
 

 

 
Sri Lanka  

State of the Economy Report 2010 

 

 

 

 

 

Chapter 2 
Growth and Stability in Post‐conflict Economic 

Recovery 

 
 
 
 
 
 
by 

Dushni Weerakoon  



2. Growth and Stability in Post-conflict Economic Recovery

2.1 Introduction

While there can be no one single model of

successful post-conflict economic develop-

ment, a credible perspective of lasting and

durable peace is vital. Without it, even the

most sophisticated economic policy frame-

work will not convince investors to risk long

term investment in a country's development.

To this end, the halt to Sri Lanka’s three

decade long armed conflict in May 2009 has

enabled the government to provide perhaps

the most important public good - i.e., peace

for economic development to take place.

Although conflict affected economies tend

invariably to be lumped together, the transi-

tion from conflict can arise from many

different outcomes. A winner-take-all victory

where the winner is the government in power,

a successful independence struggle, or a

negotiated settlement that leads to a power-

sharing arrangement can bring different

approaches to the notion of post-conflict

development. The capacity of states to

prevent conflict recurrence is also defined

by the initial conditions. Weak institutional

capacity that can often accompany conflict

is used to portray conflict-affected states as

'fragile'. Indeed, the World Bank's Country

Policy and Institutional Assessment Index

(CPIA) - that captures a range of macroeco-

nomic, structural and social policies - finds

that post-conflict countries start with an

average CPIA score of only 2.41, compared

7

with a developing country average of 3.00.1

But generalizations are often unhelpful in

dealing with a country's context-specific situ-

ation. Sri Lanka, for instance, despite being

subject to a violent, protracted and costly

conflict, scores a relatively healthy 3.40 in

the 2008 CPIA estimates. In January 2010,

the International Monetary Fund (IMF) gradu-

ated Sri Lanka from the list of Poverty

Reduction and Growth Trust (PRGT) eligible

countries and recognized it as a country with

a middle income emerging market status

based on its past economic performance and

future prospects.2

Sri Lanka's administrative capacity has

remained fairly robust even in the theatre of

conflict, albeit with recognized shortcom-

ings in the country's overall institutional

infrastructure for better governance. The

latter undoubtedly should be improved to

guide Sri Lanka's long term economic devel-

opment effort. Indeed, a strong electoral

mandate for the government in 2010 has

guaranteed Sri Lanka a degree of political and

policy stability - the lack of which has ham-

pered the implementation of a consistent

policy framework in the recent past.3  Thus,

in the near term, there are few obstacles to

launching a development programme

intended to deliver rapid growth. As Sri Lanka

looks set to follow just such a path under

the 'Mahinda Chinthana: Idiri Dekma'

1 Davies, V.A.B, 2008, "The Macroeconomics of Post Conflict Recovery", UNDP. Available at: http://undp.org/cpr/ content/economic recov-
ery/Background_4.pdf.

2 Graduating from PRGT is recognized if a country (i) has enjoyed income per capita well above the International Development Association
(IDA) threshold for a number of years; (ii) has the capacity for durable and substantial access to international financial markets, and (iii) does
not face serious short term vulnerabilities (www.cbsl.gov.lk).

3 Weerakoon, D., 2010, "Improving Policy Efficiency in South Asia: Sri Lanka's Economic Reform Process", South Asian Bureau of Economic
Research, Australian National University.
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programme, how effectively the government

manages the macroeconomic outcomes will

determine whether or not the country lays

the foundation for a sustainable growth

effort. This Chapter examines these and other

related issues in more detail in the follow-

ing sections.

2.2 Recovery and Growth
Countries that emerge from conflicts can of-

ten exhibit rapid growth as disruptions to

economic activity cease and economic ac-

tivity resumes in previously conflict-affected

parts of a country. The Sri Lankan economy

too will be the recipient of such immediate

Figure 2.2
Sectoral Composition of GDP in N&E (2008)

Figure 2.1
GDP by Province (2008)

Source: Central Bank of Sri Lanka, Annual Report 2009.

Source: Central Bank of Sri Lanka, Annual Report 2009.
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benefits. However, a resurgent economic

performance in 2010 - with GDP growth fore-

cast at 6.0-6.5 per cent - has other proximate

causes, not least a recovery that is computed

over a low base output growth in 2009.

The Sri Lankan economy, like others spread

across the globe, was subjected to back-to-

back external shocks - the commodity price

shock and record high food and fuel prices

that began in 2007, and the global economic

crisis from September 2008. As was expected,

GDP growth in 2009 was a low 3.5 per cent,

with the most severely affected sectors being

services and industry. The drag on economic

activity was two-fold: loss of demand from

export markets and a lacklustre domestic

demand. The former is clearly evident in the

sharp contraction in export earnings growth

in 2009 of 12.6 per cent. Growth in domes-

tic consumption demand in 2009 fell sharply

to 4.1 per cent from 28.8 per cent in 2008.

The recovery in 2010 is expected to be fairly

evenly spread across all sectors. This is clearly

what is needed if the government is to nur-

ture support for its economic programme. The

role of agriculture as an engine of economic

recovery and poverty alleviation cannot be

Figure 2.3
Quarterly GDP Growth

ignored despite its relatively low and declin-

ing contribution towards GDP growth. Paddy

production in 2009 suffered from the twin

effects of a sharp increase in 2008 and

unfavourable weather conditions. However,

conditions for 2010 look better. A record

'Maha' season harvest in 2010, made pos-

sible by the addition of the harvest of the

North and East (N&E), will go some way to-

wards rekindling lost employment and live-

lihood opportunities.

The recovery of international commodity

prices will bring some relief to another vul-

nerable sector, that of the plantations. Tea

production in the country - which suffered a

fall of 9 per cent in 2009 with the onset of

the global financial crisis - began to witness

a sharp recovery in the latter part of the year.

Improvements in international commodity

prices and favourable weather conditions are

expected to support recovery of the tea in-

dustry in 2010.

Sri Lanka's industrial sector saw growth shrink

to 4.2 per cent in 2009 on the back of con-

tinued poor performance in the manufactur-

ing sector for a second consecutive year. In-

dustrial sectors such as food, beverages and

Source: Department of Census and Statistics.

%
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                                                                    % of GDP                              % Change

 2009 2006 2007 2008   2009

Agricultural GDP

Agriculture 12.0 6.3 3.4 7.5 3.2

  Agriculture, livestock & forestry 10.9 3.4 2.3 7.3 2.8

  Fishing 1.2 53.5 15.6 9.9 6.9

Production Unit

  Tea kg mn 310.8 305.2 318.9 289.8

  Rubber kg mn 109.2 117.6 129.2 136.9

  Paddy mt '000 3342 3131 3875 3652

Table 2.1
Agricultural Sector Performance

Source: Central Bank of Sri Lanka, Annual Report, various issues.

Source: Central Bank of Sri Lanka, Annual Report, various issues.

tobacco that cater to the domestic market

fared better than the export dependent sec-

tors such as textiles and clothing. Indeed,

garment workers in the industrial sector are

likely to face some uncertainty with the dis-

ruption to businesses caused by the with-

drawal of the GSP-plus benefits to Sri Lanka

offered by the European Union (EU). The

steady increase in the share of exports of Sri

Lankan garments to the EU can come under

some threat. While it could be argued that

countries extending non-reciprocal preferen-

tial market access as a tool of development

are well within their rights to determine eli-

gibility, promoting actions that fuel adverse

economic impacts can also prove counter-

productive. Those likely to suffer the imme-

diate consequences disproportionately are

large numbers of vulnerable workers - mostly

unskilled, young females. Additionally, dis-

ruptions to one of Sri Lanka's largest and most

dynamic industries curtails its potential to

provide immediate employment and liveli-

hood opportunities to the conflict-affected

population at a time when it is most needed.

                                                                  % of GDP                                 % Change

 2009 2006 2007 2008   2009

Industry 28.6 8.1 7.6 5.9 4.2

  Mining & quarrying 2.1 24.2 19.2 12.8 8.2

  Manufacturing 17.4 5.5 6.4 4.9 3.3

  Electricity, gas & water 2.4 14.8 4.6 2.7 3.7

  Construction 6.6 9.2 9.0 7.8 5.6

Value added in industry Share (%)

  Food, beverages & tobacco 48.0 5.8 6.6 5.2 5.9

  Textile, clothing & leather 23.0 4.0 7.3 3.1 0.6

  Chemical, rubber & plastics 15.0 8.0 6.6 6.4 1.8

Table 2.2
Industrial Sector Performance
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The GSP-plus controversy, however, also

holds a singularly important message for Sri

Lanka - i.e., that trade preferences should not

overshadow the drive to meet international

competitiveness in exports. It is ultimately

the latter that will allow Sri Lanka's manu-

facturing export sector to withstand and miti-

gate external shocks. Improvements in the

quality of the country's infrastructure services

- in energy, transport and communication -

will help. Other regulatory reforms to im-

prove the productive skills of its workforce,

the legal environment governing labour laws

and improving the institutional capacity are

as important. Notwithstanding the above,

ensuring a stable and predictable macroeco-

nomic environment to ease the recovery

process will be critical in the near term.

Undue volatility in key macroeconomic fun-

damentals - price inflation, interest rates and

exchange rate - over the last few years has

sapped investor confidence. For the export

sector, the intersection of macroeconomic

management is felt most in relation to the

exchange rate. Ensuring that the exchange rate

reflects the underlying macroeconomic fun-

damentals - and thus supports an export

recovery - is likely to be a key policy chal-

lenge in the near term. This will be taken up

for discussion in more detail later.

The services sector which has been the

engine of growth for the Sri Lankan economy

in recent years is likely to play an even

stronger role in the coming years. Apart from

government services, all other sub-sectors saw

a lower rate of expansion in 2009. Nonethe-

less, with improved investor conditions in

the country from the second half of the year,

the downturn was mitigated in sectors such

as financial services, and transport and

communications. Another visible aspect of

Sri Lanka's 'post-conflict status' was a strong

rebound in tourism that had a knock-on

effect on prospects for the leisure sector.

Growth in tourism will offer immediate self-

employment opportunities in small scale

industries. In particular, such avenues of live-

lihood need to be developed and nurtured in

the untapped tourist markets of the N&E.

However, tourism's contribution to GDP

remains small. It is growth in sectors such as

transport and communications, and finan-

cial services that will form the core of

economic recovery in services. The major

infrastructure investments already under-way

Source: Central Bank of Sri Lanka, Annual Report, various issues.

                                                                   % of GDP                                 % Change

 2009 2006 2007 2008   2009

Services 59.3 7.7 7.1 5.6 3.3

  Wholesale & retail trade 23.3 7.1 6.1 4.7 -0.3

  Hotels & restaurants 0.4 2.5 -2.3 -5.0 13.3

  Transport & communication 13.5 12.6 10.5 8.1 6.6

  Banking, insurance & real estate 8.9 8.5 8.7 6.6 5.7

  Ownership of dwellings 3.0 1.1 1.1 1.1 1.3

  Government services 7.8 5.0 6.0 5.7 5.9

  Private services 2.4 7.8 7.8 6.5 5.8

Table 2.3
Services Sector Performance
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in the former - for instance, developments

of Colombo and Hambantota ports and

Trincomalee harbour - are intended to    po-

sition Sri Lanka to serve as a regional cargo

hub. With the Colombo Stock Exchange

(CSE) showing signs of renewed dynamism

in the wake of political and policy stability,

alongside steps taken to incrementally relax

the country's foreign exchange regime and

tighten financial regulations, it holds the

potential to create a financial services hub

in Sri Lanka. However, in order to create a

conducive regulatory environment, excessive

intervention in the economy should be

avoided. Sri Lanka's banking sector of late,

for instance, has been subject to interven-

tion in setting lending rates as well as di-

rected credit to select sectors of economic

activity. Such interventions in the allocation

of financial resources can prove harmful for

economic efficiency in the long term.

2.2.1 Employment

Loss of employment was a notable aspect of

the economic downturn across the world.

Sri Lanka was no exception in this regard,

witnessing a 0.5 percentage increase in its

rate of unemployment. The most severely

affected sector was that of manufacturing,

with total employment in the sector declin-

ing by 54,000.

A worrying feature of labour force trends in

recent years has been the progressive increase

in the numbers employed by the public sec-

tor. Total public sector employment has seen

a steady increase from 1.1 million in 2006

to 1.3 million by 2009, a rise of nearly 15

per cent over the three years. Whilst a large

share of the increase is related to increased

recruitment to the armed forces in the wake

of intensified military operations, the fact

that employment generation in the private

sector has been lacklustre is cause for some

concern.

 2006 2007 2008 2009

Labour force ('000 persons) 7,599 7,489 7,599 7,572

Total employment ('000 persons) 7,105 7,042 7,175 7,140

Unemployment rate (%) 6.5 6.0 5.2 5.7

  Male 4.7 4.3 3.6 4.3

  Female 9.7 9.0 8.0 8.2

Employment share (%)

  Public sector 13.4 13.8 14.9 15.2

  Private sector 42.1 42.7 41.1 41.2

  Employers 3.1 2.8 3.0 2.9

  Self-employed 30.8 30.3 30.3 29.0

  Unpaid family workers 10.5 10.3 10.8 11.0

By economic activity (%)

  Agriculture 32.2 31.3 32.7 32.5

  Industry 26.6 26.6 26.3 25.5

  Services 41.2 42.1 41.0 42.0

Table 2.4
Labour Force Trendsa

Notes: a: Data excludes Northern and Eastern Provinces.

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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2.2.2 Savings and Investment

The deflationary impact of the economic

downturn is clearly visible in the sharp de-

cline in the growth of consumption expen-

diture in 2009, down to 4.1 per cent from a

growth of 28.8 per cent in the previous year.

Private expenditure and investment has been

at the core of the downturn, with govern-

ment spending mitigating the slowdown to

some extent. Despite efforts to maintain an

investor friendly interest rate regime, lack of

demand arising from both the domestic and

external environment failed to encourage

both consumption and investment from

households and private sector businesses.

Clearly, a corollary of decreased private con-

sumption has been higher private savings.

The sharp increase in private domestic sav-

ings in 2009 points to consumption smooth-

ing behaviour in the face of considerable

economic uncertainty.

Sri Lanka's national savings in 2009 stood

at 23.9 per cent, largely as a result of private

current transfers in the form of remittance

inflows. As Sri Lanka targets a growth rate in

the region of 7-8 per cent in the coming years,

the country's investment rate will have to rise

quite substantively. While overall domestic

savings may well rise as financial interme-

diation improves, Sri Lanka is likely, how-

ever, to face a growing savings-investment gap,

particularly in view of the large infrastructure

programme being rolled out by the govern-

ment. In contrast to higher anticipated gov-

ernment investment, its savings - the current

account balance of the government budget -

deteriorated sharply in 2009.

Sri Lanka can continue to access foreign sav-

ings to support a higher domestic rate of in-

vestment despite its relatively low rate of sav-

ings. However, there are risks should the gap

widen significantly. Low domestic savings

relative to investment manifests as a current

account deficit where foreign liabilities also

rise. A significant savings shortfall also raises

the risks of growth volatility as countries de-

pend on foreign saving to finance a higher

investment rate than domestic savings alone

Table 2.5
Consumption, Investment and Savings

                                                                              % of GDP                          % Change

                                                                   2008  2009   2008        2009

Consumption expenditure 28.8 4.1 86.1 82.0

  Private 28.4 0.6 70.0 64.3

  Government 30.6 19.3 16.2 17.6

Investment 21.5 -2.6 27.6 24.5

  Private 15.1 -6.9 21.1 17.9

  Government 48.3 11.3 6.5 6.6

Domestic savings -2.8 42.2 13.9 18.0

  Private 1.9 49.5 15.9 21.7

  Government -53.3 -100.0 -2.0 -3.7

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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would allow. Volatility is likely to be greater

if a rising share of such inflows is of a short

term nature. Sri Lanka in recent years has in-

creased its exposure to short term foreign li-

abilities in the form of rupee denominated

Treasury bills and bonds issues to foreign in-

vestors, Sri Lankan diaspora and its migrant

workforce.

By contrast, less volatile forms of foreign

savings such as foreign direct investment

(FDI) are preferred, given that they are not

only more stable forms of capital, but also

that they bring other important spill-over ef-

fects such as technology transfer. Sri Lanka's

record of attracting FDI has been poor, largely

the result of investor hesitance related to the

political violence in the country. The share

of FDI in the country's gross domestic capi-

tal formation (GDCF) has averaged 5-6 per

cent, before declining to 3.7 per cent in 2009.

The latter reflects the general downturn in

global capital flows, where FDI as a share of

Sri Lanka's GDP declined to 0.9 per cent in

2009 from 1.7 per cent in the previous year.

The long term outlook for FDI looks more

favourable in the post-conflict phase. Despite

attractive tax concessions, political stability

Figure 2.4
Trends in Foreign Direct Investment (2006-09)

Source: Central Bank of Sri Lanka, Annual Report, various issues.

is a much more critical decisive factor for

foreign investors. If Sri Lanka is to capitalize

on the opportunity presented to raise FDI

inflows substantively, maintaining macroeco-

nomic stability and credible regulatory gov-

ernance will be the decisive factors in a post-

conflict environment. The services sector is

likely to be the major beneficiary of increased

FDI inflows.

Whilst initiatives to encourage FDI should

be undertaken, it is still quite critical that

efforts to increase government savings are not

neglected. Besides efforts to raise revenues,

this also means that fiscal policy needs to

address recurrent expenditures in support of

a rebalancing of growth from consumption

to investment - or alternatively, making a

trade-off between present and future stan-

dards of living.

2.3 Fiscal Policy Management

In post-conflict Sri Lanka, fiscal policy will

need to balance the dual objectives of sus-

taining peace and laying the foundation for

long term economic development. Unlike

many other conflict-affected states, Sri Lanka's

administrative structures were largely left

intact through the course of its 30 year con-
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flict. To that end, international experience

offers limited comparative lessons for Sri

Lanka on how to adjust approaches to the

unique challenges of post-conflict tax efforts

and public expenditure patterns. Tax poli-

cies that not only mobilize revenue but also

address inequality will strengthen the legiti-

macy of the taxation system and compliance.

Expenditures can be targeted to have differ-

entiated effects across groups, as well as on

inter-regional and intra-regional lines.

Tensions between fiscal austerity and recon-

struction efforts are to be expected. Sri Lanka

signed on to conventional macroeconomic

conditionalities when it sought financial as-

sistance from the International Monetary Fund

(IMF). Stringent fiscal deficit targets were set,

requiring Sri Lanka to trim its fiscal deficit

progressively to 5 per cent of GDP by 2011

in order to qualify for successive instalments

of the loan. Progress on macroeconomic bal-

ances can clash with the aim of achieving

durable peace that rests partially on access

to equal economic opportunities and decent

standards of living.

In this context, a key issue for fiscal authori-

ties will be to determine what is an accept-

able moderate budget deficit - in effect, to

balance the trade-off between fiscal strin-

gency and potential social tensions that can

be generated by curtailed public expendi-

tures. The end of the conflict has raised ex-

pectations that economic rewards will fol-

low. Cost of living pressures amidst soaring

inflation during the height of military opera-

tions were endured. Economic hardships were

exacerbated by external shocks in the form

of the food price crisis and the global finan-

cial meltdown. In the conflict affected re-

gions of the N&E, a war weary population

will be seeking redress in the form of access

to improved living conditions, employment

and livelihood opportunities. Thus, the pres-

sures on the government to deliver on its

promises are heavy and rising.

Figure 2.5
Budgetary Allocations on Health and Education

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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What constitutes a moderate deficit as Sri

Lanka attempts to make the transition to sus-

taining a durable peace will be a subject of

much debate. Clearly, rampant inflation is

not in the best interests of maintaining po-

litical stability or economic recovery. Infla-

tion is especially hard on the poor and will

raise social tensions and undermine politi-

cal stability. On the other hand, enforcing

indiscriminate spending cuts purely as a

means of achieving a conditional deficit tar-

get can be counter-productive. As evident

from Figure 2.5, a deteriorating fiscal situa-

tion has seen total expenditures in key social

sectors of education and health undergoing

cuts in annual budget allocations.

Achieving long term goals of economic re-

covery and political stabilization calls for a

more prudent approach to fiscal consolida-

tion. There is considerable fiscal leakage in

transfers and subsidies and unproductive

spending on public sector wages and sala-

ries. The operating losses in state-owned-en-

terprises (SOEs) are a growing and unsustain-

able burden on the Treasury. The Ceylon Elec-

tricity Board (CEB), the Ceylon Petroleum

Corporation (CPC) and Sri Lankan Airlines

together accounted for operating losses of Rs.

32 billion in 2009. Apart from fiscal consid-

erations, reforms in public administration

and state entities are necessary.

Microeconomic reforms that address con-

straints on growth and enhance the country's

international competitiveness and flexibility

are crucial for long term sustainability of

economic growth.

Often, reforms that call for austerity are more

difficult to carry through from a relatively

weak fiscal position. Healthy public finances

mean that there is greater probability of com-

pensating those likely to lose out from re-

forms. But, Sri Lanka has overcome a singu-

lar constraint that has stalled reforms in the

past - that is of having a strong government

not shackled by the vagaries of weak coali-

tions and subject to narrow interests of con-

stituent parties. In this, as in the unique po-

sition of embarking on a post-conflict devel-

opment drive, Sri Lanka has the opportunity

to place the country on a sounder fiscal foot-

ing after decades of inaction.

2.3.1 Deficit Financing and Debt

While there is certainly room to raise rev-

enue capacity, expenditure needs are likely

to outstrip revenue growth. In this context,

if Sri Lanka is slow to undertake reforms that

will allow a rebalancing of growth from con-

sumption to investment, capital investment

needs will have to be met by borrowings.

The alternative to sovereign debt would be

to print money which will be far more dam-

aging to macroeconomic stability. Thus, the

% of GDP                 2006           2007         2008         2009

Salaries & wages 6.0 6.0 5.4 5.6

Interest payments 5.1 5.1 4.8 6.4

  Foreign 0.6 0.6 0.7 0.7

  Domestic 4.6 4.5 4.1 5.7

Transfers & subsidies 4.9 4.1 3.9 3.9

  Households & other sectors 3.6 3.1 3.0 3.1

Table 2.6
Recurrent Expenditures (2006-09)

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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anticipated higher volumes of investment will

most likely mean higher levels of borrowing

in the medium term. Already, Sri Lanka's debt

servicing has increased sharply to 6.4 per cent

of GDP in 2009 from 4.8 per cent in the

previous year.

A breakdown of the financing pattern of the

fiscal deficit suggests an increasing reliance

on foreign savings to bridge expenditure needs

(Figure 2.6). Historically, Sri Lanka has de-

pended on loans and grants on concessionary

terms. But official development assistance

(ODA) is proving harder to come by as the

country progresses to a middle-income sta-

tus. Additionally, much of donor assistance

is increasingly coming with strings attached

where 'conditionalities' are used to advance

a variety of goals. While Sri Lanka may have

anticipated an increased influx of ODA for

post-conflict development, it has been less

receptive to 'conditions' that are perceived

as an intrusion on national sovereignty. Even

should such obstacles be overcome, recent

studies suggest that while conditional bud-

get support has played a role in sustaining

post-conflict recovery, it has not played a

role in starting the process.4  Also, it is often

the case that a post-conflict related aid in-

flux typically diminishes over time, and

other sources are necessary to sustain

programmes into the long term.

Since Sri Lanka opened its Treasury bills and

bonds market to foreign investors in 2006,

such equity liabilities have supplemented

grants and concessionary loans received by

the government. In addition, foreign com-

mercial borrowings have also become an-

other source of funds. In 2009, foreign fi-

nancing of the deficit increased sharply to

4.8 per cent of GDP, having declined in

2008 due to the slowdown in the inflow of

foreign savings with the onset of the global

financial crisis.

%
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Source: Central Bank of Sri Lanka, Annual Report, various issues.

4  http://www.crise.ox.ac.uk/confabstract.shtml?mcleod.

Figure 2.6
Deficit Financing (2006-09)
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There are potential risks associated with a

greater reliance on foreign savings to meet

Sri Lanka's fiscal expenditure needs. Capital

inflows to Treasury bills and bonds are es-

sentially of a short term nature, raising the

risks of volatility and uncertainty with regards

to financing of the deficit, which in turn can

permeate into the financial markets. Indeed,

the revised estimate for net foreign financing

in 2009 under the IMF Stand-by Arrangement

was 0.7 per cent of GDP from the original

figure of 2.4 per cent (Table 2.7). However,

the actual turned out to be 4.8 per cent of

GDP on the back of a strong rebound in for-

eign investment in Treasury bills and bonds

in the second half of 2009. Volatility of short

Table 2.7
Net Foreign Financing (2009)

Estimate Revised Actual

Foreign financing (% of GDP) 2.4 0.7 4.8

Foreign financing (Rs. bn.) 123.0 34.4 230.8

 Commercial borrowing 57.4

 Treasury bills & bonds 146.9

Source: Central Bank of Sri Lanka, Annual Report 2009.

term capital means constant adjustments to

net domestic financing targets, introducing

a degree of uncertainty in the financial mar-

ket.

A second issue related to reliance on foreign

savings relates to the cost of capital and im-

plications for meeting the country's foreign

debt servicing obligations. Governments

more often than not resort to foreign bor-

rowing when faced with constraints on mo-

bilizing domestic financing. Excessive financ-

ing from domestic sources typically 'crowds

out' private investment. Even as domestic

financing of the deficit increased in 2008-

09, Sri Lanka was able to avoid this pitfall

Figure 2.7
Public Debt (2006-09)

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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due to the lacklustre demand for credit from

the private sector owing to the general eco-

nomic gloom that prevailed as the global

economic crisis took hold.

Sri Lanka's government debt to GDP ratio

increased in 2009 to 86.2 per cent from 81.4

per cent in 2008 (Figure 2.7). Much of the

increase was accommodated by a rising share

of foreign debt - from 32.8 per cent in 2008

to 36.5 per cent in 2009. But more than the

increase in the share of foreign debt, the

change in its composition is what is of

growing concern. The share of costlier

commercial foreign borrowing has increased

markedly over time from 4.4 per cent of   total

foreign debt to 23.3 per cent by 2009

(Table 2.8).

The ratio of Sri Lanka's foreign debt to ex-

ports has also risen accordingly from 124.6

per cent in 2006 to 170.7 per cent by 2009.

Similarly, the ratio of foreign debt service to

exports has gone up sharply from 7.1 per cent

in 2006 to 14.6 per cent in 2009. In effect,

if Sri Lanka continues with this pattern of

debt accumulation, servicing foreign debt will

require an increase in future exports or suffi-

ciently high future real returns on domestic

capital to service the debt. In the longer run,

the efficiency with which borrowed funds

are converted into investment is particularly

important for the sustainability of the cur-

rent account deficit of the balance of pay-

Table 2.8
Foreign Debt Dynamics (2006-09)

 2006 2007 2008   2009

Foreign debt % of GDP 37.5 37.1 32.8 36.5

Concessional % share 92.7 82.9 84.7 72.2

Non-concessional % share 2.8 3.4 3.9 4.4

Commercial % share 4.4 13.7 11.3 23.3

Total foreign debt/exportsa % 124.6 127.4 132.2 170.7

Foreign debt service/exportsa % 7.1 8.2 13.9 14.6

Notes: a: Exports of goods and services.

Source: Central Bank of Sri Lanka, Annual Report, various issues.

ments (BOP). Moreover, as previously em-

phasized, economic reforms to enhance Sri

Lanka's international export competitiveness

and policy flexibility are critical to sustain

such a debt management path.

2.3.2  Fiscal Policy and Macroeconomic
Stability

Fiscal policy in the near term is focused on

reining in the deficit to 8 per cent of GDP in

2010 from the high 9.8 per cent recorded in

2009. A sharply higher deficit than forecast

in 2009 resulted from lower revenues as well

as higher current expenditures. Reduced rev-

enue collection resulted primarily from the

economic downturn, while current expendi-

ture overruns came from the salaries and

wages bill and interest payments.

The adjustments to fiscal targets in 2010 sig-

nal an intention to cut back on current spend-

ing to support public investment, which ap-

pears set to remain high by recent historical

standards (Table 2.9). Given the many con-

straints to rationalizing current spending with-

out far reaching structural reforms, it sug-

gests concerted efforts are needed to increase

revenues. At the same time, however, taxa-

tion policy has to be devised in a manner

that avoids choking off an economic recov-

ery. In that context, the recommendations of

the Presidential Commission on Taxation are

appropriate, aimed at broadening the tax base
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and improving the administrative efficacy of

revenue collection and tax compliance.

The fiscal targets for 2010 raise the impor-

tant question of how long term fiscal

sustainability should enter into short term

expenditure planning. Resources that are

spent today often have implications on how

domestic resources must be spent tomorrow.

For instance, capital investments with high

operational and maintenance costs also gen-

erate fiscal burdens down the road. Similarly,

the means through which the fiscal deficit is

financed today will have long term implica-

tions on debt management and economic

stability in the medium to longer term.

2.4  Monetary Policy for Economic
Recovery

In a post-conflict phase, meeting pressing

short term needs and adopting an appropri-

ate macroeconomic framework to revive

economic activities is justifiable. As already

discussed, spending needs will be on the rise

while taxation capacity remains limited.

While monetary policy will also be called

on to support a recovery process, there can

Table 2.9
Fiscal Framework

% of GDP 2009 2010a 2011a

Revenue 14.5 14.8 15.5

Tax revenue 12.8 13.1 13.8

Expenditure 24.9 23.2 22.7

Current 18.2 16.9 16.5

Public investment 6.8 6.5 6.5

Budget deficit 9.8 8.0 6.8

Notes: a: Estimates.

Source: Ministry of Finance and Planning, Fiscal Management Report 2010.

Figure 2.8
Monetary Policy and Inflation

Source: Central Bank of Sri Lanka, Annual Report, various issues
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be no justifiable argument for abandoning

monetary discipline if economic recovery is

to be sustained in the longer term.

The lack of monetary discipline during 2005-

06 where adjustments of policy rates was

slow in the face of growing evidence of a

build up of inflationary pressures in the

economy saw Sri Lanka's inflation rate peak

at 22.6 per cent in 2008 (Figure 2.8). Not

only was credit growth to the government

high, but credit growth to the private sector

was also encouraged as interest rate adjust-

ments failed to keep up with inflation (Table

2.10). Indeed, the resultant environment of

'cheap credit' was to prove a trigger point

for the collapse of a number of financial in-

stitutions. While Sri Lanka's financial sys-

Table 2.10
Credit Growth (2005-09)

% change 2005 2006 2007 2008 2009

Net credit to private sector 26.3 24.0 19.2 7.0 -5.7

Net credit to government 1.5 46.4 9.0 48.5 13.4

Source: Central Bank of Sri Lanka, Annual Report, various issues.

tem was largely immune to the global finan-

cial meltdown, it was not immune to ad-

verse domestic policy developments.

From 2007, the Central Bank of Sri Lanka

(CBSL) abandoned policy rates in favour of

reserve money as the primary operating tar-

get for monetary policy. A sharp tightening

of monetary policy in 2007, helped by a

gradual easing of domestic demand for credit

in line with the emerging unfavourable glo-

bal economic conditions in 2008, allowed

Sri Lanka to bring down its rate of consumer

inflation to 3.4 per cent by end 2009. The

rapid deceleration in inflation also allowed

the CBSL to begin easing its monetary policy

stance from mid-2009.

Figure 2.9
Private Sector Credit Growth (2009-10)

Notes: AWPR refers to average weighted prime lending rate of commercial banks.

Source: Central Bank of Sri Lanka, Monthly Economic Indicators, various issues.
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Under normal circumstances, a large fiscal

deficit of 9.8 per cent of GDP - of which the

domestic financing component was 5 per cent

of GDP - would have militated against an

easing of monetary policy. However, given

the economic downturn and sharp contrac-

tion in demand for credit by the private sec-

tor, deficit financing was accommodated

without igniting inflation once again. Mon-

etary policy easing in this context has been

appropriate as the priority for the government

is to encourage a rapid economic recovery.

Despite the improved economic outlook and

business confidence following the end of the

military conflict, the demand for credit from

the private sector has been slow to pick up

(Figure 2.9). In fact, excess liquidity in Sri

Lanka's financial market has been the order

of the day. In order to speed up economic

recovery, the CBSL has increasingly resorted

to moral suasion and regulatory requirements,

including calls to cut lending rates and pro-

vide directed credit to identified sectors and

regions, such as for agriculture, small and

medium enterprises (SMEs) and to the North-

ern and Eastern Provinces. While there are

justifiable concerns that credit constraints be

addressed in priority areas, overt interven-

tion can adversely impact efficient financial

resource allocation in the long term.

Sri Lanka's commercial banking sector, for

instance, is yet to fully recover from the ex-

cesses of the credit boom during 2005-07.

Much of the increased lending, as would be

expected, was in the more riskier areas of

real estate and consumption.5  Many of the

lending books remain weak. The gross non-

performing loans (NPL) ratio of licensed com-

mercial banks deteriorated further in 2009

to 8 per cent from 6.3 per cent in 2008. Given

the still as yet fragile global economic re-

covery process, the slow start to domestic

economic activity and uncertainty on the

medium term fiscal outlook with the delayed

presentation of a government budget, the

banking sector has remained cautious in ag-

gressively pursuing volume growth in their

lending portfolios.

In the near term, the primary responsibility

for monetary authorities will be to strike a

balance between the need for a rapid eco-

nomic recovery without compromising mac-

roeconomic stability. It will require the CBSL

to impose monetary discipline as and when

evidence of inflationary pressures emerge. As

the government rolls out its infrastructure

spending and private investment picks up,

there will be the inevitable pull on aggregate

demand. At the same time, the recovery in

commodity prices will see Sri Lanka's oil

import bill surge once again, adding to cost-

push pressures on domestic prices. Monetary

authorities should retain the flexibility to

respond appropriately. Here, a policy di-

lemma for the CBSL will be in choosing to

target interest rates or the exchange rate or

both.

2.4.1 The Impossible Trinity: Implica-
tions for Interest Rates and the
Exchange Rate

For an open economy, theory suggests that

in principle it is not possible to have free

capital mobility, a fixed exchange rate and

an independent monetary policy at the same

time. Given that Sri Lanka is yet to fully lib-

eralize its capital account, it can be argued

that at least one of the three elements of the

'impossible trinity' does not apply. However,

Sri Lanka has been progressively opening up

its capital account, not only allowing for-

eign capital into the equity and debt market,

but also progressively signalling the readi-

ness to permit an outflow of foreign ex-

5   See IPS, Sri Lanka: State of the Economy 2007.
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change. Sri Lanka is thus increasingly facing

the complex challenge of trying to pursue an

open capital account, while attempting to

retain some independence in monetary policy

and 'manage' its exchange rate. The increased

inflows of foreign capital in the post-con-

flict phase makes the dilemma all the more

compelling.

If an independent monetary policy - i.e., set-

ting interest rates - takes precedence over an

exchange rate target, then the exchange rate

has to be allowed to move in line with mar-

ket developments. But, in an environment

of high and volatile capital inflows this may

not be very appropriate, particularly in view

of retaining a measure of international ex-

port competitiveness to support an economic

recovery. On the other hand, if the exchange

rate is to be targeted, capital inflows have to

be mopped up. The build up of foreign ex-

change reserves allows the domestic mon-

etary base to expand without a correspond-

6 Higher domestic interest rates in turn can encourage more foreign capital inflows. However, given that Sri Lanka has to date only permitted a
partial opening up of foreign investment into the country's debt market can mitigate the spiralling impact.

Figure 2.10
Movements in Exchange Rate and Interest Rates

Notes: Interest rate refers to 3 month Treasury bill rate.

Source: Central Bank of Sri Lanka, Monthly Economic Indicators, various issues.

ing increase in production. It can potentially

raise inflationary pressure, requiring an up-

ward adjustment to interest rates.6

In the aftermath of the post-conflict environ-

ment, Sri Lanka witnessed a significant re-

versal in capital flows to the country. Be-

sides the improved economic outlook, the

formal agreement for a Stand-by Arrangement

with the IMF in July 2009 to avert an emerg-

ing BOP crisis also added to investor confi-

dence. In August 2009, the net inflow of

foreign investment into Treasury bills and

bonds stood at US$ 270 million. By end

2009, this had risen to US$ 1,345 million.

There were also other forms of capital in-

flows - a US$ 500 million sovereign bond

issued in October 2009, worker remittances

of US$ 3.3 billion by end 2009, etc.

Foreign capital inflows invariably exerted

upward pressure on the exchange rate - a

phenomenon widely cited as the 'Dutch dis-
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ease' effect. The monetary authorities were

compelled to intervene in the foreign ex-

change market to hold the rupee steady as a

result (Figure 2.10). In this instance, de-

pressed economic activity in the country and

contracting demand for credit meant that the

excess rupee liquidity did not ignite infla-

tionary pressures, allowing the CBSL to ease

interest rates. However, as economic activ-

ity picks up, further inflows of foreign capi-

tal can call for upward adjustments to the

interest rates if the intention is to continue

to maintain a 'targeted' exchange rate for the

rupee.

As far as exchange rate management is con-

cerned, much will depend on the outlook

for Sri Lanka's external current account posi-

tion. A rapidly deteriorating trade balance

will negate inflows on the capital account.

The most critical factor for the monetary au-

thorities is to retain policy flexibility to re-

spond to developing circumstances. This

means establishing price stability as the most

important policy priority. The costs of ram-

pant inflation and a misaligned exchange rate

can be high for a country's export sector.

2.5 External Sector: Current Account,
Capital Flows and the Exchange Rate

Sri Lanka's external current account improved

sharply in 2009, recording a deficit of only

0.5 per cent of GDP as opposed to a deficit

of 9.5 per cent in the previous year (Figure

2.11). The reduction was made possible due

to a near halving of the country's trade defi-

cit in 2009 against the previous year. Remit-

tance inflows remained strong at US$ 3.3

billion, outstripping the trade deficit in 2009.

The improvement in Sri Lanka's current ac-

count deficit hides the more disturbing fea-

ture of export sector performance in 2009.

The narrowing of the trade deficit was not

due to an increase in export earnings, but

rather due to the greater contraction of im-

port expenditure (by 27.6 per cent) than ex-

port earnings (12.6 per cent). The contrac-

tion in export earnings in 2009 is not unex-

Figure 2.11
Trade Balance, Remittances and Current Account

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Table 2.11
Exports, Imports and Remittances (2008-10)

                                                US$ Milliona                                                         % Changea

2008 2009 2010 2008 2009 2010

Exports 1878.1 1647.4 1763.6 10.2 -12.3 7.1

  Textiles & clothing 780.4 826.2 703.2 3.2 5.9 -14.9

Imports 3279.4 2312.5 3224.9 37.6 -29.5 39.5

  Petroleum 732.0 363.3 752.0 98.7 -50.4 107.0

Trade balance -1401.3 -665.1 -1461.3 107.2 -52.5 119.7

Remittances 787.0 780.7 890.6 23.5 -0.8 14.1

Notes: First quarter data only.

Source: Central Bank of Sri Lanka, press release on 'External Trade Performance', various issues.

pected in view of depressed global market

conditions.

What is of concern is whether the export

sector is seeing a sustained recovery. First

quarter performance for 2010 suggests a

recovery is under way, although it is yet to

achieve pre-crisis levels in 2008. Of concern

is the slow growth in export earnings of the

textile and clothing sector which is still the

mainstay of manufactured exports for the

country. The uncertainty related to the

suspension of EU GSP-plus preferential

market access benefits for Sri Lanka would

not have helped restore confidence in this

particular sector.

Sri Lanka has also to be watchful of a rapidly

expanding import expenditure bill. The sharp

increase in import expenditure growth of 107

per cent in the first quarter of 2010 was driven

primarily by rising oil prices, with the aver-

age import price of crude oil rising by 68 per

cent year-on-year to US$ 78.29 per barrel.

As a result, Sri Lanka's intermediate goods

imports rose by 53.6 per cent in the first

quarter of 2010, followed closely by

consumer imports rising by 45.3 per cent. It

is notable that investment imports rose by a

mere 2.6 per cent, signalling that capital

investment in the country is yet to take off.

Inflows of remittances continue to remain

strong at US$ 890 million in the first quarter

of 2010, showing a growth of 14 per cent

over the same quarter in 2009. However, re-

mittance inflows are not likely to cover the

emerging trade deficit in 2010. The economic

fundamentals underlying Sri Lanka's exter-

nal current account performance strongly

suggests that its currency should be on a de-

preciating trend. However, the reality for the

most part has been otherwise, with the    rupee

coming under upward pressure, particularly

in view of inflows from the capital account

of the BOP.

2.5.1 'Dutch Disease' through a Post-
conflict Lens

Sri Lanka's recent record of exchange rate

management has not been without contro-

versy. As the country's annual rate of infla-

tion peaked at 23.4 per cent in October 2008,

intervention in the foreign exchange market

to hold the rupee steady led to a depletion

of the country's foreign reserves. This was

exacerbated by a rapid outflow of foreign

currency investments in government securi-

ties in late 2008 on the heels of the global

financial meltdown. The end result was that

Sri Lanka was compelled to approach the IMF

in February 2009 for BOP support under a

Stand-by Arrangement.

The misalignment of the nominal exchange

rate also meant a steady appreciation of the

real exchange rate - which takes into account
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not only variations in the nominal exchange

rate, but also the inflation differentials

amongst countries.7  The 24 currency basket

used by the CBSL to compile the Real Effec-

tive Exchange Rate (REER) saw a steady ap-

preciation before beginning to depreciate in

2009. While it implied an improvement to

the competitiveness of Sri Lanka's exports in

the global market, the depreciation was still

less than the pre-crisis levels.

What is of concern is that the REER is once

again showing a steady increase in 2010.

Heavy intervention in the foreign exchange

market to prevent a nominal appreciation has

helped to ease the upward real appreciation.8

In view of the need to promote a rapid

recovery of the export sector, the underlying

causes for movements in the exchange rate

need to be understood and managed

effectively.

As already discussed, the improvement in

Sri Lanka's current account balance in 2009

was in spite of a downturn in export earn-

ings of 12.6 per cent. When demand for a

country's goods and services declines, the

currency typically tends to depreciate. A de-

preciating currency in turn pulls down the

relative prices of the country's goods and

services, making them more attractive in the

international market. For Sri Lanka in recent

months, particularly in the post-conflict en-

vironment that has attracted foreign finance,

some exchange rate movements reflect a re-

balancing of capital account transactions that

have little to do with current demand for Sri

Lankan goods and services. Increased inflows

of foreign capital - into the Treasury bills

and bonds market, sovereign foreign borrow-

ings, official development assistance, etc. -

have been the primary causes for the upward

pressure on the exchange rate.

Figure 2.12
Nominal and Real Exchange Rate Movements (2008-10)

Source: Central Bank of Sri Lanka, Monthly Economic Indicators, various issues.

8 Cross currency movements, particularly the depreciation of the exchange rates of competitor currencies against the US dollar while the rupee
remained steady is also partly responsible.
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7 To the extent that an overvaluation dampens net exports and thus aggregate demand in an economy, the consequences supports monetary
policy tightening.
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Figure 2.13
Official Reserves (2008-10)

Source: Central Bank of Sri Lanka, Monthly Economic Indicators, various issues.

2.5.2 Capital Inflows and Official
Reserves

With a sharply deteriorating current account,

Sri Lanka ran down its official reserves in a

bid to defend the currency in the latter half

of 2008. This, coupled with the onset of the

global financial crisis which saw a rapid

outflow of short term foreign investment in

government securities in the fourth quarter

of 2008, compelled the country to approach

the IMF in February 2009. Sri Lanka's offi-

cial reserves fell to a low of US$ 1,272 mil-

lion in March 2009,9  sufficient for only 1.2

months of imports.

Following the end of the conflict in May

2009, however, Sri Lanka began to see a re-

versal in foreign capital inflows. Foreign capi-

tal inflows to the debt market picked up,

gaining momentum with the disbursement

of US$ 322 million as the first tranche of the

delayed IMF US$ 2.6 billion facility in July

2009. Net short term foreign investment in

Treasury bills and bonds which stood at US$

270 million in August 2009 had increased

to US$ 1,354 by the end of the year.

The rising volumes of capital accounts in-

flows - in the midst of a rapidly contracting

demand for imports and healthy volumes of

worker remittance inflows - saw the CBSL

begin to intervene in the foreign exchange

market to mop up excess dollars. By end

2009, the CBSL had absorbed more than US$

2.5 billion to ease upward pressure on the

exchange rate and at the same time to re-

build the country's foreign reserves. As such,

official reserves stood at US$ 5,097 million

by end 2009, sufficient for 6.2 months of

imports. However, the reserves target of US$

3 billion set by the Stand-by Arrangement

does not recognize short term debt liabili-

ties in the accumulated reserves. Nonethe-

less, some of the foreign capital inflows into

government debt securities can be deemed

to be not 'short term' given that Sri Lanka's

secondary market for bonds is still not fully

advanced. Even leaving aside short term

9 This excludes Asian Clearing Union (ACU) receipts.
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liabilities, Sri Lanka's official reserves posi-

tion was comfortably placed by end 2009.

While total official reserves have held steady

in 2010, rising import expenditure will be-

gin to exert pressure once again. By end March

2010, the import coverage of reserves had

dropped to 5.6 months of imports.

The developing external sector conditions,

in particular, the deteriorating trade balance

calls for prudent management of Sri Lanka's

external debt exposure. As already discussed,

Sri Lanka has resorted to higher volumes of

foreign commercial debt in recent years. In

October 2009, the country once again issued

a sovereign bond for the value of US$ 500

million, while it is seeking to raise a further

US$ one billion in 2010. The decision to

strategically improve Sri Lanka's sovereign rat-

ing signals the government's intentions to

up its foreign non-concessional borrowing

in the medium term.

2.6  Conclusion

The most pressing post-conflict economic

priority for Sri Lanka is to deliver robust and

broad based growth. This is essential not only

Table 2.12
Foreign Non-concessional Borrowing

Date Issued Type Amount Period Due
(US$ million)  (Yrs.)

2007 October Sovereign bond 500 5 2012 March

2008 June Syndicated loan 150 3 2011 June

2008 June SLDB 230 2 2010 June

2008 September SLDB 60 2 2010 September

2009 August SLDB 190 2 2011 August

2009 September SLDB 41 3 2012 September

2009 October Sovereign bond 500 5 1014 October

2010 March SLDB 45 2 2012 March

2010 March SLDB 55 3 2013 March

2010 June SLDB 102 3 2013 June

2010 June SLDB 176 2 2012 June

to address social grievances of a conflict-

weary population in the Northern and East-

ern Provinces, but also to meet the expecta-

tions of a population that had withstood eco-

nomic hardships - primarily rising cost-of-

living pressures brought on both by domes-

tic and external exigencies - in the years im-

mediately preceding the end of military ef-

forts in May 2009. In this, Sri Lanka is al-

ready reaping the economic rewards of

'peace', set to register a strong rebound in

growth in 2010.

Reactivating economic growth in a region

that is emerging from a prolonged conflict

will require concerted efforts to rebuild so-

cial and physical capital in the N&E. The

priority and sequencing will depend on the

needs of the population. Alongside efforts at

resettlement and rehabilitation of internally

displaced persons (IDPs), the government has

also started to roll out its public infrastruc-

ture investment programme in the Northern

and Eastern Provinces. Improved connectiv-

ity and access to resources such as land and

capital will go a long way to generating ben-

efits quickly to the people in the region.

Source: Compiled from www.cbsl.gov.lk.
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For the government, the main challenge will

be to balance growth with stability. Fiscal

restructuring that is underpinned by a reform

process offers the first best policy option.

Not only will it release finances from cur-

rent spending to support capital investment,

it will also allow a more efficient re-alloca-

tion of factors of production within the

economy, raising productivity and ensuring

that the growth process is stable and sustain-

able in the longer run.


