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The Annual Report of the Central Bank of Sri Lanka for the Year 2018

In terms of Section 35 of the Monetary Law Act No. 58 of 1949, the sixty ninth Annual Report
of the Monetary Board of the Central Bank of Sri Lanka was presented to
Hon. Mangala Samaraweera, the Minister of Finance, by Dr. Indrajit Coomaraswamy, the
Governor of the Central Bank of Sri Lanka.

&

[Dr. Indrajit Coomaraswamy, the Governor of the Central Bank of Sri Lanka presenting the Annual Report 2018 to Hon. Mangala

Samaraweera, the Minister of Finance. Hon. Eran Wickramaratne, State Minister of Finance, Dr. R.H.S. Samaratunga, Secretary to the
Ministry of Finance and ex-officio member of the Monetary Board, Dr. P. Nandalal Weerasinghe, Senior Deputy Governor, Mrs. Swarna
Gunaratne, Assistant Governor, Dr. Chandranath Amarasekara, Acting Director of Economic Research of the Central Bank and Dr.
P.K.G.Harischandra, Additional Director of Economic Research are also in the photo.]
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A summary of the performance of the Sri Lankan economy in 2018 as reflected in the Annual

Report is given below:

The vulnerability of the Sri Lankan economy to global and domestic disturbances became
increasingly visible in 2018, with a modest expansion in real economic activity amidst a low
inflation environment during the year. Real GDP growth was recorded at 3.2 per cent in 2018,
compared to 3.4 per cent in the previous year. This growth was largely supported by services
activities that expanded by 4.7 per cent and the recovery in agriculture activities, which recorded
a growth of 4.8 per cent. Industry activities slowed down significantly to 0.9 per cent during the
year, mainly as a result of the contraction in construction. According to the expenditure approach,
both consumption and investment expenditure supported growth. Investment as a percentage of
GDP stood at 28.6 per cent in 2018 compared to 28.8 per cent in the previous year, while the
savings-investment gap widened during the year indicating increased dependence on external
resources to fill the shortfall. The total size of the Sri Lankan economy was estimated at US dollars
88.9 billion, while the per capita GDP was recorded at US dollars 4,102 in 2018, which was
marginally lower than in the previous year. Amidst the moderate growth in economic activity, a
marginal increase in the unemployment rate and a decline in the labour force participation rate
were observed during the year.

The external sector of the economy was volatile during the year due to both global and
domestic factors. Globally, monetary policy normalisation, particularly in the United States of
America (USA), resulted in global financial conditions tightening, thus causing capital outflows
from emerging market economies and increased pressure on exchange rates of twin deficit
economies, in particular. Sri Lanka also experienced these headwinds, particularly from mid-April
2018, which were exacerbated following the political uncertainties and the downgrade of the
country’s Sovereign rating in the fourth quarter of the year. Domestically, the trade deficit
surpassed US dollars 10 billion for the first time in history with higher growth in import
expenditure outpacing the growth in export earnings, which were at a record level in nominal
terms. Although services exports are estimated to have grown substantially, the deficit in the
merchandise trade balance, stagnant workers’ remittances and rising foreign interest payments
resulted in a widened current account deficit of 3.2 per cent of GDP during the year. The financial
account benefitted from increased foreign direct investment (FDI) inflows which recorded its
historically highest level in 2018, as well as borrowing from abroad, particularly through the
issuance of International Sovereign Bonds (ISBs). The combined result of these developments was
a deficit in the overall balance in the balance of payments (BOP). In 2018, the Central Bank
followed a market based exchange rate policy and allowed a sharper depreciation of the rupee, but
intervened in the domestic foreign exchange market, particularly at times when large capital
outflows and undue speculation caused excessive volatility in the market. In order to address the
widening trade deficit, the Central Bank and the government implemented a series of measures to
curb non-essential imports by increasing tariffs, imposing margin requirements, tightening loan-
to-value ratios on selected types of lending, and suspending the issuance of letters of credit (LCs)
on concessionary permits for vehicle imports. In response to these measures and the global



financial markets becoming less unfavourable, the pressure on the BOP and the exchange rate
subsided during late 2018 and early 2019, and the Sri Lankan rupee appreciated against major
currencies during the first quarter of 2019, thus correcting the overshooting of the exchange rate
observed in the previous year to some extent. The resumption of discussions and the achievement
of staff level agreement with the International Monetary Fund (IMF) on the programme under the
Extended Fund Facility (EFF) arrangement in February 2019 also helped improve investor
sentiments.

In spite of the sharp depreciation of the rupee and the introduction of the pricing formula
for domestic petroleum price adjustments, headline and core inflation remained well anchored in
low single digit levels during the year, supported by proactive monetary policy measures,
improved domestic supply conditions, and also due to subdued aggregate demand conditions.
Headline inflation fluctuated largely in line with the price movements of the food category, where
food prices declined mostly during 2018 owing to favourable weather conditions that prevailed
during the year. Inflation is expected to remain well within mid single digit levels in the medium
term, particularly under the envisaged flexible inflation targeting (FIT) regime. Subdued inflation
and inflation expectations and lower than potential growth in real economic activity prompted the
Central Bank to signal an end to the monetary tightening cycle in April 2018 by reducing the
Standing Lending Facility Rate (SLFR) by 25 basis points. Thereafter, the Central Bank
maintained a neutral monetary policy stance throughout the year, in view of the continued pressure
on the external sector amidst the subpar performance in the domestic economy. Nevertheless, the
large and persistent liquidity deficit in the domestic money market, particularly since September
2018, compelled the Central Bank to inject liquidity on a permanent basis in November 2018, by
way of reducing the Statutory Reserve Ratio (SRR) applicable on all rupee deposit liabilities of
commercial banks by 1.50 percentage points. However, at the same time, to neutralise the impact
of the SRR reduction and maintain its neutral policy stance, the Central Bank increased the
Standing Deposit Facility Rate (SDFR) by 75 basis points and SLFR by 50 basis points, further
narrowing the policy rate corridor to 100 basis points. Accordingly, by end 2018, SDFR and SLFR
stood at 8.00 per cent and 9.00 per cent, respectively. As the shortage in rupee liquidity persisted
into early 2019, the Central Bank reduced the SRR by a further 1.00 percentage point to 5.00 per
cent effective 01 March 2019. Meanwhile, the year-on-year growth of broad money (Mab)
decelerated in 2018 driven by the contraction in net foreign assets (NFA) of the banking sector.
However, within broad money growth, the overall expansion of credit granted to the private sector
by commercial banks in 2018 was higher than expected, in spite of tight liquidity conditions and
high nominal and real market interest rates.

In the meantime, fiscal operations during 2018 demonstrated some improvements with a
higher primary surplus and a lower budget deficit, notwithstanding the decline in revenue
mobilisation. The government revenue declined to 13.3 per cent of GDP in 2018 while expenditure
and net lending declined, particularly due to lower public investment, which was affected by
political tensions that prevailed towards the end of the year resulting in delays in the
implementation of budgetary operations. Reduced capital expenditure also contributed to a
dampening of economic activity. The current account deficit increased in 2018 as a percentage of
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GDP reflecting dissavings of the government. The primary balance, which mirrors the difference
between the government revenue and non-interest expenditure, registered a surplus of 0.6 per cent
of GDP in 2018 compared to the surplus of 0.02 per cent of GDP in 2017. The budget deficit
declined to 5.3 per cent of GDP in 2018 from 5.5 per cent of GDP in 2017 as a result of the
substantial reduction in capital expenditure, but a deviation from the target level of 4.8 per cent of
GDP envisaged in the Budget 2018 was also observed. The outstanding central government debt
increased to 82.9 per cent of GDP at end 2018 from 76.9 per cent at end 2017, which is attributed
to the depreciation of the rupee that affected the rupee value of foreign debt, relatively low nominal
GDP and higher net borrowings during the period. Rollover risks can be contained through the
implementation of the provisions of the Active Liability Management Act (ALMA) and the
introduction of the Medium Term Debt Management Strategy (MTDS), which would help manage
the government’s debt obligations in the period ahead, with the support of continued commitment
towards revenue based fiscal consolidation.

The financial sector continued to expand in 2018, supported by the moderate but stable
growth of the banking sector. However, the profitability of the banking sector declined during the
year mainly due to some deterioration in the asset quality, a rise in operating costs and higher
taxes. The Central Bank strengthened the prudential policy measures, including the
implementation of Basel Il requirements and the adoption of Sri Lanka Accounting Standard -
SLFRS 9 during the year. Meanwhile, the Licensed Finance Companies (LFCs) and Specialised
Leasing Companies (SLCs) sector also recorded moderate growth amidst a challenging
environment, and the Central Bank took measures to resolve distressed finance companies and to
address the lingering concerns in the sector. The Colombo Stock Exchange (CSE) recorded yet
another year of poor performance due to adverse developments on domestic and global fronts,
which affected investor sentiments.

Amidst efforts to maintain the country’s macroeconomic stability over the past several
years, the postponement of much needed structural reforms has moved the Sri Lankan economy to
a modest growth path. Sri Lanka’s graduation to the middle income status almost a decade ago
required far reaching policy reforms to move towards higher income status by avoiding the so-
called middle income trap. However, delays in addressing barriers to growth and introducing
growth enhancing reforms in the areas of export promotion, attracting FDI, reducing budget
deficits and debt levels, reforming factor markets, strengthening public administration, and
ensuring the rule of law have largely contributed to Sri Lanka’s economic stagnation, while peer
economies have progressed rapidly as a result of growth supporting reforms. Therefore, for Sri
Lanka to succeed as a higher income economy and improve the wellbeing of its people, it is
essential that the root causes for the continued low economic growth are addressed by expediting
the required structural reforms with a focus on improving productivity and efficiency of the
economy. In this background, it is vital that all stakeholders make concerted efforts to expedite the
reform agenda that is already in place, which includes the National Export Strategy (NES) and
New Trade Policy (NTP) to improve earnings from merchandise and service exports, the fiscal
consolidation programme to improve fiscal discipline and debt sustainability, and the Central
Bank’s move towards adopting FIT by 2020 to ensure sustained price stability. The timely

4



implementation of these reforms will not only improve Sri Lanka’s economic outlook and its
prospects as a highly sought after destination for investments given the country’s strategic location
in the Indian Ocean, but also would be essential to uplift the overall standard of living and quality
of life of its people.The country can no longer afford to postpone such reforms, if Sri Lanka is to
progress along a high and sustainable growth trajectory over the medium term and catch up with
countries that were behind Sri Lanka several decades ago.

Macroeconomic Performance (2014-2018)

Indicator WUnif 2014 2013 2016 2017 ja) 2018 b}

Recl Sector {c}

Raal GOP Growlh % 4.0 50 4,3 () 3.4 (b) 3.2

GOP ot Current Market Price Kz bn 10,361 10,951 11,994 (o] 13,418 (b) 14,450

Per Capita GDP [d) uss 3.819 3,842 3,885 (a) 4,104 (k) 4,102
Extarnal Sactor

Trode Balance (c) % of GDP -10.4 -10.4 -10.8 (o) -109 -11.6

Curent Account Balance {g) % of GDP 2.5 -2.3 =21 24 -3.2

Owerall Balance US55 mn 1.369 -1.489 -500 2,068 -1.103

Exdternal Official Reservas USE mn 8,208 7,304 6,019 7959 4,919
Fiscal Sactor (c)(=)

Current Account Balance % of GDP -1.2 -2.3 0.4 -0.7 -1.2

Primary Balance % of GDP -1.5 -2.9 0.2 0.02 0.6

Cverall Balonce % of GDP =57 -7.6 -3.3 -5.5 -5.3

Central Government Clebi % of GDF F13 77.7 78.3 6.2 B2.9

Monatary Secor and Inflation

Brood Money Growth (M. (f) % 19.4 17.8 184 16,7 13.0
Private Sector Credit Grawth fin M.} {a)(f % 8.6 23.0 216 14.7 152
Annual Averags Infilation (g} % 3.3 2.2 4.0 8.6 4.3

(a0} Revviz=d Sources: Department of Census and Statishics

{b) Provigional Kiniay of Finance

{c} Based on the GDF edimates (boze year 2010) of the Department of Cenzus and Statichcs. Central Bank of G Lanka

[d) Eshmates updated with the latest populahon figures

{2) Bazed on revised GDP eshmates for 2016 and 20017 made available on 19 March 2019 by the
Department of Censve and Stotishcs

) Yearon-year growlh bosed on end year value:

(a) Data up bo 2014 i based an CCP} {2006/07 =100} while daia from 2015 onwards iz based on
CCPI(2013=100)

Medium Term Macroeconomic Framework ()

Indicator Und 2007 ) 2018 ¢) Projedtions
) : o 2019 2020 2021 2022 2023
Real Sector {d}
Reol GOP Growth % 344 3z 4.0 4.5 50 50 50
GOP ot Currant Market Price Rz be 12,418/ 14,450 15,855 17,389 19170 21,03 23,207
Per Capite GDP U5 4,104 |cllel 4,102 4,001 4,282 4,530 4,816 5122
Total Invegtmant %o of GDP 28.8{d)if) 26.6 2.1 29.6 300 30.6 311
Damestic Savings % of GDP 21.7{chif) 2] 229 239 251 247 2584
MNational Savings % of GDP 2621 254 26.8 275 28.1 288 ana
External Secior
Trade Gop (d) %ot GDP -16.9 -11.6 116 -11.4 -11.2 -10.6 29
Exports USS mn 11,360 11,890 12,935 14,075 15,390 16,875 18,557
Imiporte USS mn 20,980 22,233 23,070 24,825 26,620 28,250 29,891
Curant Account Bolance (d) % o CDR 2.6 32 23 210 2.0 -1.8 -1.0
Exdernal Official Reserves Months of Imporis 4.6 27 4.1 4.3 4.5 4.7 48
Fizcal Sector [d){a}
Total Revanve and Grants %o of GDP 13.7 (R 134 151 16.1 156.8 170 17.5
Expenditurs and Met Lending % of GDP 1924 18.6 19.5 1924 20.3 205 20.7
Current Account Bolance % of GDP B.7(h =1:2 02 11 1.7 1.6 22
Frimary Bolonea %o ot GDP Q.02 (R 0.4 1.5 2.4 25 25 28
Chearall Budget Detcit % A CDR -5.51k -53 -4.4 35 3.5 358 332
Central Government Debt % < GDP FE.9(H 29 B2:5 8.0 75.0 720 70.0
Monetary Seclor ond Inflation
Broad Maney Growth (M (i) % 16.7 13.0 120 12.5 125 125 125
Private Sector Crecht Growih fin M. ] () £ 147 159 135 133 a7 135 135
Annual Average Inflation (|} Yo 6.6 4.3 4.8 50 5.0 50 5.0

{a) Based on infarmation available up to end March 2019 Sources: Dep-ar--ne_n: of Cencuc and Stetistics

b ioed Mingsiry of Finonce

{ci Provisional Centrol Bank of Sa Lanks

(d} Based an the GOP estimates (hose year 2070] of the Depariment of Census and Statisics,

{el Estimaotes updated with lotest population figures

B Tl Sl e soiicgs: o] b Eoei: b B ol G iy O T ot tmend- o s Dt
of Census and Statisies from 36 5%, 29 3% and 33.9%, respechvely

fi) Th Mexhors Torm Fisoak Frarnework will bs revissd dhinng the third goarer o 20190

{hl Far 2017, revised GDP achmates were used, as released by the Deparment of Census and Stohshes on
19 March 2019

{8 Vit oo sty e e spsscar b

i} Based on CCPI (2013=100]



Activity-wise Contribution to GDP Growth
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Summary of Fiscal Sector Performance

Central Government Debt
(as a percentage of GDP)

(as a percentage of GDP)
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Infographics from the Central Bank Annual Report 2018

Snapshot of National Output, Expenditure and Income - 2018
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Snapshot of the Petroleum Sector
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Snapshot of the Education and Health Sectors - 2018

Policies and reforms aimed at improving the level of general

EDUCATION continued during 2018
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e®%C

74 6%
...

GENERAL EDUCATION

Student Teacher Ratio
Government Other
Schools Schools*

UNIVERSITY EDUCATION
No. of STUDENTS

94,681 61,150

17 @ in Universities in Tertiary and
’ Vocational Education
A 24453

in Open University

3,633
in other Higher
- Education Institutes®**

A

|=

% 4f2 mllhon Mo or

0.0 -

STUDENTS fl\\ b STLTEE)':E

Government .- Schools*
Schools* ey »

The government continued its efforts to expand the
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Snapshot of Prices, Wages and Employment — 2018
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Snapshot of the Labour Market — 2018

Household Populafion
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Snapshot of the External Sector

Sri Lanka’s external sector experienced significant pressure in 2018, due to both
domestic and external factors. ..

The TRADE DEFICIT expanded in 2018..
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Import expenditure on vehicles, fuel and geld resulted in the trade deficit widening in the first three quarters of 2018 despite a

positive growth in exports...

..resulting in a widening of the
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Consequent POLICY MEASURES adopted to curtail imports strengthened the

external sector i

Several policy measures were adopled to stabilise imports and mitigate pressure on the

exchange rate...

Jan-Apr 2018

n early 2019

These developments eased the pressure on the
external sector, resulting in a notable appreciation of
the Sri Lankan rupee by end March 2019.
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..resulting in a significant reduction in vehicles and geld imports,
containing the trade deficit towards end 2018 and early 2019.
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Snapshot of the Fiscal Sector

2018 - Fiscal consolidation showed mixed Performance
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Commercial
Banks

-5.3 =y
Domestic Financing Fore
(Rs. billien)

437.2

(294.3)

2019 - B.ud_gei

%\

| Primary Balance Current Account Balance

M Oerall Fiscal Balance

Revenue Proposals

(Tax and Non Tax)

AH

Tox

Revenuel

-

Tax on Vehicles Tax on Cigareties |

@ Other Loans

'\r ‘
| Public

Foreign Projects
oans

(&)

2017
76.9%
9.0%

ign Financing B Domestic Debt'™ | Foreign Debt®

(Rs. billion) {Re. billion) (Rs. billion)
323.5 6,018 5,960
(439.2) {o) az ot end 2018

Expenditure Proposals

Salaries %ﬁl ﬂ

& Investments
i_ - ! |nfmﬂmdure Health
! g:ﬂ R 4 * Interest
Non Tax oh s : / Puymenh
Revenue ; -
Economic Service Tax on Liquor
i F;‘,’;ﬁng?{ Slarics
edi hallenging®
Medium term targets are challenging
Fiscal Balances (as % of GDP) Central Government /Public Debt
| S | N9 99909
bl e T |
Current Account Balance Owverall Fiscal Balance Primary Balance o W 0w
n o .
: SN

-3.5 -35

-3.5
-4.4

2018}
2019
2020
2021
2022
2023

-5.3

2018|( 0.6

(b} The medium term fiscal framework will be revised during the third quater of 2019
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Snapshot of the Monetary Sector

2015
In April 2018, the Central Bank signalled an end to the
monetary tightening cycle that commenced at end 2016
2015, and adjusted to a neutral monetary policy
stance during the remainder of the year 2017
Low Inflation Subpar Economic Surplus Liquidity 2018
during 2018 Growth during the first

5 months of 2018

o

SLFR Reduced to
29 ]IB 8.5%
Tight global financial conditions pr

Capital outflows from AR
emerging economies o ?

Increasing oil prices
in the international

market SDFR Increased to 8.0%  |NIGWEGYIe High Nominal & Real
— and SLFR Increased to 9.0%

0.4% |2.8%

(End Year, Y-0-Y)

Persistent Liquidity Deficit
in the market since

= 2017
. - : ~ - 167%
I NCPI (2013=100) CCPI (2013=100) ° -
§ o o u =4
F [ ]
L |7.3% @ 7.1% @ = 2018
A - mm 13.0%
A
|
(o]
N

Broad Money
Growth

September 2018
SRR Reduced to = - == 2018
5.0% w.e.f. 01 — = 407% -.0%
March 2019 = = t = '
= = =
- 2017 - 2017 - 2017

- 14.7% 4.5% 10.0%

L] - I
Credit 1o the Credit to Public Credit fo the
Private Sector CQrporqﬁons Gmmm‘m

Notable progress has been made 6%
to implement RO Cg e p—
Flexible Inflation Targeting (FIT) by 2020 T —
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Financial Sector Asset Composition and Selected Indicators

Y-o-Y Y-o-Y
CAR Growth in
o/ Total Assets
15.1% 14.6%

&

Liquid  iladasa
o i ROA®D o Tonal ﬂg pin
Assets Assets 3
\25.;% 1Bk 7.6% LFCs and SLCs o

S = ‘

No. of Gross LFPéo. ofd Gross
Licensed NPL Ratio e NPL Ratio

Banks 3.4% 0,

an ' “ o . 7.7%
The banking sector showed a moderate The Licensed Finance Companies (LFCs) and Specialised
expansion during the year while maintaining Leasing Companies ({SLCs) sector recorded a
capital and liquidity levels above the regulatory moderate expansion with a slowdown in credit growth

minimum requirements. and profitability and a decline in asset quality.

‘_ TR
& o

62 % EPF and other

Superannuation Funds

15% 111} ﬁ
—
Central Bank a
] O% LFCs and SLCs

8%

Insurance

Interest Y-o-Y No. of Y-0-Y
Rate Paid on Growth in Insurance Growihin
Total Assets Companies

10.8%

Ret No. of No. of ROA
by Member Insurance s A O
Investment Aot Brikare Life : 49%
10.4% Gen : 5.4%

‘ ]8.5 mn

63

Refunds o
Rs.108 bn ;;’"{:‘g"“;
\,\\ N 7‘ 7

Employees’ Provident Fund (EPF) recorded
a moderate expansion during the year providing
reasonable real rate of return to the members.

The overall gross written premium of the insurance
sector recorded a growth of 12.6 per cent.
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