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2. Macroeconomic Performance and Outlook: 2012/2013

2.1 Introduction

Following two consecutive years of GDP growth in
excess of 8 per cent, the Sri Lankan economy saw
growth decline to 6.4 per cent in 2012. The slow-
down was primarily the result of corrective macro-
economic policy revisions adopted in February 2012
to stem a growing imbalance in the country's exter-
nal payments position. A less-than-favourable global
economic environment that saw world trade volume
growth dip to 2.5 per cent in 2012 from 6.5 per cent
a year earlier, also had adverse impacts on Sri Lanka's
already struggling export sector. In addition, inclem-
ent weather conditions in the third quarter of 2012
saw agricultural GDP growth slow sharply in the sec-
ond half of the year.

By global standards, Sri Lanka's growth performance
in 2012 still looks creditable. Indeed, even as most
recent forecasts suggest that global economic condi-
tions will remain difficult in 2013, Sri Lanka is ex-
pected to see an improvement in GDP growth in the
year ahead. Official forecasts have set an ambitious
7.5 per cent GDP target in 2013, and recovery to 8
per cent growth in 2014. Clearly, the room to stimu-
late a recovery in GDP growth in the short term will
depend on prudent management of the country's fis-
cal, monetary and exchange rate policies. While this
will raise the probability that Sri Lanka can continue
to experience higher growth in the medium to longer
term, much will depend on whether the country tack-
les outstanding structural reforms that will spur pro-
ductivity and efficiency in the economy, stimulating
growth in tradeable sectors of the economy.

2.2 Growth and Sectoral Output
The Sri Lankan economy which grew at an annual
average growth rate of 6.8 per cent during the period
2005-2008, showed a downturn  in its growth in 2009
with GDP growth plunging to as low as 3.5 per cent.
Unfavorable domestic factors such as the intensifica-
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tion of the armed conflict, adverse weather
conditions, coupled with unfavorable con-
ditions in major international markets due
to the global financial crisis, caused the set-
back in growth during the year. With re-
newed investor confidence in the aftermath
of the end of the conflict in May 2009, res-
toration of economic activities in the North
and East of the country, and progress recorded
in the external environment due to the
gradual recovery of economies from the glo-
bal downturn, Sri Lanka posted a sharp im-
provement in GDP growth averaging 8 per
cent per annum during 2010-11. However,
2012 once again marked a slowdown in the
country's growth momentum as GDP growth
declined to 6.4 per cent, on the back of slug-
gish domestic demand and a weaker exter-
nal environment.

Despite the volatility over the years, in a glo-
bal comparison, Sri Lanka's GDP growth
performance on average during 2008-12 has
been creditable, even pulling ahead of its
historically better-performing competitors in
Southeast Asia (Figure 2.1). Indeed, Sri Lanka
is also doing well relative to its South Asian

neighbours, including the region's economic
giant, India. India experienced a low growth
rate of 4.5 per cent in in 2012, and is ex-
pected to see only a marginal improvement
in 2013, with a GDP forecast of 5.7 per cent.

Even as Sri Lanka's overall GDP growth has
been favourable in a global context, the
sources of higher growth in the economy are
of some concern. Not unexpectedly,
agriculture's share in GDP has continued to
decline despite a reasonable performance on
average, albeit below the overall GDP growth
rates achieved. Although the agriculture sec-
tor has continued to be subject to volatility
in view of inclement weather conditions, the
renewal of agricultural activities in the pre-
viously conflict-affected Eastern and North-
ern Provinces of Sri Lanka has helped. In-
deed, there was a 25 per cent increase in the
area sown for paddy between 2009 and 2011.

Despite the reasonable performance of the
agriculture sector, the spur to Sri Lanka's GDP
growth has come from elsewhere. At first
glance, industrial sector growth appears to
have done exceedingly well, exceeding over-

Figure 2.1
GDP Growth: A Global Comparison

Notes: ASEAN-5 includes Indonesia, Malaysia, Philippines, Thailand and Vietnam.

Source: IMF, World Economic Outlook, various years.

Sri Lanka

ASEAN-5

India

China

Developing Asia

Advanced economies

World

0 2 4 6 8 10

2013

2008-12



State of the Economy 2013

16

all GDP growth rates __ by growing at an av-
erage of 9.4 per cent during 2010-11, and
even at a faster rate of 10.3 per cent in 2012.
However, much of this growth has come
about as a result of rapid growth in the con-
struction sector, as opposed to stronger
growth in the key sector of manufacturing
(Table  2.1).

Table 2.1
Sectoral Growth and Composition of GDP

  Annual Average Growth (%) Share (%)
 2006-08 2010-11 2012   2012
GDP 6.8 8.1 6.4 --

Agriculture 5.7 4.2 5.8 11.1

    Tea 0.1 6.3 -1.2 0.9

    Rubber 6.4 7.4 -6.8 0.2

    Coconut 5.6 -5.7 6.0 1.0

    Paddy 6.6 4.6 1.3 1.5

Industry 7.2 9.4 10.3 30.4

    Manufacturing 5.6 7.6 5.2 17.1

    Construction 8.7 11.8 21.6 8.1

    Mining & quarrying 18.7 17.0 18.9 2.8

    Electricity, gas & water 7.4 8.6 4.4 2.4

Services 6.8 8.3 4.6 58.5

    Wholesale & retail trade 6.0 8.9 3.7 23.0

    Transport & communication 10.4 11.6 6.2 14.3

    Banking, insurance & real estate etc. 7.9 7.7 6.7 8.9

    Government services 5.6 3.3 1.4 6.8

Source: CBSL, Annual Report, various years.

Sri Lanka's key manufacturing sectors are
food, beverages, and tobacco (47 per cent);
textiles, wearing apparel and leather prod-
ucts (23 per cent); and chemical, petroleum,
coal, rubber, and plastic products (16 per
cent); together, they account for over 85 per
cent of total manufacturing output in the
country. Whilst all three sectors improved

Table 2.2
Manufacturing Sector Performance

Annual Average Growth (%) 2006-08 2010-11 2012
Food, beverages & tobacco products 5.9 7.0 5.1

Textiles, wearing apparel, & leather products 4.8 8.0 4.9

Wood & wood products 3.3 5.2 4.6

Paper products, publishing & printing 7.1 5.9 5.7

Chemical, petroleum, coal, rubber & plastic products 7.0 10.7 5.8

Non-metallic mineral products 7.5 9.3 6.5

Basic metal products 2.7 6.3 4.4

Fabricated metal products, machinery & transport equipment 5.2 7.3 5.1

Other manufactured products 9.4 6.9 6.2

Source: CBSL, Annual Report, various years.
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on their growth performance on average as
seen in Table 2.2, it was not sufficient to
increase the share of manufacturing in Sri
Lanka's GDP over time. Indeed, the manu-
facturing share of GDP which stood at 17.7
per cent in 2006, had declined to 17.1 per
cent by 2012.

Unlike in the case of manufacturing, Sri
Lanka’s services sector is more diversified with
the top three dominant sectors made up of
wholesale and retail trade (23 per cent); trans-
port and communication (14.3 per cent); and
banking, insurance and real estate (8.9 per
cent). As evident from Table 2.3, transport
and communication services has seen the
strongest growth over recent years, not sur-
prisingly in view of the related investments
made in the transport sub-sector, which ac-
counts for a share of 80 per cent of total
public investment. Sri Lanka's rapid invest-
ments in improving the country's physical
infrastructure viz. roads, ports, and airports,
have clearly had a spill-over effect on related
services sectors.

The boost to Sri Lanka's economic output
from an expansion of non-tradeable sectors
has been quite significant. The construction
sector is a case in point, growing at an an-
nual average of 11.8 per cent during 2010-
11, and expanding sharply to 21.6 per cent
in 2012.  Besides, higher import expendi-
tures by way of machinery and other capital
goods, the construction sector expansion has

Table 2.3
Services Sector Performance

Annual Average Growth (%) 2006-08 2010-11 2012

Wholesale & retail trade 6.0 8.9 3.7

Transport & communication 10.4 11.6 6.2

Banking, insurance, & real estate etc. 7.9 7.7 6.7

Government services 5.6 3.3 1.4

Source: CBSL, Annual Report, various years.

fuelled imports of building material (includ-
ing cement) which grew at an annual aver-
age of 30 per cent in 2011-2012. Much of
this has been driven by a state-led infrastruc-
ture investment programme. Indeed, the dis-
tribution of value of construction work done
by the public sector is estimated to have in-
creased rapidly from 59 per cent in 2004 to
74 per cent in 2010,1 reflecting increased pub-
lic sector involvement in construction sector
growth.

Thus, Sri Lanka's faster GDP growth of re-
cent years has been driven largely by non-
tradeable sectors such as construction, retail
trade, transport and communication, etc.,
(Figure 2.2). The sources of growth have a
strong bearing on the long term sustainability
of the growth process. The tradeable sector
of an economy is the sector that enables a
country to earn necessary foreign exchange
through the export of goods and services. A
shrinking tradeable sector combined with a
strongly growing non-tradeable sector can
lead to increased borrowing and a balloon-
ing current account deficit.

2.2.1 Growth and Employment
Higher growth has been accompanied by a
persistent decline in Sri Lanka's rate of un-
employment. In 2012, it fell to its lowest
yet at 4.0 per cent, down from 4.2 per cent
in 2011. The decline is largely explained by
a drop in the number of entrants into the
labour force, as a result both of migration as

1  Department of Census and Statistics, “Survey of Construction Industries”, various issues.
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well as a growing economically inactive
population, reflective of the country's demo-
graphic dynamics. The number of migrants
increased by 6.3 per cent to 279,482 work-
ers in 2012.

Figure 2.2
GDP and Sectoral Growth

Table 2.4
Labour Market Indicators

2011 2012
Labour force (‘000 persons) 8,555 8,465

  Employed 8,197 8,129

  Unemployed 358 336

Employment share by economic activity (%)

  Agriculture 33.0 31.0

  Industry 24.1 26.1

  Services 42.8 42.9

Status of employment (%)

  Private sector 40.5 41.3

  Self employed 31.5 31.9

  Public sector 14.4 15.1

  Othera 13.7 11.7

Source: CBSL, Annual Report, various years.

Notes: a. Employers and unpaid family workers.

Source: CBSL, Annual Report, various years.

Not surprisingly, slower growth in 2012 saw
the number of employed persons decline by
0.8 per cent, with the most severely impacted
sectors, agriculture (-7.0 per cent) and ser-

vices (-0.6 per cent), seeing a contraction in
employment, whilst industry saw a signifi-
cant growth of 7 per cent (Table 2.4). How-
ever, higher numbers employed in industry
is unlikely to have come about in the manu-
facturing sector. Rather, the faster growing
industrial sectors such as construction, and
mining, and quarrying, would have absorbed
lower skilled labour from the agriculture sec-
tor.
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Sri Lanka also witnessed an expansion of
employment in the public sector to record a
share of 15.1 per cent, with the absorption
of over 50,000 persons. By contrast, employ-
ment in the private sector grew by only about
30,000 in 2012, to a share of 41.3 per cent.

Thus, despite a persistent decline in Sri
Lanka's rate of unemployment, questions re-
main on the productive nature of jobs that
are being created in the current economic
climate. Indeed, even as the numbers of Sri
Lankan migrants seeking employment over-
seas is on the rise, a growing share of such
migrants are skilled workers, indicative of

Figure 2.3
Trends in Migration

Source: CBSL, Annual Report, various years.

the less-than-favourable domestic labour
market conditions for such workers in the
country (Figure 2.3).

2.2.2 Consumption and Investment
In line with lower GDP growth, consump-
tion and investment growth declined quite
sharply in 2012 (Table 2.5). Sri Lanka's eco-
nomic growth is led by consumption, ac-
counting on average for 80-85 per cent of
GDP. This is in contrast to many fast grow-
ing emerging market economies in Asia that
raised their investment and boosted the sup-
ply of goods to the rest of the world at the
cost of consumption in their own economies.

Table 2.5
Consumption, Savings, and Investment

2009 2010 2011 2012
Consumption (% change) 4.4 14.0 22.4 13.7

GDCF (% change) -2.8 30.8 26.8 18.5

Domestic savings (% of GDP) 17.9 19.3 15.4 17.0

Investment (% of GDP) 24.4 27.6 30.0 30.6

  Private 17.9 21.4 23.7 23.7

  Government 6.6 6.2 6.3 6.9

FDI (% of GDP) 0.9 0.9 1.5 1.4

Source: CBSL, Annual Report, various years.
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In Sri Lanka, current levels of consumption
are associated with over-extended govern-
ment fiscal positions, rising debt levels, and
current account deficits.

Thus, Sri Lanka needs more savings and ap-
propriate levels of investment to support such
consumption growth. Even though govern-
ment investment levels have risen in the re-
cent past, domestic private investment
growth has not kept pace to bring about an
overall swing from consumption to invest-
ment. Additionally, FDI inflows have also
been disappointing. Whilst net FDI flows
as a share of GDP had risen to a 1.4 per cent
in 2012, much of this has been in infra-
structure (44.6 per cent), with services (31.9
per cent) and manufacturing (23 per cent)
drawing smaller shares. The low share of
FDI into manufacturing is especially of some
concern. With Sri Lanka's manufactured ex-
port sector lagging behind, efficiency-en-
hancing FDI __  with accompanying mana-
gerial and technological skills transfer __ is
critical to raise productivity, tap into new
markets and raise export volumes.

If, as planned, Sri Lanka is to achieve sus-
tained high growth into the longer term, in-
vestment and exports need to be higher to
maintain total demand. This calls for the
implementation of fundamental reforms that
will enhance productivity, and prudent man-
agement of the macroeconomic environment
that is consistent with fiscal and external sta-
bility.

2.3  External Stability
The demand for Sri Lanka's goods and ser-
vices has been relatively weak in recent years.
In 2012, earnings from exports contracted by
7.4 per cent, to bring Sri Lanka's exports-to-
GDP ratio down to a low of 16.4 per cent.
Higher GDP growth of recent years __ driven
by public investment in infrastructure __ has
come at the cost of a thriving export sector.
The shift of resources from the tradeable to
non-tradeable sectors, such as construction
and related activities has also been encour-
aged by a distorted and uncompetitive real
rate of exchange that has prevailed in the
economy. The rupee was held steady against
the US dollar during 2008-11 despite a weak

Figure 2.4
Nominal and Real Exchange Rate Trends

Source: CBSL, Annual Report, various years.
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current account position, averaging 5 per cent
of GDP per annum over this period (Figure
2.4). The Real Effective Exchange Rate (REER)
__ measured against a basket of 24 currencies
__ saw a steady appreciation, weakening the
competitiveness of Sri Lanka's exports in in-
ternational markets.

The combined impacts of an overvalued ex-
change rate that helped pull in imports and
a relaxed monetary policy stance that saw
high credit growth in the economy, also
served to fuel Sri Lanka's import demand (Fig-
ure 2.5). A ballooning trade imbalance
prompted policy intervention in February/
March 2012 in the form of a ceiling on credit
growth by commercial banks, re-imposition
of high customs duties on motor vehicle
imports, and relaxation of CBSL intervention
in the foreign exchange market to keep the
exchange rate within a pre-determined band.
Whilst the policy measures began to exert a
curb on import expenditure growth, Sri Lanka
continued to run a significantly high trade
deficit at nearly 16 per cent of GDP in 2012
for a second consecutive year.

Sri Lanka was able to bring its external cur-
rent account deficit down to 6.6 per cent of
GDP in 2012, from 7.8 per cent of GDP
recorded in the previous year, because of

Figure 2.5
External Sector Developments

Source: CBSL, Annual Report, various years.
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External Sector Developments

Source: CBSL, Annual Report, various years.
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also been an incremental opening up of the
government securities market to foreign in-
vestors. The threshold limit of 5 per cent of
Treasury bonds outstanding introduced in
2006, was relaxed to 10 per cent in 2007. In
2008, Sri Lanka opened its Treasury bill mar-
ket to foreign investors with a threshold limit
of 10 per cent. In December 2011, the thresh-
old limit was further expanded to 12.5 per
cent of outstanding Treasury bills and Trea-
sury bonds stock.

Increasingly, regulations governing foreign
borrowing by Sri Lanka's corporate sector
have also been eased, whilst approval pro-
cesses have been expedited to encourage pri-
vate firms and commercial banks to tap for-
eign sources for funding. With the imposi-
tion of a ceiling on credit growth of 18 per
cent by commercial banks in February 2012,
the CBSL allowed a relaxation of credit growth
to 23 per cent so long as the additional funds
were borrowed from overseas. In the Budget
2013 presented in November 2012, these
were further elucidated, permitting Licensed
Commercial Banks (LCBs) to borrow up to
US$ 50 million each year for three years with-
out the approval from the Exchange Control
Department. Similar treatment was offered
to corporate entities, with a borrowing limit
of US$ 10 million each year for three years
without exchange control approval. Such

moves have prompted many private entities
to resort to foreign borrowing, including at-
tempts by the state-owned National Savings
Bank to issue a US$ 500 million interna-
tional bond in mid-2013.

With the greater appetite by the government
for foreign borrowing, Sri Lanka today is more
vulnerable to external shocks than before. The
associated risks of short term capital flows,
and foreign private debt accumulation by the
private sector, are well known. In the face of
any sudden change in investor perceptions,
the risks to the exchange rate are high, par-
ticularly in the context of a relatively thin
foreign exchange market. Indeed, Lanka has
witnessed such periodic stresses, notably in
2000/01, 2008/09 and in 2011/12, when the
currency came under severe pressure amidst
growing external payments problems. Coun-
tries that resort to higher volumes of foreign
financing are better positioned to withstand
external shocks to the economy, if there is a
buffer provided by an accumulated stock of
foreign reserves. As evident from a compara-
tive perspective, Sri Lanka's ratio of external
debt stock to exports is high, and compares
poorly against the average for developing
countries (Figure 2.6). Worryingly, the ratio
of reserves to external debt also remains low
vis-a-vis the average for developing countries.

Table 2.6
Foreign Capital Flows

Capital Inflows to Government & LCBs                    Sovereign Bonds
    2011     2012 Issued Amount Tenure
(US$ mn.) (US$ mn.) (US$ mn.)   (Yrs.)

Commercial banks’ long term 973 2007 500 5
foreign currency borrowings
Inflows to governmenta 4,353 5,257 2009 500 5
  Treasury bills and bonds 1,154 2,236 2010 1,000 10
  Long term loans 3,029 2,869 2011 1,000 10

2012 1,000 10

Notes: a: Includes capital and current transfers, inflows from Treasury bills and bonds and long term
loans.

Source: CBSL, “External Sector Performance”, December 2012.

.
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Source: World Bank, International Debt Statistics 2013, World Bank, Washington, D.C.

The stability and composition of Sri Lanka's
official reserves has been an area of some
dispute. Official reserves declined to a low
of US$ 1.3 billion in March/April 2009 as
the CBSL attempted to support the currency
by selling off reserves. Reserves dipped to
provide cover for only 1.2 months of im-
ports, well below the international bench-
mark of 3 months of imports. With the end
of Sri Lanka's 30 year conflict in May 2009,
the country began a gradual process of re-
building its reserves through an IMF SBA,
short term capital inflows to the government

securities market, and the issuance of sover-
eign bonds at regular intervals. Reserves
peaked at US$ 8 billion in July 2011 before
once again dipping to US$ 5.5 billion in
February 2012 with 3.2 months of import
coverage, as the CBSL once again attempted
to prop up the exchange rate. With the deci-
sion to allow the exchange to move freely,
and issuance of a US$ 1 billion sovereign
bond in July 2012, official reserves were once
more built up to US$ 7 billion with 4.4
months of import coverage by end 2012 (Fig-
ure 2.7).

Figure 2.7
Official Reserves (Annual)

Figure 2.6
External Debt Stock 2011: Sri Lanka in a Comparative Perspective

Source: CBSL, Annual Report, various years.
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Source: World Bank, International Debt Statistics 2013, World Bank, Washington, D.C.
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The bulk of Sri Lanka's reserves are made up
of foreign borrowings, including funds raised
through issuance of 10 year bonds. In issuing
long term bonds and buying reserves, govern-
ments are likely to consider not only the cur-
rent borrowing cost, but also future borrow-
ing costs. Here, by simultaneously issuing
long term bonds and buying reserves, govern-
ments accumulate resources that it can use
in periods of higher borrowing costs. How-
ever, a cost is entailed in that the return may
be considerably lower than the borrowing
costs. At best, such costs can be off-set to
some extent, depending on the extent to
which future borrowing costs are likely to
increase.

The strategy of buying reserves carries risks,
particularly when a country's capacity to ac-
cumulate resources from non-borrowed
sources by raising earnings from exports of
goods and services is on the wane. Purchase
of government debt by non-residents and pur-
chase of international reserves by govern-
ments, are both pro-cyclical. During good
times with lower default risk, governments

may be tempted to borrow more. In the event
of any shock to the economy, governments
will be forced to cut down on borrowing
and use available reserves to smooth out con-
sumption. This can result in a collapse of
both the purchase of government debt by
foreign investors, as well as the ability by
governments to raise foreign borrowings,
leading to external crises.

Viewed at aggregate, Sri Lanka's external
debt dynamics appear not to have changed
very significantly, if only in terms of the
external debt-to-GDP ratio. It increased
slightly to 36.5 per cent in 2012, from 35.6
per cent in 2011, largely on account of the
sharp depreciation of the exchange rate.
However, the overall debt-to-GDP ratio
masks the growing debt service obligations
on Sri Lanka. As more foreign resources were
raised on non-concessional terms, the own-
ership and composition of external debt has
changed swiftly (Figure 2.8). Financial mar-
kets held a mere 6.6 per cent of Sri Lanka's
external debt in 2006. By 2012, this figure
had risen to 34 per cent.

Figure 2.8
External Debt Composition and Debt Service Ratioa

Notes: a. Debt service ratio taken as percentage of exports of goods and services.

 Source: CBSL, Annual Report, various years.
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The bulk of Sri Lanka's reserves are made up
of foreign borrowings, including funds raised
through issuance of 10 year bonds. In issuing
long term bonds and buying reserves, govern-
ments are likely to consider not only the cur-
rent borrowing cost, but also future borrow-
ing costs. Here, by simultaneously issuing
long term bonds and buying reserves, govern-
ments accumulate resources that it can use
in periods of higher borrowing costs. How-
ever, a cost is entailed in that the return may
be considerably lower than the borrowing
costs. At best, such costs can be off-set to
some extent, depending on the extent to
which future borrowing costs are likely to
increase.

The strategy of buying reserves carries risks,
particularly when a country's capacity to ac-
cumulate resources from non-borrowed
sources by raising earnings from exports of
goods and services is on the wane. Purchase
of government debt by non-residents and pur-
chase of international reserves by govern-
ments, are both pro-cyclical. During good
times with lower default risk, governments

may be tempted to borrow more. In the event
of any shock to the economy, governments
will be forced to cut down on borrowing
and use available reserves to smooth out con-
sumption. This can result in a collapse of
both the purchase of government debt by
foreign investors, as well as the ability by
governments to raise foreign borrowings,
leading to external crises.

Viewed at aggregate, Sri Lanka's external
debt dynamics appear not to have changed
very significantly, if only in terms of the
external debt-to-GDP ratio. It increased
slightly to 36.5 per cent in 2012, from 35.6
per cent in 2011, largely on account of the
sharp depreciation of the exchange rate.
However, the overall debt-to-GDP ratio
masks the growing debt service obligations
on Sri Lanka. As more foreign resources were
raised on non-concessional terms, the own-
ership and composition of external debt has
changed swiftly (Figure 2.8). Financial mar-
kets held a mere 6.6 per cent of Sri Lanka's
external debt in 2006. By 2012, this figure
had risen to 34 per cent.
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The change in the composition of Sri Lanka's
external debt has been even swifter. The share
of non-concessional and commercial borrow-
ing has risen to 50.5 per cent of total exter-
nal debt in 2012, from a share of only 7.2
per cent in 2006. The ratio of debt service to
exports of goods and services shot up to 21.2
per cent in 2012 on the back of higher pay-
ments, particularly when  the repayment of
the first sovereign bond of US$ 500 million
issued in 2007 came up for settlement in
2012.

Sri Lanka's external debt has grown at an an-
nual average of 16.4 per cent during 2006-
12, while earnings from exports of goods and
services have grown at only 8.7 per cent dur-
ing the same period. The spike in the debt
service ratio in 2012 is indicative of the pres-
sures that big repayments can exert. While
long term bonds allow for hedging rollover
risk, Sri Lanka will see a significant bunch-
ing of its external debt repayments during
2020-22 as the sovereign bonds issued from
2010-12 mature. Whilst there are no imme-
diate plans to issue similar sovereign bonds
in 2013, the uptake of foreign borrowing by
state-owned banks and other private entities
entail external sector risks for the country as

a whole. The build-up of external payments
stress is a cumulative process, where the
lines between external public debt, public-
guaranteed external debt, and private sector
external debt become extremely blurred. The
surest way of ensuring  a degree of long term
stability in the face of higher volumes of for-
eign debt accumulation, is to ensure that
there is a healthy growth in earnings from
exports of goods and services that allows a
country to build a 'war chest' of non-bor-
rowed reserves.

2.4 Fiscal Policy and Public Finances
The recourse to higher volumes of foreign
borrowing to bridge Sri Lanka's resource gap
has stemmed from decades of weak public
finances. A costly war exerted significant
pressure on limited financial resources, while
holding down the country's growth pros-
pects. The legacy of Sri Lanka's welfare-state,
history of populist public spending
programmes, poorly managed SOEs, and a
bloated public sector bureaucracy have made
rationalization of expenditures an uphill task.
Most worryingly, whilst expenditure needs
have risen, the country has faltered in ad-
dressing constraints in revenue mobilization,
with the revenue-to-GDP ratio falling to its

Figure 2.9
Fiscal Trends

Source: CBSL, Annual Report, various years.
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The bulk of Sri Lanka's reserves are made up
of foreign borrowings, including funds raised
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long term bonds and buying reserves, govern-
ments are likely to consider not only the cur-
rent borrowing cost, but also future borrow-
ing costs. Here, by simultaneously issuing
long term bonds and buying reserves, govern-
ments accumulate resources that it can use
in periods of higher borrowing costs. How-
ever, a cost is entailed in that the return may
be considerably lower than the borrowing
costs. At best, such costs can be off-set to
some extent, depending on the extent to
which future borrowing costs are likely to
increase.

The strategy of buying reserves carries risks,
particularly when a country's capacity to ac-
cumulate resources from non-borrowed
sources by raising earnings from exports of
goods and services is on the wane. Purchase
of government debt by non-residents and pur-
chase of international reserves by govern-
ments, are both pro-cyclical. During good
times with lower default risk, governments

may be tempted to borrow more. In the event
of any shock to the economy, governments
will be forced to cut down on borrowing
and use available reserves to smooth out con-
sumption. This can result in a collapse of
both the purchase of government debt by
foreign investors, as well as the ability by
governments to raise foreign borrowings,
leading to external crises.

Viewed at aggregate, Sri Lanka's external
debt dynamics appear not to have changed
very significantly, if only in terms of the
external debt-to-GDP ratio. It increased
slightly to 36.5 per cent in 2012, from 35.6
per cent in 2011, largely on account of the
sharp depreciation of the exchange rate.
However, the overall debt-to-GDP ratio
masks the growing debt service obligations
on Sri Lanka. As more foreign resources were
raised on non-concessional terms, the own-
ership and composition of external debt has
changed swiftly (Figure 2.8). Financial mar-
kets held a mere 6.6 per cent of Sri Lanka's
external debt in 2006. By 2012, this figure
had risen to 34 per cent.
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lowest yet of 13.0 per cent in 2012 (Figure
2.9).

Despite the persistent weaknesses in revenue
generation, current expenditures have been
curtailed over time to allow higher spending
on much needed public investment. In 2012,
however, public investment was curtailed
sharply to 5.5 per cent of GDP from the
planned 6.6 per cent of GDP, in order to
contain the fiscal deficit to manageable lev-
els. As a result, the gradual reduction of the
deficit from a high of 9.9 per cent of GDP in
2009 continued into 2012, with a recorded
fiscal deficit of 6.4 per cent in 2012.

The re-orientation of fiscal expenditure to
capital investment spending in infrastructure
service improvements is a positive develop-
ment. Infrastructure investment was long
neglected, and is critical for long term
growth. However, the productivity gains to
be had from better economic infrastructure
__ in communication, transportation, distri-
bution networks, energy supply, and finan-
cial institutions and markets __ needs to be
complemented by improved provision of
social infrastructure. The latter includes in-
vestments in general education, science and

technology, and healthcare delivery systems,
that impacts on production activities and
quality of life of households.

Sri Lanka's public expenditure has been some-
what skewed in above respects. Social spend-
ing as a percentage of GDP has seen a con-
tinuous decline, while spending on eco-
nomic services has risen considerably (Fig-
ure 2.10). In the same vein, a breakdown of
social spending indicates a sharp decline in
spending on sectors such as education and
health, whilst spending in transport and com-
munication has risen as a share of GDP.

There are other areas of spending that are a
heavy drain on public finances. Despite the
fact that direct transfers to public entities has
declined as a percentage of GDP, SOEs con-
tinue to post significant operational losses
(Figure 2.11). The most significant of these
are the CPC, CEB, and SriLankan Airlines
(including Mihin Air). The combined opera-
tional losses of these three entities stood at
over Rs. 170 billion in 2012, amounting to
2.3 per cent of GDP.  Operational losses by
SOEs not only dent government tax revenue
enhancement efforts, but they are also a
source of high government borrowing from

Figure 2.10
Economic and Social Spending

Source: CBSL, Annual Report, various years.
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the banking sector. If the finances of SOEs
were to be brought into government fiscal
estimates, Sri Lanka's fiscal performance will
look much weaker than they appear at present.

2.4.1 Deficit Financing
With low revenue mobilization, higher pub-
lic investment in infrastructure has been fi-

Figure 2.11
Transfers to State-Owned Enterprises and Operational Losses

Notes: CPC = Ceylon Petroleum Corporation, CEB = Ceylon Electricity Board, SLA = Sri Lankan
Airlines.

Source:  CBSL, Annual Report, various years.

nanced almost in entirety through govern-
ment borrowings. A significant departure in
recent years has been that such borrowings
have been sourced increasingly from abroad
(Figure 2.12). Net foreign financing of the
government fiscal deficit has increased sig-
nificantly in recent years. More critically,
much of the foreign resources have been ob-

Figure 2.12
Deficit Financing

Source: CBSL, Annual Report, various years.
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tained on non-concessional terms. In 2012,
for example, the share of such non-
concessional funding stood at 60 per cent of
overall net foreign financing.

Foreign financing to bridge Sri Lanka's fiscal
needs have come by way of international sov-
ereign bond issues, foreign investment in ru-
pee denominated government securities and
receipt of project loans from bilateral and
multilateral sources. Collectively, China has
been the biggest source of foreign finance,
with funds made available through the Gov-
ernment of China, the Export-Import Bank
of China, and the China Development Bank
Corporation (Table 2.7). Funds generated
through foreign borrowing have supported
major infrastructure development projects in
ports, energy, roads, and railways.

Table 2.7
Major Sources of Foreign Borrowing and Infrastructure

Projects Financed
Source (US$ mn.)a 2007 2008 2009 2010 2011 2012
Government of China 175 40 291 104
Export-Import Bank of China 692 334 615
China Development Bank Corporation 153 75 229
Government of Japan 197 263 295 303 346 367
Government of India 30 201 261
ADB b 135 247 244 306 263 292
IDAc 74 95 148 145 196 166
Other 64 199 185 241 137 125

Major projects
Government of China Hambantota port

Puttalam coal power plant
Export-Import Bank of China Hambantota port

Puttalam coal power plant
Colombo-Katunayake expressway

China Development Bank Corporation Development of priority roads

Government of Japan Upper Kotmale hydro power project
Greater Colombo transport development
Southern highway construction

Government of India Northern railway line

ADB Colombo port expansion
National highways sector project

Developing countries with weak public fi-
nances incur higher borrowing costs to fi-
nance infrastructure spending. This is par-
ticularly so in a context where infrastructure
tends to be less extensive and of a poorer
quality, where the efficiency with which in-
frastructure is used and managed may also
be weaker, due largely to weaker institutional
and regulatory capacity. As Sri Lanka opts
for more and more of infrastructure financ-
ing from abroad, accessed on non-
concessional terms, ensuring that such
projects will boost overall productivity in the
economy and enhance earnings from exports
of goods and services to service foreign debt
becomes critical. For now, the biggest rea-
son to be hopeful is that it takes time for
results from past investments to come

Note: a: Amount disbursed, b. Asian Development Bank,  c. International Development Association.

Source: CBSL, Annual Report, various years.



Macroeconomic Performance and Outlook: 2012/2013

29

through, and many such benefits have yet to
materialize.

2.5  Monetary Policy and Financial
Sector Developments
As more of the fiscal deficit financing was
sourced from abroad, easing domestic bor-
rowing by the government, the CBSL used
moral suasion to encourage LCBs to lower
lending rates and enhance credit growth to
the private sector. Indeed, state-owned com-
mercial banks were required to bring down
their lending rates to ensure more private
sector activity in Sri Lanka's post-conflict
growth drive. However, it was clear by mid-
2011 that credit growth to the private sector
was endangering price stability as inflation
rates began to edge-up, as well as contribut-
ing to an import surge that threatened exter-
nal sector stability. Access to relatively cheap
credit, an over-valued currency, and the halv-
ing of import duties on motor vehicles com-
bined to release pent-up demand that saw a
surge in import expenditures. Loans and ad-
vances by LCBs grew strongly in 2011 and
saw the highest rate of growth in 2012 (Fig-
ure 2.13).

The CBSL reversed direction sharply in Feb-
ruary 2012, imposing a ceiling on credit
growth of LCBs to 18 per cent (relaxed to 23
per cent so long as additional funds were
generated from foreign borrowing), and hik-
ing policy rates by a cumulative 75 basis
points by March 2012. With curtailed liquid-
ity, lending rates began to climb steadily,
slowing down credit growth to the private
sector. From a peak of 35.2 per cent credit
growth to the private sector in March 2012,
it decelerated to 17.6 per cent by end 2012,
allowing the CBSL to ease policy rates by 25
basis points in December 2012 (Figure 2.14).

Figure 2.13
Loans and Advances by LCBs

Source: CBSL, Annual Report, various years.

Rising food prices on account of inclement
weather conditions that contributed to infla-
tionary pressures in 2011 eased in 2012.
However, the lagged effects of credit growth,
a depreciation of the currency from February
2012, and sharp adjustments to fuel prices
in March 2012, saw inflationary pressures
pick-up once again, with point-to-point in-
flation peaking at 9.8 per cent in July 2012.
Nonetheless, inflationary pressures in the
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Figure 2.14
Credit Growth, Interest Rates and Inflation

Source: CBSL, Annual Report, various years.

tions and the general slow-down in economic
activity ensured that price stability was not
an overriding concern for monetary authori-
ties.

2.5.1 Exchange Rate Policy
Of more immediate concern in ensuring
macroeconomic stability was the direction

of exchange rate policy. Despite a sharp de-
terioration in external sector performance,
with Sri Lanka's current account deficit plum-
meting to -7.8 per cent of GDP in 2011, the
exchange rate continued to be held within a
pre-determined band. The CBSL intervention
in the foreign exchange market saw the
country's official reserves dip before correc-

Figure 2.15
Official Reserves (Monthly)

Source: CBSL, Monthly Economic Indicators, various issues.
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tive measures were introduced in February/
March 2012, which included the decision
to allow the exchange rate to move freely
(Figure 2.15).

With the long anticipated adjustment to the
exchange rate policy, there was significant
volatility and overshooting in the foreign
exchange market, with the rupee peaking at
Rs. 133 to the US dollar by June 2012. As
the country's import expenditures were cur-
tailed through higher duties and economic
activity began to slow down in general, the
demand for dollars eased, allowing the ex-
change rate to adjust to Rs. 127 to the US
dollar by end 2012.

2.6 Outlook
By early 2013, with inflationary pressures
expected to remain moderate in view of sub-
dued economic activity, better agricultural
output, and stabilization of the exchange rate,
the conditions to ease monetary policy and
reset interest rates at a lower rate in support
of higher GDP growth began to emerge
(Figure 2.16). However, there were early signs
of tension between fiscal financing needs and
monetary policy setting. In a departure from

recent years when foreign financing com-
prised a large chunk of the deficit financing
requirement, the Budget 2013 opted to re-
verse this trend and rely heavily on domestic
borrowing to bridge the deficit. With a tar-
geted budget deficit of 5.8 per cent of GDP,
the domestic financing share was estimated
at 4.1 per cent of GDP. This, together with
deferred payments, saw the bulk of new lend-
ing by banks finding its way to meet govern-
ment financing needs. In the first four months
of 2013, of Rs. 278.2 billion new loans is-
sued by the domestic banking sector, new
loans to the government and public corpora-
tions constituted 85 per cent or Rs. 236.5
billion.

Given the government's domestic borrow-
ing spree, there was little room for a sharp
decline in lending rates to spur private sec-
tor investment in support of higher GDP
growth (Figure 2.16). The CBSL took further
measures to ease interest rates by way of a
50 basis points reduction in policy rates in
May 2013, followed by a decision to lower
commercial banks' SRR by 2 percentage
points __ down from 8 per cent to 6 per cent
__ in June 2013. From August 2013, all LCBs

Figure 2.16
Credit Growth, Interest Rates and Exchange Rate Trends

Source: CBSL, “Monthly Economic Indicators”, various issues.
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to allow the exchange rate to move freely
(Figure 2.15).
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were requested by the CBSL to reduce the
penal rates of interest charged on all loans
and advances including credit facilities al-
ready granted to a level not exceeding 2 per
cent per annum, whilst finance and leasing
companies have been requested to reduce the
penal rate of interest to 3 per cent per an-
num.

The aggressive push to stimulate economic
activity through a credit push will clearly
impact another contentious area in the mac-
roeconomic policy arena  __  i.e., manage-
ment of the exchange rate. Too much credit
pumped into the economy will cause down-
ward pressure on the exchange rate, and may
tempt the CBSL once again to intervene at
the cost of securing the country's foreign ex-
change reserves. Sri Lanka's forex market re-
mains thin, with abrupt supply or demand
changes resulting in high volatility. Indeed,
the exchange rate saw some volatility from
June 2013 due to a host of factors, including
cross-currency movements as the US Federal
Reserve withdrew its quantitative easing
programme and foreign investors selling Trea-
sury bonds in the wake of a general pull back
from emerging markets.

Importantly however, the current aggressive
monetary policy easing is also playing a role
in determining exchange rate movements.
Greater liquidity began to generate higher
import demand, exerting pressure on the cur-
rency (Figure 2.17). Whilst CBSL interven-
tion in the forex market to smooth undue
volatility is permissible, Sri Lanka cannot
afford a replay of sustained intervention to
artificially 'peg' the currency to a pre-deter-
mined band. As at end June 2013, Sri Lanka's
gross official reserves stood at US$ 6.3 bil-
lion, sufficient for 4.1 months of imports.
But, with much of the country's reserves
made up of borrowed funds, and with pri-
vate foreign borrowing on the rise __ with
inflows to commercial banks alone standing
at US$ 664.3 million during the first six
months of 2013 __ there is little room for
policy maneuverability, and even less room
for policy errors. Indeed, even as Fitch af-
firmed Sri Lanka's sovereign rating at BB- with
a stable outlook in April 2013, Moody's
changed its B1 sovereign currency rating for
Sri Lanka from 'positive' to 'stable' in July
2013. While the rights and wrongs of the
methodology adopted by sovereign rating
agencies are open to debate, the bottom line

Figure 2.17
Exchange Rate and Inflation Rate Movements

Source: CBSL, “Monthly Economic Indicators”, various issues; and CBSL, “Weekly Economic Indicators”,
various issues.
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is that they do have an impact on a country's
perceived risk-premium in international fi-
nancial markets.

The expectation is that in the second half of
the year, interest rates will ease sufficiently
to encourage more private sector borrowing
and help meet the government's GDP growth
target of 7.5 per cent in 2013. Such a policy,
however, runs the inherent risk of creating
yet another 'bubble' if private sector credit
growth veers towards consumption without
adequate growth in the real economic sec-
tors.

In this context, the continued poor perfor-
mance of Sri Lanka's manufacturing export
sector is a cause of concern. Export earnings
contracted by 4.5 per cent in the first six
months of 2013, at a higher rate than the
contraction of 2.2 per cent seen in the com-
parable period in 2012. The trade deficit of
US$ 4,556 during January-June 2013 has
shrunk on marginally from a deficit of US$
4,701 in the comparable period in 2012,
inspite of suppressed import demand, partly
through higher import duties imposed in
March 2012 and subdued economic activ-
ity.

Worryingly, worker remittances has seen a
growth in earnings of only 6.9 per cent dur-
ing January-June 2013 relative to a much
higher rate of 17.4 per cent growth seen in
the comparable period in 2012. Sri Lanka

has come to rely heavily on remittances as a
stable and growing source of foreign exchange
earnings. Remittance earnings, however, are
subject to changing demand conditions and
regulations in host countries which under-
lines the need for Sri Lanka to focus on se-
curing its position in the global export mar-
ket, particularly with regards to merchandise
trade in goods and services.

Sri Lanka posted a reasonable overall GDP
growth rate of 6 per cent in the first quarter
of 2013, albeit down from 7.9 per cent in
the corresponding quarter in 2012. Whilst
industrial sector growth has remained strong
__ maintaining a steady growth rate of 10.7
per cent  __ it is still being led by non-trade-
able economic sectors such as construction
(18.2 per cent growth) and electricity, gas
and water (10.4 per cent growth).

A monetary stimulus can be a useful tool to
kick-start a flagging economy, leaning against
the direction in which the economy is headed
__  i.e., to reverse falling consumer spending,
business output and new investments, etc.
While it may lead to the desired expansion
of GDP in the short run, it can also fuel in-
flation. Thus, balancing price and output
objectives must be the cornerstone of mon-
etary policy. For sustained high growth in
the medium to long term, Sri Lanka must
rely on meaningful reforms that address struc-
tural constraints to growth in the real sectors
of the economy.

Table 2.8
External Sector Performance (January-June 2013)

 Jan-June  Jan-June   Jan-June   Jan-June
  2012   2013     2012     2013
US$ mn. US$ mn. Growth (%) Growth (%)

Exports 4,965.0 4,661.0 -2.2 -4.5
Imports 9,666.5 9,217.6 4.2 -5.8
Worker remittances 2,942.4 3,207.7 17.4 9.0
Earnings from tourism 459.9 565.3 24.3 22.9
FDI 451.0 540.0 14.6 19.7

Source: CBSL, “Monthly Economic Indicators”, various issues.


