yes/No

■uestion Seventeen; Is short or long term credit the

greater problem ?

The answers to these questions confirmed earlie: answers about

the shoetage of credit experienced by the firms, i.e. (a) the non-availabi¬

lity of institutional finance for capital investment at the initial stage

of the business, i.e. venture capital, (b) lack of long term credit facili¬

ties at the secondary or interim stage of tho firm, for expansion, innova¬

tion, and research, and (c) the inadequacy of short term capital at all

stages.

7*3-79 In reply to question sixteen 90 per cent of the firms

expressed the opinion that small firms were not able to obtain adequate long

term credit with reasonable terms and conditions, while 79 per cent had the

same impression about showt term accommodation. In reply to question

seventeen, 97 P©* cent felt that long term loans were the greater problem ,

and 63 per cent felt that short term loans were equally difficult to get,

7.3*80 The meaning of reasonable terms in question sixteen,

included the aspect of non-availability of institutions, inaccessibility

of existing institutions, and the difficulty of access to loans, Hie opin¬

ions given in answer to these two questions are general opinions of the

management of these firms. These views have been founded on their own

observations and experience and those of others. The general view of all
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firms is thai there definitely exists a credit gap towards the small firm

sector in the country.

7.3*8'< Question Eighteen* Indicate in column one below, if your

firm had attempted to borrow outside funds within the last five years

if answer is Yes,

(d) Did you get the full amount requested ? (indicate in column two below)
(b) Was the sum requested reduced, but not denied at any time ? (indicate

in column three below)
(c) Was your request denied ? ( denied to mean whether refused outright or

their terms unacceptable) - {indicate in column four below)

Financial intermediary 1
Attempts made

Commercial Banks

DFCC

AICC

IDB

Private finance

Eire-Purchase

Inter-business

Money Lenders
Other

2 3 4
Success in Lesser Hefused or

getting amounts terms
total sum than unacceptable

requested

This confirmed earlier findings that all firms were desirous of

getting outside loan accommodation and had made atleast one attempt to get

outside funds during the last five yews. Table 68 gives the breakdown of

attempts made, those who succeeded in getting the sura desired, those that

got lesser amounts than requested, and others who failed outright. It has

not been possible to assess the reasons for the leans, and why they failed

due to the time limitation of this study, the reluctance of both borrowers
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ATTEMPTS/APEB1SUAVE!FI.J-STOGETE&.1EBNALLOANACCOMODATIONBETWEENI%6-1970
Financial Intermediary

Total Attempts made

%of Total

Successin Getting totalsum desired

%of Total

Lesseramounts than%of requestedTotal
Failures: loanrefused orterms unacceptable

%of Total

CommercialBanks (individual%)
1612 (100)

61.0

287 (17.8)

10.8

546 (33.9)

20.7

779 (48.3)

29.5

D.F.C.C (ind.%)

42 (100)

1.7

-

5 (II.9)

0.2

37 (88.1)

1.5

A.1.0.0 (ind.%)

III (ICO)

4.2

4 (3.6)

0.2

17 (15.3)

0.6

90 (81.1)

3.4

I.D.B (ind.%)

89 (100)

3.4

5 (5.6)

0.2

26 (29.2)

1.0

58 (65.2)

2.2

PrivateFinance (ind.%)

261 (100)

9.8

52 (19.9)

2.0
o

4.»

99 (37.9)

3.7

no (42.2)

4.1

Hire-Parchase (ind,%)

130 (100)

4.9

21 (16.2)

0.8

68 (52.3)

2.6

a (31.5)

1.5

Inter-Business (ind.%)

376 (100)

14.2

203 (54.0)

7.7

III (29.5)

4.2

62 (16.5)

2.3

FloneyLenders (ind.Jb)

rs-m ^JL (100)

0.8

14 (66.7)

0.5

7 (33.3)

0.3

-

Total2642100.058622.287933.3117644.5
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and lenders to divulge the reasons for rejection.

7^3*82 The table however, gives a clear picture of the unsatis¬

fied demand for credit. *'or example, out of the total attempts made only
per cent

22*2 per cent were successful and 33 *j/were partially successful, while the

rejection rate was as high as 44*5 per cent. Taking individual institutions,

those who sought loans from the BfCC fared the worst, followed by the AICC,

and the II®, with rejection rates of 88*1, 81*1 and 65*2 per cent respecti¬

vely. At face value, the money lenders corae out the best, having a reject¬

ion rate of zero, followed by inter-firm finance where the rejection rate

is as low a3 16*5 per cent. Although the last two sources appear to come

out best, firms if they dan do without loans from these quarters7they

would refrain from turning to these sources, the reason being that the

cost of credit from the money lender is very high, while inter-firm finance

carry with it certain obligations which the borrower has no option but to

accommodate * The table also underlines that the banks are the most popular

source, having 61 per cent of the total attempts made, although their

rejection rate is high as 48*3 per cent

7.3*83 As mentioned earlier it has not been possible to identify

the reasons for rejection of loans, but from the answers given to question

two and three it can be presumed that it ia a result of all the factors

described there, in addition to the indirect factors such as Government

policy and the weak bargaining position of the borrowers. Therefore it
the

would be wrong to assume that/all rejections were a lack of viability and/or
r.on feasibility of investment proposals.

7.3*84 Question nineteent If answer to question 18 was * No',

please tick the aproppriate cage/s below.
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U) no need to satisfied with present situation

(b) use own sources or directors provide funds

(c) wish to keep business from outside interference

(d) do not like loans, wish to avoid debt

(e) too costly

(f) have other sources

(g) waste of time trying, we would not get it

(h) do not have acceptable security

(i) no wish to grow

(j) do'nt know

(k) did not try

This question was not applicable as every firm had made an attempt

to get outside credit during the last five years.

7.5*85 Question Twentyt Have yo\i or any of your colleagues

in other firms,encountered any special problems in obtaining outside finance

for your/their business ? Yes/No,

if Yes, please elaborate.

-^his question was posed to include any other aspect of finance

that had not been covered in the earlier questions. It elicited answers

that were already given in answer to the preceding questions. If a summary

is made of the subject matter on which they laid emphasis, it would be as

follows,

(i) shortage of institutions catering to different needE of industry

(ii) absence of adequate facilities from existing institutions

(iii) the apparent bias against the small firm by all existing sources

of credit

(iv) the lack of understanding and interest on the plight of the small firm.

(v) the absence of ancillary services

(vi) the absence of specific Government policy and inadequate incentives
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7.3*88 Question Twenty One:In your opinion, what is the strength

of competition for the products of your firm as compared with other firms

producing and/or selling similar or alternative products ?

(a) Strong competition

(b) Moderate "

(c) No "

The intention here was to estimate the competitive strength of

the firms, in order to facilitate inter-fiem comparisons with the accounting

data that the survey intended to collect, but as the attempt to collect

such data wassunsuccessful, the data collected here served no valid purpose.

7.3*87 Question Twenty Twoi Are there any other matters you

wish to discuss on the question of industrial finance and any other related

matter.

This question too had somewhat a similar purpose to question

twenty above. All firms as a whole felt that despite the emphasis on

industrialisation during the last decade, nothing very constructive had been

achieved in the way of services both financial and other. If the opinion

of the firms that commenced business before i960 ( 6 firms before 1948*

9 firms between 1949 - 54» and 27 firms between 1955 - 60 ) is taken at

face value, the avenues available to small industry and the economic climate

for small industry have been retarded during the last decade. They based

this argument on the lower interest rates available, the absence of rest¬

rictive policy and unnecessary intervention by the Government, and the

more stable economic climate that prevailed.

7.3.88 The foremost criticism the firms made for the present

plight of the sector, i.e. the stagnation of small industry, waste and mis

direction in the industrial sector, was againat the haphazard and uncertain
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Government policy directed towards this sector. Their arguments emphasized

what was described in chapter two and three, i.e. (a) the failure to study

and identify the place of the private sector in the industrial structure of

the country, (b) the failure to appreciate and evaluate the financial and

other difficulties faced by industry, especially the case of the small firm,

here a p.- allel was drawn with agriculture, where much effort has been put

to study their financial difficulties, resulting in extensive agricultural

credit facilities, (c) the failure to provide adequate and correct incenti¬

ves to different industrial sectors, and (d) the inadequacy oi the existing

credit structure to meet the needs of new industry and the expanding indust¬

rial structure as a whole.

7.3»S9 The basic incentives they desired, among others, for

successful industry in the country were,

(i) A long term credit institution to meet the different financial needs

of the small firm sector

(ii) The need for another institution to provide economic, technical and

market data

(iii) Service institutions to aid technical and research facilities

(iv) Educational programmes to lemn techniques of financing, management

methods, as well as training facilities for the workforce.

(v) A policy statement on the place of private industry in the economic

development of the country, and an assurance that such a policy would oe

continous.

(vi) Re-training of staff of the financial institutions on different

aspects of industrial finance.

7.3*90Q question Twenty Three» Gould you please px-ovide your

kalahce Gheets, Appropriation and Profit and Loss accounts for the last
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three years.

After the interviews7an attempt was made to collect accounting

data, to study the financial structure of the firms, with a view to relate

the answers obtained from the individual firms to the existing financial

structure of the firms and to make inter-firm comparisons. However as

mentioned in ^hapter five the response was poor. Percentage-wise the

number of returns were too small to make any significant cross classification

between firms and to correlate the answers with the financial data. There¬

fore, no attempt has been made in the study to evaluate such relationships.

7.4 GENERAL CONChdSIOk

7.4.1 Prom the overall results of this survey, it could be

concluded that the present financial climate and the avenues of credit,

is weighted against the small and to some extent the medium sized firms,

and that there is a serious institutional gap of credit to these firms.

It has been possible to assess beyond a reasonable doubt that this sector

faces problems of finance, at every stage of their business, from inception

to the intermediate stage of their growth and from there onwards to

future expansion and development.

7.4.2 Many problems of finance are ofcourse common to the

type of firms under investigation here, as well as to other firms in the

industrial sector, but every problem which is common to small as well as

large firms is multiplied in terms of the small firm. This is not to say

that small and medium sized firms do not get any credit at all, but to

emphasize that due to the present structure, they have to compete with

large firms in all sectors of the economy, for a limited amount of credit.

Therefore, a choice of a lender between a creditworthy small and large

borrower falls naturally in favour of the latter, while the conditions
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required by the institutions to grant accommodation, keep out a great number

small firms.

7.4.3 the reasons for the problems discussed in the preceding

pages, cannot be justifiably laid at the door of financial institutions

alone, it is a combination of causes both internal to the firm as well

as external, the shortcomings in the institutional lenders, interaction

of Government policy and the general economic problems in the country.

The next chapter makes an attempt to understand the different causes and

their inter-linkage to the central problem of finance.
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8.1 INTRODUCTION

8.1.1 In the light of research undertaken and reported so far

in the preceding chapters, it has been possible to conclude that there

exists a credit gap in the country where small and medium sized firms are

concerned. further the findings also established that this shortage of

credit is specially acute in the case of small firms. The two surveys

directed its enquiry to all forms of credit that a firm needs, i.e. venture

capital for new firms, short term needs, such as working capital and

bridging finance, funds for long term needs of the new firm and already

established firm, development finance and risk capital. It was possible

to establish that there exist shortages for all types of finance, although

in some spheres it ms not so acute as in the others, while in some fields

there were no avenues at all for the firms under investigation. This

general shortage of funds has been a result of a number of interlinking

causes, which for the purpose of this study is demarcated into six sub*

groups. However, it is important to keep in mind that these sub-groups

are so closely connected that no attempt is made here to make very specific

demarcation but the purpose of this attempted separation is to give

emphasis to the main features in the sub-groups. Therefore there may

arise a certain amount of repetition, although an attempt is made to keep

it to a minimum.

8.1.2 The six sub-groups are i

(i) Institutional Gap, i.e. the absence of any properly constituted

institution or institutions to (a) provide finance (b) educate, advise,

direct and establish liason and the shortfall of the existing credit

institutions and other Intermediaries

(ii) Fund Gap, i.e. the shortage of funds in the institutions, shortfall
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of savings in the economy, the direction of funds that could have been

made available

(iii) Attitude and Communication Gap, i.e. the short-comings in the chain

of communications between lenders and borrowers

(iv) Historical and Policy Gap, i.e. the historical setting, the develop¬

ment policies of successive Governments

(v) Structural Gap, i.e. the short-comings in the management and the

financial structure of the firms,and the organisation structures of the
institutions ooupled with the backwash of structural limitations of the

whole economy.

(vi) Qualification Gap, i.e. the difficulties the lenders and borrowers
associated

face alike. In the first category are the degree of tisk/ small firms and

new ventures,legal obstacles, costs in lending. In the second category

are the problems of meeting loan requirements.

8.2. INSTITUTIONAL GAP

8.2.1 Chapter four outlined the present institutions that form

the credit structure of the country, while chapter six surveyed their

lending activities and the problems they face, and chapter seven discussed

the interactions of small and medium sized firms with external credit.

This section attempts to tie up the findings of these chapters on the

shortage of financial intermediaries, and the short-comings of the external

avenues, and the absence of services ancillary to finance.

8.2.2 Diagram 2 outlines the existing institutional structure

and the present flow of credit to industry according to size. The survey

so far established beyond any reasonable doubt that there is no institution

especially created, or part of an institution empowered to give financial

aid to the small and medium firm industrial sector, of the type found in
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THE PRESENT INSTITUTIONAL SiRliCTURE & THE FLOW DP CREDIT
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both developed and developing countries. There were only two attempts

made to finance this sector and both had ended in failure due to structural

features more than any fault of the firms that they were to finanoe.

8.2.3 In recent times there has been an attempt in Government

circles to restructure the institutions. Though specific plans have not

been made public and the proposals are still in a planning stage, the basic

proposals for the future are as follows t

(i) the establishment of an export and import bank

(ii) the establishment of a development bank to finanoe the State corporations

(iii) the amalgamation of the Agricultural and Industrial Credit Corporation
4

and the State Mortgage Bank to form an Agricultural Bank

The proposed new institutional structure is given in diagram 3.

The proposed amalgamation and the new institutions would certainly fulfill

particular needs, but as mary times before the new proposals are based on

limited sectoral analysis and deduction rather than through the result of

systematic analysis of the whole credit structure from an overall

investigation and survey. The results of the new structure, would be to

plaoe the small and medivsa scale sector, even in a worse situation than

before.

8.2.4 This study is of the opinion that the assistance available

to the industrial sector as a whole,and small and medium size firms in

particular is so meagre that even a mere establishment of a bank catering

to small firm finance would hardly solve the problems of finance the small

firms face. During the interviews it was possible to gather from those

responsible for development policy of the country that there was a general

1. The State Mortgage Bank was founded in 1931 with the object of granting
long tern loans for agriculture and other prescribed purposes such as
for housing, building and construction
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understanding among them that the needs of the small firms could be

adequately met by present commercial banks* It was assumed by diem, that

they had no serious credit problems, on the other hand, if they had any

problems it was believed that it was their own creation through their own
with

folly* If this totally illogical reasoning/ regard to the fulfilment of the

credit needs of the small firms by commercial banks alone is true, this

would put the Ceylonese small firm sector in a truly enviable position

'vis-a-vis' his counterpart in other developing as well as developed

countries* However, this assumption is far from the truth as has been

painstakingly pointed out in this study*

8*2*5 It is difficult to understand how this conclusion of the

adequacy of finanoe has been reached, when to date no overall attempt has

been made in the country to investigate the credit needs of the private

sector as a whole nor that of the small industrial sector* It is true that

there has been sectoral studies, desk research of particular aspects of

finance and two commissions that sat to investigate the working of the two

'old' indigenous banks, but apart from that, there is no evidence that

any attempt was made to study the intricacies of development financing of

industry of the private industrial sector, or that of the overall credit

structure of the country* The only overall study of major merit, of the

credit structure of the country, in the country's history, has been that

of the Banking Commission investigation of 1934 (see 4*2*9)» Therefore the

only oonolusion one could come to, for this attitude, is that there exists

an erroneous understanding of industrial finanoe, i.e. all forms of finance,

a firm seeksot© categorised under one general term *finance** If on the

other hand an attempt was made to evaluate various forms of finance a firm

needs, suoh as short term working capital and bridging finance, medium and

long term capital for development, expansion, diversification, innovation
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capital for equity, pure risk capital, capital needs of new fims and those

of already established, fims, one feels that they would not express so

complacent an attitude*

8.2*6 After examining the availability of institutional

financial sources to provide finance to firms, the existing situation

today could be summarised as follows

(i) There are no long term credit institutions for small firms, nor is

there aqy future plans to set up any.

(ii) The AICC as mentioned in chapter four and six has been insignificant

in small firm financing, nor is it able to do so even if it so wishes,

due to its capital limitations*

(iii) The DFCC from the outset opted themselves out of financing this

seotor and by their self imposed limitations have not fulfilled the

responsibilities assigned to it nor those envisaged by the World Bank

Mission*

(iv) The stock market is underdeveloped and its activities are limited,

while whatever future development it envisages, it will still be above

the small firms- ^

(v) There are no special financing programmes undertaken or sponsored

by the Government for the manufacturing sector* The'finance for small

firm programme*was doomed to fail from the start (see section 6,8)

(vi) The IEB began with serious structural limitations and expanded its

activities and responsibilities ahead of its capacity. without first

getting its internal structure well organised and its priorities rigfct.

(vii) The hire purchase and finance companies are oriented tovrards

consumption financing.
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(vJLii) The foreign hanks which developed alongside the plantation and

commercial sector of the country have remained principally hanks of Cotaiiierce

of British vintages

(ix) What little finance that has eosae hy way of the small firm, has been

from the two indigenous banks, namely, the Bank of Ceylon and uhe People's

Bank of Ceylon. However, even here the former due to its structural

limitations and historical factors developed along the lines of British

commercial banking practices. Out of its total industrial lending, the

major share has gone to well established large firms and it is only the

overspill if any, that has come to the small firms. Even the meagre funds

that come to the small firm sector are principally for short term purposes.

The People's Bank on the other hand stretched itself at first to accommodate

a great amber of rsaall firms but since the Commission Report it has re¬

oriented itself to lend to the agricultural sector. While in the case of

industrial lending, as it gained maturity a greater portion of their lending

to the industrial sector was directed towards large industries in competition

with the Bank of Ceylon.

(x) The Department of Rural Development and Email Industries is only

concerned with the organisation and administration of textile weaving and

services to cottage industries with & capital investment of below Rupees

10,000.

(xi) The National Small Industries Corporation occupies itself in running

a few small industries of its own.

3.2.7 Apart from these, there are no other institutional

sources which the small and medium firm could turn to for their various needs.

It is expected that with the x*estructuring of the commercial banking sector,

-that the banks will play a more active rule in financing of industry. However,
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even if they increase their lending activities to industry, there is no

guarantee that this increase would benefit the small and medium sector more,

and secondly, this assumption is based on a wrong premise that industrial

financing is similar to financing of commerce.

8.2.8 The commercial banks keeping In mind their development,

nature of their funds, and other limitations such as trained staff cannot

be expected to fulfil all the needs of finance mentioned earlier. Perhaps

if the early development of the Bank of Ceylon took a turn on the lines

of continental banking as envisaged by the sponsors the problem of re¬

orientation would not have been as difficult, as it is today, (see section

4.2,14) Considering these factors even if their basic orientation to

lending changes it would only result in meeting the short term needs of the

firms and at host soma sodium term needs. Beyond that, it would be in¬

advisable to stretch their structure which is geared to liquidity, to

accommodate all long term finance of the small sector and risk capital.

This is not to say that banks cannot lend on medium term and perhaps even

some for longer periods, but to emphasis® that it would be inpracticable

to burden then with the whole responsibility. The non-Gaylonoac bank, on

the other hand,being branches of foreign banks, not much should be expected
of them in the field of industrial financing than they have already dons}

keeping in mind the tenants of the purpose of their existence. It has

been popular to muk© them 'scapegoats' for inadequate financial facilities

experienced by the growing needs of the country. The survey firms felt

that, within their given constraints, they had done a satisfactory job in

allowing a certain amount of credit to them. Further they were established
the

to finance/plantation and the eoraracroial sector and in tills sphere they

have done quite a satisfactory job.
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8.2.9 It is worthwhile to conclude the shortcomings of the

existing institutions by looking at the PFCC, the institution that was

specially created to finance the industrial sector. The DFCC as it is

presently run is very sohistic&ted and thorough in its loan appraisal and
/"the

credit procedure. Its credit appraisal policy, and/conditions on which

credit is granted, is beyond reproach. However, their approach would have

been Justifiable in a developed country which deals with a more eduoated

(financial-wise) and better informed entrepreneur,their mode of operation

today, in a country which is Just beginning industrialisation and where

tenants of financial practice is still in its infancy, is a little too

advanoed, i.e. a form of 'putting the oart before the horse' approach.

The foregoing criticism does not in any way attempt to deride the high

principles set up by the DFCC regards good financial management, the point

at issue is that the Corporation'3 activities today is a little out of

context to the existing situation and is deficient in terms of the original

intentions of the proposers, (see section 4.4)

8.2.10 In fulfilling only one aspect of its intended functions,

i.e. granting financial accommodation it has Jeopadized its usefulness.

The credibility of this argument has to be seen from what was stated in

chapter four and the survey of its present activities in chapter six.

Therefore in terms of its present activities it has,

(i) alienated itself from the small and to great extent from the medium

sized firas which form the majority of the industrial units in the country

(ii) failed to appreciate that most firm in developing coimtrd.es could only

start small*

(iii) made no attempt during its fifteen years of existence to go down to

the level of the industrialists by (a) contacting prospective entrepreneurs
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on its own initiative, than waiting at the desk expecting them to cme to

the Corporation and (b) by disseminating knowledge by way of workshop

ssicinars, lectures, publications, or through the madia of newspapers and/or

radio*

(xv) not encouraged or made an attempt +c appoint agents to seek out

prospective clients, both in the oity and tine countryside.

(v) not and© axy attempt to -nurture future industrialists by a long term

policy of nursery ventures or on the other hand following polioy (t>)

and (c) mentioned in page164 of chapter four.

(vi) not helped aotively to underwrite stock issues.

(vii) by its present activities,acted a3 a barrier against the development

of a steak market, and. prevented funds;that could have been made available
to the small firm and the medium fir® sector, from flowing into this sector*

8*2.11 It can only be presumed today, that, if the BFCC followed

a dynamic policy of disseminating knowledge and sowing the seeds of good

credit management (without limiting themselves as it has presently done to

serve a few large customers) it would have by now reaped a rich harvest of

creditworthy clients and viable small firms* A good example of such a
.-for

procedure paying/itself, is seen in Japan today*
has

8*2.12 So far, this exposition/dealt with the aspect of availability
of institutions to provide finance, however, it is equally important to

emphasise that provision of adequate institutions concerned only with the

provision of finance would not suffice to solve the problems of infant

industrialisation, in fact this is only part of the solution. It is

equally important that (i) parallel Institutions and policy should be

developed to pave the way for good financial understanding on the one hand
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and (i±) institutions to aid the financial intermediaries in easing their
of

lending problems, neither/w ich are available today.

8.2.13 In the first category are those educational services

such as financial techniques, firm management, technical services, management

accounting, in short advisory and counselling services for all aspeots of

industry. At present there is no properly organized viable body in the

country,like for example the Small Industries Service Institute of India

or the Small Business Administration programme of the United States, or the

various bodies as found in Japan. It is true that the Industrial Development

Board of Ceylon attempted to fulfill this function to same extent but due to

reasons given in section 6.6. it touched only the periphery of the problem.

8.2.14 In the seoond category are (a) a programme of staff

training of the financial institutions to appreciate and learn techniques

of industrial financing and to provide the necessary motivation for develop¬

ment financing. In all the institutions surveyed with perhaps the exception

of DFCC the staffing patterns show that they depend on the traditional methods

of acquiring and absorbing skills as they go along, interspersed with a few

oourses in banking procedure and related academic training* However, this

process not only takes a considerable period of time but also gives them

only a generalised knowledge as against specialised skills, with the

result the development of experienced staff versed in techniques of

industrial and development banking with capabilities of assuming lending

responsibilities and leadership is retarded.

8.2.13 (b) an institution or a subsidiary of another institution

specialising in development capital. It is important to differentiate normal

financing of long term needs, as against financing of greater risk bearing

investments. In general, the provision of finance for new technical
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development presents some of the most formidable problems with the

industrial scene today. It is the problem of reconciling the risk: during

the long period of development with subsequent reward© which may in fact

never accrue. The provision of this type of finance cannot be done by

banks. A banker would not be easily persuaded to take on financing if

the prospects were that the advance would mount steadily for several years

and might then level off on a plateau, so that the commencement of

reduction of the advance would lie in the more distant future^

The Badcliffe Committeo which investigated this problem in

Britain stated.

"there are certain apeoial problems about the provision of finance for the
commercial development by small businesses and private companies of new
inventions and innovations of technique. One problem is that the amount
of capital required to finance development may be larger in relation to
a small company's capital structure and apparent earning prospects than
the financial institutions would ordinarily feel .justified in putting up."
(Grand. 827 Para.948)

8.2.16 Most large concerns have specialised research facilities

and the financing of innovation is a normal part of the process of growth.

The small firm however, does not have these facilities and yet it is vexy

often the small unit which provides an outlet for originality which could

not be stimulated in the large concerns. Mary innovations originate from

small firms where due to close knowledge and concentrated thinking about

particular specialised problems miry innovations which require ingenuity

rather than large scale resources, are developed. However, the innovator

working on a small scale often lacks both the experience, facilities,

and finance to make the innovation a success. The observation made by the

Badoliffe Committee on the risks of innovation apply specially to the

small firm,

"... the risks in the commercial exploitation of technical innovation are
likely to be greater than those in expanding an existing line of production
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or extending into existing lines of business, and, however promising the
innovation, the risks are certainly more difficult to assess* This makes
it more difficult for the company that wants to develop an invention to
oonvlnoe potential lenders that their money will be well invested.**
(Cmnd, paragraph 948)

8.2.17 In Britain to offset the problems of the small

innovator, the National Research Development Corporation was founded in

1948, followed by Teohnical Development Capital Limited in 1962. NRDC

gave assistance in various ways. For example, inventions by small firms

which were communicated to the NRDC were first screened and if selected were

assigned for exploitation. Although the rights were transferred to the

Corporation, arrangements were made for the innovator to share in the

revenue. This arrangement is much more favourable to a small firm when

compared with the existing situation where due to the absence of teohnical

and financial facilities the firm is compelled to sell their rights and

patents. The NRDC was prepared to put up direct finance tar projects which

required further development.

8.2.18 Technical Development Capital Limited at Britain was

founded following the recommendations of the Radcliffe Committee with the

specific aim of providing risk capital for technical innovations and

inventions. TDC's aim is to ensure that worthwhile technical innovation

in the private seotor of British Industry is cosamarcially developed and,

exploited and the management is not thwarted through lack of financial

support.

8.2.19 Thus there is a case for an institution to provide

development capital and another to work alongside this providing the necessary

facilities. This would not only help banks and other institutions to provide

other capital needs of firms but the risk of misuse of funds and the risks

of loss of their other funds lent to an Industrial unit would be minimised

considerably.
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8.2.20 (c) A credit guarantee programme to enable the financial

institutions to participate more fully in industrial financing*.

8.2.21 (d) A service or services for technical, economical, and

development appraisals of financing proposals. The Bank of Ceylon floated

a subsidiary company called the Industrial Financial and Commercial

Consultants Limited to undertake services of this kind, but although the

intentions of the institution were admirable it was a failure

due to factors extraneous to what it set out to do. i.e. administration

8.2.22 In oonoluding this section, it must be emphasized again

that the institutional gap does not mean merely a shortage of institutions

to provide normal financing needs of the firms but also a shortage of

parallel institutions providing anoilli&ry services. Therefore in this

oontext the problem of finance is not merely to extend more finance but

to improve the quality of its services and those services ancilliftfy to it,

8.3 PHHP GAP

Tne diagram below shows the various possible sources of funds

available to the firm.

D/A&RAM 4'
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8.3.1 Chapter seven outlined the extent of internal funds that

were available to the early firms and the conclusion there, was that internal

sources accounted principally for most small firms at the initial stage of

their business. There is f&otu-sd evidence that most firms began business

in a small soale, except those that converted a going business into

manufacturing, principally due to a shortfall of neeessaiy funds. The

prospects of starting with little capital and/or with a high percentage of

debt oapital introduced weaknesses in fund generation as has been discussed

in the previous chapter. There is also evidence tViat most

3mall entrepreneurs having invested their funds, and those of the family,

were depended solely on the earnings of the firm for a living. In other

words at the initial stage of the business they had exhausted their fund

sources As mentioned in chapter two there was a considerable amount of

leakages from the early profits of the firm for non-productive purposes.

These consisted of (a) entrepreneurs household expenses, (b) raising his

standards of living, (o) conspicuous consumption purposes, (d) religious,

social and cultural purposes, (e) hoarding in the form of gold and jewellery.

8.3.2 Thus, at the early stage of the firm all sources that

were available to the entrepreneur were tapped to the full, while ^considerable

amount was wasted in non-productive expenses. Therefore, apart from the

weaknesses introduced due to the limitation of funds at the early stage, the

critical stage in most firms were reached when the firms began to move from

the 'setting up'stage, to consolidation and expansion stage. The options

open were, resorting to reserves or accumulated profit, interesting private

financiers, and/or turning to credit institutions. The profit accumulation

of most firms did not coincide with the plan of the firm. This is always
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a problem as the total sum of the accumulated profits does not always coincide

in terms of size and time with development expenditures^which must be met
at specific times and in certain amounts. Normally profit accumulation takes

a number of years. For example, in a developed country reserves could be

invested in high yielding bonds that can be converted into cash at very

short notice. But, in Ceylon avenues of this nature were limited, while at

the same time one is prevented from investing in overseas markets due to

exchange control, the only alternative was to deposit aiy excess funds in

commercial banks at low rates of interest. Further the value of these funds

is also eaten away by inflation. Thus small entrepreneurs apart from their

early financial indiscipline, whereby certain portion of their funds were

wasted, usually prefer to take funds out of the firm if they are not

immediately needed by the firm.

8.3.4 The firms that made early profits were mostly those who

had converted a going business concern into manufacturing , who were in a

position to do their own marketing and sales and were able to capitalise on

the scarcities in the eeonony. However, quite a number of the firms were

heavily depended on a number of middlemen for sales, and there was a tendency

among the middlemen to drain away all profits. This finding is general to

most developing countries where the middlemen who take a short view of his

interests tend to drain away profits and leave the small firm client with

insufficient income to develop their full potential, (see 1.8,12). Further,

as the small firm is under heavy pressure to extend finance to their

customers in the form of credit sales and the lengthy delays by their

customers in paying for the purchases leaves them al30 with inadequate funds.

This is specially acute in the case of sales to State Corporations and

Government departments. Thus, apart from the middlemen siphoning off a good
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portion of the profits of the small manufacturer, the dependence of most

small units on large established units and chains of retailers for their

sales, necessarily directed the financial flows more in favour of the

latter.

8,3*5 The absence of development of a healthy attitude to

inter-firm finanoe is also a result of the peculiar nature of industiy in

the countiy. The country's business structure, "have Pealed to develop

much inter-linkage between productive units. Therefore most firms strive

to be self-sufficient^from the raw materials stage to final manufacture,
sometimes at great cost and under-utilisation of capacity. Thus, the

development of input producing units that feed other units has been retarded.

This characteristic is prevalent in all industrial units from private

industiy to large state corporations. One of the successes of inter-business

finance is when industrial units vie with each other to sell product

components to one another. This is absent in Ceylon, and the trend among

the firms is that if they cannot manufacture a component themselves, they

prefer to import if from overseas. Thus financial flows from large firms,

to small firms producing components for the larger firm, is very weak and in

most cases non-existant. It is in fact a rarity to find feeder units

manufacturing intermediate goods.

8.3.6 Government credit restriction policy is another cause

that contribute to fund shortage. Usually funds coming into small and

medium units even in normal times are small. It was possible to establish

during the survey that there was anindireot tendency to ration credit away

from the small fiim during these times. This finding is true, despite the

exemption of development loans to industiy and agriculture from falling

within the credit restrictions. The raising of interest rates does not have
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much effect cm the demand for credit nor is there a gearing in interest rates

according to the size of the loan. The methods , banks use to ration credit

during these periods is by (a) introduction/ queue systems, (b) rationing

size of loans, (c) raising conditions for loan qualification, (d) with¬

drawing, refusing, reducing or not renewing overdraft facilities. Though

these measures were not specifically directed against small borrowers, most

of them necessarily hurt small borrowers more than his large counterpart.

This is especially true with respect to items (a), (c), and (d) above.

Another peculiar finding by the survey while investigating the effect of

oredit restrictions on small firms wa3 that in certain instances lenders had

given the 'credit squeeze' as an excuse to turn away prospective small

borrowers, when in fact credit restrictions were not applicable at the time.
been

8.3.7 Fund limitation in the maricet, Viaa/already desoribed in

chapter four and chapter six. In the case of private investors, their funds

flowing into the small and medium scale sector are limited as,

(a) the greater proportion of the population come under the category of low

income earners, i.e. those engaged in farming and agricultural pursuits and

those who are fixed income earners engaged in 'white' and 'blue collar' jobs,

(b) the few well to do investors, i.e. those that have amassed wealth through

a commercial and other business pursuits, and those that have come into wealtJh

through heritage, prefer either to invest their funds in land and housing or

in the commercial plantation sector and in large established oommercial and

other business. Even in the case of those who acquire wealth, following

other pursuits over a period of years, their priorities lie with investment

on land and tiying to get a foothold in big business.

8.3.8 The characteristic of the investing public was well
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documented by the IBRD mission of 1952 (see section 2.3*8). From evidence

gathered during the survey, the situation seemed to have not changed very

much over the years and any change at ail that has taken plaoe, is more to

sharpen the vexy same characteristics, due to restrictions, controls and

the uncertain economic prospects in the countxy.

8.3*9 'fhe reasons for the meagre flow of funds into the small

and medium scale sector could be summarized as follows :

(i) Most small and medium sized companies are either single proprietorships,

partnerships and private companies, where ownership is very tightly
.the

controlled. Further in case of/ shareholders, they have no secux*ity for

their investments and no guarantee that they will be paid a dividend or

in the event of the compaqy getting into difficulties that they will be

repaid the money whioh they put up.

(ii) As it is usually believed that small businesses are considered more risky,

investment funds are more shy of taking the risks. Therefore private

investors who have the means ax*e willing to make funds available only on

unquestionable security and a high degree of liquidity. Others who have

meagre savings prefer to deposit them either in the bank3j or as in recent
times, in finance companies where they get a guaranteed return on their

deposit, i.e. between 8 to 12 per cent.

(iii) The preference for investment in land is prevalent in all sectors of

the economy. Another lucrative field which has ax*isen due to import controls

and scarcities in the economy, is speculative stock building of scarce food¬

stuffs, consumer durables and other luxuaxy goods. Bince the Government

ban on import of private motor vehicles and restrictions on import of

commercial vehicles, the buying and selling of motor vehicles is another

lucrative field of activity.
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(iv) In the average household the savings are meagre and they are socially

too unsophisticated to think of investing funds in an industrial venture.

Therefore, they prefer to hold their wealth in fields which they know
ac*c(

something about, such as, investment in houses, jewelleiy/ pure hoarding

of money. The latter proved to be a veiy popular form of saving, as was

shown by the demonetization of the Ceylon hundred and fifty rupee notes

by the Government in I9&9 and the resulting flow of hoarded money into the

banks.

(v) All groups spend considerable sums of money in non-productive pursuits,

most of which are socially and culturally accepted by the Ceylonese society.

These are funds spent on religious observances, festivals, spiritualism,

astrology celebrations to commemorate birth, coming of age and marriage,

observations to commemorate the dead, and the 'purchase of salvation' for

the dead and the 'dowxy' system at marriage, which is more or less

compulsorily observed. As one small industrialist remarked, rwhether he

liked it or not, he had to apportion part of the profits of "the firm, as

dowxy for his three daughters and in the eyes of the public the more
.the

successful he seemed,/more was expected as 'dowry* for his daughters.'

All these social, cultural and religious practices drain v^uite a large

proportion of a family's resources, and as the average family in Ceylon is

large these expenses were naturally multiplied. The influx of foreign

culture over five centuries of foreign rule has added to these drain of

funds.

0.3.10 It has already been described that bank funds most of

which come from depositors are short term in character?and therefore they
oannot be expected to use these funds for long term purposes. The AICC's

limitation of funds is due to its charter, (see section 4.4.4) Therefore,
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since 1965 their funds have been severely restricted. As this is the case

their preference today is to lend to safe customers as they have to depend

on limited funds, i.e. capital and interest repayments, to generate further

lending.

8.3*11 In the case of banks, only the lending patterns of the

two 'old' indigenous banks are relevant here. The lending of other banks

to small industry is insignificant. In the preceding chapters, and in the

different sections in this present chapter, the reasons for the fund

shortage of banks to finance the industrialist was given. Therefore, it

would suffice here to underline two basic reasons why limited funds flow

into the industrial sector.

(i) Inadequate capital backing to undertake lending, especially of a long

term and more risky character.

(ii) Their source of funds

8.3*12 The inadequacy of capital was discussed in chapter six

in relation to the bank of Ceylon. Though it was stated there, with

reference to the Bank of Ceylon that this alone is not a sufficient excuse

for their lending attitudes^there is a relationship between capital

inadequacy and the hesitancy to provide finance for long term purposes,

especially when the success of the investment programme is not guaranteed.

8.3.13 In the case of the second, i.e. source of funds, it was

mentioned in section 6.4.18, that banks were restricted in their lending

activities as a result of this factor. A bank's first duty i3 to its

depositors, and it is also presumed, that depositors are willing to make

deposits in banks only on unquestionable security and high degree of

liquidity. This is the basic tenet on which bank lending is founded, and

despite modern developments in banking, where there is a greater degree of
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fixed deposits in banks and greater confidence in the security of banks;

they have opted to remain conservative. The point at emphasis here is that,

even if the banks were desirous of lending for longer periods, the ingrained

characteristic of the structure of banks, limits the funds that would be

used for long term lending. The nature of bank funds also limits their

direction of funds for two other reasons, namely

(i) normally merchants and commercial establishments tend to be the major

source of bank deposits in less developed oountries. Small industrialist

being insignificant as customers banks tend to extend them finance only to

the extent that funds are not required by primary customers »

(ii) as uniform rates of interest apply to bank deposits ,it is in the interest

of the bank to attract large clients, and this is tied to, according them

priority in loan considerations. Banks have therefore, sound eeonomio

reasons for channeling a large part of their loan3 to merchants and to

commercial establishments and tailoring their lending procedures in terms

that are best suited to these factions. Thus, banks lend only residual

funds after the demands of large business and other favoured clients are

served and in capital shortage economies this residual may be small or

transitory.

8.3*14 Two other primary souroe of funds which are presently

denied to this sector are s

(i) DFCC funds and (ii) funds from long term savings institutions.

In the first part of this chapter (see section 8.2.9) it was stated that

the DFCC by its present activities aots as a barrier to the development of
£

a market in industrial securities and redireot funds which could otherwise
—- V

be made available to the small and medium 3cale sector. Ninety five per cent
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of DFCC borrowers are those who could well afford to obtain funds by a

public issue of shares. The DFCC by its self-selective policy,siphons funds
the the the

which are received from/Government, Banks(/Insurance Corporations/Central

Bank and the IBRD^to those vexy firms that could by themselves create the
avenues to obtain funds by going publio. This polioy has had two effects,

(a) it has proliferated the type of firm which prefers to remain privately

held by 'well to do' influential investors and indirectly hindered the

development of a stock market, (b) It has presented 3ome of these funds

being made available to those who were too small to go publio. These firms

that have access to the DFCC would naturally prefer to get their funds

through the DFCC for a number of reasons,loan funds are cheaper to

obtain than capital by way of public issues$»)the interest for debt capital
is a deductible expense for income tax while equity capital is not,(ui) owner¬

ship is still retained in the original group of shareholders, and lastly,0V)
the firms are able to keep itself in a monopoly situation as on principle,

the DFCC makes funds available only to one fira in each category of product

or products. Thus, the DFCC in fact acts as a barrier against development

funds caning into the sector which deserves them most, and in which the

units are too small to go public.

8.3.15 The second source of funds denied to the industrial

seotor is the vast funds accumulated in voluntary and compulsory savings

institutions. The voluntary savings funds comprise of (a) the Post-Office

Savings Bank (b) the Ceylon Savings Bank and (0) the Insuranoe Corporation

of Ceylon.1 The compulsory savings fund, which was introduced in 1969,

where a percentage of all incomes earned over and above a fixed maximum has

1. All private insurance companies were nationalized in I96I and all
insurance business today is monopolized by this institution.
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to be deposited in this fund. There are also two other funds that fall

in between these two categories, i.e. (i) Widows and Orphans Fund and

(ii) Pension Fund.

8.3.16 A major share of all these funds are more or less

blocked for long periods and therefore oould be considered long term

deposits. The Ordinance of the Post Office Savings Bank enables the bank

to invest only in Ceylon Government securities, debentures of the State

Mortgage Bank and Government securities of India and the United Kingdom,

As seen in chapter four and six, the greater proportion of its funds are

invested today in Ceylon Government securities. The Ordinance further

does not allow this institution to diversify its investments. In the case

of funds of the Ceylon Savings Bank, the position is very similar, as

under its ordinance the funds could be invested only in Treasury Bills, and

Ceylon Government debentures. The Insuranoe Corporation of Ceylon which

today has a monopoly of all insurance, is limited, as the other institutions,

in its investment decisions. For, the Act of its incorporation stipulated

1hat atleast half of the assets of insurance companies should be invested in

Ceylon Government securities. The funds of these mentioned above are

administered by Government or qua si-Government bodies and as shown in

chapters four and six the Government monopolises these funds by limiting
the

them to/purchase of Treasury Bills and Government securities.

8.3.17 It is not the contention of this study that all the

funds of these bodies be directed to the industrial sector, but there is

the possibility for a certain proportion of these funds to be fed into the

small and medium scale sector through an appropriate development agency?

such as a reconstructed DFCC, or an Investment Trust.
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8.3.18 From what has been described above in the preceding

pages, there is firstly a shortage of funds available in the market and

secondly, there is a definite gap in fund flow to the small and medium

scale sector, and the present available funds in this seotore«re inadequate

in relation to the investment requirements of the seotor.

8,4. ATTITUDE MP COMMUNICATION GAP

8.4.1 The communication patterns that have developed between

the financial institutions and its customers are principally a result of

history. The early development of banking practices was well outlined in

chapter four. From what was described there, it could be concluded that

the banking system that prevailed in Britain at the time Ceylon became

its dependency, was directly aipar-imposed on the economy of Ceylon.

The repurcussions of this move were not felt at that time, for in the

first instance, Ceylon was a coloqy of Britain and the commerce and trade

of any significance were in the hands of British companies, therefore the

operations of these banks were not very much different from that of

provincial banks in a British township. Secondly, almost all customers,

the banks had direct contact with, were British, while the few Ceylonese

and Indian customers never came in contact with the management of the

banks, as all their dealings were channeled through the 'shroff' (see

seotion 4.2.). Thirdly, the legal system under which 1hey operated was

British and almost all transactions were with the mother country.
.the

8.4.2 All/business that mattered were in British hands and the

British as a eoramuni-ty in Ceylon were closely linked both socially and

oulturally. Therefore, close contacts were established between the

management and its clients both in terms of business and social «fieicis.



419

feeling that they were a close sommunity far away from home enabled them

to cast aside even the normal social barriers that were prevalent in the

mother countiy. Thu3, during these early times, the banks functioned veiy

efficiently, and there was little need for the banks or their management to

study the social and cultural habits of the indigenous population. Therefore,

the early development of the financial structure became completely divorced

from the people of the countiy, while little effort was made to introduce

the banking habit or cultivate business relationships with the publio. The

attitudes of the ruling minority was well underlined when the Ceylonese first

demanded a bank of their own, as seen in the opposition from the existing

banks, trade chambers and general business circles, (see section 4.2.13)

8.4.3 The results of this early development had great significance

to the attitude and communication patterns that were established. Develop¬

ment of banking in Britain was a very gradual development alongside the

economic development of the countiy. It goes back to the goldsmith bankers

of the seventeenth century. These early banks were small, mostly doing

business only in their own town or district and the majority of them grew

up as family businesses or small private partnerships. Although at a later

stage there was considerable degree of amalgamation of these individual banks

resulting in the head offices of the new large banks being situated in London.

Two characteristics of this early development remained, namely?(i)the wide

network of branches in every township and the desireyawdOO tWe efforts of the

management to intergrate both socially and culturally with the people of the

area in which the branch was situated. Thus the relationship between the

banker and the oustomer in Britain has been built up on the basis that the

customer normally deals with the local representative of the bank in his area.

Thus the customer and the bamcer g»t to know each others* personalities and
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methods of approach, with the bank manager making every endeavour to

understand the complexities of his customers trade or profession. The

result of this closeliason between the parties is that when the customer

requires assistance from the bank, it is not usually necessary to begin a

minute investigation of his affairs as the manager will have built up a

picture of the customer's activities over a considerable period, and will

be in a position to give an early answer one way or another when faced with

the request for accommodation.. There were of course occasions when the

amount involved was too large, and due to technicalities involved, it was

necessary to have consultations and utilise the services of specialised

departments in the banks' head office, before a decision was taken* But

it is important to stress, that one of the most important points taken into

account at the head office is the local manager's assessment of the customer's

business acumen and financial position. Thus it was not always, that banks

accepted or rejected propositions solely on balance sheet figures, but in

certain instances they were willing to back the judgement of their looal

manager.

8.4.4 The establishment of this form of close relationships

in Ceylon has been slow in developing7and due to factors such as different

social and cultural levels, the dearth of branch banks till rcaent times,

the frequent transfer of branch managers, rigid centralisation of loan

decisions, dearth of delegation of authority to branches, and the concentra¬

tion of most business in the capital of the country, i.e. Colombo. The

present situation in Ceylon has close similarity to the observations made

by Davenport, although this observation is made with regard to another aspect

of banking.

"Most countries lack the tradition of unsecured lending based on the
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banks knowledge of an applicants management capabilities and the nature
of his operations, it is this tradition which has given commercial banks
in the U.S. some preparation for undertaking some productively important
and complex types of financing. Banks which in screening applications
focus exclusively on the supporting guarantees tend not to build up the
knowledge, the staff or the procedures necessary to apply development
lending criteria or to appreciate the possibilities of sound lending
programmes being created for small enterprises" (Page 146)

8.4.5 Another important development of the British banking

system was that the British banker did not play a major role in the process

of long term investment in industry. However, he filled an important gap

in the economy as the fountain of short term capital to agriculture and

industry. It is a significant feature of commercial banking in Britain

that ha3 prevailed upto recent times. The bankers never thought themselves

as providers of long term capital and they regarded the risks involved in

"tying capital to long term investment outside their sphere of involvement.

This development of the British banking practice is even more pronounced

in view of the fact that their counterparts in the nUropean continent did

not think on the same lines. For example, the German and Scandinavian

bankers were of the opinion that they should play an active role in fostering

and developing industrial expansion, and even went to the extent of

associating themselves with the management of industrial enterprises.

8.4.6 Thus in Ceylon, the British banking traditions brou^it

along with it the short terra character of bank loans and advances, resulting

also in the management and the staff being trained in these traditions,

along with the attitudes that go with them. As upto the last decade, the

commercial and the plantation sector being the developed seotors, banking

procedures were attuned to serve the needs of this sector. Further, most

commercial and business transactions being concentrated in Colombo, there

was a tendency for the bank1s activities to be centralised in the city.
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8.4.7 The communication and attitude gap that exists today,

and thereby the shortage of credit flowing into the small and medium sized

industries, could be attributed to the following factors :

(i) The management and staff of banks have been trained in short term

lending, principally to the commercial sector, whioh only requires established

routines but very little specialised knowledge. Therefore, the knowledge

of industry and accumulation of industrial financing techniques have been

retarded.

(ii) Centralisation of banking in the city has cut away, the customer-banker

relationships to a minimum, vhile the policy of rotational transfer of

branch management and staff from one provincial town to another, has further

disrupted the cultivation of close customer-banker relationships, minimising

at the 3ame time the chances of the management learning the habits,

characteristics and business of their customers.

(iii) The concentration of activiiy principally on the commercial sector

has further diminished the opportunities for management to learn about

industry. For, development financing, even when it involves short term

oredit extension requires a knowledge of industries and of the ways

industries use finance.

(iv) The results of what has been described above has been, that banks being

deficient on information on industry have opted to extend finance only to

those well established large industries and to those industries principally

round the city where the management is known to the financing circles.

(v) Further as a result of inadequate knowledge, there has resulted in a

lack of standardisation of lending procedures, and loans when given to the

small and medium firm sector which were outside the close circle of

customers, were heavily secured, while the process of loans from the date
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of application to the date of grant was spread over a number of months,

sometimes extending over one year.

(vi) Short term liquid loans being on the whole more secure loans, the banks

were used to and preferred to concentrate on this type of advance where

safety is assured. Thus financing of small firms needs, both short and medium

term, where safety was not immediately apparent, was a risk that they were

reluctant to embark upon. It is more or less an accepted fact, that small

firm financing involves greater risks, but sometimes these risks are magnified

when lenders attach great importance to minimise risks. Banks sometimes

have failed to appreciate that risks could be influenced by other factors,

besides the eharacteristies of the borrower. For example, the banks them¬

selves could contribute to risks by their method of financing. A case in

point is described in section 8.6.

(vii) Due to staff training patterns and the absence of economic and

industrial intelligence units in the banks, information necessary for guiding

and evaluating industrial operations is scarce and the information gathered

in haste is not reliable. The collection,analysis, and dissemination of
industrial information requires skilled trained staff, and due to the absence

of training directed to this field such persons are exceptionally in short

supply.

(viii) Finally, the social factor plays an important role in the communication

gap. As mentioned earlier the foreign banks dealt principally with foreign

clients, and the only Ceylonese bank upto i960 was brought up in this tradition.

As commerce and trade passed first to Indian merchants and to those in the

upper hierarchy in Ceylonese society, the attitudes of the banks took a

considerable time to change. The middle class that came into the forefront

in industry in the early 1960's were principally entrepreneurs who ventured
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out into small industry. The banks and its regular customers as one group,

came to be divided into a different social group from that of the new small

industrialist, having little knowledge and confidence in one another. Thus

one cardinal factor necessary for easy flow of credit was missing, i.e. the

existence of mutual confidence between the supplier and recipient of funds.

There are also a considerable amount of complexes that are prevalent in the

Ceylonese society as a result of the mixture of western culture and values?
with the indigenous oulture and values resulting in a 'hybrid culture'.

Although there has been a tendency for these to be pushed to the background

it is still prevalent to a considerable extent in the financial insitutions,^
For example, a person who is clad in western attire (trouser$, shirt and tie)

and speaks good english is still accorded a better 'welcome' treatment than

others who wear the native dress and speaks a native tongue. This attitude

is seen from the minor office boy to the top management levels. This is also

accentuated by the fact that the Ceylonese having been subjected to nearly

four centuries of foreign domination, has resulted on the one hand, in a.

development of a servile attitude and inferiority complex among some of them,

and on the other, those who have been educated and are in positions of

management and administration have taken the position of the foreign adminis¬

trator, The former not been equally fortunate have continued to play the

role of the 'ruled'. The bank buildings and the seating arrangements of the

management also contributes to this division. Most of the buildings themselves

are imposing structures which give them a forbidding atmosphere of sophisti¬

cation, making the average man hesitant to enter the building. As one small

industrialist remarked 'it puts the fear of god into me, to walk into the

1. This is prevalent in most other institutions too, but only financial
institutions are mentioned here due to its relevancy.



425

bank and attempt to interview the manager'.

(ix) The lack of communication has also resulted in the development of an

attitude, that financial institutions, specifically banks, eve citadels

of orthodox high finance where >sound,well established and conservative
are

practices prevail ,jwhe re the small man does not belong nor matter. Added

to these the intricaoies of 'red tapism', bureaucratic practices, and to

some extent the arrogance of 'officialdom', have served to keep the small

entrepreneur away.
industrial lending by

(x) The results of/present direction of credit have also hampered/institutions.
For example, in the case of extending medium terra credit banks have been

handicapped by the lack of knowledge of the fundamentals of economic develop¬

ment, trends in various industries, and the inter-linkage between industry

and development. The little knowledge they get about industry is obtained

during the processing and screening of a loan, but the equally important

knowledge essential to sound medium terra financing, i.e. the various inter¬

actions of industry and the economy^is deficient. The heavy dependence on

security as a safety measure is no alternative to unsound lending knowledge,

for example, sometimes the security v/ould be too safe, i.e. the security on

which the money is lent may be so securely tied up that it would be difficult

to obtain quickly in the form of cash if the need arises.

(xi) Finally, the assumptions about small firms7which is general to small
firms in ary country^has been given greater strets here. One reason for
this attitude is a result of the early activities of the 'pseudo entrepreneur'

(see section 2.4.14). Among the various reasons given for non-interest in

this sector are that, (a) they are unscrupulous and deficient in business

methods and practices, (b) there is greater vulnerability to collapse, both

in good times as well as bad, (o) small management is unstable especially
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in the case of single proprietorships and partnerships. Taking these

allegations singularly there is bound to be truth in each one of them, but

to date, as not muoh effort has been made to study and understand their
. the

problems, these assumptions point to a more preconcei/ed idea of/riskiness
of financing this sector and the result of play safe policy^thaS a result

of actual experience.

8.4.8 It is important to end this section by stating that

institutions alone have not been responsible for this communication and

attitude gap,both the industrialists and the Government have also been

responsible,,however as these aspects of the problem am dealt/under the

section 'policy gap' and 'structural gap' that follow, little attention is

paid here to them. Therefore, it would suffice to mention in passing, that

there is a definite reluctance of firms to give the necessary information

and accounting data and reliable details of the strategy of the firm to the

financial institutions and other administrative bodies dealing with industry.

This is a result of a number of factors. Firstly, it is the lack of mutual

trust mentioned earlier. Industrialists who were interviewed remarked, that

even if they trust the integrity of management, details of the firm passed

through many hands during the period of processing of the loan application.

Therefore they were of the opinion, that business secrets sometimes leaked

out to their competitors, especially those who had the means and were larger

than them. They also expressed a lack of faith in the Department of Industries,

the reason once again was similar, for example, the firms had to submit to

the Ministiy of Industries a detailed breakdown Sf the firm's activities, its

intended activities with financial breakdowns, cost estimates, their suppliers,

methods of production etc. A few specific examples were given by those

interviewed (although this study made no attempt to pursue them) where the
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plans, estimates, and details of projects were leaked out to more influential

competitors. There appears to be a very prounced confidence gap between the

small induatrialist and the Department of Industries. Apart from these

mentioned above, another reason for the reluctance of the firms to give

details about themselves, especially financial data?is result of the

prevalence of income tax avoidance.

8.5. POLICY GAP

8.5.1 Chapter two outlined very comprehensively the planning

misfourtunes, and the frequent policy changes of the industrial sector. A

recurrent theme passing through the period upto about i960 was that, plans

made for the private sector of industiy never properly got off the planning

stage, to practical applicability. After i960 when some of the plans for

industrialisation got under way the development that followed was diametri¬

cally opposite to what the planners envisaged. Reading through the

industrial history of the country to date, a significant finding is that there

was no continuity of policy objectives, i/hile small and medium sized firms
,{OT

never got the emphasis it really deserved. Further, exoept/two abortive

attempts to finance this sector which ended in dissamal failure, there has

been no proper attempt to tackle the basic factors vhich this study considers

as the 'sine qua. non' of a good small industrial base, namely, provision of

good services both by way of funds and counseling and education. The

financial infrastructure for viable small and medium sized industiy has

never been created, nor is there an attempt as shown by the new policy, to

do so in the future. In terms of an analogy, it is similar to, building a

house with very weak foundations, however good the rest of the structure ,is.,

it is bound to result in deficiencies. This is what has happened with

industrialisation in the country. The number of plans and strategies which
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oould be taken as the 'props' to keep the structure up, haue been unsuccessful
SO (lo -

t

and/the whole structure becomes weaker and more complicated to set right.

8.5.2 The absence of adequate infra-structure and continuity

of policy and directives has resulted in misdirection of industry from the

beginning. When the majority of the firms began manufacturing at the early

stage.they were aided by the Government's policy of import substitution. As

already a latent demand for the goods of the manufacturing units existed^uue
to import restrictions -the early manufacturers had no difficulty in marketing

the goods to a captive market. Most early manufacturing was more a process

of assembling imported components into the final product, or a case of

processing foreign raw materials. In some units there was a hundred per

cent dependence on foreign raw materials for their manufacture. As stated

in chapter two, not much emphasis was placed on quality, specifications,

durability and service, nor were any pricing policies adhered to, except

to flood the market with sub-standard goods at the highest price the market

would bear. For example, in 3ome goods the market price of the home produced

goods were higher than the similar imported goods, whichthey replaced not¬

withstanding that the foreign goods weire of a better quality and finish.

8.5.3 Thus inadequate planning and the absence of direction and

control created in the long term economic sense a number of uneconomic firms.

The term 'uneconomic' is used here in every sense of the structure of the

firm and policy rather than in the narrow sense of . aking merely a financial

profit. Therefore the absence of a Government policy in fact did a real

injustice to the entrepreneur especially in the case of those who ventured

into industry for the first time. As was mentioned earlier for a tree to

bear good fruit, it has to be cared for, from the seedling stage to maturity.

The absence of directives, made the industrialist deviate and learn ways and
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mehtods that would have repurcussions to their firms. It is also important

to keep in mind that once particular prooesses, methods and practices are

learned, it is a difficult procedure both to set them right, unlearn them

and start anew again. This has become the bane of industry in Ceylon,

The early firms paid scant attention to proper costing and financial

techniques, forward planning, market appraisal and all other preliminary

controls and disciplines that are necessary for industrial suocess. The

only motive was the short term prospect of reaping maximum gains in a

captive market from minimum effort. Even in the case of initial profits

made by some firms from this artificial situation, little was reinvested in

the businesses but were fritted away in non-productive and frivolous

expenditures.

As time passed many early ventures showed no promise in fulfilling

the intentions for which they were encouraged, namely, to provide employment

and save foreign exchange. Rough calculations have shown that more foreign

exchange was wasted than saved during this time. As a consequence of this

early chaos new restrictions on industry were introduced. This again was a

/rather
case of ' treating the symptorns_]_/than the real cause of industrial illness.

i

As mentioned earlier most of tho restrictions had the effect of multiplying

the problems of small firms and weakening its financial standing more than

in the case of large business.

8.5.7 Most firms that continued in business despite considerable

Government restrictions and resulting financial problems, oan be taken as

those more genuine firms interested in playing a serious role in the economic

development of the country. However the many scandals of foreign exohange

waste, 'black market' operations, under invoioing of exports and over-

invoicing of imports, excessive profiteering, on goods and raw materials,
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which were perpetrated by unscrupulous businessmen have fallen as a bad

•mantle' on the whole private sector of industry. This early phase of

industrialisation has to a considerable degree conditioned the attitudes

of the Government, financial institutions, and the customers alike.

8.5»5 The general attitudes created in Government circles are

that private industry does not serve much of a useful purpose in the

economic development of the country and there has been an orientation

towards the belief, that the future lies in more and more State controlled

factories. The financial institutions in some cases have lost their

desire to finance new ventures, especially those that are small, due to

experiences with unscrupulous borrowers. The result has been that their

direction of finance has even turned more than before to financing of esta-

blished business. In the case of the general public, the shoddy goods,

unfair prices, and the absence of after sales service have influenced

them to believe that the manufacturers were exaoting, unscrupulous and

devoid of moral scruples. The result has been, that they have refrained

from bvying locally manufactured goods, if they can do without or if the

import banned foreign goods are available even at a higher price. Thus,

apart from losing custom, they have lost public sympathy as well. In the

case of the employees./apart from them being customers, the absence of any

benefits from the early profits of the firms being passed on to them, by

(say"' better working facilities, health benefits, higher wages, have alie¬

nated them from involving or committing themselves to the future aspirations

of the firms.

8.5.6 The assignments of all these industrial faults to the

private sector in industry does not in any way preclude state industry as

being free of faults nor are all private firms classed in the same category
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as those described, above. The emphasis here is to show that when a few firms

blacken a general image, the attitudes created as a result_,do> not try to
discover the good from the bad but have been applied as a general mantle

on -the whole sector. It is obvious that the attitudes created have been

disastrous to the business climate in the countiy and especially to small

firms, as curiously enough the 'bad guy* image has been assigned more to the

small fizm than the large. As shown in the earlier section attitudes have

had direot ropurcussions on the availability of finance to this sector. In

the final analysis the new private industries, vjVucW wahtly are small and

medium sized firms^are blamed for the industrial chaos created., but as shown
here the absence of directives and controlling policy of successive

Governments, must bear more than a fair share of the blame.

8.5.7 Other causative factors,that have hampered sraall and

medium industry and thereby contributed to their financial problems and

weaknessystem from the absence of size demarcation of industry. The whole

private industrial sector has been treated as one sector with the exception

of perhaps the cottage industries. A comprehensive attempt at size variation

for administrative and policy measures is an important pre-requisite, if

planned economic development with minimum delay and waste is the aim. It is

a barren exercise, to plan development of industry to suit the needs of the

development priorities of the countiy, if adequate attention is not paid to

direct incentives to the necessary seetors-and to monitor the effects of

services and incentives to gauge their success, and to take corrective measures

if necessary with minimum delay. The policy of having only a vague idea of

what small, medium and large industry is, has so far not paid any dividends,

especially when these vague definitions varied from time to time.
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8.5.8 The result has been, that various policy measures both

restrictive and 'incentive', when applied to this 3ector has hurt small

firms more than medium and large firms. Some of these measures that have

been detrimental to small firms are given below.

8.5.9 (i) Credit restraint : It was stated earlier that credit

restriction policies had rationed away even the little credit available to

this sector. It was further stated that despite exemptions of development

loans, these loans due to different 'gaps' enumerated in this chapter went

to more established firms. The small firms in the survey, did not

complain about the rise in interest rates or other restrictions during these

times, as much as the total by-passing of this sector as a result of the

generality of the exemptions. It would be true to say that pressures on

small firms are greater than those of large firms due to Government credit

policy. For example, apart from controls applied by banks being much

harder on them, larger firms have the advantage in generally making payments

to their creditors, and at the same time are in the position of squeezing

the smaller firms for prompt payments of their outstanding amounts. It is

also true that banks are reluctant to upset their existing credit arrangements

with important customers. The overall brunt of the squeeze is normally felt

by smaller borrowers in need of fresh facilities. The selection being

particularly severe in cases where the loans are not of the self liquidating

short term kind. The overall result is that new or smaller applicants for

industrial loans are liable to be pushed back in the queue, specially at a

time when their needs for finance are not easily met from any other sources.

8.5.10 Quotas : As most raw materials needed for the manufacturing

sector were imported, giving rise to excessive drain of foreign exchange,

a system of quotas (in teamsof foreign exchange) were given to individual
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manufacturing units based on their declared requirements of raw materials.

These were usually given with a validity/ of one year. There was not much

wrong with the system of quotas itself but the probes arose when the

manufacturers had to find the necessary funds in local equivalent of the

foreign exchange cost of the material they intended to import. The results

were as follows:

(a) There were those industrialists mainly large firms who were able to get

bank accommodation quickly or had command of other sources of funds, had

better contact with overseas suppliers and had better storage facilities.

Therefore they were able to import their full quota of needs with minimum

delay and disruption of their production runs,

(b) The second group comprising of small and medium sized firms, who did
2in

not have/adequate fund supply or quick access to funds, nor adequate storage

facilities were able to import only their immediate needs at one time, while

they depended on further income, from these production runs, to import the

balance of their quota.

(o) The third group consisting primarily of small firms, who did not have

residual funds to import even a portion of the quota at the beginning, had

to turn to institutional finance* However, the process of getting bank

accommodation, necessary quotations from the suppliers and fulfilling all

the other administrative requirements which took a considerable period of

time.,necessarily resulted in their inability to make use of their full

quota, and sometimes their whole quota was left unused at the end of the

expiry of the quota period.

(d) Finally, there was another group comprising of firms from all size

sectors who could be termed the 'rapacious middlemen* with considerable

funds at their disposal and who through devious ways were able to get quotas

approved which were far in excess of their needs.
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8.5.11 The overall result was that_/large established

manufacturers. .ho had the finance or quick accomodation to funds and the

special staff to deal with all the administrative requirements.succeeded

in getting their full requirements. In the case of those small and medium

sized industrialists, their inability to use their full quota during a

given period of time resulted in set backs to their production schedules.

Their plight v;as made even worse by the Government penalties imposed for

not utilising their full quota when subsequent applications were made for

the following year. The penalty took the form of a cutback in quotas to

the actual level of the quota used during the preceding year. Thus a

ohain reaction set in affecting the firm's production for the ooraing year.

In a number of instances the type industrialist described in (d) above,

made use of this opportunity to sell industrial raw materials in the 'black

market* to the needy genuine industrialists at absorbitant prices. This

type of activity was so pronounced and lucrative due to the laxity of

controls on the use of raw materials in their particular industries, There

have been clear examples, that some of them concentrated only in importing

raw materials for 'shadow* manufacturing units and selling theis raw material

in the 'black market* by which they were able to make a higher profit than

if they used the raw materials to produce final goods themselves.

8.5.12 (iii) The FEKC Scheme j This scheme,,in short was an

export bonus scheme for exporters of locally manufactured goods and therefore

an incentive measure, however at the beginning, this had the exaot opposite

effect on most small industries. Prior to the introduction of the scheme the

import duty on some of the goods remained on an average at 10 per cent of

their GIF value. When the goods arrived by ship at the port, the banks were

willing to lend the 10 per cent duty payable to the importer to clear the
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goods from the customs warehouse. However, with the introduction of the

scheme. the 10 per cent duty rose to 55 per cent (the process how this
/

duty was calculated was given earlier in sections 2.5.6 to 2.5.9) of the

foreign exchange value of the goods, the banks were not ready to lend this

sum to the importer to clear the goods from the port. This resulted in
where was

many instancesjttie small importer (industrialists/having to turn to even

money lenders to raise the money necessary to clear the goods. For delay

in clearanoe resulted in the disruption of their production apart from

extra port levies that had to be paid. Therefore this again contributed

to financial strain of the firm. It was true that some small firms were

exempted from the payment of FSISCs and therefore all were not equally hard Put.

Further the hardships incurred were felt immediately after the introduction

of the scheme and gradually the manufacturers were able to plan ahead to

meet this duty. But this example is given here in order to underline that?
when a policy measure is applied generally to the whole sector without

taking into consideration its side effects and repurcussions to particular

sub-sec tors ..tiie process of disruption that makes place, as a cowsequence •

8.5.13 (iv) Duties : Another example of adhoo policy resulting

in disruptions, especially to small firms, is the system of varying duties that

exist on different imports. Usually when a firm intends to import certain

items such as raw materials, maohlnery and spare parts, good financial

management <2.6sires that provisions are made in advance to find access to

funds for Che GIF value of Hie goods as well as to meet the local duties

prevailing at the time of the import of goods. The result of adhoc changes

of duties has been that even a firm with good financial discipline has been

brought into a state of crisis. A hypothetical example of such a situation

is as follows, when a firm made plans to import a certain amount of goods,
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for example, raw materials where the CIF value was (say) Rupees I00,0007

and the prevailing duty at (say) 10 per cent was Rupees 10,000; the fiim

would make arrangements to raise this sum of Rupees 110,000. However from

the date of order of the goods from the foreign supplier and the date of

arrival at its destination takes a period of time depending on the distance.

In the meantime the Government without adequate warning introduces a change

in the duty chargeable increasing the rate from the existing (say) 10 per

cent to a new rate of (say) 30 per cent. This results in the importer

having to find funds to pay the new rate, i.e. another Rupees 20,000

(Rs.30,000 - Rs.10,000) for which he had not made any provision, thereby

subjecting even the better managed firm to undergo financial difficulties.

8,5.14 The problem created, is not only that the fixm has

to find funds and borrow at short notice, but if they cannot clear the

goods from the Customs Warehouse within a stipulated time, they have to pay

additional penally in the form of wharfage. Further, the problem does not

end once the additional money is found and the goods cleared, for a chain

reaction sets in (i) the overall financial plan of the firm is disrupted

due to them having to pay higher interest rate for the sums borrowed at short

notice, (ii) X e delay in dealing the goods interupts the production schedules

resulting in further delay in getting the final product into the market,

(iii) This necessarily delays income generation which the firm needs to repay

'the loan and interest, on the funds borrowed initially to pay for the CIF

value of the goods, and the additional loan taken to pay the increased duty.

(iv) In the meantime the sales plan of the firm gets disrupted, as the firms

pricing policies were based on original planned cost?and with these additional

costs 7'the final product would probably have to be marketed at a higher price.

This further introduces uncertainty about expected sales and profits
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depending on the product and the demand for it at the new prioe. (v) In

the final analysis, it is also true, that if the firm, was aware in the first

place of the higher cost of imports?and the resulting increase in the final
goods, they in certain instances would not have undertaken to produce those.

the
goods at all?depending on the demand for the goods at/different prices.

8.5.15 It is not a difficult exercise to .Judge the diffi¬

culties experienced by a small firm in such a situation when,

(i) their access to funds are limited,

(ii) that they usually do not get a •grace' period from the lender for the

payback of capital and interest, (iii) the lender not considering the reasons

for the delay in capital payback penalises him by charging penalty rates in

addition to categorising the borrower as a credit risk in case of future

borrowing.

8.5.16 (v) Taxes : As stated in section 6. 10, tax

incentives given to the new firms fell outside mamy small firms. This v/as

partly as a result of the clause in the tax provisions that a firm had to

employ more than twenty five people to qualify for this concession. This

policy failed to appreciate that most firms due to capital limitation as
larger sctde

well as for reasons of caution, did not wish to commence business or, &_/ than

they could handle at the start, which in most circumstances meant also a

small workforce. Therefore a large number of firms which were supposed to

benefit from this measure did not actually derive any benefits.

The turnover tax was another tax that effected small firms

more than large firms, as the latter were able to get around it, to pay a

lesser amount in tax. For example, the turnover tax was payable by every

person whose turnover from a business (including the business of manufacturer)

carried on by him is not less than Rupees 100,000. Most manufacturing
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companies have to pay a turnover tax of 10 per cent."' Large businesses whioh

had floated subsidiary companies were able to reduce the total quantum of

turnover tax paid by selling the goods at ex-factory prices to their

subsidiary companies which not coming under the category manufacturing had

to pay only one (i) per cent of their turnover.

8.5.17 As stated, in ohapter two and three the industrial

policy has been influenced to a considerable degree by the interactions of

political ideologies and the general instability of the economy. The result

has been considerable chaos in the machinery of administration resulting

in frequent changes in policy objectives, non-application and partial

application of policy directives, absence of clear policy with regard to

certain sectors and direction of development, and absence of guidance and

controls and introduction of restrictive measures. Another reason for this

planning malaise, apart from the two reasons giver; above, is that the problems

of development of the economy are so varied and immense that the responsi¬

bilities have tended, to exceed the administrativecapacity of the various

bodies, resulting in the inability of the various administrative bodies,

firstly, to cope and secondly, to cone together and co-operate on the

various policy measures.

8.5.18 This is clearly seen from the analysis in the preceding

chapters. For example chapter two underlined that early Government policy

encouraged the indiscriminate mushrooming of manufacturing units. The early

concessions such as import ban of imports, ban of foreign manufactured goods,

tax concessions, abortive attempts at financing, helped some of the firms to

establish themselves irrespective of whether they were necessary or not, in

1. A few classified items which were deemed essential carried turnover tax
of I and 3 per cent.
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other words the Government policy helped to 'hatch' industry after which

they were left to themselves to develop within the constraints imposed by

the political and eoonomic environment such as those mentioned in chapter

two. This has resulted in,a warped sense of business discipline, management

weaknesses, structural weaknesses, financial weaknesses and general

instability. Thus when the second stage of a firms 'life cycle' was reached,

i.e. stabilisation and expansion, many firms had already built into their

systerns characteristics of instability some of which were their own making

while others were due to no fault of their own. At this stage there was no

adequate financial advisory and counseling services nor a policy of monitoring

the effects of different polioy measures, the heat of the movement to be self-

sufficient in industry had spent itself in the initial chao3 created.

Therefore, the policy measures, made no attempt to probe into and understand

the causes and effects of the problems that were faced. Attempts made, which

were always tied to the malaise of eoonomic development were feeble attempts,

as far as the small sector was concerned, in treating the symptoms of indus¬

trial illness than finding the cause of the problems.

8.5.19 Therefore it can be concluded here that there has

been no attempt to date to study the problems of the small and medium scale

sector of industry with due regard to its financial availability and the

other ancillary services. This has not only left this sector in a vacuum

it has made it equally difficult for the financial institutions to extend

services to this sector even if they desired to do so.

8.5.20 In a diagramatical form the probable causes of
A

financial insecurity of this sector could be depicted as follows.

1. See Diagram 5
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8.5.21 As far as the problems of small firms are concerned

the Government and the planner alike have overlooked their problems and have

left the problems for the firms themselves to solve. If developed countries

find, that small firms fao© problems of finance, despite a whole array of

financial intermediaries, more mature and developed levels of financial

management techniques, availability of technical services and other advisory

servioes, availability of quick access to machines? and raw materials,

better marketing techniques and informed management, better servioes such

as transport, shipping etc., it is rather pathetic, to blindly assume that

small firms have no problems of finance or that financial facilities

available are adequate. It would be apt to conclude this section by

underlying the Government attitude from the only developed industrial

nation in Asia, i.e. Japan.

"The weakness of the social and economic basis of the small enter¬
prises is mainly due to the shortage of capital, and this weakness inevitably
leads them into poor financial status, and any financial tightness
becomes seriously intensified in smaller enterprises. Hence an important
phase of the overall measure to assist smaller enterprises and to rouse them
to a competitive level against big enterprises oust necessarily involve
the means by tdiich their credit standing is improved and their source of
finance is secured"
(Administration for development of Smaller enterprises in Japan,
Government of Japan, Ministry of International Trade arid Industry,
Smaller Enterprise Agency, 1962, page 4)

9A mmmk m

8.6.1 There are many structural gaps in the small and

medium siaed firms in Ceylon, some of which are similar tojohortoomings,
in any small firm in other countries, notwithstanding whether they are

developed or developing economies, while others are peculiar to the small

firm structure in Ceylon. It is a difficult prospeot to decide whether

the reasons for these deficiencies are due to the lack of funds or whether

tiio shortage of funds led to these deficiencies.
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8.6.2 The foremost among them is, weakness in management

accounting techniques. It was stated earlier that there were two types

of entrepreneurs, i.e. those that began business for the first time in their

career and those that oonverted a going concern such as wholesale trading,

import/export business and retailing, into a manufacturing concern. Both

types of entrepreneurs had different forma of accounting difficulties.

In the first case as they were new to the business it was a process of

learning as they went about their business and converting his knowledge

of simple household accounting to that of the business. Among them many

at the early stage found it hard to separate the two while most of them

were ignerant of costing techniques as applied to the firm. For most

accounting was synonymous with the drawing up of a balance sheet to be

presented to the income tax authorities at the end of the financial year.

Therefore the accounting systems were haphazard and many did not keep

even these acoounts in the double entry form. *

8.6.3 I" the case of the latter it was natural at first

to apply the accounting systems they were used to in their earlier business.

A3 it was mentioned earlier, these accounting systems in most instances

were simple book-keeping methods?where only the purchases and sales of

products they were dealing with were of any significance. Therefore both

types of entrepreneurs came into manufacturing with built in weaknesses

for management accounts. These rudimentary accounting systems have been

the cause for many structural weaknesses of firms. Thus financial

management systems, as a control tool designed to monitor a firms financial

efficiency, overall efficiency, and as a guide to corporate policy,«te very

weak. In most firms, sources of losses and leakages are not known, nor is

it possible to identify them from yearly and half yearly accounts. Cost
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accounting, to provide unit cost data and comparative costs on the products

they make, are scarce. The consequence of these deficiencies is that,

management is not able to identify costs relating to a particular produot

or process of manufacture, those responsible for excessive costs and costs

neoessaiy for produot pricing etc. All these reasons have made it difficult

to apply techniques for internal budgeting and management of cash flows,

which are crucial to the financial life of the enterprise.
, .the

8.6.4 With experience/management of some firms have begun
to realise these weaknesses but their dilemma is that they cannot afford

to employ qualified acoountants to do the job for them, nor have they the

capacity, to train them on the job. The type of accounting services

available from professional bodies do not sufficiently justify their costs

to the small firm. Further most accounting services that are presently

available concentrate on meeting accounting requirements of income tax

authorities and those requirements by financial institutions in the case

of loans.

8.6.5 Another deficiency that has accounted for the external

fund shortage of this sector is the newness of the industrial society. As

mentioned earlier industrialisation got underway only during the last

thirteen year3, and most of the new industrial units that were set up

during these years were smell and medium sized units. Thus there was

bound to be a considerable amount of blundering, waste, and misdirection

during the early years. It took a considerable number of years for the

learning process to take root and get a foothold. For most Ceylonese,

industiy was a new field, and most of them had to learn the skills of this

new trade by a process of trial and error. This unpreparedness of the

Ceylonese well documented in chapter two. It would suffice here to
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mention that Ceylon as a Nation attained independence only in 1948. During

i'our centuries of foreign domination they neither had the opportunity to

decide their future, nor was the climate created for them to learn management

and technical skills in the industrial field. Even in the ease of present

large private firms the process of Ceylonisation of management has been a

very gradual process and it was only during the last fifteen years that this

process has been accelerated. Upto now adequate facilities have not been

created by the State or any other private organisation to teach management

techniques and methods. The premier University in Ceylon, i.e. The University

of Ceylon, has still not opened up a Business School or School of Management,

although a few years ago one of the new Universities began to offer a course

in management at post-graduate level going upto a Masters degree in Business

Administration. Therefore most skills in this sphere had to be learned at

the work place and some of the skills learned were not necessarily the best

suited to the country, as a result many lack the capabilities that come with

experience. This is one of ihe factors that have contributed to a

communication gap between the present financial institutions schooled in the

techniques of industrial assessment in the developed countries with the

strategy of management of the looal firm which is still in its infancy.

8.6.6 A third aspect of industry in the country is that,

most firms depend on imported raw material inputs for their manufacture.
also

while/depending almost wholly on imported maohine units and spare parts for

their industries. Some reasons for the first werc? given in chapter two,

i.e. absence of local raw material.surveys.and research into adopting them

for use, searoity of input producing industries, deficiency of inter¬

industry linkages eto. As this is the case, this introduces weaknesses

1. A good example is the DFCC
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into the industrial structure, mainly as a result of the shortage of

foreign exchange in the country (chapter 3)• Thus, industry operates from

one foreign exchange crisis to another. The result is that during these

processes of 'stop-go' release of foreign exchange to the industrial sector,

there is a tendency for the small firms to suffer most, A3 production is

dependant on imported inputs, the frequent stoppages give ri.se to constant

instability, especially to the small firm. In the case of small firms,

continuous income generation is an essential life line for their existence,

as this would ensure thatiln«y keep tneweeives liquid and free from debt. In

the case of the larger firm, better facilities to keep larger stocks, reserve

funds to keep it going during low production periods, and the general

ability to get stocks faster enable them to weather these frequent foreign

orises. Even if the smaller firms were able to acquire a certain amount of

reserves in funds and in stook, they could do so only with considerable

difficulty due to finite margins they keep between stook and production,

as a consequence of fund limitation,

8,6,7 The acohange scarcities have contributed to another

peculiarity of the small firm. Their dependence on imported machinery and

•pare parts has given rise to two opposite tendencies, i.e. some films

have low capitalisation in equipment, while others are burdened with high

capitalisation in equipment. The former, is a result of the lack of

adequate funds to get the required machinery, while the latter results, due

to unoertainity of foreign exchange. For example, foreign exchange

availability is necessarily connected to the policy of successive Governments

in slapping import restrictions, therefore, these firms whenever they had

the opportunity,under existing regulations,had imported far more than the

machinery requirements of the firm at that level of the firm's development,
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as a safeguard against future restrictions. The latter was also a result

of changing policy from one Government to another. For example, under one

policy, when permission is given for an industrialist to start production

or expand his existing capacity, during the time gap between the industrial¬

ist importing the machinery and setting it up for production, the policy
.an

changes leaving him with/excess machine capacity or with excess machine

units ^without the raw materials to produce any product.

8.6.8 The results of both situations are detrimental to

the efficiency of the firm. In the first oase the factory cannot run at

full efficiency due to machine limitation, while further hazards are intro¬

duced due to machine breakdown and shortage of spare parts. In the second

case, excess capacities are created with much needed funds blocked up in

•pare machinery and inventories. In the second case it is true that excess

machinery had been imported with the intention of future expansion, but in

all cases this expansion cannot take place due to perhaps, the import ban

on raw materials or that the new policy, has deemed the industrial unit as

unnecessary.

8.6.9 This dependence on imports for machinery and raw

materials weakens also the base for desirable types of financial and other

type of services from lenders and local suppliers. Further, it increases

the riskiness of financing these industries, as little information is

available about imported factory requirements, while there i3 also the

daiiger in the delay of the items being supplied promptly, due to factors

affecting the foreign supplier.

8.6.10 Another factor contributing to structural weakness is

the characteristics of those in management. Some of these charaoteristies

are common to small firms all over the world and was mentioned in earlier
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chapters, while others are peculiar to developing countries. For example,

(i) the rashness of management at the early periocS^industrialisfttion
described in chapter two, and earlier in this chapter by private firms, both

large and small, has created in the minds of the finanoial intermediaries,

the Government7and the ®onsumers a bad image of the entrepreneur,

(ii) the inadequate facilities for management and teohnical training, have

resulted in 3lip-shod management decisions, inferior technology and

product design,

(iii) poor response to statistical and financial data, firstly, as a result

of their desire for secrecy, secondly, not understanding the requirements,

and thirdly, due to mistrust and lack of communication and fourthly, due

to shortage of staff to deal with ill these requirements

8.6.11 The desire to be independent i« also a contributory

factor to their isolation from financial intermediaries. Most of those

interviewed expressed the view that they do not wish to have private

participation at all, or more than they already had. The reasons for this

were given in chapter one (see section 1.8.5). This general reluctance to

share ownership meant also tnat they were eliminating one source of capital.

This contributed to another risk., namely, the lenders had to depend on the

efficiency of one man or at most a few for the suocess of the firm. The

dangers ©f this were underlined earlier as, death, succession and family-

disagreements, jeopardised the security of the lenders investment.

8.6.12 There was also a lack of unity among the small firms

to stand together. There seem to be a considerable amount of differences of

opinion among them, resulting in absence of unity and making them incapable

of organising themselves into a close group for common advantage. This

division has resulted in the oreation of two Chambers of small firms, while
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8.6.13 Another criticism that has been directed at the

management of small firms is that they resort to numerous business dodges,

tax evasion, unfair pricing, short weights and adulteration of their

products. However, this is an unfair criticism to be specifically directed

at industry and principally to the small firm sector. Some of these practices

are prevalent in all sectors of the economy and as mentioned earlier,, the.

•sins of the few' have been applied to the whole'. In all fairness to the

small firm, it has to be stated here, that malpractices are prevalent in all

sectors but usually it is the • small man* who has been taken to task, while

the 'big fish' have always been able to extricate themselves from trouble.

Further the eoonomy is innundated with controls, some of which havs been

applied without much forethought, and those coming under them have found

ingenious methods of getting around them. This is a bane of any controls

anywhere in the world.

8.6.14 All these factors enumerated above have contributed

to the structural gap, creating financial problems for the small firm. As

mentioned at the beginning of the section, it is difficult to decide which

preceded the other, but it could b ooncluded that some of these were the

cause of the other and vice-versa. In concluding this section it is

important to underline the shortage of funds that have contributed to the

structural weakness of "the firm, thereby contributing to a 'vicious circle'

of less funds generating less access to further funds.

8.6.13 A consequence of shortage of funds at the birth of

the firm is that, small firms begin their business with limited capital put
of

together from their own savings and those of family, or borrowed at high

rates of interest. The meagre capital resources limit acquiring of good
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factory premises, suitable machine units and equipment, necessary technical

expertise, trained and efficient management staff, and skilled workforce,

As a result the efficiency of the firm is bound to suffer, giving ri3e to

low margins of profit, for further investment. Other contributing factors

for low profitability of small firms were given in section 8,3, Further

the theory of high profitability of small firms due to technical advantages

does not apply here. For, if certain economies are available to certain size

of plant, those large enough to afford the capital could benefit, while

if economies are open to small firms, and technical development may sometimes

favour the small firm, there is nothing to prevent the big firm to invest

in a number of small plants. This is what has happened in Ceylon, From
/asthis asymmetry it follows that small firms in the long run cannot earn/high

profits eisttie large firms due to this factor, as all technical advantages

open to the small firm is also open to the large firm. The high profits

of the early firms mentioned earlier lasted only a short period as they were

catering to an artificial situation. In fact, they were catering only to

a small section of the market, namely, those high income earners. Therefore

it has to be kept in mind that small firms in general have always had the

need for more funds.

8.6.16 Therefore it could be concluded that there is an

intrinsic shortage of funds among small firms, starting with* the inability

of the firm to generate excess funds7making savings inadequate in relation
"the

to/investment needs of the firm, while all outside funds have avoided the

small sector. Thus the problem of basic fund shortages contributing to the

structural weakness of the firm, adds to the belief of financial institutions

that small firms are unstable. Thus the firm is caught in a 'vieious circle'

of lack of capital leading to industrial backwardness and industrial



450

backwardness leading to a lack of capital., Davenport commenting en the

problems, identified the situation of most developing countries as follows,

"Those with the best capacity to develop smell factories often do not
have the savings required and those who have savings, that inigfct be
appropriately devoted for this purpose often do not have the capabilities
required
It is an unequal struggle with everything on the side of those who have
their personal wealth added to facilities for external finance. Thus in
the long run those who survive are those with capital, whether they are
good, bad or indifferent industrialists." 1

The causes of structural weaknesses of small firms are shown

in Diagram 6.

8.6.17 ^he structural weaknesses of small firms due to

features coiimon to all small firms, those peculiar to Ceylon and those

directed at small firms could be summarised as follows,

(a) Less diversification and lack of experienced management coupled with

the frequent limitation of managerial abilities when the founder is

replaced by a successor,

(b)Narrov/er range of business opportunities ,

(c) Less reserves for unexpected hazards, therefore they are purported to

be more vulnerable to business depressions, and are expected not to survive

many mistakes »

(d) Do not usually command a body of established customers, therefore

the market for their product is always unstable .

(e) Cannot afford to spend much on employing professional management nor

do they have the capacity to pay for consultancy services.

(f) The unaertain future,introduced by Government policy and the changes

in the economy makes the computation of cash flows less dependable

foundations for evaluating of capital expenditures, and refined computations

of 'present value and rate of return' become largely academic the small

firm*

1, Sea Bib, k'-i



DIAGRAM 6

(1)
STRUCTURAL agAKKBSSES OF SMALL I13:HS

ihose common to small firms
all over the world

Narrow range of business
opportunities

Excessive competition

insufficient management
capabilities

Lag behind business recovery-
after business recession

Dearth of outside funds

Too much reliance on cash

purchases and credit sales

High debt to equity ratios,
i.e. Gearing.

Shortage of facilities for
research & innovation

Likelyhood of taking greater-
risks .in.deeieies.making

Inaccessibility to the Stock
Market

Desire to be independent and
pride in their achievements

Sortage of funds for
develoment & expansion

Lack of competitive strength
against large fiems

those Peculiar to small firms
in Ceylon

iveakness in accounting techni¬
ques & financial management.

Newness of industrial society

Dependence on imported factor
inputs,therefore frequent stop£

Under capacity, Excess
capacity & under-utilisation

Inexperienced management and
other non-productive pursuits

Secret!vesness and lack of

unity & cooperation among firms

Industrial mal-practices, e. g,
. eign exchange,tax dodges,etc

Inferior technology, low skills
lower productivity ratios

Low profitability

msiftsift'ifiefuyafWAaa*
leading to instability and
vulnerability

Abesnce of services, training
and information

Wrong factor combinations and
inferior goods

Poor marketing facilities and
limited market

1. Causes contributing to structural weaknesses.
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(g) Those firms which attempt to finance expansion from savings by trimming

present investments to accumulate capital for future needs put themselves

into a 'vicious circle' of fund shortage, for, as a result of lack of

present expansion and profits, savings are lessened the next year. Further

fund shortage, makes them borrow from all available channels resulting in

high gearing.

(h) low capital participation due to their limited resources, introduces

constraints to equity participation from investors.

(i) The excessive dependence on short term funds and the use of these funds

for long term investment purposes create illiquidity making them in the

opinion of lenders undeserving of further credit.

U) As a result of inadequate budgetaiy control, most firms seek loans

only when they are in bad financial straits. The process of getting a

loan being long and ardous, by the time the loan is available?the firm

has fallen into further financial difficulties.

8.6.18 In concluding this section it is interesting to evaluate some

of the observations made about industry in the Bank of Ceylon Commission

Heport of 1968.^
"Even before independence, . few Ceylonese took to commerce and later

as foreign interests gradually withdrew, greatly increased their holdings
in tea and rubber plantations. Beared in the traditions of a patriarchal
society, mary of these investors did not bring a well developed code of
commercial discipline to bear on their new enterprises. This is a common
experience in any developing country. Leisurely habits bom of an
agrarian society are not easily transformed into the ordered disciplines
of a developed society. (Para., I84)

It is this i-ather casual attitude of the borrowers to the fulfilling
of their obligations, which has only gradually improved over the years,
that has created difficulties for the bank and has prevented it from
adopting more generous lending policies. In evidence it has been shown
convincingly that the average borrower thinks nothing of protracted
delays in repaying his instalments, considers it a trifling matter if he
exceeds his overdraft from time to time and thinks there is no harm in
disposing of goods held on Trust receipts without remitting the proceeds
to the bank. The outcome of these habits is that the creditworthiness

1. See Bib.51



453

of these borrowers in the eyes of the Bank is reduced and the bank
consequently requires from them increased security. (Para., 185)

It has also transpired in evidence that even long standing borrowers
of the bank have misused credit by diverting funds granted for one purpose
to another without the knowledge or consent of the bank. Me have
Scrutinised a list of private companies of fair standing where directors
borrowings from the company have exceeded the subscribed share capital
and even equalled the credit granted to the company by the bank. We
have been informed of instances where stock offered as security for over¬
drafts have disappeared and one case where a leading businessman blandly
admitted to the bank that his clerk had sent a return showing a level of
stocks which was not physically in the warehouse. (Para., 186)

A further aspect of this problem is the difficulty experienced by
the banks in obtaining from a client the full details of the purpose for
which the loan sought is to be utilised, when one of our Commissioners
visited a branch office he found that under the heading 'purpose* in the
loan application only very sketchy details appeared, whereas there was
much greater detail in the cage for *security* which again seems to confirm
our view that there is a concentration on security which has been caused
by a oertain lack of confidence in the creditworthiness of borrowers in
general. In another case, where detailed and convincing evidence was
led before the Commission, it appeared that the 'purpose* entered on the
loan application was an afterthought." (Para., 188)

8.6.19 This study has underlined some of the reasons for

this behaviour pattern. Taking this criticism at face value, and general¬

ising it in the context of all borrowers, (this study believe^, will do

considerable injustice to all industrialists. It can only be concluded

that this view i3 only a 'mirror image* of what the banks sees and

not a conclusion drawn from deep analysis for the reasons and causes of

this behaviour pattern.

8.6.20 It could be summarised that some of the reasons

for this behaviour are a result of all 'gaps' enumerated so far. In the

form of an analogy, if a tree has been neglected from the seedling stage

through to maturity, it is not fair, nor suffice if criticism is directed

against the fruit it bears. Therefore axy criticism that is directed at

the final outoome is necessarily a reflection on the shortcomings of the

•grower' than on the 'fruit* itself.
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8.7. QUALIFICATION (JAP

8.7.1 It has been mentioned that there is a shortage of

institutions and that there is a shortage of external finance to the

small and medium scale sector, therefore, it is the task of this section

to enumerate the difficulties faced by the existing institutions in

loan dispersal and the equally difficult task by the borrowers to qualify

for loans.

8.7.2 It has to be expected that whatever new role i3

assigned to the banks, they have been principally set up to facilitate

commerce, and most of their lending will be of short term character. As

this is the case, four main limiting principles are imposed on bank lending

which are taken to be the four main requisites of a sound lending policy,

i.e. (i) safely, (ii) liquidity, (iii) dispersal and (iv) remuneration.^
8.7.3 This study so far has outlined the present deficiencies

X- J

of the banks. What the study has tried to emphasize is that keeping within

the limitations described above,the functions of the banks could be

stretched further to understand"modern day'finance and industrial lending

and by doing so they would be able to act as the link that could fuse

capital, knowhow, and other services ancillary to the provision of finance,

between the small firms and the financial intermediaries.

8.7.4 For the banks to act as the intermediary for industrial

finance, the first priority is to qualify themselves to understand, the

technicalities of development finance, which one feels that the banks do

not have at the present time. In fairness to the banks it has to be said

that it was only recently that they were empowered with the added

responsibility of financing industry for which they ere ill prepared.

t, bee chapter six section 6.3.15 to 6.3.17



455

The staff has not been trained in development lending techniques nor do

they have any experience of industry. Having said this, no excuses could

be given to their somewhat lethargic attitude towards the whole problem of

industrial lending and the delay in diversification of their lending

portfolio and change in attitudes. The only excuse here would be that

the mantle of lending habits, practices and attitudes cultivated over

decades of experience is not an easy mantle to dispense with, at short

notice. However this study does not acoept this at face value as development

has to be measured in dynamic terms, and the institutions that are an

intrinsio part of the vehicle of development, such as banks, should move

and adopt themselves in step with the changing face of the whole economy.

They should not move too fast nor too slew as either would convert them

into 'misfits' in relation to the needs of the economy.

8.7.5 Thus after a decade of commitment to industrial

financing, the banks still do not have any proper terms of reference where

industrial lending is concerned, nor do they keep separate statistics on

industrial lending on a size wise basis for feed back analysis. Most loans

are considered on the ;juae principles, be they, for personal consumption,

export/import, trade, building and land investment or other commercial

purposes. There are no guiding principles set down, for the information of

borrowers, nor a.ny precedents in lending followed. The bias is towards a

person's credit standing at different times with varying guiding principles.

These added to the low keyed dissemination of information has alienated

the small borrower from the banks.

8.7«6 diven the existing credit structure in the country

and the conditions that have to be adhered to, before a loan is granted,
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it is important to see the difficulties faced by both the lender and the

borrower in keeping to these conditions. Most short term accommodation by

banks is granted on the security of shares of companies, insurance policies,

guarantees of directors, pledges of raw material and stock, other guarantors

and promissory notes. Loans over one year, are normally secured on

immovable security such as land arid buildings, and the other additional

guarantees . In chapter seven some of the dHfj.cuiti.es of the borrowers tin meeting-

Some of the "requirements of the Lenders w ;re mentioned * However
tire problems on lending on long term, is a two sided problem, both to the

lender and the borrower. On the side of the lender?, their problem is

partly as a result of the existing legislation governing financial relation¬

ships, property titles, and other matters pertaining to finance. The

following legal enactments act as barriers to lending by financial

institutions.

(i) The Tax Ordinance under the Inland Bevenue Act

(ii) Registration of documents creating a Fidei Coamissum or Trust

(iii) The registration of Old Deeds and Documents Ordinance

(iv) The Mortgage Act

8.7*9 (i) 'fbe Tax Ordinance under the Inland Bevenue Act

provides that tax in default, is a first charge on all assets of the

defaulter subject to certain provisos, i.e. (4) exemption in favour of leases

or mortgages of immovable property created 'bona fide' and for value duly

registered prior to seizure (b) movable property that is subject to a lien

or encumberanoe created 'bonafide' and for value prior to date of default,

if any tax is in default, tax payable for one year ranks in priority over

such claim.

Therefore this Act, while giving priority to the lender in the case
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of immovable properly mortgaged, does not give the same ri^its in the oase

of movable property. This hinders lending by financial institutions, and

the Bank of Ceylon Commission of 1968 rightly recommended that the second

clause above, be amended to qualify for exemption, as in the oa3e of the

first.

8.7.10 Another tax Ordinanoe which effects lending institutions,

i3 the power of the Commissioner of Inland Revenue to apply to the District

Court for a vesting order in respect of immovable property where tax is in

default. After serving of such summons on such an application, aqy alienation

of -the property by a third party is void against the claim of the Commissioner.

This would effect the institutions in case of a loan on a floating charge

on the assets of the debtor.

8.7.11 (ii) Usually long term loans are secured on mortgage

of immovable property, which according to Ceylon Law is defined as land,

including things attached to the earth or permanently fastened to anything

attached to the earth. The difficulty of establishing clear title to land

is the foremost obstacle both to the borrower and the lender at the present

time. In the case of land the first comprehensive attempt to register

land was made in January 1864. All instruments affecting land executed

prior to this date was declared null and void. Therefore, all titles to

land accepted as valid have to bear a registration date of,cm or after this

date. This in itself, does not create a problem with regard to the title

to the land. The problem arises, because of the possibility of the existence

of deeds creating 'fidei commissa1, exeouted but not registered after this

date. In such an event the validity of the second title is in question.

This is the reason that all credit institutions require a clear documentary

chain of title from a point prior to first January 1864. It is only in the
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case of a title deemed 'good', such as a Crown grant or a valid partition

decree, that the institutions are ready to accept the title, as from that

date. Thus this process of establishing a clear title to the land to be

mortgaged takes considerable time apart from the costs involved, before a

loan could be granted on the security of land.

8.7.12 (iii) The registration of Documents Ordinance is

another legal clause that has resulted in mapy problems regarding the

establishment of ownership. The regulation reads as follows :

"jSvexy instrument presented for registration shall be registered in

the book alloted to the division in which the land affected by the instrument

is situated and in or in continuation of, the folio in which the first

registered instrument affecting the same land is registered.

Provided that, (l.a) an instrument may, if the Register thimc3 fit, be

entered in a new folio. Cross references being entered in the prescribed

manner so as to connect the registration with any previous registration

affecting the same land or any part thereof; and (1 .b) where no instrument

affecting the same land has been previously registered, the instrument shall

be registered in a new folio to be alloted by the Registrar,"

"(2) An instrument, whether registered before or after the commencement

of this Ordinance, shall not be deemed to be duly registered under this

chapter unless it is registered in accordance with the foregoing provisions

of this section."

8.7.13 Thus according to the Ordinance, 'in the prescribed

manner* meant, according to decided cases. The exact words prescribed had

to be used for this purpose, the absence of which meant, that the cross

reference would be considered bad, and the instrument lost the benefit of

registration. As the Bank of Ceylon Commission found many Registrars had
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failed to comply strictly with these requirements. Further the Registrars

are required under this section to maintain separate registers for registr¬

ation of pledges, mortgages and bills of sale of movable property, whil9

separate books had to be kept for book debts, stock in trade and trust

receipts. The cumbersome methods of keeping these registers naturally led

to many incorrect entries, while the process of searching the registers to

ascertain whether movable property is subjected to any pledge, sale or

mortgage was equally cumbersome and time killing exercise. It is apparent

that these factors contributed to the delay and the difficulties faced by

both parties.

8.7.14 (iv) The sections 46 and 47 of the Mortgage Act is

another reason that financial institutions attribute as a cause for not

accommodating 'not so creditworthy* clients. The two sections read as

follows,

Section 46 : No decree in any hypothecary action upon any mortgage of land

which is created after the appointed date and no decree in any action for

the recovery of any moneys due upon any such mortgage, shall order any

property whatsoever, other than the mortgaged 'land* to be sold for the

recovery of any moneys found to be due under the mortgage, and no property

whatsoever, other than the mortgaged land, shall be sold or be liable

to be sold in execution of any such decree.

Section 47 : The provisions of section 46 shall have effect notwithstanding

any thing in ary law or in any mortgage bond or other instrument.

The strict rules of qualification adhered to by the lending

institutions such as clear titles, the ratio of loan sum to the value of

land, and the additional security sought over the mortgage given, is attributed

to these clauses. For, if the mortgage of land is taken as the sole security,
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in the event of the lending institution having to sell the land to recover

the monies due, it was imperative to safeguard themselves first, that the

title to land is clear, as in the event that the title to the land sms

defective the loss would fall entirely on the mortgagee, because as the law

stands, 'only the land so mortgaged' could be sold in execution of a decree

to recover monies due. The low ratio of the loan sum to the value of land

is to safeguard against the depreciation of the value of the land, while the

reason for the additional guarantees and safeguards, are to cover themselves

in the event of any loss as a result of either of the two reasons given above

and/or due to the possibility of fraud,

8,7.15 The lenders also pointed out that the legal process

of getting compensation takes time. Thus the qualification gap here is not

alone the deficiency of the lenders or the borrowers, it is as much the

shortcomings in the legal structure. Apart from the legal enactments that

act a3 a barrier, the escape clauses that are built into the legal structure,

automatically gives rise to further loopholes that could be made use of by

an unscrupulous borrower. An example in point, is the peculiar definition

of immovable property mentioned earlier, i.e. the law declax'es that fixtures

such as machinery installed in a factory and fixed to the floor or wall with

bolts and nuts form part of the land on which tire factory stands. Thus a

mortgage on immovable property which includes the land, the factory, and the

fixtures that are attached to the factory, could run into difficulties, in

the event that the machinery is disconnected from the factory by the removal

of bolts and nuts, as then, these items would cease to be part of the immovable

property. As the law states, that only the land so mortgaged could be sold

in execution to recover the debt, legally, the maohinery so detached no

longer comes within this clause.
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8.7.16 Another difficulty faced by the lenders, is with

regard to the mortgage of life insurance policies. In the event of death

of the Insured the process of recovering the debt from the insurance

company takes considerable time, sometimes as long as three years. This

is due to legal intricacies of ascertaining first the wealth of the

deceased, his or her financial obligations to outsiders and the payment

of estate duty. The Bank of Ceylon Commission of I968 recommended a

4
number of alterations in the law, to ease these difficulties, and it

would suffice here to mention that this study fully endorses them, and

concludes with the observation that although these recommendations were made

in 1968 and accepted by the government and the institutions concerned, so

far these proposals have not seen traslated into practical application.
with to

The shortcomings of the legal system/regards/Land, especially affects the

small firm, as in most instances this is the only type of security they

could provide. On this aspect of security the Commission abserved as

follows

"Ordinarily, land should be the most readily available security in any
developing country, but the defects of the law in Ceylon which we have
dealt with elsewhere lowers its usefulness as security "
(Bank of Ceylon .Report, Para., I83)

8.7.17 Given these legal deficiencies as a barrier to

qualification for loans there are other factors that equally affect the

financial deficiency experienced by the sector. They could be broadly

divided into the risk and the cost factor. These are more a cause of

structural and situational factors of smallness that could be generally

applied to small firms in any country.

8.7.18 In case of Ceylon too, the risks involved in financing

1. See Bib. 51
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small firms are based on the general characteristics of smallness. It was

mentioned that the constraints under which the banks lend were conditioned

by 3afety, liquidity, dispersal and remuneration,^ Therefore the conditions

such as security, guarantees, capital ratios, repayment ability, length of

loan, size of loan, interest rates, market for products and the general

purposes of the loan is a result of these four objectives, Equally, the

grounds for rejection such as the inadequacy of those mentioned above and

other factors such as the knowledge of the lender by the institution, his

previous dealings, the prospect of investment and delay are also a result

of these,

8.7,19 All these conditions for a loan adds to make the

general term 'creditworthiness'. The term creditworthiness is a difficult

concept to define,for as Bates observes the 'Accountant, Banker and the

Economist have different ideas of credit worthiness'. Therefore it is a

difficult proposition to arrive at a specific formula for credit qualification

that could be applied to all borrowers. There is however, the possibility

to eliminate some of these difficulties that face the borrower as well as

the lender. At present the order of priorities in the credit institutions

for a loan seem to be (a) security, (b) firm's or borrower's previous
2

relationship with the lender, and its personal knowledge of the owner or

director of the firm, (c) capacity to repay the loan from the firm's income

generation as well as from personal income, (d) the purpose of the loan

(e) viability of the venture. As a result of the difficulties of identifying

1. These are relevant to other financial intermediaries as well.
2. The criterion of past performance is not adequately analysed. In majority

of the cases past performance was based on loan repayment on due dates.
As described earlier, in a number of instances the inability to pay back
the loan is a consequence of (a) conditions of the loan (b) lack of
further credit availability (c) inter-action of duties, taxes and uncertain
economic conditions in the country.
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credit worthiness there has been a polarisation of credit qualification,

both on the part of the lender and the borrower on the security provided.

This, the study feels is detrimental to the development of a good credit

base for industry. The institutions have thus, attempted to go round the

intricacies of loan qualification by concentrating their lending on well

established and proven large firms, where risk is at a minimum and profit

is at a maximum. The observation by Davenport regards bank landing is very

relevant here,

"Banks which in screening applications focus exclusively on the
supporting guarantees tend not to build up the knowledge, the staff, or
the procedures necessary to apply development lending criteria or to
appreciate the possibilities of sound lending programmes being created
for small enterprises." 1

Thus the proliferation of the security angle for a loan at the

expense of other faotors, would contribute further to the retardation of

the principles of industrial lending.

8.7.20 The difference between this type of lending and

proper industrial lending is well illustrated by the procedure followed by

banks in trie United otates. The American banking system, in case of term

loans, lends more on prospects than on assets or security and therefore

are in direct contrast with much of traditional British banking practices

followed in Ceylon. In the case of long term credit institutions this

attitude is seen in the lending of the ICFC in Britain. Tew, investigating

the activities of this institution remarks, that the degree of lending risks

could be reduced either by (a) turning away business whose safety is not

immediately apparent, or (b) by investigating all 'prima facie' propositions

as thoroughly as possible and rejecting only those whose safety cannot be

reasonably established. He remarks that the ICFC follows the second principle*

1. bee Bib.6l, page 146
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while in Ceylon all evidence leads to the conclusion that the institutions

prefer to follow the first principle above.

8.7«2I The reasons given by lenders for the meagre flow of credit

to this sector are that small firms are not creditworthy. This is based on

the assumption that small firms are more risky to finanoe. The risks

attributed to small firm financing are four fold.

8.7«22 (i) The first category of risks comprise of those inherent

in smallness suoh as, managerial wwUquaoy and lack of adequate funds.

Usually management is exercised by one or two primary owners. Most of them

do not bring with them acquired knowledge of financial management. The

process of learning the 'rules of the game' is sometimes long and devious,

others adopt trial and error xechniques. Given that they learn over time,

good techniques, it does not necessarily follow that there would be

continuity of these techniques in the oase of death, ilness or retirement

of the primary owner. In most instances management is passed into the

hands of their own children or that of relatives, who may not have the same

skills or the smae level of commimaent. History of business in the country,

is dotted with examples where a dynamic business had died With the founder.

Among these owner managers, there is also the conservative manager who is

adament in his belief that he is always right, and is oynical in changing

the strategy of the firm. The death of a owner of a small firm introduces

further financial problems to the 3mall firm, such as, on the question of

payment of estate duty and other private obligations. All these types of

risks are not prevalent in the large limited liability company where owner¬

ship is divorced from management.

(ii) A second category of risks are those that are attributed to

small firms as against large firms, although these are not necessarily
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restricted to small firms. These oomprise of bad financial management,

greater probability to collapse, greater vulnerability during good as well

as bad times, illiquidity and bankruptcy, probability of greater riaks

taken by management, unscrupulous business techniques, all of which are

deemed to add to the riskiness of lending.

(ill) The third are, risks which are influenced by extraneous

factors such as environmental pressures, i.e. competition, changing markets,

shifts in supply position, taxes, Government policies, changing economic

conditions and business depressions. Most small firms are deemed to be

more vulnerable to these influences, and as a consequence are liable to

suffer more than large firms.

(iv) Fourthly, there i3 an information gap about small firms.

In general it is accepted that even in developed countries,;statistics, data
and information on small business is laggard as compared to large business.

In Ceylon this is more so, as described earlier, there is a dearth of

statistics on the whole industrial sector, especially in the case of small

firms and even the available statistics and data on this sector is inconclusive

and consists mostly of estimates. 'Therefore the absence of reliable data

make it difficult to evaluate their activities and needs, and to control

subsequent commitments.

8.7#25 The conclusion that one could come to, after investigating

the problems of lending, is that the institutions follow a policy of

•escapism* from the risks and costs, real or perceived, involved in financing

this sector. They follow a process of going round the problem by concentrating

their lending on established large firms where credit worthiness according

to them is immediately apparent and discarding those borrowers who at 'first

glance* seem risky. This is a natural outcome of a profit making body which
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attempts to take the path of least resistance. This tendency is sccentuated

by the fact that most institutions seem to be well satisfied with their

present activities and the profit levels combined with the general reluctance

to deviate from well traversed and known paths.

8.7.24 This theory of esoapism has two basic characteristics,

i.e. (i) reliance on minimum risks loans, (ii) the application of the same

basic procedure or accepted principles being followed for every type of

loan and the repetition of the same procedure for repetitive loans for the

same borrower. The first results in only those established firms qualifying

for loans, whose safety is beyond doubt, whioh leaves out most siaail firms,

and the second results in inordinate delay, adding cost both to the lender

and borrower. In the oase of both, there is an urgent need for diversification

from traditional beliefs and practices. This pattern of behaviour would

have found no critics if the country envisaged a gradual reorientation

programme of economic development stretching over a number of decades. But,

as this is not the oase, an effort has to be made to reorientate.themselves

with the development needs of the country. It is true that this effort

should not be put squarely on the shoulders of the institutions alone, an

equal effort has to be made both by the Government and the small firm sector.

In the final analysis, it is true that concepts of development financing

are more complex and that it implies acceptance of some degree of risk, but

the concept of risk and difficulty accepted as fact today, seem to be based

more on belief than on factual knowledge based on experience. Therefore,

there seems to be an exaggerated notion of risks with regard to the

financing of the small firm, prevalent in the financial community.

8.7.2^ The cost factor involved in financing the small firm is

two edged, i.e. costs to the lender and the borrower. In the case of the
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financial institutions, it was mentioned earlier, that the interest rates

charged de not vary with the size of the loan. Thi3 factor introduces

a restrictive clause to small loans as eostwise the processing of a loan

whether large or small is more or less the same. There is also reason to

believe that at present in Ceylon the oosts of processing a small loan

aie even higher. The reasons behind this statement are, (i) small firms in

the majority of the oases cannot provide comprehensive accounting records

and easily identifiable and standard type of security and collateral as

compared to the large firm. Therefore this necessiates a greater degree

of processing in terras of the lenders time.

(ii) small firms generally tend to borrow proportionately small amounts,

and as the return to the lender falls progressively with the decline in the

size of the loan, they are less profitable,

(iii) on an average the rejection level of loan applicants are higher in

the small firm category. This again adds to the screening oosts without

much remuneration coming to them,

(iv) statistically the ratio of bad debts is higher among the smaller

borrowers. Thus in general, costs together with legislative ceilings on

lending rates may result in it being less profitable to lend to small and

medium sized industrialists, as against the alternative of lending to large

firms.

8.7.26 The cost factor to the borrower was already described

in chapter seven. These can be summarised as follows

(i) Interest rates charged on trie loans. Although the survey firms

expressed the desire that they were willing to borrow even at higher

rates than those that apply at present, this in no way leads one to conolude

that the present rates of interest are low. But, it seems to underline a
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gap in credit from institutional sources which forces ms.:qy firms to seek

accommodation from non-institutional sources such as private finance

companies and money lenders whose rates are very high. Ceylon's small

industry, has no parallel level of development financing interest rates,

as found in other developing countries, nor loans commensurate with rates

fixed for the plantation sector and the agricultural sector in Cqyloru^
Although the effect of paying the existing market rates of interest, is

common to all sectors, and the relationship of this with the future

financial difficulties of the firm are not immediately apparent, the

observation during the survey seem to prove that there is a direct relation¬

ship between the two. This necessarily adds to the qualification gap

experienced by the firm.

(il) Few small firms can provide the information required by the lender.

When the firms do oblige with the necessary information in order to

qualify for the loan, the charges for these services such as legal expenses,

appraisal fees, insurance charges, stamp fees and commitment charges, tend

to be too costly and time consuming in relation to the sums they normally

require,

8.7.27 Thus the qualification gap has two sides to it, i.e. the

problems of the lenders as well as the borrowers. It is not the contention

of this study that all these problems and barriers to lending that exists

at present could be removed. But there is nothing to prevent the complete

removal of some barriers and the lessening of others and the adoption of

alternative procedure to go around these barriers that are a permanent feature

in the country.

1. There are special loans at low rates of interest for the development
of agriculture and tea plantations.



469

8.8. A TEST OF A HYPOTHESIS

8.8.1 Before concluding this chapter it is important to deal

with one important theozy of the adequacy of funds and industrialisation

directed at developing countries. This is the hypothesis 'that shortage

of credit in less developed countries is only an illusion created by a

large false demand for capital and that what really exists is not an

immediate shortage of credit at all, but a shortage of viable projects.'

This was a theory advocated by Bchatz in I9&5 on the basis of his research
A

on the loans experience of Nigeria's Federal Loans Board.

8.8.2 The exposition of this view is based 011 the following

assumptions, (i) viable project j projects.that all tilings considered.,

promise to be sufficiently profitable to attract indigenous private

investment, (ii) not viable : when a project is considered unlikely to

be commercially successful for any reason, i.e. whether the project itself

is badly conceived, or because the applicant has insufficient entrepreneurial

ability or because conditions external to the enterprise are unfavourable.

8.8.3 The conclusions drawn from the activities of one lending

institution, applicable to one particular country, has been generalised and

applied to all developing countries. This study, in the course of its

research, examined the validity of this argument as well as its application

to Ceylon, and the conclusion reached was that it had no basis for overall

application to developing countries, nor, could it be applied to one single

country.

8.8.4 It fell short of validity due to a number of reasons,

(i) The assumptions made about viability were static. Viability was

measured as sufficiently profitable. Firstly , profitability is a term that

1. Bee Bib.I56, Page 309
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cannot be measured in developing countries by pure money terms alone.

All developing countries are desirous of rapid expansion and the economies

are continuously striving to expand in all sectors, Thi. is aided by a
are

national conscience, i.e. the Government of the country_/striving to inject

life into all sectors and are desirous of giving encouragement to enterprise.

Therefore even if a venture seemingly would not be making a profit the

interlinkage effect of this unit with others would in many instances

bring benefit to the economy and thereby profits if not for the particular

firm, to other firms. Further as the economy is changing rapidly

profitability of the firm depends on the changes in the economy and not

alone on the static viability of the firm at one given moment of time,

8.8.5 Secondly, the resulting experience of entrepreneurs and the

resulting addition to the pool of knowledge in the country itself,is a.

profit in a long term sense. Therefore even if at the beginning, the

venture is just covering its costs it could still be considered to be

earning a 'profit',

8.8.6 Lastly, as seon in this study, due to many weaknesses in

the economy, viability and profitability are jeopordised at different

times, while also policies of the Government of the country, lack of other

services and other interacting forces in the economy, add to the problems.

However, it must be remembered that these are not permanent features, but

constantly changing for the better,

8.8.7 (ii) The mistake most researchers from developed countries

make, in analysing different problems in developing countries is that,

assessment levels prevalent in the developed country are applied directly

to measure factors which look superficially the same in the developing

countiy. It has to be remembered that sometimes the development lag is as
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wide as hundred years,/as such the overall situation in the economy is

different. Therefore, when Schatz talks of a venture that is not viable

as, (a) when the projeot is badly conceived, (b)_/applicant has insufficient

entrepreneurial ability, (o) or conditions external to the enterprise are

not favourable, he is presumably talking in static terras with a background

of credit assessment found in developed countries in terns of a free

economy.

8.8.8 (a) Firstly, if a project is badly conceived in terras of

assessment of a developed country's viewpoint, it need not be the end of

the project. The credit institution itself or advisory bodies in the

country could make the entrepreneur change the unappealing part of the

project, be it financial, management, machine mixture, raarketabili-fcy or

aiy other aspect, whereby the project could be restructured and therefore

there is the likelihood that many projects that are altered could be viewed
. \

with a prospect of success.

(b) There cannot be hard and fast rules to judge a persons

entrepreneurial ability. Basically it is a value judgement influenced by

many factors. For example, there may be deficiencies in the institutions

themselves, such ae^inadequaMy trained staff on investment and development

financing, to judge what the entrepreneurs real capabilities are. Developed

countries abound with examples of successful entrepreneurs and firms, where

at the beginning of their career or business the entrepreneur or firm was

judged to have insufficient ability or the project was judged to be ill

conceived. Farther the staff of the lending institutions could be biased

due to the environmental upbringing, their earlier training, or even other

oultural and social factors and staffing patterns of institutions. It is

also true that in developing countries, assessment purely in economic terms
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oannot be applied as a. whole without taking into consideration gaps in

development. A good example of this was given in chapter seven, section

7*2.3, where the early entrepreneur resorted to unconventional forms of

financing, not because he did not possess ability, but purely as a

consequence of inadequacy of long term finance. Further even if it is

accepted that the entrepreneur himself did not have the ability, the

existence of services for him to learn as he goes along, enables lending

to be considered, while in the meantime the entrepreneur could be

requested to hire advisory staff or as in the case of Development banks

in some countries, the banks themselves could have a stake in management

during the initial period.

(o) Thirdly, a project oannot be dropped purely for the sake of

'conditions external to the enterprise being unfavourable', without asking

the questions, what are the condtions, in which way are they unfavourable,

and how long will they remain unfavourable. Therefore in static terms one

may be able to agree that at a point of time some factors could be

unfavourable, if so "the most practical thing to do is to either postpone,

alter or reorganize objectives of the venture and not drop it altogether.1
8.8.9 In practical terms the factors unfavourable to an enterprise

among others is the market, normally if other basic factors wero not

favourable, the project would not have been mooted in the first place.

The market factor could be either within the country or outside, i.e. the

world market. In the case of the first it has been already stated that

Governments are continuously trying to better themselves so it would not

be difficult for the oorreot policy to set the market factor right, for

1. See principles of the Development Bank of Canada quoted in seotion
9.2.22
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example, import tariffs on foreign goods. In case of the outside market,

the view taken by most economic experts on the possibility of selling a

developing country's products in the world market, is based on the erroneous

view that developing countries should develop according to the needs,

oreated by the developed countries. The exposition of this fallacy is too

lengthy to include in this thesis, but it would suffice here to say that

prospects of growth for developing countries are judged by experts from

developed countries on the feasibility of increasing its natural resources,

i.e. primary commodities in their crude and raw state, so that the developed

country makes them into the final product. This pattern of trade naturally

introduces distortions to the economies brought about as a result of their

integration into the world market from a position of weakness, i.e. their

exports and imports are determined almost exclusively by the pattern of

production and consumption within the centre, i.e. developed countries.

If on the other hand,the countries themselves geared themselves to a process

of production of these commodities that they export in their raw state,

either into semi manufacture or final manufacture, this problem would not
/ j.

arise. The point at issue is, if the projects are unfavourable in most

instances they are the wrong projects for the developing countries to

start in the first place, proper planning by the Government could set this

right. It need not necessarily follow,that the developing countries have

to follow the same path to industrialisation as the developed countries

have done.

8.8.10 Sahats does considerable injustice to developing oountries

by generalising his observations of one institution in one country. For

example, every developing country has different capacities and different

levels of development and comparative advantages. Therefore, a broad
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statement such as the hypothesis stated here is very superficial. This

is accentuated by the data on which the analysis was made. As stated

earlier the findings were based on the loan applications made to the

Nigerian Federal Loans Board. Out of 290 applications made, 229 (79 per

cent)were rejected by the criteria of commercial viability, and of the

61 (21 per cant) were approved, 7 (II per cent) were rejected on inadequate

security. Thus he concludes that 236 (90 per cent) had a false demand for

capital.

8,8.11 The LFCC too concluded on a number of occasions that there

were a shortage of adequate creditworthy clients and viable ventures. In

the light of this study it seems to be a defence mechanism and a prooess

of escapism. This contention could be true if one accepts the present

activities of applying sophisticated credit assessment methods and practices

to an unsophisticated business structure. But, the cogent fact to remember

is that no developed country* s industry at its early stage (at the beginning

of industrialisation) could have qualified for credit on the assessment

methods used today by this institution. It was a gradual process of

teaching and being taught resulting in a common pool of knowledge and ©

parallel building up of a climate for investment as well as the necessary

infrastructure. While the developed countries had the disadvantage that

there were not many examples and experience to learn from, the developing

countries, like Ceylon, have access to a large store of knowledge accumulated

by other countries from which it could be wisely borrowed. The fault has

not been that they have not borrowed, but what they have box-rowed, they have

tried to apply directly without much alteration , nor having created the

necessary infrastructure for them to be immediately successful®
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8. 9. (HgKBRAL CONCLUSION

8.9*1 la concluding this section, the attitude of 'the non¬

viable firms' and 'not so creditworthy clients', could be illustrated by

referring to a story of 'two shoe salesmen', who went to under-developed

country 'X' to sell shoes. When they realised that the inhabitants did

not -wear shoes, they cabled their respective head-offices as follows :

Salesman *A' : "no prospects, no market, the natives do not wear shoes"

Salesman *B' ; "great growth prospects and future market, the natives

do not wear shoes'

8*9*2 The Salesman 'A*, took a defensive attitude ana a short

view of prospects as he reasoned that as the natives did not wear shoes

he could not sell shoes* A reasonable short view assumption due to an

absence of a ready market. On the other hand salesman 'B' showed a dynamic

attitude on looking to the long term prospects of teaching the natives mo

wear shoes, i.e. by a process of education (advertising) and thereafter

selling shoes to them. The role of the institutions in a country, when

they deny access to small firms on the grounds of real or perceived risk,

'lack of creditworthiness'^ is similar to trie thinking patterns of the
static shoe salesman 'A'.
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9.X. Xu'fKObUC'i'ION

9.1.1 Heading the preceding chapters, it becomes apparent that

the problems of development of the country are many, of which the problems

of finance of small and medium sized industry is only one. Thu3 the

finanoial problems of the firms cannot be solved in isolation to the overall

problems faced by the economy. Keeping in mind the interactions of the

various sectors of the economy and the restrictions imposed by one another,

an attempt is made here to examine likely solutions to ease the burden

to some extent of the small and medium scale industrial sector in the sphere

of finanoe. No attempt is made to recommend solutions or go into the

intricate details of the various solutions, as this is outside the purview

of this study. This study concentrates on pointing out the problems and

this has been done in the previous chapters. Therefore, only basic guide¬

lines on the direotion of change will be given.

9.1.2 In doing so it has to be kept in mind that the problem

of finance dealt with in this study is not alone the unavailability of

adequate access to credit or the mere shortage of finanoial intermediaries,

but it is the outcome of maly obstacles dealt in the preceding chapters

and summarized in chapter ei^bt. Further, who,or what contributed to the

problem cannot be laid at the door of the sucoessive Governments, the

financial intermediaries or the industrial seotor, but each have contributed

to the problem together with the interlinking pressures of the econony

and the historical development of the country. Therefore, the plan of this

chapter is to outline what each, i.e. The Government, Financial intermediaries

and the Industrial sector, could contribute to ease the burdens.

9.2. THE agSgggMgjg

9.2.1 In chapter Four the future prospects of the small and
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medium sectors were outlined. According to planning circles the

' rediscovery * of planning for this sector is to be handed over to Divisional.

Development Councils (DDCs) set up in different regions in the country.

Initially twenty Development Councils have been proposed. The proposed

activities of these DDCs are not yet known but from initial reports they

are also to be given the function of financing small industries that come

within their jurlsdictive areas. Therefore at the present moment not much

could be said about what final form it would take,, What can be done at

the present time is to assess the difficulties that any programme would

face and the pitfalls that have to be avoided.

9.2.2. It has to be kept in mind that development financing

has many facets, suehas(Othe financing of new industries, their need for

equity finance, short and long term needs?(|i)£inancing of existing industries,

their short and long term needs, such as expansion of capacity, output,

diversification, equipment financing either outright purchase or hire

purchase or leasing finance; and CUi} '■t~- venture and risk oapital needs

which have entirely different characteristics than those of normal needs,

for example, financing of research and innovation. Therefore a programme

with a general purpose set up with just a broad objective of financing small

firms would immediately run into difficulties, if adequate emphasis is not

placed on the provision of finance for different »speots and needs of the

firm. A mistake very often made is the assumption that financing of

industry is very similar to provision of finance for any other purpose in

the economy such as agriculture and commerce.

9.2.3 Another erroneous assumption that is made, is that any

person whb is a good administrator is capable of administrating financial

services. This was the main failure of the abortive attempt at 'financing
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the small firms programme* mentioned earlier (see section 6.7). For, in

this case the administrative offices $.n the various districts were given

the responsibility to assess the creditworthiness of the clients. The fact

that the applicants were deemed honest men and were able to provide some

sort of guarantee or security were the two criteria most often used, while

factors such as feasibility features, comparative advantage, inter-linkage,

availability of factors of production, income generation, profitability,

growth prospects, marketability of products, experience and ability, were

given scant attention. It has to be kept, in mind always that development

financing is more complex than the criterion of providing finance merely to

earn a profit. Therefore, if the DDCs are given the function of financing

the small industries in their particular areas, one grave error to be

avoided is the delegation of authority to the District Administrative

Officers, to administer the function of financing in the development

programme. If, as before^initial screening is to be done by those who
have perhaps the local knowledge of the persons but no special knowledge

of industrial and financial matters, the scheme is doomed to fail from the

start.

9.2.4 This study from the experience gained in its survey of

the small firm sector is however pessimistic about the sucoess of adding

more financial sohemes, without first studying the overall finanoial

structure in the country, something similar to what was done by the Eadcliffe

Commission and the Bolton Committee in the United Kingdom,

9.2.5 What is suggested here is a four fold programme by the

Government and the successive Governments to come,to create the infrastructure

for the healthy growth of industry. This can be broadly divided into,

(i) Political, (ii) Financial, (iii) Incentives, and (iv) Services.



480

I. POLITICAL s 9*2.6 Chapter two outlined the varying inter¬

actions of political ideologies that resulted in the haphazard growth of

industry, as a result of lack of continuity and non implementation of plans*

It was also mentioned (see section 2.5*14 to 2.5.15) that during the last

decade there has been a polarisation of policy objectives towards industry

and agriculture of both political parties that have formed the Government

sinoe independence. If development in all spheres and a prosperous country

is the objective of all political parties, it is only a small step at

present to have an all party conference to agree and iron out the minor

differences in their development ideologies in the sphere of industry

and agriculture. It has become quite apparent to everyone, that a period

of five years is not adequate for the success of any industrial unit or for

the implementation of any industrial policy. Especially, whenever a new

Government that is elected devotes two to three years evaluating what the

previous Government had done, and another year or two is spent in planning

a new policy, leaving only a year or less than a year for the practical

implementation of the plan, with the likelihood of the plan being shelved

or inadequately administered if the party is voted out of power at the

subsequent General Election.

9.2.7 If on the other hand, casting ideology aside, there is a
Of

general understanding among all partieSjJfche need for a common and continuous

programme, resulting in a development policy once embarked upon and

implemented, is continued>notwithstanding what party forms the Government,
the oause of the basic disequilibrium in the industrial sector could be

eliminated. The resulting guarantee of continuity of policy measures would

increase the stability of investment, optimism in the financial and invest¬

ment market, and the growth of confidence in the lenders and borrowers alike.
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This would give time for maturity of industrial programmes, lessening the.

industrial chaos that has been the hallmark of industrialisation in Ceylon,

resulting in waste in human, material and financial resources. This would

contribute to the growth of real economy. By real economy.,it is meant here,

not mere saving, stinting, and doing without as has been the case so far,

but it means the prevention of waste, conservation of all valuable energies

and materials and the abolition of muddle,

9.2.8 Having laid this basic foundation which upto now has

been absent, it is opportune to plan the strategy of industrial development.

In chapter one a case was made for small industries, it would suffice here

to stress it in the words of Staley.

"Modem manufacturing industry is one of the requisites for
attainment of the economic, social and political goals of developing
countries - along with progress in other important fields like agriculture
and education. A country usually needs to develop a nucleus of large
factories in carefully chosen lines and also many smaller (but modem)
factories, likewise in carefully ohosen lines. Its industrialisation
programme will then be more solid, better balanced and more effective
in meeting the needs of the people for manufactured goods, and for employ¬
ment, than if promotional efforts were to be concentrated exclusively on
very large industrial projects or on small industry alone" (Bib.146)

9.2.9 Presuming that all are in general agreement that for

every industrial giant there are many much smaller units which also play

their part in the economic life of the community, a basic deoiaion has to

be taken in the demarcation of industry into sectors in terms of size.

This is very essential for administrative and polioy purposes, as otherwise

the usual tendency for all industry to be lumped together and any measures,

be they incentives, financial or fiscal or services,, become ambiguous.

SVhen this is the case the result has always been that the small and medium

sized firms have not benefitted from ary incentives or services, while they

have suffered Host from any restrictive measures introduced.
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9*2.10 Having established some form of size demarcation, it

has to be followed by a survey of all present industries both large and

small, parallel to a survey of all raw-material and man-power resources

and a survey of all financial institutions and Intermediaries, various

ancillary agencies, Government Departments and all other bodies presently

dealing with industry* The results of these studies are expected to bring

out the limitations, shortages, scarcities, misdirection, duplication, rnidtUe

present situation and interlinjcages of the industrial sector as a whole.

Once this is achieved the immediate needsyand those of the future., of the

industrial sector7in relation to the development of other sectors_,.ould

become clear,

9*2.11 With this background, it is time to consider the

specific needs and directions of development of the different sectors.

Apart from demarcation of industry into size, it is important to identify

at the outset what small industry is* A common mistake is that small

industry has been identified with handicraft and cottage industries. This

study is of the opinion that developing cottage crafts alone is no ultimate

solution to industrial expansion due to a number of limitations, such as,

marketability, quality, uniformity, continuous supply, employment and

application of modern methods. Therefore, fostering of ancient skills and
an

crafts have more a social and cultural value than_/economio. This is not a

plea, to discontinue help to all these traditional crafts, for in some

cases, good commercial linkages could be forged with modern manufacturing

industry, A few examples of such linkages are those between crafts such as

pottery, mat and basket weaving with modern industrial units such as interior

lighting and decoration, and luxury packing, but to observe that helping small

industry does not begin and end with fostering of oottage industry.
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2. FINANCIAL s 9«2.I2 Once the prospects of continuity, recognition?

size^and stability are achieved it is relevant in this study to limit the
possible solutions to improvement of the financial accessibility of small

and medium sized firms. As stated above this has to be tackled first with

an investigation similar to the Bolton Committee Report in the United Kingdom,

on the existing financial sources their present direction, limitations and

deficiencies in the provision of financial facilities to the needy small

and medium sized firms in the country.

9.2.13 This limited study here, has shown that the existing

institutions cannot cope with the needs of this sector especially in the

field of new industrial ventures, provision of risk capital for innovation, cl

the provision of long term capital for expansion and development. It has

also shown that at present there are no long term credit institutions

directing their activities to this seotor. In relation to the size of the

oountiy, and in physical numbers perhaps, there are adequate number of

institutions, but the point at issue is, that most of them have over the

years deviated from their original intentions for their establishment ,

while others, as they are presently constituted cannot be functional due

to the special problems of development financing, especially of the small

firm®. Therefore what is suggested here, is not a mere proliferation of

financial institutions, but a restructuring of the present institutions.

It has already been mentioned that there is a process of restructuring that

has been contemplated, but even in this proposed structure tee case for an

institution or a subsidiary of an institution to provide finance to the

small sector is absent. As Davenport remarks, 'Governments in both developed

and developing countries have concluded teat the financial needs of small

enterprises are sufficiently distinct and urgent and inadequately served
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to require special financial facilities,' but this does not seem to be the

case in Ceylon.

9.2.14 In summarising the present structure here, the commercial

banks, keeping in mind their development and structure, cannot, even with

reorganisation be made to fulfil all the financial needs of the small and

medium scale sector. At best considering what has been said in earlier

chapters, the banks could be made to fulfil the short term and to some

extent the medium term needs of this sector. This still leaves the most

important needs unfulfilled, namely, long term capital.

9.2.15 This leaves the field open to two alternatives,

i.e., either the setting up of an entirely new organisation or restructuring

an existing one and attaching this role of provision of long term finance

to small industry. This study is not in favour of the first alternative,

due to a number of reasons. The foremost among them are, the inadequacy

of trained staff and administrators to staff entirely a new organisation,

limitation of funds, and the limitation to spread risks of suoh an

institution. In the case of the second alternative, there is already an

institution that has so far kept its head above small firm financing, i.e.,

the DFCC, despite "the fact that its sponsors envisaged that a creation of

suoh an institution was in the main, for this purpose. For the IBRD mission.,

who recommended the establishment of a development bank.-envisaged that the

country at the beginning should embark on small industry, 'Our conclusion

i3 that for the present, Ceylon's main industrial growth should be oenterod

on the development of numerous small and medium sized industries, rather

than a few large ones. These should be widely scattered and diversified,

to take advantage of labor and raw materials in various parts of the island.'

(Bib.89, Page., 43) It is apparent therefore, that along with this
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recommendation, when they suggested a parallel institution to provide

finance7what they had in mind was an institution to provide financial services

to those industrial units that could not find long term finance elsewhere,

implying that they really had the small firms in mind. However, since its

establishment,it avoided the task of small firm financing altogether.

9.2.16 Recently, the Government made an attempt to have a

greater say in the activities of the DFCC. This was no solution to the

problem at all a3 this would have introduced the very dangers the IBRD

mission sought to avoid, (see section 4.4.8) V.hat is suggested here is,

first an expansion of its scope of lending and other services with perhaps

separate divisions concentrating on different sise sectors of industry.

To begin with, expansion could take the form of lowering the 'minimum sua'

loan scale that stands today at Rupees 100,000, at least by half, to »,

Rupees 50»000. It is interesting to note that even the ICPC of the United

Kingdom has a minimum lending limitation lower than the DFCC.

9.2.17 Expansion also involves greater access to funds by

the institution both local and foreigi^at their disposal. There is not

much problem about foreign funds as they have access to IBRD funds and the

likelihood of contracting funds from any other overseas institution. In

fact recently it returned the second line of credit made available to it by

the IBRD, with the reason that there were not enough creditworthy clients.

As regards domestic funds the shareholding of banks both local and foreign.,

could be increased with also the likelihood of contribution to funds from

the savings institutions and long term fund depositories. Further there

is nothing to prevent the DFCC floating its own development debentures.

9.2.18 At present there are a certain number of private

shareholders, most of YThom are private companies. They should be made to
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&ell their shares to credit institutions. The reason being that it is

unethical for an organisation^which lend to business and industry ( maifrly
from Publio funds, i.e., Government loans, Central Bank loans, Bank of

Ceylon loans and the IBRD loans fully guaranteed by Hie Government,to have

private shareholders from the veiy sector it lends to. This statement

gains more strength when a comparison is made of the shareholders' funds
tint have remained at .Rupees 8 million since incept±oxi?while their total

lending has been in the region of Rupees 95.5 million. Thus the capital

contributed by private shareholders although is a minute fraotion, they

reap the benefits of dividends from other funds most of which are public

funds.

9.2.19 Though no attempt is made here to cast allegation or

insinuate any misdemeanours on the part of the present shareholders,
2

directors and the management and staff, experience in other countries

has shown that businesses-,for their own interests?have bought over

controlling shares or have high investments in financial organisations with

the intention of influencing its credit policy favourably towards themselves
.to -from

or their colleagues ana/also prevent loans/being disbursed to their
■tinat

competitors. There could also arise the possibility/ when private shareholders

are involved that it would stray from the objectives of its establishment

namely, to be a development bank in the correct sense of the word. When

security, safety and profitability objectives of shareholders become the

overiding objective there is a tendency for the organisation to become

conservative with its direction merely to make a profit. In fact there is

evidence of this happening to the BFCC, where;as mentioned earlier it has

exempted itself from small firm financing and most other founding objectives

and has concentrated on financing large firms which are predominantly taken
1. Total loans and equities outstanding at end of December 1970 was

Rupees 70.9 million
2. Bee Bib.6l
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to be 'safe*.

9.2.20 The concentration of the direction of its activities,

predominantly as a profit making body, involving itself with loans only

with a high degree of profitability and safety is also supported by its

recent statement when they returned the seoond line of credit made

available to them by the IBRD with the following observation namely that

*DFCCb ultimate obligations are to the shareholders and it is imprudent

to invest in projects vhich may or may not result in a fair return on the
as

investment'♦ Suoh a viewpoint, this study considers^ a veiy conservative
statement for the only development bank in toe country to make, and all

tiie more objectionable when the obligations they speak of to shareholders

who.se liability is limited, have shares of only Rupees 8 million.

9.2.21 It is important to digress here, from the main subject,

and mention the objectives of the 1CFC in uritain. The ICFC^in its loan

policy admits that most small loans show no profit at all on a strict

allocation of expenset^as the cost of investigation, negotiation, and
administrative costs uo not decrease as the size of loan decreases,and on

a correct provision of risk capital. However, the ICFC undertakes certain

investments to encourage new developments within its field?vvhere the risk
is impossible to assess with the accuracy required for a strictly commercial

investment.or terms which do not offer a reward corresponding to the risJcs

even if the venture is successful, (as reported by Tew, Bib.163)

"Loans of £5,000, £10,000 or £15,000 cannot pay us but they are

part of our business and ws do as mary as we can .... It is the feeling

that if there is a need for money which they cannot raise conveniently else

where, and there is a case for them having the money, then we ought to

provide it" (as stated in an interview by the first Cnairman of the I0FC,

the late Lord Piercy)



488

9.2.22 From what has been said above, this study in no way

desires the DFCC to become a philanthropic institution, and accommodate

whoever requires credit, but it is a case of not having their development

priorities right. In this regard it is apt to quote the principles and

activities of the Canadian Development Bank from which the DFCC, could well

borrow a few examples.

Section 15 of the Industrial Development Bank Act empowers the bank
to extend credit to aiy industrial enterprise in Canada provided that such
credit would not otherwise be available on reasonable terms and conditions-,
and provided also that the character of the investment and the amount
invested by others are such as to afford the Bank resonable protection.
The Bank interprets this section of the Act to mean that it should go as far
as it can to meet applications for financial assistance whioh appear to
satisfy the foregoing requirements. Wo approach to the Bank is declined
in the grounds that the effort required to investigate it and reach a
decision would be disproportionate to the financial return which might be
earned on it by the Bank. The Bank is prepared to give just as much atten¬
tion to small loans and to borderline proposals as to larger requests which
would provide a greater financial return to the Bank. It is not unusual
for an application to the IDB for (say) a # 15,000 loan to receive consider¬
ably more effort and time than one for (say) #100,000.

Frequently, a small business is dependent upon one or two principals
who may be highly skilled in certain respects such as production or sales
but may be less expereienced in accounting and finance. As a result, the
applications which the bank receives from small businesses sometimes have,
in their original form, weaknesses which would justify declining the applica¬
tion. However, the Bank's approach is to look into the matter carefully
in order to ascertain whether it is possible to work out some basis -

perhaps different from that originally proposed - on whioh the bank can
assist the applicant.

A prime factor in determining the extent to which the Bank can
help provide financing is the future earning prospects of the business. To
assess this feature properly it is necessary to consider carefully all
aspects of an applicant's business. In most cases which appear to warrant
serious consideration by the Bank this includes a visit to the applicant's
place of business for on-the-spot discussions with those responsible for the
operation of the snterprise. This adds to the effort and time to process
applications but in the experience of the Bank greatly improves the Bank's
understanding of the business and its problems and enables the Bank to
maximize its financial assistance. The Bank continues to try to shorten
the time taken to process applications and has, on average, reduced the
period appreciably in recent years.

The Bank makes a praotice of following the progress and problems
of borrowers after loans are approved and the proceeds disbursed. The
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principal way in which this is done is to have borrowers furnish financial
statements periodically. By keeping in touch with events the Bank is
frequently able to help the borrower, if difficulties develop, before they
have progressed too far.

When changing circumstances and the financial condition of the
business warrant, the Bank may amend the original terms and conditions of
loans. For example, it mey be that before a loan i3 repaid the borrower
is faced with the need to acquire additional fixed assets. The Bank may
be able to assist by deferring a number of principal instalments on its
loan and adding them on to the end of the originally scheduled repayment
period. This is also sometimes done to ease a tight working capital
position or to see a business through a difficult period when earnings have
been temporarily reduced. During the past year the Bank agreed to defer
payments for a period of several months in the case of approximately
250 customers.

In numerous cases the Bank also provides further assistance by
making an additional loan before the outstanding loan has run its oourse;
such loans aocounted for 17% by number and 21% by amount of the Bank's
total loan authorisations during the fiscal year 1962.

The general approach which the Bank takes to satisfy itself that
the credit being applied for would not be avaohble elsewhere on reasonable
terms and conditions is as follows :-

1. On the signed application whioh the IDB obtains from each applicant,
the applicant certifies that bte'is unable to obtain the loan from other
sources on reasonable terms and conditions.1 In any case inhere it seems
to the Banx that the overall needs of the applicant might be met from
some other source, the Bank suggests that the applicant discuss his needs
with any source of credit which he may have overlooked.

2. On the application form, the applicant agrees to instruct his chartered
Bank to give the IDB full information concerning his affairs and the IDB
writes to the chartered bank, explaining that an application has been
received and requesting a banker's report on the applicant. This serves
two purposes: it provides the IDB with an up-to-date report from the bank
at which "the appiican-fe is well known, and it also advises the chartered
Bank of its customer's intention to seek financing from the IDB. The
Chartered Bank thus has an opportunity to intervene if the situation appears
to be one in which it could itself appropriately provide medium or longer
term financing.

3. If an application for credit is of a size and character which makes it
seem possible that a mortgage lending institution would be interested in
providing the required funds, the applicant is asked to contact this type
of lender.

4. If the applicant's business is a subsidiary of a large company or is
controlled by a wealthy individual, the IDB considers that there is a
presumption that funds are available from the owner, and unless it can be
specifically shown otherwise, the applicant is expected to obtain the
needed funds from that source.
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5. If it appears that the applicant could obtain funds by way of a public
issue of stock or securities he would be expected to explore this possibility
by contact with those engaged in the underwriting business.

6. If an applicant to the bank involves refinancing lien obligations which
are held by another lender in lore than a relatively small amount, the
applicant is asked to get in touch with the other lender to txy to re¬
negotiate the terms of his contract on a mutually satisfactory basis.

7. Applicants who appear to come within the scope of the Small Business Act
are advised of the facilities provided under this Act, through the branches
of chartered banks.

8. Applicants who appear to come within the scope of such legislation as
the Farm Credit Act are directed to the appropriate Government department
or agency.

(Taken from the submission by the Industrial Development Bank of Canada to
the Royal Commission on Banking and Finance, October 3» 19^2)

9.2.23 Apart from reorganisation of the present institutional

structure as suggested above, there are also additional steps which the

Government could take to increase the fund availability to this sector.

Some of which are relevant, are given below.

(i) As mentioned above, following the principles of the Industrial Development

Bank of Canada, the DFCC should be persuaded to refrain from giving

accommodation to those large firms which could well afford to go public.

This would not only provide greater funds to the small and medium firm sector

but would activate the stock market.

(ii) It was mentioned earlier that the Government siphons off the major

proportion of the funds from the savings institutions and the long term

fund depositories (see section 8.3«I5)» There could be an arrangement by

which atleast some of these funds are reserved for investment in the industrial

sector, either by a method of direct Government loans through the medium of

the commercial banks, or through lending to a long term credit institution

like a restructured DFCC. The need to follow sush a course of action is

accentuated by the fact that private investors, especially the small investor,
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are both unwilling to come to the market, and invest in private companies

for reasons given earlier. As these savings institutions and other compulsory

and quasi-compulsory resources consist of funds of the publio, thi3 is an

indirect method to encourage greater savings, as by such a course, these

institutions could be able to offer higher interest rates to the depositors.

The loss of sources of funds for the Government could be taken oare of, by

a greater effort to harness unproductive and hoarded funds, firstly, by

uplifting the activities of the savings movement, and national savings bonds,

greater fiscal controls on unproductive fund usage, a scheme of activity

such as Premium Bonds in Britain, and duplicating the very successful

lotteries system.

(iii) An alternative or parallel to this arrangement is the issue of

development debentures backed by a Government guarantee, with higher

interest rates than those presently given on Government securities, which

in turn is siphoned off to Banks and other lending institutions.

(iv) Setting up an Investment Trust to harness small savings.

(v) Another urgent need in the country is a Credit Guarantees Corporation.

A case was made for such a guarantee scheme by the Bank of Ceylon Commission

in 1968. This stucy is not aware yet, of any serious thinking on this

recommendation of the Commission, by the Government. The form, and method

of such an institution has to be worked out with the cooperation of all

those institutions that are presently concerned with the financing of

industry, agriculture and commerce. Whatever forms it takes, there have to

be checks so that a programme of this nature would not stimulate indiscri¬

minate financing of enterprise.

(vi) The present law on rates charged for lending may have to be changed so

that banks and other institutions accredited by the Government could charge
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differential rates to borrowers, whom the lenders regard as more risky.

It has been said, that there is a diffential in the marginal cost of

lending and risks between large and small loans. Therefore, aocording to

economic price theoiy, higher marginal costs of lending and risk should be

reflected in higher interest rates. The cost to the borrower of higher

lending rates could be alleviated to some extent by a credit guarantees

programme and secondly, by a system of rebates. The latter could operate,

when the lenders consider that there is an additional risk in some types of

accommodation. When this is the case, an additional risk margin of interest

could be charged by the lender which is refundable if the borrower honours

his committment at due dates.

(vii) Funding Banks and other institutions » At present, banks lend only

residual funds to small firms after their favoured and regular olients are

served. During certain periods this residual is small or non-existent. The

Central Bank directs banks to lend for development purposes, but the term

•development* is rather ambiguous for checks to be set in, to ascertain

that these funds really go for development purposes and to really deserving

enterprise. Therefore, there should be speoifio directives like, those that

presently exist for tea factoxy development, for small industry as well.

A portion of Central Bank funds that is lent to banks, could also cany the

directive that it should be lent only to small and medium sized industry.

(viii) Supplier Credefc for equipment s If equipment such as machinery and

even raw materials are imported by an authorized body who could resell it

on an instalment or hire purchase terms, it could first cut down heavy

financial commitments of firms at one time, while it would also eliminate,

the present dodges practiced by some firms, such as, overinvoicing of imports,

and keeping a certain margin of their funds abroad. This would also help
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to cut down the monopoly of sellers and help the process of standardization

of equipment. However, cere should be taken that the usual (Government

bureaucratic practices do not enter the administration of such an organisa¬

tion, as this would jeopordize the efficiency of such an institution.

Illiquid!ty of small firms is also due to a l&ok of raw materials, in many

instances, small firms are forced to buy their raw material requirements

from the 'black market'. State Corporations have been given priority in

raw material imports, there should be a policy, that deserving units

irrespective of their size should have equal access to raw materials.

3. INCiSNTIVKS : 9»2.24 Incentives can take maqy foxms. The

foremost among them, is, assurance of continuity of policy measures. This

could be achieved by adopting the political measures described earlier.

Continuity, naturally brings along with it seourity and certainity of the

future. These are the key factors that have been absent upto now, since

the commencement of the industrial push in the country. Industzy, and for

that matter any enterprise, cannot manage their units by 'fits and starts'

based on the ever changing policy of Governments. Planning processes need a.

number of years to develop and an assurance of continuity for forward

planning and investment decisions. Once policy and incentives are made

known, the Government must fulfil them, as otherwise, apart from the disruption

caused,another important criteria for growth would be lacking, namely, trust

and lack of faith in Government policies, assurances and incentives. Finally

policy when laid down should be clear and unambiguous.so that, on the one

hand little is left to the discretion of minor officials and on the other hand

the prospective entrepreneur knows precisely the type of assistance that is

available.

9.2.25 decently some new measures have been proposed by an
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Ad-hoc Committee appointed by the Minister of Industries to consider what

fiscal incentives should be given to industiy, one of them is of special

concern to the small and as dium sized firms. The recommendation was that,

apart from foreign earnings released to registered exporters on special

applications, registered exporters be granted a percentage of their FOB

earnings in foreign exchange. The Committee further suggested that such

exchange be utilised for authorised purposes, including travel abroad,

advertising abroad, export promotion work, participation in exhibitions,

fairs and seminars and export marketing purposes.

9.2.26 This 3tudy is not aware of the detailed recommendations,

but being familiar with the early deficiencies of the FSEC scheme with

similar aimwhere the benefits accrued to the wrong people, there is a

case for a clear and precise definition of, who the real beneficiaries

would be, and what precisely should be done with the accrued benefits. In
and

other words ambiguity has to be avoided,_/the term 'registered exporters'
lias to be, defined. For, in the case of the FEiSC scheme, at first,

registered exporters were erroneously presumed to be the laiddlemen who

exported the final goods, and not the manufacturers and producers themselves,

resulting in the benefits of the FEGC's accruing to the middlemen whose only

contribution was the shipping of the goods. Maxy of the middlemen refrained

from passing these benefits to the manufacturer. In the case of manufacturers

who are themselves the exporters the problem would not arise, but in the

case of small firms who do not have the capacity to export their goods

themselves, the benefits would be siphoned off by the middlemen unless

adequate checks and balances are introduced.

9.2.27 This benefit proposed is to increase the export potential

of non-traditional goods,^ produced mostly by small and medium sized firms'
1. Traditional exports are deemed to be the products of the plantation industries.
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thereby increasing the foreign exchange earnings of the country. However,

the net gain under any scheme, such as that proposed above, the F&EC scheme,

or Export Bonus Voucher Scheme, or any other scheme where part of the

foreign exchange earned is passed on to the exporter/manufacturer, depends

upon the import content of the input goods in the final export goods. The
the

higher the import content of the inputsflower will be the net foreign

exchange gain. Therefore considerable caution has to be exercised when

applying a scheme of this nature to exports of products of industries, whose

import content is very high. For, if the benefit is calculated on the gross

FOB value, it may result in a growth of an artificial re-export trade for

the purpose of merely cashing in on the benefits.

9.2.28 Most fiscal incentives given have had a tendency to be

ambiguous, this has naturally resulted in, (i) the small and medium sized

firms being overlooked and (ii) the 'pseudo industrialist'^by all the
artful dodges at their disposal qualifying for them. The overall outcome

has been a misutLlization of these incentives, resulting in the creation

of attitudes by the Government which is detrimental especially to the

small firm, (see section 8.5.5) For example, it was described earlier why

the five year tax holiday for new industries failed. It would suffice here

to recapitulate a few key factors that went wrong.

(a) The absence of proper size demarcation of industry : tax incentives were

given to those firms with over twenty five employees. This left out all

small industry in the country. As it was shown here in this study, most

small firms started business with their own personal capital and family

savings, the total of which was small. Therefore it is imperative in this

statement, that new units which were set up, began with small workforces

inclusive of management. The survey findings showed that in the oase of
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seventy eight firms (78 per cent) that the workforce, when they began

business had under twenty five employees,

(b) As it worked out, the tax holiday did not really bring the results it

was expected to do (see section 2.4.12). The reason being that the system

was self-defeating as a result of, (i) that profits as well as dividends

were exempt from tax for five years. This added to the uncertaini-ty of

the future that has always been prevalent in business circles, made those

who qualified for this incentive, take the shortest and what they deemed

the wisest route out, following the maxim, 'make hay while the sun shines'.
of the

The result was that, not much_/profits were reinvested into the business but

wamt taken away as dividends, much of which seem to have been spent on

conspicuous consumption purposes, such as purchase of luxury cars, building

luxury houses with luxury furniture and fittings, hoarding in the form of

gold and jewellery, expensive social functions and parts of it converted to

foreign exchange in the 'black market'.

9.2.29 In this regard it is interesting to note that in Britain

during the post war reconstruction period between 1945 to I9§0, when the

Government as part of its economic policy introduced tax incentives, there

was an accompanying limitation on dividend disbursement by those qualifying

for the incentives, i.e. for many years the profits tax discriminated power¬

fully between distributed profit and undistributed profit in favour of the

latter. Thus the introduction of a disincentive tax on dividend disbursement

should be a natural outcome of any profit tax incentive, not only to
that

guarantee^profits are reinvested, but -that they are reinvested wisely.
9.2.50 Other incentives in the light of difficulties mentioned

earlier3s to restructure the legal system, as far as it affects the industrial

sector and industrial lending. This would be a boon to both the lenders and
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the industrialists alike, especially the small entrepreneur, as time,

intricate legal procedure and costs could be pared to a minimum. Another

measure that would help to increase the profitability of small firms, is

the likelihood of the Government assuring them of a better market for their

goods, such as giving them Government contracts, and ensuring that the state

industries use some of their products as inputs in their production.

9.2.31 There have also been other Government policies which

have affected the small firms adversely. For example, fiscal measures

such as increase in duties, decrease in quotas, and import ban of certain

raw materials, have created problems in this sector. It is not the measures

themselves that are at issue here, most of which were necessaxy due to the

scarcity of foreign exchange at various times, but that they come too

suddenly and without prior warning, which takes even the heat managed firm

unawares (see section 8.5.13)* Therefore, it is for the good of all, that

there should be clear advance warning of any new quota restrictions and

increase in duties, as then, the industrialists could plan ahead to either

find more funds to meet the impending increase in duties, or alter their

production prooesses to work within the impending decrease in raw materials,

so that the disruption of the production process is minimised. There is

also a good case for advance consultation, of all who will be affected by

any new policy, before a policy is finalised, and for implementation to

take plaoe with a 'time gap' depending on the circumstances. The latter

would not only give time for those affected to prepare themselves, but

also would show in advance deficiencies that may arise.

9.2.32 Even in the case of Government incentives, there have

been oases where the absenoe of forethought had seriously affected the small

and medium 3ized firms. Two examples are, (l) the five year tax hoiday, and
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(ii) the result of the introduction of the F3dC scheme, on small firms

was mentioned earlier. The former placed the small firm at a serious

disadvantage, against their competitors who had the financial capacity to

start the firm with greater factor inputs (over 25 employees) thereby

qualifying for the tax holiday. Both these measures, although they were

incentives, seriously affected the small firm, and weakened their competitive

position against the larger firms. This further pushed them back in the

•queue* for accommodation from the financial institutions.

9.2.33 It was mentioned earlier that the Government had

introduced income oeilings on the accumulation of capital in private hands,

and a compulsory savings scheme, where a certain percentage of one's income

is compulsorily acquired by the State.^ In the case of the former it has

two serious effects on the economy as a whole which indirectly affect the

small firm. Firstly, the prospect of a ceiling on income, necessarily outs

down savings,,some of which could have been harnessed as a source of funds

to industry. It was mentioned earlier, that those large firms who still

turn to credit institutions for their long term fundi needs could be

persuaded to go public to acquire their funds, but an income ceiling would

retard private capital accumulation and thereby lessen the number of

private investors who could enter the share market, and the stock market

would stagnate further. This will further discourage firms going public

and the institutions underwriting stock issues, due to absence of buyers.

The result would be, that large firms even more than before, *^^1 have to turn
to institutional finance, and as has been the case before, given the choioe it

is natural for the institutions to accommodate established large firms in

preference to small firms. Secondly, this income ceiling necessarily cuts

1. Technically the compulory savings are to be refunded by the Government
every two years.
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down incentive for enterprise, resulting onoe again in less capital accumu»

lation and therefore, even the little capital that flowed into small and

medium firms from private sources is lessened further and the prospects of

increasing tliis flow in the future is jeopordized.

9»2.54 In the case of the latter, i.e., compulsory savings,

perhaps the welfare aspects of the scheme cannot be faulted with, but once

again a certain amount of funds in private hands is lessened ^thereby

indirectly increasing the financial vulnerability of entrepreneurs and the

necessity to turn more often to outside finance. It may be said that the

observation above, is a narrow analysis based on the view point of a

sub-sector in the economy, but even in the case of enlarging it to encompass

the whole economy, the results will be the same. The reasons for this

view are not discussed here, as it would deviate from the subject under

review in this study. It would suffice here to say that especially in the

former case this inoome ceiling should be removed at the earliest opportune

moment, not alone for the benefit of the small firm but for the whole economy.

4. 3&KVICSS : 9.2.35 It was mentioned in section 8,2.12, that

the mere provision of more financial avenues alone -would not solve the

problems of small and medium firms, but that this is only part of the solution,

while the balance is the provision of services. This is a very vital link

in the solution to ease the difficulties of financial accommodation, not

only of the borrowers, but the difficulties, the lenders face as well.

Further it would also aid Government planning and control of this sector

with minimum waste and maximum efficiency.

9.2.36 The services would consist of direct services^such as

facilitating the availability of machinery, raw materials and spare parts,

guarantee of fair prices, marketing, transport, factory facilities, and

indirect services, such as counseling, advisory bodies, training facilities
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and monitoring services.

9.2.3? The most profitable method to evaluate the types of

services needed is, by a series of surveys. The important points to be

established are, (i) to examine the present situation of the firms, their

needs, prospects and to establish the type of special assistance they require,

(ii) to examine the presently available services and the facilities that

they provide, the degree of overlap if ary, and the deficiencies.

9«2.38 As the type of direct services described above are self-

explanatory, emphasis here is placed on the indirect services. Once the

basis requirements are found from the type of overall surveys mentioned above,

the need would arise for specific surveys on each problem identified.

Specific surveys are many faceted, and a number of types of surveys and

their usefulness are mentioned below.

(A) Industrial opportunities based on development priorities : This would

show their attractiveness based on raw material and other factor availability.

Therefore funds which is a scarce resource could be better utilized from

the outset.

(B) Factor srveys :

9.2.39 (i) Human : This would show human resources available

in terms of experience, skills and qualification. It would facilitate to
anct

set up training programmes In the skills that are scarce,/show the rate at

which local expertise could replace foreign consultants and technicians, in

the various industrial units.

9.2.40 (ii) Raw material and Capital goods : It Y/ould facilitate

development of new units, expansion of existing units and termination of

those whioh are uneconomic, and serve no useful purpose. Further, the

results that could be achieved, consist of finding new products based on
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new raw materials, different uses for existing raw materials and forging

of correct machine, manpower and raw material mixtures. It would also show

the state of existing machinery, the need for imports of spare parts and

replacements, well in advance, and the desirability of manufacturing local
wauld

machinery and spare parts. All these findin s_/out down fund wastage 5while
would

at the same time it/enable the lenders to ta^e an active approach to

financing, by making them aware of promising sectors.

9.2.41 (iii) Financial : In the light of this study, this is

the most important, as basically 'money' is the core of all enterprise.

Financial surveys would basically pinpoint the existing services and their

bottlenecks, financial management of firms and their weaknesses. Further

the surveys would facilitate, (a) the integration of financial measures with

other measures to uplift the efficiency of the sector, (b) to understand

the problems of both the lender and the borrower as shown in this study,

(c) "the lenders to understand the development importance of alternative

allocations of financing, which is vital especially in the case of long term

loans, (d) the combination of other studies such as on markets, level of

competition and other aspects of industry in which the applicant plans to

operate, thereby enabling the institutions to appraise the viability,

profitability, and safety of different classes of loans, (e) encourage better

use of entrepreneur funds and indirectly improve the quality of loan

applications, and finally, (f) to reveal the levels of finance needed for

different enterprise, and whether this need is real, or the finance required

is too high or low.

(C) Market Surveys ;

9.2.42 This would once again cut down fund usage, by prevention

of ill thought and uneconomic ventures and the ills of perceived market as
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against the real market, help pricing of products, quality control,

health safeguards, forward planning and fund disbursement of firms.

(D) Monitoring Surveys :

9.2.45 This is one of the most important surveys that should

be in continuous use when an economy is Government controlled and planned,

as is the case in Ceylon. This would help to evaluate the end results of,

services, facilities and incentives, which would show the prospects for

the future, profitability of services in the economic sense, the reasons

for success and failures of programmes and the need for new services.

9.2.44 It is apparent if surveys are to be successful that

they should not be too prolonged nor, done with undue haste, as both would

result in unsuccessful results. Further there is a case for a considerable

degree of publicization of the surveys veiy much in advance, so that maximum

commitment and interest is generated among all groups who would be the

participants. Once surveys are complete and appraisal is made, intelligent

implementation of the results should be made within the shortest possible

time as otherwise, the whole exercise would turn out to be a waste of

resources in terms of time and money.

9»2.45 Even in the case of a small country like Ceylon, the

whole burden of all these services cannot be done by one planning body as

the tasks and the problems of the economy are too numerous, while on the

other hand tire division of services and attaching them to Government

Departments, result in duplication, a lack of purpose and direction, in¬

sufficient stress and weak application. At, present, the Department of

National Planning has a standing committee on rationalization of the

Industrial sector while various tasks of data collection are done by various

Department as and when necessary. The result of putting the industrial
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sector into one group, has always resulted in the problems of the small

firm sector being overlooked. One solution is to demarcate the industrial

sector by a size measure as proposed earlier, and reconstruct the old IDB

into a Small Industries Development Board (SIDB).

9.2.46 The possible structure for such an institution is given

below. The administration of this body is to consist of an appointed body

of permanent staff together with representatives appointed on a rotational

basis from all other bodies that are connected to small industry. The latter

group of representatives would consist of,

(i) The Central Bank, i.e., Economic Research Department and Exchange Control

(ii) Government Ministries and Departments, i.e., Import and Sxport Control,

Inland Revenue, Department of Industries, Department of Census and

Statistics, Department of Marketing, Ministry of Trade, Ministry of National

Planning, Ministry of Labor and Cooperative Wholesale Establishment

(iii) Financial Institutions : Commercial Banks, Long Term Credit

Institutions, Insurance Corporation, Other Savings Institutions, Finance

Companies and Institute of Accountancj.

(iv) Trade Chambers.

(v) Other Research Institutes : Eg. Universities, Ceylon Institute for

Scientific and Industrial Researoh, Rubber Research Institute, Coconut

Research Institute, and Tea Research Institute

(vi) Tcade Unions

9.2.47 The purpose of having such a varied representation is

to forge direct and closer links between the various organizations, in

order to build up cooperation, sense of involvement, commitment and awareness

to smoothen the coordination of decisions and to avoid duplication of

effort and services.
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9»2,48 The function of the SIDB should he separate from the

actual financing of projects* This is advocated due to a number of reasons.

For an organization of this nature should have a friendly orientation

towards the small and medium firm sector with sympathetic orientation towards

their needs. Therefore, at first there ought to be a considerable degree

of goodwill building between the organisation and this sector in terns of

trust, faith and respect, and develop itself as a confessor, advisor and

counsellor. It is only when this is achieved, it could more effectively

play the role of a service organization with the goodwill necessary for the

achievement of two way communication,

9»2,49 If one the other hand, this institution was responsible

for lending to this sector, it might not be able to penetrate the defence

shields of the industrialists nor achieve the amount of goodwill and the

degree of impartiality that is necessary because of the following reasons :

(a) A financial institution in granting or refusing loans has tc keep

themselves necessarily on a formal though friendly basis,

(b) A lending institution cannot always please every applicant. Therefore,

decisions taken on reduoing, withdrawing, and refusing loans involve

painful decisions, which more often antagonises the borrower.

(o) It does not facilitate the process of balanced decision making.

(d) The danger arises of a lender cum counsellor getting too involved with

management decisions to protect their investment, and they^belng blamed for
wrong management decisions and the refusal or inability of the borrower to

pay back the capital borrowed,

9,2.50 Therefore it is in the best interests of the lender,

the policy maker and the borrowers, that this institution be a separate

entity of its own,being distinctly separate from direot financing although

closely connected with every functional aspect of the firm* If doubts of
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such an organisation becoming too powerful or autocratic is entertained,

and a level of control is necessary, the most appropriate institution that

could administer it as a subsidiary, though separate from its normal functions,

is the Central Bank of Ceylon. Cuch a function would not entirely be a new

addition to functions of Central Banking in developing countries. For

example the Reserve Bank of India concerns itself to a considerable extent

and in fact occupies a key role, in the development programme of small

industries.

9.2.51 The activities of the proposed SIDE can be broadly-

divided into three main functions, (a) Information gathering (b) Analysis,
•J

Assessment and Appraisal, and (c) Dissemination.

SO UUTt QNS
9.2.52 In setting up such an instituion, two major pitfalls

that are to be avoided are,

(a) it should be independent from direct Agencies or Departments of the

Government, though responsible to Parliment through the appropriate

Minister, or bureucratic Government regulations and unnecessary political
which

intervention/would sap the energy and the dynamism of such an organisation,

however it should work closely with the development objectives and

priorities of the country.

(b) staffing is one of the most important criteria for its sucoess. An

Organization with suoh responsibilities and activities should be staffed

1* See diagram 7
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with people based on experience, achievement, qualification and capability,

and with a sense of purpose and commitment.

9.3. FINANCIAL IBDT1TUTI0NS

9.3»I As mentioned in section 9«2.4, this study is of the

opinion that mere proliferation of institutions is doomed to failure from

the beginning. This statement is made on the strength of what was said in

chapters four and eight. The basic weakness in all financial measures^aas
been a misunderstending of what industrial finance and development banting

embody. Therefore, any new institution created, would go the same way as

the earlier institutions like the AICC and the DFCC, namely, to carve a

'safe niche* in. the credit structure and be satisfied with occasional and

feeble attempts at financing the small and medium firm sector.

9.3.2 Before considering the possible future prospects, it

would be pertinent here to delve briefly on the principal aspects of

development banking. In the context of this study, the description below,

concentrates only on the development banking aspects of industry. In this

context, their activities would be, (a) provision of long term finance for

the establishment of new units which are likely to contribute to the

development of the country, and for establishment and modernization of

existing industry which have already demonstrated their growth potential,

(b) enterprise participation, i.e. participating in management, supervision,

control, counselling, seeking and identification of firms, that need financial

aid. These two clauses make it possible to differentiate between traditional

lenders, i.e., Commercial Banks and Development Banks. In the case of

development banking, it calls for a greater degree of involvement of the

lender in the activities of the borrower and extends beyond the mere provision

of financial facilities, for example, sometimes temporary participation in
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management?or atleast commitment to the cause of industrialisation by active

provision of counselling services and aid.

9.5.3 'fbe degree of involvement and the purposes for which

funds are borrowed necessitates that the lender should base his judgement

on providing accommodation and other services, not only on the accompanying

guarantees that lenders are prepared to give for facilities provided, but

on the need for funds, the best method for use of such funds, the likely

results arising from such funds and the prospects of such lending, advancing

the cause of general economic growth. To be able to fulfill these require¬

ments, the management and staff of the bank, besides being trained in the

techniques of development lending, should have advance knowledge of industry

and the interlinkage of specific sectors of industry with the direction of

the country's development. Having achieved this degree of knowhow, the

lender, prior to allocation of funds would be able to ascertain the right

priorities in lending to industry by the following methods.

(a) Management evaluation, i.e. evaluating the capacity, motivation and other

characteristics of the individuals and firms, responsible for the proposed

fund use.

(b) Enterprise evaluation, i.e., identifying those who need help, forecasting

success, earning prospects and repayment possibilities, and the importance

of the enterprise in the industrial and economic 'mix' of the country.

(c) Project evaluation, i.e., identifying sound projects for development by

existing firms and new firms, and enoouraging entrepreneurs to venture into
new projects.

(d) Recourse evaluation, i.e., assessment of the security provided and the

safety of the loan.
1. The importance of these techniques would vary with the form and type

of financing, type of applicant, purpose of finanoe and the general
eoonomio situation at different times.
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9*3*4 The world of finance is a hard-headed, calculating and

selfish one, and however much lip service is paid That institutions should

be more adventurous and sympathetic towards the snail borrower, no level

headed financier is willing to listen to these pious hopes as long as

more safe, and profitable avenues are available to than. Therefore the

solution seems to be a Government backed financial organisation of the

•type found in developed countries, like the Small Business Administration

in the United States of America, the Industrial, Commercial and Financial

Corporation in Britain, and the Industrial Development Bank in Canada, or

those found in Asian countries such as the numerous institutions, as

mentioned in section 1.6.6 in Japan, and the Small Industries Service

Institute of India, to mention only a few. The structure for such an

organisation already exists in the DFCC. The DFCC could be enlarged in

its activities as suggested in the previous sections with perhaps two

departments both lending to those firms which are too small to go public,

one concentrating on firms that are already established, while the other

coneentrating on new firms.

9*3*5 In proposing the direction of services of the DFCC to

those firms that are too small to go publio, there is no suggestion here

for the indiscriminate financing of small firms regardless of their

feasibility, viability, profitability and creditworthiness. In fact

extensive financial facilities for the sake of giving assistance really

does a disservice to the entrepreneur. It is true that due to an umbrella

of import restrictions of foreign goods, there has arisen a number of firms

which are inefficient, and are doing the cause of industrialisation an in¬

justice. Here, Government intervention is necessary, firstly, either close

down some of them completely, and or, direct others to branch out into
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more urgent needs of the economy based on factor availability and export

markets, and secondly, to embark on a prooess of amalgamation of others to

break the deadlock of duplication, vertical expansion and waste.

9.3*6 Financial help to such firms will be wasted, just as

there are a number of inefficient firms, there are equally a great number

of efficient or potentially efficient firms which need finance. These are

the fiitas that need a helping hand. There are likely to be many firms

doomed to suffer from financial difficulties due to cost of capital being

higher than their return on investment at the beginning. Equally many firms

tend to remain inefficient and small,due to the failure to obtain capital

at the correct moment. The accessibiliiy to external funds is strategic

in the life cyole of many small ftnits. Good terms and quick accessibility

can be the difference between success and stagnation, v&ile high costs

and inaccessibility can be the death of maxy firms.

9.3.7 The problems, present limitations, and attitudes of

banks, were adequately described in the earlier chapters. Solutions to

most of them are 3elf-explaafctoiy in the limitations themselves. Therefore,

with adequate information, education and intelligent restructuring, part

of the funds of the banks could be harnessed to meet the short term and

to some extent medium term needs of the firms. There have been moves to

harness bank funds for development needs both for agriculture and industry,

but there has been no specific movement to direct them to small firms.

In organising bank lending to small and medium sisad firms, there arises

once again the demarcation of size, there is no escape from this problem.

This has7so far been the proverbial 'fly in the ointment' in all efforts.
For when incentives and aid is demarcated to indus try, it really goes to

those firms that can manage without it, this is more so in the field of
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finance, as it is always thought safe to lend to well established large

enterprises "A great mai\y financing programmes turn out?on close

examination./to be programmes making small loans to borrowers vdth much

largerresources than one would expeot from programme objectives"

(Davenport)

9.3*8 It is true that a size measure cannot be defined

precisely, but for purposes of serving the seotor there is no avoidance of

this concept. This 3s especially important when setting up financing

programmes for small industries, where the definition of small industry

may need to be specifically demarcated. This definition could have

different levels for example, to owner managed enterprises, and those owned

and managed by persons who devote a major part of time and resources to

them, while excluding small ventures of wealthy persons, and those owned by

large enterprise.

9*3*9 There is also a necessity for a basic change in attitude,

of the whole financial sector towards the small firms. This could only

be improved with adequate knowledge of the sector. This is where the

proposed SIDB could help, by bringing the lender and the borrower closer

together, borne of the facilities it could extend to the lenders are,

(i) Information on applicants and their businesses; for often the fear of

risks is due to a lack of information.

(ii) Appraising projects : due to limitation of staff they cannot give as

much attention as they would wish to do, in appraising a loan applicant,

nor can they keep adequate data necessary for quick appraisal. Today,

appraisal begins only when a borrower makes an application for a loan,

resulting in delay, which is costly to both sides.

(iii) Training Facilities : Training Staff on development financing
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techniques, giving them a greater understanding of industry, its management

and objectives. At present training programmes are few, and are too

generalized. Training programmes should be geared to specific needs and

those "that are trained should be able to assume lending responsibilities,

(iv) Sector Appraisal : to give guide lines to development importance

of financing different sectors,

(v) Information services : information on markets and level of competition

and other aspects of the sector

(vi) Enterprise seleotion : selection for firms which can make the most

productive use of financing. This is especially necessary as funds are

a limited resource,

9,5*10 As it is at presents the entire responsibility

of gathering information cannot be laid at the door of the industrialists

or the financial institutions. However, it has to be kept in mind, that

the prospeot of the existence of an organisation providing these facilities

does not diminish the urgency for the instituions themselves to develop

a certain amount of knowledge of industiy. It is obvious that financial

institutions should have their eon loan officers with specialised knowledge

and training and perhaps practical experience, in industrial operations.,

to assist in loan appraisals and to follow up their loan commitments. It

is only by doing so that there could be a basic change in attitude. A

change of attitude can only come, within and not due to pressure from out

side. The present structure of banks could be harnessed for this process

to take plaoe, for bank offices are spread throughout the country and

therefore the bank staff have the opportunities, if they so desire, to get

to know the industrialists, build up knowledge of industries and other

characteristics of small and medium sized industry, in their speoifio areas.
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9.3.H Greater involvement would automatically lessen many of

the barriers to lending. For example, there have been cases where the banks

have been hesitant to give relief in cases where they have already lent in

the form of an extension of repayment time. In some of these cases the

actual causes of delay were not the borrowers own making, but due to

Government policy (see sections 8.5 and 8.6). Therefore, if they were

ready to look a little further, for the actual rather -than the perceived

reasons for delay, the case of default would not have arisen in the first

instance or could have been avoided at minimum loss both to the bank and

the industrialist. Knowledge of firms would increase further the

profitability of such lending, as time and -therefore cost could be pared

by eliminating the preliminary 'jousting' that takes place between the

two parties, whenever an application for a loan takes place. Therefore,

brief and practical are the preliminaries, less time and cost would be

involved. This involvement, and the continuous contact with the proposed

8IDB, would result in the staff being capable of understanding modem

industrial operations with a fair practical knowledge of technology and

methods of operations of the average firm, both of which axe essential to

correct appraisal of the enterprise to be financed,;.:.!*! those that are

already financed. Increasing knowledge,apart from contributing to reducing
risk and cost^would also increase the development orientation of financing.
This would eliminate also a complex that is prevalent among lenders towards

small borrowers, namely the feeling that they are doing them a favour by

lending to a small borrower, making this attitude known to the borrower, and

the borrower for reasons given earlier (section 8.4.5 (xiii) accepting it

as such. Finally the increase in development orientation of financing

would also make them seek out prospective clients. For example, as Davenport
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remarks, 'loan officers in the more progressive banks, no longer sit at

their desks waiting for oustomers to crane in at their place of business'.

From what was mentioned by industrialists interviewed, loan officers in

Ceylon not only sit at their desks but sometimes they are 'too busy to

see small olients.

9.3.12 At present the hire purchase companies do not extend

much credit to industry. A popular fallacy is that private financiers make

no contribution to development. Seeing it in a narrow point of view,
I

private financing of consumption during times of credit restraint may be

harmful, but if recognition is given that both financiers and borrowers

are engaged in productive activities, it may be possible to foster a more

productive approach from the private finance and hire purohase companies.

Therefore, rather than criticise and suppress them, regulatory measures

•ould be taken to direct a part of their activities to more productive

ohannels. Despite what has been said of the high cost of private finance

houses, it has to be admitted that financiers themselves are vulnerable

to be deceived by oustomers. Therefore, the high costs is not alone a

result of strong bargaining power, but also a hedge against greater risks,

due to the likelihood of most customers turning to them only as a last

resort, their lack of knowledge of industry, and the staff to evaluate

business finance.

9.3.13 The new institutions if any^that would result from

restructuring of the existing ones should be based within the limitations

of the economic framework of the country. The recurring feature of all

plans namely, the 'ceteris paribus' cliche should be avoided. In developing

countries everything does not remain equal nor can there be ideal conditions.

It is true that examples could be borrowed from other countries, but in



515

borrowing ideas and institutional structure, adequate caution should be
that

exorcised. The reason being^jeven il' the needs to be served sees the same,

and the institution dealing with these in another country is successful, it

need not rieceasarily follow, that the identical institution would be

successful in the borrower country for reasons such as cultural and social

traditions, habits, education, commitment, legal structure, level of

development, experienced personnel, and a host of other factors which differ

from country to country. This is a basic fallacy,applied not only to
industrialisation and development banking/out for every aspect of life,

i.e., an attempt to apply a norm to all and every relationship. There are

no aortas or certainities for success, the only basic certainlty in life

is death.

9.3.14 The enlarged DFCC proposed here, could take steps to

expand their activities to suit the different needs of the firBjSuoh as the

ICtfC ha3 done in Britain, i.e., finance for innovation, venture capital,

equity capital, and the medium and long term needs of new and existing firms.

Profitability of a loan alone should not be the criteria» for lending, for

example, the higher oost of lending to small enterprises could be regarded

as promotional expenses. In other words a form of 'farming' of small firms,

just as one seed of rice brings forth a sheaf, containing about eighty to

ninety grains, the profitability can be seen only on a long term basis.

Lending to a large number of small firms also helps to enlarge and diversify

their aoamitments,resulting in a apead of risks awd the ability to adjust

without much disruption in case of default. The validity of this argument

can be underlined by the observation of Davenport, who states that it say

be in the interest of the lenders,(although they do not always realise it),
when according to conventional calculations expenses are expected to exceed
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income and where the demand of large clients for funds and staff time

fluctuate, little real costs will be incurred by serving additional clients

which help to siaoothen out demand. This is based on the economic principle

of maximum profit where MC = MK. When applied to this, if the minimum

facilities essential to serve a small number of highly profitable customers

are not always fully utilised, then additional clients may be profitably

served, if they provide a return a ieast greater than variable costs

incurred in extending services to them.

9.5«I5 In concluding this section it could be said that the

basic criterian for 'success', is a thorough understanding of small and

medium sized industry in the country in relation to development goals.

This understanding should embody not owiy knowledge of the owner and

product, but the process of manufacturing, management, workforce, inter-

linkage of finance and the market. It is only then that the institutions

could appreciate and assess the general needs and specific needs, i.e.

the financial needs that are basic and those that are peripheral. It has

been said that actual needs are frequently quite different from commonly

voiced needs. This again is prevalent in all forms of activity. It is

well illustrated in the field of industrial relations, where, althou^i the

declared and immediately perceivable cause of a strike is for higher wages,

the real cause or causes could be a juxtaposition of many reasons, such a3

insecurity, social needs, dissatisfaction with work environment and a host

of other reasons. The problem of finance is also veiy similar. For example,

on the one hand when a firm requires financial accommodation, it need not

necessarily be that they need finance at all or not as much as requested.

The survey confirmed that when some small firms complained that they did

not have adequate financial facilities to expand, it was not alone inadequacy
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of institutions or refusal of others to lend but in some instances it was

a result of a number of factors, such as, (a) what they had was adequate but

ill-utilised, (b) wrong direction and priorities, (c) that they were basically

an uneconomic unit although the entrepreneur would not think so, (d) results

of Government restrictions, (e) results of other bottlenecks in the econony,

(f) results of bad management (g) lack of education, training, management

and financial skills. On the other hand when an institution complained

that financing small firms were risky or that they were not enough credit

worthy clients, this once again was a result of a mixture of different

factors, such as (a) ignorance of industry and industrial financing, and

profitable avenues (b) the fear to venture (c) fear to deviate from traditions

and known areas (d) satisfaction with present activities and profits,

(e) lack of commitment, (f) unoertainity of future, (g) the desire to back

a 'winning horse', and finally, (h) suspicion and disinterest in small firms

and their owners.

9.4. Fid Ma

9.4.1 It has been said that small and medium sized firms have

been partly responsible for some of the problems of finance they face. It

can be broadly generalised that some of their characteristics are the cause

of lack of finance, while others are,the effects. It is an accepted fact

of nature, that all seeds sown would not produce healthy plants and this would

be more so if the ground has not been prepared properly. This has been the

plight of the small firms sector in the country. By such a statement, no

attempt is made to exonerate the whole sector from some of the wrongs

committed, but to show causal factors behind their characteristics, some of

which could be eliminated by intelligent policy measures, while others, would

have to be lessened by a systematic weeding out process, and controls. It

has to be accepted that there will always be some 'wolves in sheeps clothing'
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in any sphere of activity of man. Therefore branding all entrepreneurs as

•guilty till proven innocent* is doing them an injustice,

9.4.2 Among the small and medium sized industrialists there

are those, that whatever finance and other services are provided, would

not reach the level of maturity, breadth of vision, and expertise, one

requires for successful enterprise and most of them will be condemned to

stagnation and subsequent 'death'. These could be for purposes of

identification called, the 'stragglers'. The case argued for, in this study,

is not the plight of these 'stragglers', but those who are anxious to grow.

Among them there are three -types namely, the 'deviates', 'sleepers' and
' thrusters'. All of them have similar problems and aims but the way they

react to them is different. The difficulties they face are twofold,i.e.,

(i) structural features of smallnes3 and (ii) the lack of adquate finance

and ancillary services. Both result in making them credit risks and costly

to finance.

9.4.3 The problem is that although institutional lenders have

spelled out over the years, -the terms, conditions and controls over which

they would lend, the lenders themselves have been greatly surprised that

the borrowers cannot come up to, or meet the standards laid down by them.

The reasons have been quite obvious for a considerable period of time,

al"though no attempt so far has been made to study them and take action

accordingly. The main reason is that, there is quite a measurable gap

between the development of the financial institutions, i.e., a product of

developed countries directly imported, and the birth of indigenous small

and medium sized industry, with the result a synthesis between the two, has

upto now, never taken place. This has left a considerable chasm of mis¬

understanding between the two groups, and whenever the two groups meet, they
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think on different planes^although they talk the same 'language' of finance.

The result is that the lender for example, thinks, 'what do they no about

finanoe' and the industrialist thinks, 'what do they know about industry'.

This is the crux of the problem and the proposed measures here, for exampley

the setting up of the SIDB as a liason and counselling service could be the

medium through which the problems of both groups could be untangled.

9.4.4 The absence of a liason, counselling and other service

facilities provided by a special body, and the absence of any of these

facilities provided by the financial institutions or other Government

Departments, have retarded the growth of firms. It is apparent that this

has led to many undesirable financial practices and the absence of good

internal financial and management descipline by some firms. For example,

many firms become sceptical of obtaining outside finance, while others are

frightened away and apply only after they have fallen into difficulties,

and need funds only to avoid collapse. It is not surprising that many of

them do not have accessibility in such circumstances.

9«4.5 The overall result is that quite a number of them have

accepted their plight as inevitable and resigned themselves to keep on

going by whatever avenues available to them, be they prudent or imprudent,

in terms of correct financial management, legal or illegal in terms of the

law of the country. These are the 'deviates* referred to above. The next

group like the first has resigned themselves and become secretive about their

business, and show a relic tance to discuss their problems although they

would always complain about their plight. They are uncooperative with each

other, as well as with institutions dealing with them, these are the sc

called 'sleepers'. Finally there is a third group who can be termed the

'thrusters', who has tide tendency to take very big risks, are the most
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cooperative in 'airing' their problema, are ready to argue it out with

lenders and seem to have taokled their problems with grit, audacity and

perseverance. The different ways these three groups, and the 'stragglers'

mentioned earlier set about, getting on with their business, has made the

lenders come to the conclusion that small and medium sized firms are risky

and costly to finance. Therefore, despite their method of activity being

different, all face the same problems, namely, access to finance and other

services.

9.4.6 The problems they face are not devoid of solutions. The

structural and situational features of smallnmss vdll always be there and

have to be accepted as characteristics of sraallness. What ought to be done,

is to find practicable solutions to nake loans to this sector less risky

and more profitable. One and perhaps the only method of doing so is by a

process of systematic education on financial and management techniques,

as this would not only help them to organise their units more efficiently

but also enable them to make use of all other services provided to their

best advantage. In doing this it would serve no useful purpose if at the

outset an attempt is made to educate them on techniques directly borrowed

from developed countries. What is needed at first is, simple and lucid

instructions on basic techniques, such as,

(i) inter-linkage of finance to the activities of the fira5

(ii) how to raise the funds to start the venture ?

(iii) where to seek funds >

(iv) how to invest and where to invest funds ?

(v) the proper uses of funds borrowed for different purposes)

(vi) the methods of raising outside capital)

(vii) methods of borrowing from banks and other institutions, funds for,

equity, innovation and research, working capital, and long term capital.
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(viii) how to assess his requirements and identify the purposes for which

the finances are needed, length of commitment, the methods of repayments.

(ix) how to set about the provision of security

(x) how to keep accounts not alone for purposes of income tax, but principally

for the purpose of keeping a constant check on the enterprise.

(xi) the presentation of loan applications, how and vfrien to judge the

future financial needs even before the need becomes apparent

(xii) the art of demonstrating the possibility and prospects of a venture

(xiii) the obligations they have towards lenders, when a loan is received

(xiv) technicalities of the legal system as applied to them

(xv) information of credit services and types of finance available,

availability of other services

(xvi) information on Government incentives, duties, tatriffs, exchange control

credit restraint etc.

(xvii) information on different types of taxes and how to provide for them

(xviii) information on raw materials and their uses.

(xix) information on markets

(xx) information on how to set about exporting their goods

(xxi) product pricing, packaging and services

9»4.7 These are only a few measures that are suggested above.

Surveys would reveal what other measures and advise is necessary. Once, such

a programme of education is set underway, many of the probabilities of

instability, risk and cost which make them non-creditworthy, would diminish.

Further at the same time, Government polioy could help to increase their

profitability by low cost legal aid, technical services, cheaper direct

services to lower their production costs, assigning them (Government contracts,

hire purchase and leasing facilities together v/ith the other services

provided by the proposed SIDB.
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9.4.8 There have been allegations directed at them that^provision

of such facilities will not be appreciated by them.,aad that they would misuse
an

them anyway. This is^erroneous concept based more on misunderstanding and

disinterest. For example, "there has been disinterest among some of those

administering services due to a lack of commitment and absence of respons¬

ibility for their actions. Further, planning weaknesses, continuous change

in policy and experimentation, have also contributed to this misunderstanding.

It is also true that oontrols breed deviations and unproductive praotices

resulting in further controls, and as stated earlier there will always be

some *wolves among the sheep*. While disoussing these breachsof controls

and other devious practices of industrialists, one of them remarked that

'a rivers' flow, could never be stopped outright by building a dam, sluice

gates and escape flows have to be provided for, as otherwise, the water

would breach the dam at the weakest spot, once again*. This has been the

outcome of some controls, the ingenuity of man to find alternatives can

never be stopped. The danger is that some of these practices are tending

to become the norm, this bodes ill not alone to the cause of industrialisation

but to the development of the country as a whole.

In the final analysis it has to be admitted that when a person

or a group of persons venture into business there is already a level of

commitment, sense of involvement and participation ending in a desire to be

successful, if these deeires were not present they would not have ventured

out in the first place. Therefore provision of better facilities cannot

be denied or neglected for the sins and co. issions of a few.



CHAPTER 10

GSNSRAL 5UM1.AEI AMP CONCLUSION



524

This study set out to investigate, one aspect, of a sector

of the industrial structure, in the country. At a micro level, the problem

under investigation was the access to finance of small and medium sized

manufacturing firms in the country. However, if the problem was dealt with,

in isolation to industrialisation as a whole, and the development of other

sectors in the economy, it would have not been possible to identify the

importance and significance of this sector in the future development of the

economy, nor, identify the causes, of the problems faced by this sector

in the sphere of finance and those ancillary to it.

Therefore, beginning from chapter one, the historical, social

and economic background, together with the relevant areas of Government

Policy affeoting industry as a whole^ and small arid medium firms in particular^
were examined. Within this framework the place and importance of this

sector for the future, the causes for its backwardness leading to financial

inaccessibility, and financial inaccessibility leading to backwardness

were examined.

It was the task of the investigation detailed in chapter five,

to identify the reasons. Therefore, in order to achieve the best results,

a series of questions were framed and hypothesis formed, first to cover

ever/ aspect of finance of the firm, and seoondly, to cover all other

aspects that were interlinked to finance.

The results of the investigation,are found in chapters six and

seven, with partial conclusions, where relevant. While, chapter eight,

sets down the final conclusions derived through overall comprehensive

analysis of the results found in the two preceding ohapters7in combination

with all other chapters. Finally, chapter nine, attempts to suggest ways

and means by which some of the basic financial problems of this sector

could be minimised, and identifies the directions for further research and

study.
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At the beginning of chapter five, the hypotheses that were

framed with regard to this sector were set down and it is pertinant to

mention the results of the relevancy or irrelevancy of the hypotheses in

this chapter, before concluding this study. However, it has to be kept in

mind that this study being limited in scope^ the results achieved show only

supporting evidence for some of the hypotheses. Therefore, to establish

more conclusive evidence, a veiy comprehensive investigation of the whole

industrial sector and the financial institutions would have to be carried

out by the Government, following the findings in this study, i.e., an

investigation similar in scope to that of the Bolton Committee investigation

in the United Kingdom.

The following hypotheses were supported by the findings in "this

study, i.e.,

Hypothesis One : That all conoerned with the planning of industrial

development, have either overlooked or avoided the examination of the

availability of finance, and the financial problems of this sector;

resulting in,

(a) Inadequacy of avenues of institutional finance,

(b) Unsatisfied demand for long term credit, as well as (to a considerable

extent) short term credit

(c) Large firms having aocess to existing institutions,which is denied or

beyond tiie capacity of the small and medium sized firms.

Hypothesis Two j That 'inadequacy of credit' or 'shortage of capital'

criterian of small firms could be attributed to,

(a) The fact that financial institutions themselves are too small or have

smaller reserves

1. dee chapter one for limitations of the study, and chapter five for
limitation of statistical data.
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(b) The fact that institutions consider loans principally on the merits

of primary and collateral security as against (i) purpose of loan, and

(ii) other feasibility features

Hypothesis Three : That if a bias exists against lending to small firms

by lending institutions and other financial intermediaries, it is a result

of,

(a) The structure of firms, i.e, inadequate financial management,

unsystematic management techniques, the desire to be independent resulting

in secretiveness, and situational factors of sraallness.

(b) Legal limitations to lending.

(c) Historical factors

(d) Government Policy , one!

(e) A communication and Attitude gap.

Hypothesis Four : That credit restraint policies of the Central Bank,

i.e. (the Government) affect small firms more than large firms, as a

result of,

(a) See below.

(b) Most financial Institutions not trying to reduce shortages by raising

lending rates so much as by tightning of other credit terms, i.e., by

credit rationing; and the terms they chose to ration credit such as risk,

solvency, profitability, creditworthiness, rate of return, networth etc.,

necessarily hurt small more than large business.

Hypothesis Hive : That whatever the level of development of a country,

general problems of finance faced by small firms are broadly similar,

while developing countries have in addition special problems peculiar

to developing nations.

In the case of hypothesis four (a), i.e. i&sing interest rates

which result from credit restraint having a more inhibiting effect on the
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borrowing of small business than those of large firms, the results were

inconclusive to establish any support for this statement. In Ceylon the

banks do not have different interest rates tied to the size of the loan.

Further, even if the general interest rates do go up, as shown in seotion

7.2. the firms were prepared to borrow at the higher rate. However, in

general terms, this olause (a), has some truth as lending rates in the

unorganised money market rises,(whioh is a source of funds to the small

firm)in times of scarcity ,and as scarcity occurs due to credit rationing

in terms of clause4(b) above, it affects the amall firms.

Finally, hypothesis two (c) was found inconsistent with the

findings, i.e., that shortage of capital for small and medium sized firms

in less developed countries is only an illusion created by a large false

demand for capital and what really exists is not an immediate shortage of

capital at all but a shortage of viable ventures.

On the strength of the findings in the study, the following

could be identified as the broad causes for the problems of access to

finance of this sector.

(i) A shortage of institutions^dealing with industrial and development

finance5and other services to this sector.

(ii) A shortage of funds both local and foreign in the economy, and a

short/of existing funds coming into this sector.

(iii) The absence of continuity of Government policy and the illeffects

of present policy, i.e., its ambiguity and lack of coherence.

(iv) historical development of the economy and the importance placed on

the development of the other sectors, together with the overall problem

of development, having pushed the needs of this sector to the background.

(v) The structural and other limitations of the financial intermediaries.
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(vi) The structural and situational features of smallness in combination

with the shortcomings in management and deficiencies in financial

discipline.

(vii) k triangular, attitude and communication gap between the Government,

Financial Institutions and the small and medium firm sector.

(viii) The interactions of all these features enumerated above resulting

in a qualification gap, both on the part of the lenders to provide finance.,

and that of the borrowers to meet the present conditions of finance.

The inter-linkage of all these problems could be seen in

Diagram 8.

The likely solutions to most problems identified above, are

made on the basis of macro analysis, as this study, is of the opinion, that

correct and adequate infrastructure has to be created as a first priority.

This would pave the way, first, for a considerable number of problems to

solve themselves, and secondly, specific attention could be directed to

minimise more serious problems that remain, despite the overall reorganisation.

In concluding this study, it is apt to surmise the overall

problems of industrialisation and the relationships of the small firm

sector in the form of an analogy. Large state owned industry has tended

to dominate the minds of the planners and politicians for the last two

decades since Ceylon became an independant nation. The subject of 'farming'

small firms to play an increasing role in development, is only just dawning

on the industrial scene. Therefore, there is an urgent case to provide the

facilities for this growth, the principal of which, being finance. The

growth principle of the firms could be expressed in terms of a much used

analogy in this study, namely, a tree which is cared for from the seedling

stage to maturity would bear in all probability better fruit, than one, where

the subject of care arose, only after it had reached maturity.
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DIAGRAM 8

FA CTOKS CO Ml' Kl BUT IN C- TO FINANCIAL iti ACtSC i&i L ITV Oh SMALL Fj
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Therefore, replanting a tree on foreign soil need not necessarily

bear good fruit, unless one lias taken into consideration, the state of the

terrain where it is to be replanted, i.e. development level of the country,

and constraints; climate, i.e., economic plans and priorities; boil, i.e.,

adequacy of management, raw materials, labor, finance and market. However,

the good points in the art of growth could bo$au««!from others' experience,
of the of the

and adopted to suit ro-u.^local conditions while someylocal conditions could
be changed to suit other necessary conditions for success. Therefore,

the principles to be followed for healthy growth could be as follows :

(i) Good seedling, i.e. small firms suitable to the economic environment

and within the constraints of the economy and the development policy.

(ii) Area with best climatic conditions to be chosen, i.e., economic plans

and priorities, location, availability of raw materials and other factors

(iii) Preparing the ground, i.e., infra-structure namely direct and indirect

services, correct man and machine mixtures.

(iv) Good fertiliser : finance at the beginning and at eveiy stage of

development as and when necessaiy.

(v) Pruning : Government directions and controls, financial management and

firm management.

(vi) safeguard against climatic hazards and physical hazards : labor unrest,

strikes, illiquidity, duties and quotas, interaction of other sectors

(viii) Safeguard against pests arid fungus : mis-management, corruption,

misutilisation of services and incentives.

To recapitulate, a few large trees replanted haphazardly, dis¬

regarding these factors enumerated above, at the beginning, would necessarily

result in a poor final product, while a number of trees both large and small

cared from the seedling stage maturity is likely to result in a bountiful

harvest.
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APPENDIX - A.

GLOSSARY OF TERMS USED IN THE THESIS

Business discontinuances! Comprise both liquidation of firms and
transfers by sales, etc.

Capital Employed: This term is used here to denote the total capital
used in the business for the acquisition of profit

Capital Output Ratios .Amount of fixed capital per unit of output.

Collateral Security! Security put up by a borrower in addition to his
promise to pay and assets on which the loan is
charged. It may take the form of a gurantee from
a third party, floating charge on other assets, or
deposit of documents of title.

Current Assetss Assets that are continually turned over in the
course of the business, e.g. debtors, stock, work
in progress, cash and investments which are not
trade investments.

DA- Termst

DP- Terms!

Earning ^oweri

Discount allowed on a transaction by the seller
of the goods to the buyer, if the payment for
the goods is made within a specified period.

Deferred payments, where goods are sold with the
conoution that the bill is to be met by the
number of days specified and agreed, i.e.
normally 180 days.

Conventional analysis for judging profitability,
i.e. ability of a given investment to earn a
return from its use.

Exchange Rates: Approximate figures
Ceylon Rupees - Pound Sterling -US

15*50
100*00

500*00
1000*00

10,000*00
100,000*00

1,000,000*00
15,500,000*00
6,200,000*00

1*00
6*45

52*25
64*50

645*00
6450*00

52,250*00
1,000,000*00

Dollars
2*50

16*15
80*65

161*50
1615*00

16,150*00
80,650.00

1,000,000*00

Firm: This term is used in the economic sense to mean

any business enterprise regardless of its
legal form.

Intangible ^ssetsi Invisible assets such as Goodwill,Patents t
Trade-marks.
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Liquidity: Assets of a firm which can be readily converted into
cash within a short time. For example a test of
liquidity of a firm is to calculate what is termed
the 'Current Ratio', i.e. the ratioo of Current Assets
to Current Liabilities.

Short Term Loan:

Medium " " :

Long " " :

Liquid Assets:

Let Current Assets:

let Worth:

Profit net of 'lax:

Parate Execution:

Primary Security:

Prof.i t:

Turnover:

Tangible Assets:

Tangible *ixed Assets:

Taken here to mean a loan with a maturity of less
than one year.
A Loan with a maturity period of over one year but
less than five year®.
A loan with a maturity period of over five years.

(ash, Accounts receivable (debtors), near cash less
bad debts.

Total of current assets less the total of current
liabilities.

The difference between total assets and outside
liabilities.

Disposable income.

Legal term,meaning the right to sell any property-
mortgaged without having recourse to a Court of Law.

Assets on which the loan is charged.

Used here in the economists' sense, i.e. the differ¬
ence between total revenue and total costs.

Gross takings or total sales before any deductions.

Visible assets of a Company.

Premises, Plant and Machinery.

Value of Output: This term and 'Turnover' is used here to mean the
same thing, i.e. gross takings on total sales before
any deductions.
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APPEND TX - B.

THE SURVEY DOCUMENTS

1. Covering Letters ( three in number ).

2. Financial Institution Survey - Pilot Survey Questions.

3. Small Firm Survey - Pilot Survey Questions

4. Attempts made to collect Statistics.

1. Covering betters, (letter one)

Phone 96641
Telegrams "Karmantha"
Cables: Indusboard

SECRETARIAT
INDUSTRIAL DEVELOPMENT BOARD

Dear Sir,
I have great pleasure in introducing Mr. C. Anton Balasuriya,

Economist from the Central Bank of Ceylon, who is at present studying for
his Ph.D. at the University of Edinburgh. The subject of his thesis for
the Ph.D. is "Problems of Finance in Snail and Medium Scale Firms and
Businesses in a Developing Country - Ceylon".

You would agree that Mr. Balasuriya's studies would be great
relevance to the country in the context of the attempts that are being
made at present to develop small and medium scale industries.

I shall be glad if you could give him whatever assistance possible
in his endeavour to collect the data necessary for his research.

Thanking you,

Yours faithfully,

Sgd. E de Silva

General Manager
INDUSTRIAL DEVELOPMENT BOARD.

16, Gregory's toad
Colombo 7.
20th May, 1971.
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1. Covering Letters ( letter two )

Department of Economic Research
Central Bank of Ceylon
Queen's Street
Colombo- 1.
21st May, 1971.

Dear Sir,

This note serves to introduce Mr, C, Anton Balasuriya whG is an

Economist from the Central Bank of Ceylon. He is studying at present for
his Ph.D., at the University of Edinburgh. As a part of the course he is

writing a thesis on the "Problems of Finance in small and medium scale firms
and businesses in a developing country - Ceylon".

He has returned to Ceylon for a period of six months to conduct
field research by way of questionnaire interviews. I would be pleased
if your institution/firm would grant him all assistance to enable him to

gather the necessary data.

I would appreciate your cooperation and assistance very

greatly.

Yours faithfully,

Sgdj N.S.Karunatilake

DIRECTOR OF ECONOMIC RESEARCH
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1, Covering Letters ( letter three )

Department of Economic Research
Central Bank of Ceylon
Queen's Street
Colombo - 1.
21st May, 1971.

Dear Sir,

The attached introductory letters serves to introduce me and my

main purpose in desiring an interview with you.

This study attempts to investigate the problems faced both by the
lender and the borrower in the sphere of industrial finance.

I have taken the liberty of writing to you, in order to enable
me to get as wide a coverage as possible. The interviews will be conducted
on the basis of a questionnaire covering the basic areas of finance, while
the opportunity will be provided for free discussion within the framework
of the ruestions.

It may be pertinant to mention that the results of this survey

will help to identify <nost problems common to small and medium sized firms
in the country and the difficulties faced by the lending organisations.

You would agree that an examination of the problems faced by both parties
would help to alleviate the difficulties to a considerable extent.

As part of the data I wish to obtain may be of a confidential

nature, I wish to assure you, that all data gathered will be used in the
strictest confidence and no mention of your self, firm or institution
will be made in the final study.

I will be glad if an opportunity is afforded me at an early date to
interview your goodself or any other you consider knowledgeable on the subject
An early reply suggesting a convenient date for an interview will be greatly

appreciated. Please use the reply paid envelope for this purpose.

Thanking you,
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Financial Institution Survey - Pilot Survey Questions .

Q-1. What are the basic terms of your loans ?

Long Term

Short Term (including overdrafts)
Q-2. What are the basic factors which you consider as important before

granting a loan or advance ?

Q-3* What is the extent of your supervision and control after the loan (ad¬
vance) has been granted, for different type of loans ?
Short

Long

Q-4. (a) What is your lending policy towards small business

(b) Does it vary according to the type of business and the legal status
of the firm, such as one man proprietorship, partnership or Joint
Stock Company. ?

Q.-5. Co you carry out a feasibility study (i.e. such as profitability,
return on investment, safety, liquidity, etc. ) for new ventures
and development and expansion programmes, you are asked to finance ?
If answer is Yes Yes/No
w§?" are the feasibility features for

(a) New Ventures, (b) Expansion and Development Programmes

Q-6» Could you tabulate the major grounds for rejection of a loan application

( for e.g. inadequate net worth, viability , etc.)
Q—7• (a) Has 'Credit restraint policies of the Central Bank in any way aff¬

ected your lending portfolio and policy towards small business ?

Yes/No
(b) If Yes, were they any different to those applied to large business ?

Yes/No
(c) If Yes give your reasons

(d) During these periods what action did you take, to restrict credit ?
Q-8! Do you prefer some types of business to others ? Yee/No

If Yes what types do you prefer ??

Q-9. Do you prefer some type of investment to others ? Yes/No
If Yes, what type of investment ?
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Q-10. How do you view the problems of science based companies ?
(as the time required for developnent work is long and unpredictable,
thus causing a gap in investment and return).

0,-11. Do you lend on an unsecured basis ? If so, under what circumstances ?

0-12. With what types of loans does your institution mainly dral. ?

0-15• What is the maximum amount of loan or advance, do you consider,

(a) to the ratio of the firms assets (assets cover)
(b) to the ratio of the firms return in the case of investment loans

(earnings cover)
Q—14• How do you judge the credit-worthiness of a borrower ?

(are the principal determinants of the level of credit risk of a firm
for both short and long term borrowings the following)

(a) profitability measured by the average of return or net assets ?

(b) Solvency measured by the average of debt - assets ratio ?

Q-15. Have you at any time refused loans or credit when a firm to whom you

have granted a loan approached you for the second time.
If Yes, the reasons, Yes/No

Q-16. Do you first investigate the viability of a project, before you

discuss security and other matters ?

Q-17. Has the ^ank rate any effect on your lending policy ?
If aes, what kind of effect ? Yes/Ho

Q-18. Do you consider that small firms have greater vulnerability to

collapse than large firms ?

5.The Small Pirm Survey - Pilot Survey Questions.

Introductory Data.

Ti) ..arae of Company} (ii) Legal Status

(a) Sole trader/Proprietor
Partnership
Private Co.Ltd.

(d) Public Co.Ltd.
(iii) 'J'ype of Business}
(a) Manufacturing. (b) Processing. (c) Service. (d) Other.
(iv) Late of acquiring present legal status}

(v) Late of original founding of the business:

(vi) Products:

(vii)Total number of employees at present:
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Q-1. Please enter in the columns provided the amounts of capital from various

sources and their uses if you can readily quantify them for the year 1970,
Sources Total Uses

(a) Personal Savings
(b) Owners family (wife/husband,children)
(c) Owners Brothers and Sisters
(d^ Directors loans
(e) Others (please name them)
(f) Trade Credits
(g) Earnings of business retained
(h) Commercial Banks
(i) Special financial Institutions
(j) Private finance Houses
(k) Shareholders
(l) Government Development loans
(m) Insurance Companies
(n) debentures
(o) Others (please name them)
Q-2. What type of finance listed below is most difficult to obtain

( Tick appropriate cage)
0) Short term working capital (under one year)
(b) Bank overdrafts
(c) Temporary (seasonal) finance or bridging finance
]d) -^ong-term (over one year)
(e) Hire - purchase finance
(f) Leasing Finance
(g) Others

4-3

(a)

[3
$
(f)
(fif)
00
(i)
(J)

. What in your opinion are the main difficulties you encounter with regard
to borrowing (some are listed below, add any other that come to your
mind). (tick appropriate cs

°ecurity demanded by the lender
Satisfy lender with regard to feasibility o" project

" " " " " profits1 'ity
w n n ii ii viability
" " " " " your creditworthiness

Inability to offer guarantees, which lenders require
" "get guarantors for a loan
" " get loans at reasonable interest rates

Difficulty of accessibility to large finance houses & banks
Other reasons (please name them)

Q-4» VYhat conditions imposed by the lender (with regard to a loan) are most
difficult to meet from the lenders givwn below.
(this question refer to all types of borrowing both short and long term)

Safety-liquidity-Profit -Security-Viabi-Interest
ability lity

(a) Commercial Banks - Short
Long

(b) D.P.C.C - Short
- Long
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Q-4 (contd.)

(c) A.I.C.C

(d) S.M.B
y

(e) rivate finance
Houses

(f) Hire-Purchase ■

(g) Leasing

(h) Supplier Credit'

(i) Money Lenders ■

(j) Insurance Co.

(k) Other

-Short
-Long
-Short

-Long
-Short
-Long
-Short
-Long
-Short
-Long
-Short

-Long
-Short
-Long
-Short

-Long
-Short
-Long

Safety-Liqui-Profita-Security-Viabi-Interest
dity bility lity

0,-5. What type of Institution do you normally turn to for your capital
requirements ?

(a) Investment needs (long term over one year)
(b) Working Capital (short term under one year)
Type of Finance Source/s Reasons

0-6 Was planned expansion of your firm curtailed at any time, due to the
difficulties of accessibility of long term credit ?
If Yes, Please state circumstances. Yes/No

Q,-7.Have you at any time trimmed an investment programme already commenced
because of inadequate retained profits or because of the high cost of
borrowing money ?
If Yes, Please give details Yes/No

Q-8.Was plans for modernization of plant and expansion sales involving
capital expenditures hampered at any time during the last five years due
to refusal of the banks to grant you accommodation especially additional
overdraft facilities

Yes/No

Q-9.During times of Central Bank credit restrictions policies did you find
any difficulty in raising finance for your needs ?

Yes/No
If Yes,
(a) What type of finance ? (Short,Medium, Long)
(b) Was it due to high cost of borrowing ? Yes/No
(c) Or because of the general difficulty of borrowing

at such times ? Yes/No
(this question assumes that you had equal credit merit with large
companies)
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ft—10# Have you had any objections, to any questions or details about yourself
your partners, or your company, by the lender before a loan is/was
processed ?
If Yes, what type of questions or details Yes/Ho

0—11• Do you consider that financial facilities offered by Banks, special
Financial Institutions are too expensive ?
If Yes, give reasons for your conclusions Yes/No

Q-12. In obtaining funds for investment are you prepared to share equity
ownership with lenders ?

Yes/No

Q-13. Have you found the lenders you approached, sympathetic towards the
gap of investment and return (especially when time required for the
development of the product is long and unpredictable)

Yes/No

Q-14. Do you feel that lenders give preferential treatment to big business
in general ?

Yes/No

Q-15. Have you at any time observed that small firms have special diffi¬
culties in obtaining loans from banks and other sources ?

Yes/No

ft-16. Do you believe that small business firms are able to obtain with
reasonable terms,
(a) adequate short-term credit (under one year) Yes/No
(b) " Long-term " (over one year) Yes/No

ft-17. Ib short or long-term credit the greater problem ?

ft-18. Indicate in column (1) and (2) if your firm has attempted to borrow
within the last five years from

(a) Commercial Banks
(b) D.F.C.C
(c) A.I.C.C
(d) S.M.B
(e) Private Finance Houses
(f) Govt.Development ^oans
(g) Insurance Co,
(h) Hire-Purchase
(i) Leasing
(j) Business (inter-firm)
(k) Money Lenders
(l) Others (name them)

(1) Yes (2) No

T

i

(3)Yes/Nc (4)Yes/Nc

Q-19. If answer to Q. 18 is yes, was your firm refused a loan at any time
within the past five years (refused to mean, whether refused outright
or their terms unacceptable) Answer in column 3 of ft.18 either Yes/r



5A-3
Q-20. If answer to Q.18 is'yes1, indicate in column (4) of Q.18, if your

firm has had a request for a loan reduced but not denied at any time
within the past five years.

Q~21. If answer to Q.18 was •No*, please tick the appropriate column/s (cage)
in this question.

Reasons for not using outside sources

(a) Mo need to, satisfied with present situation
(b) Use own sources or directors provide funds r f
(c) Wish to keep business from outside interference
(d) Do not like loans, wish to avoid debt
(e) Interest is too high
(f) ^refer only bank overdrafts
(g) Have other sources
(h) Waste of time trying, as we would not get it —
(i) Do not have acceptable security
(j) No wish to grow
(k) Don't Know
(l) Did consider, and did try
(m) Did not try

Q-22. Have you or any of your collegues in other firms encountered any
special problems in obtaining outside finance for your/their business ?
If Yes, please elaborate.

Q-23. In your opinion what is the strength of competition for the products
of your firm, as compared with others producing similar or alternative
products ?

Strong Competition
Moderate "
No "

Q-24. Are there, any other matters you wish to discass, regarding finance ?

Q-25. Could you please provide the balance sheets, Appropriation and Profit
and Loss statements, of your firm for the last three /ears.

4.Attempts made to collect statistics.

'lhe attempt made at question twenty five of the small firm survey

to collect the financial accounts of the firms was not successful (see Ch.5)
In a second attempt to get the details required an answer sheet was drawn

up (given below) which preserved the anonymity of the firms. But this

attempt too proved unsuccessful.
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The Aocounte of the ^inn for the last three years
Amount in Rupees

BALANCE SHEET INFORMATION 1968 1969 1970

Capital Reserves and Liabilities
Ordinary Shares
Preference Shares
Other Shares

A Issued uapital
Reserves and Provisions
Future Tax Reserves

Total Capital Reserves
Long Term Liabilities

Net Assets
Bank Loans
Directors * Loans
Trade Creditors
Other Liabilities

i.e. (i} Dividend & Interest
(ii; Current Taxation

(iii) Other
total Capital. Reserves and Liabilitiest-

ASSETS

Land & Buildings
Plant & Machinery
Other Fixed Assets

Tangible Assets

Intangible Assets
Trade Investments

Fixed Assets

Stock & Work in Progress
Trade Debtors
Marketable Securities
Tax Reserve Certificates
Cash"

Current ASSets

Total Assetss

Balance sheet explanation of terms,

Preference Shares
Provisions

Future Tax ^serves
4ong Term Liabilities
Bank Loans

: Include participating Preference shares
t Refer in the main to provisions for deffirred

expenditure
: Refer tax payments due in final year
t All long term loans
: Include all overdrafts and loans from bank'
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(explanation of terms contd.)

Current Taxation t Comprising all unpaid income and profit tax
Tangible Assets J Represents the balance of original costs after

depreciation
Intangible Assets t Are almost goodwill and other preliminary expenses
Trade Investments : Investment by way of trade, i.e. involvong some

element of direct participation in trading concerns
Stock & Work in progress! Are as valued by firm Imount in Rupees
APPROPRIATION ACCOUNT INFORMATION 1968 1969 1970

Trading Profit (net of gross interest)
Less provision for depreciation
Operating Profit
Plus Other Income

Total Profit (Income to be appropriated)
Less tax on current year's income
■—(equal) Ret Profit (disposable income)
Less dividends net
on (i) Ordinary Shares

(ii) Preference Shares
Less Other payments

Retained Profit

Transfer td> Reserves and Provisionsj-

Appy&priation account explanation of terns.

Trading Profit 1 Comprises net sales (i.e. net of discounts allowed) less

Other income
Tax

Dividends

total costs, interest on long-term liabilities and
Directors' remuneration is treated as a cost,

s Comprises in the main, income from property and investments,
s Represents profits and income tax calculated on current

yeafs profits,
s to be shown net of tax.

SOURCES & USES OF FUNDS. 1968 1969 1970

Issue of - ordinary shares
- preference shares

Long-^erm Liabilities

Total Capital Issuedj-

Increase in loans from banks
from Directors

Decrease in amounts due to trade creditors
Additions to accruals
Dividends and interest
'-ax
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(sources & uses of funds contd.)

Additions to other liabilities
Retained profits
Provisions for Depreciation
Additions to future tax reserves

Other Capital receipts and profits

Total Sources of Funds

Gross expenditure on - tangible fixed assets
intangible assets
trade investments

Decrease in value of stocks
Ancrease in debtors
Other capital payments
Rinds devoted to operating assets
Increase in holdings of - marketable securities

- cash
- tax reserves
- increase in liquid assets
- residual differences and adjustments

Total Uses of Rinds

Sources Uses of funds explanation of terms.

Capital Issued t Excludes bonus issues,expenses of issue,et<
Increase in credit received : Represents changes in corresponding items

on the balance sheets
Retained profit & depreciation t Correspond exactly to the items on the

Appropriation accounts
Other Capital receipts & Profits t Unexplained changes in reserves
Gross expenditure on tangible assets:Includes depreciation, allowance for

revaluation and sale of assets
Other capital payments : Unidentified items of expenditure of a

capital nature
Residual differences & adjustments : Comprises any unidentified items which

cannot be fitted into any other category.
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