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In Summary

The underneath contains summaries of the articles given above, including key extracts
from these articles.

1. The fuss about money printing: How far is this charge valid?
By: W.A. Wijewardena

e Increasing the stock of money is necessary as long as it is in line with economic
growth, and does not lead to an increase in the general price level. However, in Sri
Lanka’s case, while the real economy grew by 310% between 1950 and 2019, the
stock of money increased by 706%. The total money stock has grown by Rs. 838
Bn in the first 7 months of 2020.

e The first determinant of the money stock- net foreign exchange holdings by the
banking system has declined by Rs. 130 Bn during the first 7 months of 2020.
However, the second - credit extended by the banking system has ballooned, with
net government borrowings growing to Rs. 1.4 Tn within the same period.

e This is due to the massive drop in government revenue as a result of the heavy tax
concessions that have been granted. As Sri Lanka’s economy is forecasted to
contract by 4-6% in 2020, the increased money stock could lead to inflationary
pressures unless a programme to increase revenue and reduce bank borrowings is
put in place immediately.

Currency boards cannot print excess money

To issue currency, the Board should have an equal amount of foreign exchange reserves
with it, and if there are no such reserves, it cannot issue currency. This system of the
currency board operations is known as a ‘full or hundred percent reserve system’.

Central banks have discretionary powers to print money

This system was changed when the Central Bank was established in 1950. Since the Bank
could issue currency without reference to the availability of foreign reserves - a system
called a fractional reserve system - there was no limit to the amount of currency it could
issue. Hence, if it did not use its discretionary power responsibly or as the critics have
charged, has yielded to the demands of the recalcitrant governments, the economy could
have been flooded with new currencies issued by the Bank.

Money is created both by the central banks and commercial banks

In a modern complex economy, money is the stock of assets which people are having with
them to buy goods and services. That stock consists of not only the currency issued by
the Central Bank but also the deposits created by commercial banks.

Three components of the money stock

First, the currency issued by the Central Bank and kept by people for their use. Second,
the demand deposits, also known as current accounts, which people have with commercial
banks. Third component is the savings deposits and fixed deposits which people are having
with commercial banks. Hence, in a modern economy, all these three components



constitute the stock of money, called money supply, that is responsible for influencing the
general price level. What we know as inflation is the continuous increase in this general
price level for a number of years.

Money needed to conduct increasing transactions

When an economy produces more and more goods and services, more and more money
is needed for easy and convenient exchange of those goods and services.

Hence, for the smooth operation of an economy, governments have to allow the money
stock or money supply to increase. As long as it does not lead to an increase in the general
price level, there is no objection to it.

If money printing is sinful, all governments have committed that sin

What this means is that money printing is sinful and the critics are correct if it is done over
and above the real economic growth in the country. Unfortunately, this is what has
happened during the entirety of the Central Bank era from 1950. From 1950 till end of
2019, the real economy grew by 310%. But the total money stock as we have defined
earlier has increased by 706% during this period. Accordingly, the growth in total money
stock has far exceeded the growth in the economy.

Fall in the value of money since 1950

That excess money has caused the general price level in the country to increase year after
year. the base and the coverage of CCPI has changed over the years, if we prorate it to
the original base in 1952, the general price level as at end of August 2020 amounted to
11,900. What this means is that a rupee in 1952 is worth only less than a cent at end-
August 2020.

If citizens are to be restored to the same welfare level which they had enjoyed in 1952,
their income should increase at least by 12,000 times. Since this has not happened, the
average man has surely become poorer than before.

The track record of the present Government

During the first seven months of 2020, the total money stock in the hands of people has
increased by Rs. 883 billion. This is the amount of money printed - at 12% so far in 2020
and 16% over the stock a year ago. But what has contributed to this increase?

Net foreign assets have fallen

The change in the money stock takes place due to two important changes within the
banking system that is made up of both the Central Bank and commercial banks. One is
the acquisition of foreign exchange by the system on a net basis, that is, foreign exchange
holdings free of any foreign exchange commitments.

During the first seven months of 2020, the net foreign exchange holdings of the banking
system has declined by Rs. 130 billion. To that extent, the total stock of money in the
hands of people has moved out of the country.

Government borrowings from banking system have surged

The other factor responsible for the change in the money stock is the amount of credit
extended by the banking system during the period. In Sri Lanka, there are basically three
parties that borrow from the banking system. The first party is the government which
borrows from the Central Bank as well as from commercial banks. During the first seven



months of the year, the government has borrowed from these two sources, on a net basis,
a staggering Rs. 1,400 billion.

The government had to borrow this high volume of money because of the decline in its
revenue. Revenue has declined due to the generous tax concessions granted to both
income tax payers and VAT payers and the abolition of certain ancillary taxes that had
been levied on businesses in the past. Though they are desirable from the point of
simplifying the country’s tax system and getting more taxpayers to the tax net in the
medium to long run, they have caused a massive drop in the revenue immediately.

It has been estimated that during 2020, the loss of tax revenue will be about Rs. 600
billion. To compensate for this loss, the government was forced to borrow from the banking
system.

Public corporations too have increased bank borrowings

The other type of the borrower is government corporations. They borrow from commercial
banks to finance shortages in cash flows and losses. During the first seven months of
2020, government corporations have borrowed Rs. 500 billion. When taken together, the
total of the public sector borrowings had been Rs. 1,900 billion in the first seven months
of 2020. This is lion’s share in total bank credit in the country.

Private sector has used credit sparingly

In contrast, the borrowings by the private sector, made up of companies and individuals,
had been only Rs. 454 billion though they account for about 80% of the total output in the
country. As a result, the public sector has mainly been responsible for the increase in the
total money stock during the first seven months of 2020. This increase will not cause
inflation if it corresponds to the real economic growth in the country. But during 2020,
economic growth is expected to be negative between 4-6%, according to the estimates
presently available. Hence, the entirety of the increase in the money stock could be
branded as excessive money. The danger with such increases in the money stock is the
increase in inflationary pressures in the coming months.

This possibility could be avoided if a program to increase revenue and reduce bank
borrowings is put in place immediately.

For the full article — Refer the Daily FT

2. Protecting Sri Lankan MSMEs during a pandemic A need for innovative
solutions
By: Kithmina V. Hewage

e Sri Lanka’s micro, small and medium scale enterprises performs an important role
in the country’s growth and development. However, the current pandemic had
intensified some of the traditional vulnerabilities amongst MSMEs, creating a unique
set of associated policy challenges.

e One of the main challenges these firms face is the lack of liquidity to weather
shocks. While the government had implemented some measures such as debt
moratoriums and loan guarantee schemes to cover working capital expenses of
MSMEs, the benefits of the schemes have not fully flown through to MSMEs due to
structural issues.

e As such, given the tight fiscal space of the government, traditional methods to
support MSMEs may not be fully in the best interest of all parties. Instead more
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modern methods in the likes of measures to develop effective supply chains and to
develop technology should be implemented which are less costly for the
government but can provide immense support to these businesses.

The micro, small, and medium enterprise (MSME) sector in Sri Lanka accounts for 90% of
all businesses in the country, provides 45% of employment, and contributes 52% to the
nation’s GDP. Successive Sri Lankan governments have, thus, correctly identified the
importance of MSMEs as one of the main drivers of growth and development. However,
while this sector makes up the backbone of the Sri Lankan economy, it continues to be
one of the most vulnerable to local and global economic disruptions.

The COVID-19 pandemic has intensified the traditional vulnerabilities amongst MSMEs,
such as low levels of savings, assets, and inventories, consequently creating a unique set
of associated policy challenges. However, any policy measures in response have to account
for Sri Lanka’s narrow fiscal space and concerning macroeconomic fundamentals.

Immediate support: Addressing the nuances of liquidity shortages

There are two distinct aspects related to liquidity that are often conflated: liquidity
amongst MSMEs and liquidity within the banking system. During the past five months,
lockdowns, border closures, and social distancing regulations have all led to a sudden and
significant fall in income for MSMEs.

With little liquidity in reserve, firms are struggling to survive without downsizing, laying
off workers, and in some instances, completely shutting down operations. Disruptive
impacts of COVID-19 on economic activities, especially in vulnerable sectors such as
tourism, have led to Sri Lanka’s highest unemployment rate in a decade. MSMEs,
therefore, are desperately in need of liquidity injections to survive these immediate shocks.

Middle-income economies around the world have responded through a variety of policy
options. However, due to the limited fiscal space available to Sri Lanka, the policy response
thus far has been largely restricted to monetary policy and debt finance instruments, in
the form of debt moratoriums and loan guarantee schemes to cover working capital
expenses of MSMEs.

While loan guarantee schemes have increased the level of liquidity within the banking
system structural limitations have reduced the benefits to MSMEs. Given the current
economic uncertainty and the high probability of loan defaults, banks are rightly risk-
averse in approving loan disbursements. Unfortunately, as noted earlier, MSMEs have
worse credit histories that affect their risk assessments and have limited access to these
new working capital loans.

One possible policy option to reduce the burden on the banking sector and allow them to
disburse loans more confidently is through the implementation of a special purpose vehicle
(SPV) - a temporary public entity tasked with the specific purpose of facilitating new
working capital loans for MSMEs.

The unique benefit of an SPV of this nature is in its risk-sharing mechanism, whereby part
of the loan will be secured by assets of the Central Bank-backed SPV and the rest
undertaken by the lending bank. The SPV, concurrently, reduces the fiscal burden on the
government that gets accrued through direct fiscal spending, while preserving Central
Bank independence and banking sector stability.

In addition to monetary policy solutions and direct stimulus packages, many countries
have also undertaken policies such as wage subsidies. Although resource-rich economies



are capable of subsidising full wages or a majority proportion of wages, smaller economies
with narrower fiscal space have undertaken more targeted subsidies.

For instance, the likes of Nepal have taken to subsidising the proportion of the wage
employers are supposed to pay to the contributory pension fund (the ETF/EPF equivalent).
Even though it is a small proportion of the total wage, such a subsidy provides valuable
relief to MSMEs and mitigates some job losses.

Transition period: Non-stimulus solutions

Beyond monetary policy and fiscal policy measures, however, governments around the
world have implemented a range of measures to support MSMEs’ transition through the
pandemic that do not incur a significant fiscal cost, and thus, relatively accessible to the
likes of Sri Lanka.

For instance, Greece, an economy that faces similar fiscal pressures to Sri Lanka, has
initiated a digital solidarity initiative, a platform where large tech corporations provide free
online marketing and account management training to MSMEs. This is to help MSMEs
reduce their operational costs, increase efficiency, and transition onto e-commerce and
digital platforms to mitigate the effects of lockdowns. In this instance, the government
becomes a conduit, without incurring a cost, which in turn facilitates stronger supply chain
link creation between domestic MSMEs and larger firms as well.

Measures that develop domestic supply chain links among MSMEs to facilitate greater
innovation and value addition are more effective than protectionist policies and import
restrictions. MSMEs tend to operate on thin profit margins and import restrictions price
out or completely shut out firms from accessing vital raw materials. This is especially
problematic when suitable alternatives aren’t easily available locally. Overall, therefore,
heavy import restrictions tend to be counterintuitive towards developing and improving
the competitiveness of Sri Lanka’s MSME sector.

Moreover, under the current circumstances, as global supply chains are being recalibrated
and economies look for new sources and products, competitive Sri Lankan MSMEs could
potentially make inroads into previously untapped foreign markets.

Furthermore, the past five months have highlighted the urgent need for better data on the
MSME sector. The high proportion of informality amongst SMEs had led to a scarcity of
data and thus affects the government’s ability to deliver targeted relief measures.
Improving data collection, however, does not necessarily require formalization.

A policy of ‘managed informality’ would be more prudent and can be initiated by
introducing an informal MSME database. Especially now, linking relief measures to
registration with the database, alongside guarantees that the database is not being used
for forced formalization, would create an incentive for informal micro and small enterprises
to register. In turn, the data gathered can be used for more direct and effective policy
during times of crises such as the current pandemic.

The necessity for modern solutions

The COVD-19 pandemic and its resultant economic upheaval is a uniquely 21st century
problem, deeply intertwined with public health, global supply chains, and a growing digital
economy. It requires a shift away from archaic 1970s policies and a greater focus on
innovative solutions.

Current trends suggest that Sri Lanka’s path towards a complete economic recovery will
be relatively slow and dependent on several external factors as well. Nevertheless, a
specific focus on dealing with MSMEs will be essential to facilitate this recovery. As such,



while managing a narrow fiscal space, Sri Lanka should look towards complementing its
traditional fiscal and monetary policy measures with other measures that support MSMEs
to be more competitive in a post-pandemic world.

For the full article - Refer the Daily FT
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