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By Saman Kelegama Ph. D

ince early August 2007, the rupee has depreci-

ated quite steeply. This can be seen from a com-

parative exercise of depreciation rates.
During 2001-2004, the rupee depreciated by 5.9 per
cent, in 2005 it appreciated by 2.4 per cent (duc to the
tsunami funds inflow), and in 20006, the rupee depreci-
ated by 5.2 per cent. In 2007, by mid-September, the
rupee has depreciated by more than 5 per cent and
the depreciation from August to mid-September alone
was 1.8 per cent. How can one explain this?

In this context, it is important to
understand how the market economy
works. First, the market works to bnng
about equilibrium or a balance among
various varables in the economy and
this is done through pressurising key
variables/instruments operating in the
commodity market, money market
and the foreign exchange market.

One can examine this from three
gxamples:

{1} If the demand m the economy
exceeds the supply, the prices of the
commaodities will go up to restrict de-
mand to match the supply and bning
aboul some balance;

(2) If the demand for credit ex-
ceeds the supply of credit, the interest
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rate will go up to cut the additional de-
mand for credit and restore some bal-
ance in the money market; and

(3) If the demand for foreign ex-
change exceeds the supply of foreign
exchange, the exchange rate will de-
preciate 10 make foreign exchange
mOore expensive in rupee lerms and
bring about some balance in the for
eign exchange market.

Secondly, it 15 1mportant W note
that activities n these three markets
are inter-related. For example, if the
imflation 1s high the interest rate wall
2o up o cut money supply and reduce
inflation, or if expenditure (1.e., con-
sumption and investment) is high the
interest rate will go up to cut demand
for credit and cut expenditure.

However, il interest rates are arti-
ficially held below the market rate,
then the ability of the interest rate
cul expenditure in the economy will
be less, and the exchange rate would
consequently depreciate to cut imports
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The options are very limited
for the Sri Lankan economy,

(because with depreciation, imports
become costly) and thereby discour-
age some expenditures,

Once one comprehends these basic
Issues, it is not difficult 1o understand
the current behaviour of the exchange
rate in Sri Lanka. It 15 well known that
Sn Lanka pursued a fairly relaxed
monetary policy supported by a low
interest rate policy since mid-2004 to
mcrease government expenditure to
meet various requirements,

First, the public sector (which em-
ploys 1.2 million people) wages and
pensions had not been increased for
many years and remained an outstand-
ing backlog and had to be addressed.

Second, graduate youth unemploy-
ment remained a hot political issue
and employment had to be immedi-
ately found for around 40,000-50,000.
Third, election promises such as the
feruliser subsidy had to be increased
and more money had to be allocated
for infrastructure development.

All this required large expenditures
al a ime when expenditures were in-
creasing on the military front, mainte-
nance of a large cabinet lo sustain the
political coalition, tsunami rehabilita-
tion work after 2004, etc,

As state revenue could not support
these expenditures, the government
had to resont 1o large-scale borrow-
ing and in this case, bank-borrowing
played a key role dunng 2004-2006.
Bank borrowing, sometimes referred
to as ‘pranting of money,” is inflation-
ary and this is precisely what mani-
fested in the Sri Lankan economy by
mid-2006.

The Cenmal Bank of Sn Lanka,
which pursued a monetary policy
that accommaodated the fiscal impera-
tves during mid-2004 to mid-2006,
got aclivated and took measures to
bring down inflation after mid-2006
by tightening the monetary policy, en-
gaging in open market operations, in-
troducing indirect monetary controls,
and exerting *moral suasion” on com-
mercial banks to restrict lending.
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with very little tolerance

margin for any policy er
rors. The best way out of the
dilemma is to sacrifice some
growth by raising the inter

est rate further till inflation

s brought down to a single
digit level. After all, it is high
inflation and not low growth
that makes governments mors
unpopular among the general

public §9%

etary policy was done very gradually
with increasing interest rates in mild
doses from September 2006 to March
2007, If one looks at the bahaviour of
the interest rate with inflation (see Fig-
ure 1), one can see that the real inter-
est rate (interest rate minus inflaton)
has been negative during most of the
post 10 mid-2006 period.

When this is the case, the inter-
est rate does not bite adequately and
bring down the demand for credit in
the economy as desired to reduce in-
flation. Moreover, indirect monetary
controls and moral suasion have not
proved very effective in restricting
credit. At present, credit o the private
seclor is growing al 24 per cent and
this clearly indicates that the interest
rates have not been very effective in
restricting credit in the economy.

When interest rates do not cut ex-
penditures adequately, as explained
above, the exchange rate takes over
the task of cunting expenditures in the
system by curbing imports, and this
happens by the exchange rate depre-
ciating. What is happening in the Sri
Lankan economy today is precisely
this. If the interest rates are further
increased to generate a positive real
interest rate, the pressure on the ex-
change rate to depreciate would be
much less.

The question now arises as to why
the interest rates are not increased
more. Here the political economy be-
comes relevant. First, the government
does not want to compromise growtl
by retarding privale scctor activilics
oo much by higher mierest mtes. In

other words, the government does not
want o give too much importance to
stabilise the economy fearing eco-
nomic retardation.

Second, since public debt is already
high (93 per cent of GDP) and interes:
payment on debt is about 5.4 per cen
of GDP, there is a fear that a further
interest rate hike will increase interest
payments and will be counter-produc-
tive in bringing down expenditure, [y
is this thinking that prevents a larger
increase in interest rates.

The crucial issue here is that as a re-
sult of the current interest rate policy,
inflation decrease is gradually making
deviations from the path as articulated
by the Monetary Policy Road Map
of the Central Bank in January 2007
(Figure 2).

Inflation expectations have not
been fully curbed by the current in-
lerest rates and this 100 contributes
to the existing inflation. Inflation also
increases the cost of production and
puts pressure on the exchange rate 1o
depreciate in order 10 make expons
more competitive,

It should be noted that market
based exchange rates behave accord-
ing to economic fundamentals and
speculation, Markel sentiments can
often overshoot, exapgerating the de-
gree of economic uncertainty at any
particular time, and leading to dramat-
IC consequences as a result of “herd
behaviour.”

Market perceptions of the exchange
rate sk may not always reflect chang-
es m  underlying macroeconomic
‘fundamentals’ such as inflation, high
expenditures, ete, With illiquid or non-
existence futures markets, exparters
and importers do not have the tools 10
act as a hedge against exchange risks.
Ofien, speculative behaviour by ex-
porters holding back foreign exchange
and importers advancing their opera-
tions, also contributes to the deprecia-
tion of the currency.

There is a speculative component
m the depreciation in the Sri Lankan
Rupee since ol late. Speculative -
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tacks and cautious behaviour of traders
are visible in the market. The Central
Bank 15 aware of this and keeps restor-
ing, stability in the exchange rates by
pumping in more dollars into the for-
eign exchange market.

This is done to prevent speculation
and to offset the foreign exchange out-
flows (duc to the uncertain situation in
the country and other reasons) driven
by depreciation but this cannot go on
indefinitely as it 15 a costly exercise.
The Central Bank pumped in US529.9
million in June, USS 50 million in July
and USE 105.6 million in August,

The goad performance of the exter-
nal trade sector i the first half of 2007
and the gross official foreign reserves
at 1Sy 2.7 billion may appear com-
forting, but gven that huge oil hills
have to be settled rom time to tune,
the exchange rate defence has to be
minimised. This can be done by using
three policy options.

First, increasing interest rates fur-
ther so that it becomes biting and
makes in-roads to the growth process.
Growth will have to be compromised
for some time to restore stability, Sec-
ond, cutting down govermment expen-
diture 1o restore some stability in the
MACTO-CCOTOMY.

[t appears that the latter option has
heen pursued by cutting down capital
expenditure by 2 per cent of GDP this
year. Capital expenditure reduction
Always carmes medium term growth
reduction implications.

Thus, it would have been much
more effective if current expendi-
tures were curtailed by cutting down
conspicuous consumption and re-
ducing the government subsidies for
loss-making statc-owned enterprises
such as the Ceylon Electricity Board,
Ceylon Ratllways Department, Ceylon
Petroleurn Comporation and Ceylon
Transport Board

The government subsidy of 2-3 per
cent GDP could have been reduced if
eflecuve private-public partnership is
introduced to these ventures. But for
this 1o happen, the political will has to

be in place.

The third option is to obtain a for-
eign commercial loan for infrastruc-
ture development activities in the next
10 years and provide a temporary
boost to the reserve level so that the
exchange rate will have less pressure
to depreciate,

To the extent that this money is
stenilised, there will not be inflation-
ary implications bt when converted
to local currency after some time, it
will have an impact on monev supply
and then on inflation, thus once again
puttmg pressure on the exchange rate
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All in all, the options are very lim-
ited for the Sri Lankan ceonony, with
very little tolerance margin for any
policy errors. The best way out of the
dilemma 1s o sacrifice some growth
by raising the interest rate further £ill
mflation is brought down to a single
digit level. After all, it is high inflation
and not low growth that makes pov-
emments more unpopular among the
pencral pubiic m

(21102 203

i F’mnl tc- Point I||ﬂ:al|rr|
A G o T T T el

Fipure |

Annu.:. Aw.eragf, Infiaticr

'_'.'|”._|.”.L.: _" 13

Figure 2
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