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Abstract
The deteriorating terms of trade in the past two decades has been a concern for the policy-
makers of Sri Lanka. The recent literature has argued that the effect of the terms of trade shocks
on an economy depends on the characteristics of the underlying shock. Using a sign restricted
VAR model, this paper examines the effect of external shocks that cause terms of trade
fluctuations on the Sri Lankan economy. Three external shocks, viz., world demand shocks,
world supply shocks and globalization shocks are considered in this study. The world demand
shocks do not have a significant long-term effect on Sri Lanka’s real output, but the negative
world supply shocks are contractionary. Conversely, positive globalization shocks increase
domestic output permanently. Both positive world demand shocks and globalization shocks
are inflationary while negative world supply shocks increase domestic prices initially but
reduce the prices after two quarters. World demand shocks have largely contributed to the
fluctuations in trade balance in Sri Lanka since 2007, whereas the importance of globalization
shocks on the imports, exports and trade balance has increased since 2010. Further, the
contribution from globalization shocks to the variance in domestic output and price levels has

increased since 2007.
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