
The key challenge facing the Sri Lank-
an economy is the spectre of a growing 
debt overhang – with large medium-term 
foreign currency debt settlements to be 
made – in the face of a persistent slow-
down in gross domestic product (GDP) 
growth. Economic growth has come in at 

under 3.5 per cent for a 10th successive 
quarter as of mid-2019.
 
Much of the explanation for persistent 
anxieties about the Sri Lankan econo-
my is linked to political tensions. These 
tensions climaxed with an ultimately un-
successful attempt by the President to 
unseat the Prime Minister in October 
2018. The tumultuous 52-days of insta-
bility drained what remained of investor 
confidence – accelerating an early exit 
of foreign investors from government 
securities, and adversely impacting a 
struggling Sri Lankan rupee. And, as if 
the troubles were not enough, the econ-
omy was dealt a further setback by a 
terror attack in April 2019 that claimed 
more than 250 innocent lives across the 
country. With elections around the cor-
ner, a last-minute dash to speed up im-
plementation of government economic 
programmes is underway. However, the 
impacts of such efforts on broader eco-
nomic outcomes will be rather negligible. 

Fiscal Policy
Sri Lanka’s efforts to clawback fiscal 
stability from mid-2016 under the three-
year ‘Extended Fund Facility’ (EFF) ar-
rangement with the International Mone-
tary Fund (IMF) has taken its inevitable 
toll on medium-term growth prospects. 
Indeed, lower budget deficits and high-
er government revenues are at the core 
of the USD 1.5 billion loan. With built-in 
elements of fiscal tightening, a soft infla-
tion target and a flexible exchange rate 
regime into the EFF framework, Sri Lan-
ka’s ‘twin deficit’ imbalances are to be 
addressed in the short term by ‘switch-
ing resources’ (flexible exchange rate) 
rather than attempting to boost national 
income.

With the government hamstrung on the 
expenditure front, other critical areas of 
investment have suffered. Public invest-
ment has borne the brunt of adjustment 
with realised spending falling short of 
budgeted spending, particularly in years 
that overall fiscal deficit targets have 
come under pressure. More worryingly, 
public spending on key sectors of health 
and education has continued to decline 
consistently as a share of GDP. These 
spending patterns raise serious con-
cerns about Sri Lanka’s preparedness 
to face demands for better quality infra-
structure and human resources that are 
necessary to stay competitive and forge 
ahead as a rising middle income econ-
omy.     

Sri Lanka has little room to provide a fis-
cal stimulus to reinvigorate growth in the 
near term. Indeed, fiscal tightening via 
higher taxes on both households and pri-
vate firms dampen aggregate demand, 
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just as a decline in government expen-
ditures would do the same. Other things 
being equal, this can depress the rate 
of growth of GDP – at least in the short 
run – and exacerbate debt burdens. The 
risks of tax increases and/or spending 
cuts leading to a stagnant or shrinking 
economy can be offset by strong private 
investment demand, along with stable 
growth in private consumption. Unfortu-
nately for Sri Lanka, policy and political 
instability has continually undermined 
private investor demand in recent years, 
with little signs of any sustained pick up 
until election uncertainties are cleared. 

Monetary Policy
Inflation rates in the economy – a com-
bined result of both cost push factors 
from rising food prices and demand-pull 
factors from high credit growth – began 
to ease considerably from early 2018 
in response to tighter monetary policy 
measures.          

In the face of sluggish economic growth, 
the argument for a looser monetary pol-
icy stance had to be weighed against 
the need to defend a struggling curren-
cy as well. The CBSL allowed for only a 
partial sterilisation of forex market inter-
vention to ensure that interest rates do 
not go sky-high and stifle private invest-
ment and growth prospects altogether. 
Non-sterilised intervention in the forex 
market not only employs the interest 
rate channel to nudge short term inter-
est rates, but it also sends signals of 
monetary authority intentions to shape 
expectations on future monetary and ex-
change rate policy.

Sri Lanka’s Cabinet of Ministers has also 
given the nod to bring about changes to 
the monetary law of the country to help 
the CBSL transition to a ‘flexible inflation 
targeting’ regime. Changes to monetary 
policy practices occur periodically as 
painful economic adjustments are wit-
nessed. A flexible inflation targeting re-
gime aims to anchor price stability as the 
prime factor of monetary policy. While it 

can bring more stability, predictability, 
and transparency to monetary policy, 
global experiences – not least under the 
post global financial crises era – show 
that central banks cannot always set in-
terest rates through monetary policy. 
  
Near Term Economic Outlook 
Electoral cycles encourage the practice 
of ‘competitive populism’ in Sri Lanka. 
This has commonly manifested in the 
form of perks offered to the country’s 
substantial vote base of public sector 
employees, expansion in subsidies and 
transfers to households through pro-
grammes such as Samurdhi, amongst 
others. The 2019 Budget too offered 
some early pre-election ‘relief’ as antici-
pated, albeit with more restraint in order 
to retain the fiscal consolidation gains 
made since mid-2016. Nonetheless, 
with a decision to proceed on a ‘Vote on 
Account’ to allocate expenditure in the 
first quarter of 2020 to allow an incoming 
government to prepare and present a full 
budget for the year, the risks to fiscal tar-
gets being missed are high. 

With major infrastructure projects such 
as the Colombo Port City ready for take-
off, if political stability is reinstated, Sri 

Lanka may see a surge in foreign cap-
ital inflows for large scale infrastructure 
spending. Either way, a priority for any 
incoming government will be to try and 
revive growth within the shortest possi-
ble time. And, reviving growth is essen-
tial; at the same time, any incoming gov-
ernment must also be prepared to act 
swiftly on both fiscal and monetary pol-
icy fronts to rein in expansionary fiscal 
and monetary policy stances – and the 
risk of a sudden sharp bubble – at the 
first signs of the economy overheating. 

This Policy Insight is based on the com-
prehensive chapter on “Sri Lanka: Eco-
nomic PerFormance and Outlook”: State 
of the Economy 2019 Report’ - the flag-
ship publication of the institute of Policy 
Studies of Sri Lanka (IPS). The com-
plete report can be purchased form the 
publications section of the IPS.
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