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Abstract 

This paper provides welfare maximizing optimal monetary and fiscal policy rules for Sri 

Lanka, in a New Keynesian Dynamic Stochastic General Equilibrium (DSGE) model, closely 

following Schmitt-Grohe and Uribe (2007). A standard Taylor rule  type monetary policy  

reaction function where the nominal interest rate responds to  inflation deviations and  output 

gap, and a fairly simple  fiscal policy reaction function in which tax revenue depends on the 

level of total government liabilities are used. The deep structural parameters of the model are 

calibrated to the Sri Lankan economy. To conduct welfare analysis, equilibrium solutions to 

the model are approximated up to second order accuracy. The optimal solution coefficients 

for the policy reaction functions are determined such that the welfare associated with the 

optimal policy rules delivers virtually the same level of welfare associated with the Ramsey 

optimal allocation. The monetary and fiscal policy rules that are optimal within a group of 

implementable and simple rules are then proposed for the Sri Lankan economy. 
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