
T he external sector remained buoyant during the first half of 2010 
underpinned by the gradual recovery of the global economy, 
improved financial market conditions  and increased investor 

confidence brought about by the stable macroeconomic environment. 
External trade rebounded strongly during the first half of 2010. The sharp 
revival in tourism and expansion of freights and port related activities 
sustained the upturn in the Services sector. The growth momentum in 
remittances continued. In view of the significant rise in imports, the trade 
deficit expanded and the current account recorded a deficit of US dollars 
1,142 million in the first half of 2010.

Foreign financial flows to the government in the form of loans and 
investments in government securities increased during the first half of 2010. 
The renewed investor confidence, stable exchange rate, and comparatively 
higher domestic interest rates helped attract higher foreign inflows to 
the government securities market. The positive investor sentiment was 
further strengthened with the approval of the third and fourth tranches 
simultaneously under the Stand-by Arrangement (SBA) facility of the 
International Monetary Fund (IMF) in June 2010 and the fifth tranche 
in September 2010. Meanwhile, third international sovereign bond was 
issued in October at a relatively lower interest rate and attracting an order 
book of  more than 6 times the value of the bond. Accordingly, by mid 
October 2010, the Balance of Payments (BOP) recorded a surplus of US 
dollars 1.3 billion, while the gross official reserves reached US dollars 7 
billion, which was equivalent to 6.5 months of imports. 

The exchange rate policy in 2010 focused on maintaining stability in the 
domestic foreign exchange market.  The rupee continued to appreciate 
gradually against the US dollar in the face of significant inflows during 
the first nine months. The Central Bank continued to purchase foreign 
currency in the domestic foreign exchange market to avoid excessive 
rupee appreciation, which could otherwise have led to a loss of external 
competitiveness. 
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Trade in Goods and Trade Balance

•	 External trade, which was affected by the 
global economic crisis in 2009, rebounded 
during the first eight months of 2010. 	Earnings	
from	exports	grew	by	10.8	per	cent	to	US	dollars	
5,040	million,	year-on-year,	during	the	first	eight	
months	 of	 2010.	While	 the	 better	 investment	
climate,	attractive	prices	and	the	removal	of	the	
marine	war	risk	premium	on	re-insurance	helped	
exporters,	the	slower	recovery	of	global	demand	
weighed	down	on	export	potential.	Expenditure	
on	imports	grew	by	36.9	per	cent,	year-on-year,	
to	US	dollars	8,670	million	during	the	first	eight	
months	of	the	year.

•	 Earnings from agricultural exports recorded a 
healthy growth of 20.6 per cent to US dollars 
1,267 million mainly due to the higher prices 
that prevailed in the international market 
during the first eight months of 2010.		Earnings	
from	tea	exports,	which	accounted	for	68.6	per	
cent	 of	 the	 earnings	 from	 agricultural	 exports,	
grew	by	17.8	per	cent	to	US	dollars	870	million.		
The	average	export	prices	of	tea	and	rubber	rose	
to	US	dollars	4.33	and	US	dollars	3.03	per	kg,	
respectively,	 during	 the	 first	 eight	 months	 of	
2010,	reflecting	a	significant	increase	over	the	US	
dollars	3.89	and	US	dollars	1.53	per	kg	fetched	in	
the	corresponding	period	of	2009.		The	volume	
of	 tea	 exports	 increased	 by	 5.9	 per	 cent	 owing	
to	 the	 favourable	 weather	 conditions	 in	 tea	
growing	areas	compared	against	adverse	weather	
conditions	that	prevailed	during	the	same	period	

of	 the	 last	year.	With	respect	 to	rubber,	export	
volumes	declined	by	15.3	per	cent	amidst	heavy	
rains	 in	 the	 major	 tapping	 areas	 from	 March	
onwards	 and	 the	higher	demand	 for	 rubber	by	
domestic	industries,	as	reflected	by	the	increased	
exports	 of	 rubber	 based	 products.	 Lower	
production	 in	major	 natural	 rubber	 producing	
countries	and	higher	demand	for	natural	rubber,	
particularly	from	China	and	India,	have	exerted	
pressure	on	rubber	prices.	Earnings	from	exports	
of	 minor	 agricultural	 products	 also	 reported	
significant	increases	during	the	first	eight	months	
of	2010.	

•	 Earnings from industrial exports increased 
by 7.9 per cent to US dollars 3,713 million 
during the first eight months of 2010.	 	 The	
largest	contribution	to	the	growth	in	industrial	
exports	 came	 from	 exports	 of	 machinery	 and	
equipment,	 and	 rubber	 products.	 	 Exports	 of		
machinery	and	equipment	comprised	mainly	of	
transport	equipment,	such	as	boats	and	bicycles,	
and	electrical	 equipment,	 such	as	 transformers,	
static	converters,	inductors	and	insulated	cables.	
Earnings	 from	 exports	 of	 food	 and	 beverages,	
petroleum	products,	and	diamonds	and	jewellery	
have	also	performed	well.		Meanwhile,	earnings	
from	 textiles	 and	 garments	 exports,	 which	
accounted	for	nearly	40	per	cent	of	total	exports,	
declined	due	 to	 lower	demand	 from	 the	major	
textiles	and	garments	export	destinations	of	Sri	
Lanka.	Earnings	from	apparel	exports	amounted	
to	US	dollars	2,076	million	during	the	first	eight	
months	of	2010,	reflecting	a	4.0	per	cent	decline	
compared	to	the	corresponding	period	of	2009.		
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•	 Expenditure on imports of all the three major 
categories increased during the first eight 
months of 2010.	 The	 largest	 contribution	 of	
30.9	 per	 cent	 was	 from	 petroleum	 imports	
while	 food	 and	 beverages	 and	 transport	
equipment	 contributed	 14.7	 per	 cent	 and	 9.6	
per	cent,	respectively.			Expenditure	on	imports	
of	 consumer	 goods	 increased	by	45.1	per	 cent,	
mainly	 due	 to	 higher	 expenditure	 incurred	 on	
imports	 of	 certain	 food	 items.	 Following	 the	
upward	 trend	 in	prices	of	milk	products,	 sugar	
and	 wheat	 in	 the	 international	 market,	 the	
expenditure	on	food	imports	 increased	by	42.7	
per	cent	to	US	dollars	1,144	million	during	the	
first	 eight	 months	 of	 2010.	 	 Imports	 of	 non-
food	 consumer	 goods	 also	 increased	 by	 49.3	
per	 cent	 during	 this	 period	 to	US	 dollars	 688	
million.	Motor	cars	and	motorcycles	recorded	a	
significant	growth	of	151.3	per	cent	mainly	due	
to	 the	 rapid	 recovery	 of	 the	 economy	 and	 the	
tax	reduction	with	effect	from	1	June	2010	that	
reduced	import	duty	on	motor	vehicle	imports	
by	 around	 50	 per	 cent.	 	 In	 order	 to	 make	 Sri	
Lanka	 a	 more	 attractive	 shopping	 destination,	
import	 duty	 on	 electronic	 equipment	was	 also	
reduced	 by	 90	 per	 cent.	 	 Duty	 on	 imports	 of	
gold	was	also	removed	with	effect	from	1	March	
2010,	 facilitating	 more	 imports	 through	 the	
formal	channels.

•	 Expenditure on imports of intermediate 
goods increased by 39.9 per cent to US dollars 
4,812 million during the first eight months 
of 2010, led by higher petroleum imports.	
Prices	 of	 crude	 oil	 imports,	 which	 took	 on	 a	
rising	trend	towards	the	end	of	the	2009	along	
with	 the	 global	 economic	 recovery,	 increased	
by	39.5	per	cent	to	US	dollars	78.38	per	barrel	
during	the	first	eight	months	of	2010,	compared	
to	 the	 US	 dollars	 56.18	 per	 barrel	 during	 the	
corresponding	period	of	2009.		The	rise	in	crude	
oil	prices	increased	the	petroleum	import	bill	by	
56.3	per	cent	to	US	dollars	2,009	million	up	to	
end	August	 2010.	 	 Imports	 of	 other	 categories	
of	intermediate	goods,	such	as	textiles,	fertiliser	
and	chemicals,	also	increased	during	this	period.	

•	 Imports of investment goods increased by 
21.1 per cent to US dollars 1,878 million 
during the first eight months of the year,  
led by higher expenditure on imports 
of transport equipment. Expenditure	 on		
transport	equipment	imports	grew	by	110.3	per	
cent,	 reflecting	 the	 recovery	 of	 the	 economy.		
Expenditure	 incurred	 on	 imports	 of	 building	
materials	increased	by	10.9	per	cent	to	US	dollars	
527	million	during	this	period	while		imports	of	
machinery	 and	 equipment	 declined	 by	 7.3	 per	
cent	to	US	dollars	731	million.		

Trade in Services

•	 The surplus in the services account increased 
notably by 128 per cent during the first half of 
2010 reversing the sharp contraction observed 
during the corresponding period of 2009, 
mainly due to the expansion in transportation 
and travel sectors.	 Gross	 earnings	 from	
the	 transportation	 sector,	 which	 consists	 of	
passenger	fares,	freight	and	port	related	earnings,	
increased	 significantly	 by	 41.9	 per	 cent	 to	 US	
dollars	531	million	during	the	first	half	of	2010	
compared	to	the	corresponding	period	of	2009.	
The	transhipment	cargo	handling	at	the	Port	of	
Colombo	and	ship	arrivals	to	all	ports	increased	
in	2010	 compared	 to	2009	where	 the	 volumes	
fell	due	to	the	slowdown	in	global	 trade.	With	
the	Port	of	Colombo	equipping	itself	for	greater	
container	handling	 through	 the	use	of	modern	
equipment,	 expansion	of	 port	 related	 activities	
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are	 expected	 to	 increase	 further	 during	 the	
latter	 part	 of	 the	 year.	 Further,	 the	 removal	 of	
Sri	 Lanka	 from	 the	 marine-war	 risk	 insurance	
list	 published	 by	 the	 Joint	 Cargo	 Committee	
of	 Lloyd’s	 Market	 Association	 paved	 the	 way	
for	reduced	import	costs,	removal	of	surcharges	
and	increasing	business	confidence.	Further,	the	
same	risk	ranking	places	Sri	Lanka	as	having	the	
lowest	 overall	 risk	 levels	 in	 South	 Asia.	 With	
these	developments	the	transportation	sector	is	
expected	to	perform	considerably	well	during	the	
second	half	of	 the	year	and	beyond,	harnessing	
its	geographic	advantage.	

•	 Sri Lanka’s travel and tourism industry, which 
suffered immensely due to the protracted 
internal conflict, staged a strong recovery in 
2010. Tourist	 arrivals	 to	 Sri	 Lanka	 increased	
sharply	by	44.0	per	cent	to	445,228	in	the	first	
nine	 months	 of	 2010	 over	 the	 corresponding	
period	 of	 the	 previous	 year.	 	 The	 peaceful	
situation	 that	 prevailed	 since	 the	 end	 of	 the	
conflict	 has	 prompted	 the	 United	 States,	 the	
United	 Kingdom,	 Germany	 and	 Australia	 to	
retract	the	travel	warnings	in	relation	to	Sri	Lanka	
in	2010.		Tourist	earnings	have	increased	during	
the	first	nine	months	of	2010	by	62.4	per	cent	to	
US	dollars	392	million.	Spending	per	tourist	per	
night	has	 also	 increased	 from	US	dollars	78	 in	
2009	to	US	dollars	88	in	2010.	

•	 Exports of software and Information 
Technology (IT) enabled services such as IT-
related Business Process Outsourcing (BPO) 

have emerged as a sector with greater growth 
potential.	 However,	 due	 to	 the	 slowdown	
in	 global	 economic	 activity,	 the	 demand	
for	 computer	 and	 information	 services	 has	
increased	 by	 only	 4.1	 per	 cent	 during	 the	 first	
half	 of	 2010.	 	 Although	 Sri	 Lanka	 possesses	 a	
competitive	 advantage	 in	 IT	 and	 IT	 enabled	
services,	 the	 country	 	 should	 further	 improve	
cost	 effectiveness	 and	 develop	 required	 skills	
compared	to	the	regional	industrial	benchmark	
for	 IT	 and	 BPO	 services	 in	 order	 to	 remain	
competitive	in	the	industry.

Inflows and Outflows of Income 

•	 The deficit in the income account widened 
to US dollars 237 million during the first six 
months of 2010 from US dollars 173 million 
in the corresponding period of 2009.	 	 The	
interest	 earnings	 decreased	 substantially	 by	
about	58.3	per	cent	due	to	the	decline	in	global	
interest	 rates	 despite	 maintaining	 the	 highest	
level	 of	 foreign	 exchange	 reserves	 during	 this	
period.	 Meanwhile,	 interest	 payments	 on	 the	
accumulated	foreign	loans	too	decreased	due	to	
lower	interest	rates	but	at	a	slower	pace	of	2.3	per	
cent,	 thereby	 widening	 the	 net	 deficit	 by	 97.5	
per	cent.	During	the	period	under	review,	higher	
exchange	 and	 capital	 gains	 from	 the	 mark-to-
market	 valuation	 of	 trading	 securities	 in	 US	
dollar	terms	were	also	observed.	A	considerable	
portion	of	repatriated	profits	and	dividends	has	
been	 reinvested	 in	 Foreign	 Direct	 Investment	
(FDI)	 enterprises	 for	 the	 expansion	of	 existing	
operations.

Current Transfers

•	 Workers’ remittances, which constitute a 
greater percentage of the private transfers, 
continued to be an important and stable 
source of external financing for Sri Lanka.	
Gross	 workers’	 remittances	 increased	 notably	
by	12.9	per	cent	to	US	dollars	2,479	million	in	
the	first	eight	months	of	2010	compared	to	the	
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corresponding	period	of	2009	mainly	due	to	the	
strengthening	 of	 currencies	 of	 major	 workers’	
remittances	originating	countries	such	as	South	
Korea	 and	 Italy	 against	 US	 dollar	 during	 the	
most	 part	 of	 the	 first	 eight	 months	 of	 2010.	
With	new	branches	of	banks	opening	up	in	the	
Northern	and	Eastern	regions,	higher	inflows	of	
remittances	are	expected	to	be	received	through	
formal	 channels.	 The	 expected	 strengthening	
of	other	major	currencies	against	the	US	dollar	
would	also	have	a	positive	impact	on	Sri	Lanka	
receiving	higher	remittances	inflows	during	the	
latter	part	of	2010.	

Current Account Balance

•	 The current account recorded a deficit of US 
dollars 1,142 million in the first half of 2010 
compared to a surplus of US dollars 84 million 
in the corresponding period of 2009.  The	
current	 account	 deficit	 was	 mainly	 attributed	
to	the	widening	trade	deficit	on	account	of	the	
increase	 in	 import	 expenditure	 due	 to	 both	
higher	volume	and	prices.	However,	 the	deficit	
in	 the	 trade	account	was	partially	offset	by	 the	
higher	 inflows	of	workers’	 remittances	 and	 the	
surplus	in	the	services	account.

Capital and Financial Inflows and 
Outflows 

•	 The realised FDI, including loans, during the 
first half of 2010 decreased to US dollars 208 
million, mainly due to the impact of the global 
financial crisis on the international capital  
flows.  As	FDI	is	a	source	of	long-term	financing,		
the	 impact	 of	 the	 global	 financial	 crisis	 on	
foreign	equity	and	debt	flows	continue	to	have	
an	 effect	 on	 the	 FDI.	 Further,	 the	 decline	 in	
the	 reinvestment	 of	 retained	 earnings	 due	 to	
lower	 profits	 made	 by	 Board	 of	 Investments	
(BOI)	enterprises	has	also	lowered	the	FDI.	The	
highest	FDI	inflow	during	the	first	half	of	2010	
amounting	to	US	dollars	56	million	was	recorded	

from	 India	 followed	 by	US	 dollars	 33	million	
and	US	 dollars	 27	 million	 from	Malaysia	 and	
the	United	Kingdom,	respectively.		As	also	seen	
in	 the	 previous	 years,	 the	 telecommunication	
industry	 attracted	 a	 greater	 portion	 of	 FDI	
inflows	during	2010.	Meanwhile,	FDI	outflows	
increased	 to	US	dollars	 18	million	during	first	
half	of	2010	from	US	dollars	10	million	recorded	
in	the	corresponding	period	of	2009.			

•	 The	 investment commitment of contracted 
projects increased in the first half of 2010 
compared to the corresponding period of 
2009 along with the increase in the number of 
projects contracted, indicating high prospects 
of the realisation of new FDI in the future.	With	
the	positive	investor	outlook	and	considering	the	
long-term	nature	of	FDI,	this	trend	is	expected	
to	 improve	more	 favourably	during	 the	 second	
half	of	the	year.	In	addition,	more	new	FDI	are	
expected	to	be	realised	as	the	development	work	
progresses	 in	 the	North	 and	East,	 especially	 in	
the	 tourism,	 agricultural	 and	 manufacturing	
sectors.

•	 Foreign loan inflows to the private sector 
decreased to US dollars 59 million in the first 
half of 2010 from US dollars 123 million in the 
corresponding period of 2009. This	was	mainly	
due	 to	 the	 decrease	 in	 the	 domestic	 interest	
rates	 and	 the	 drying-up	 of	 commercial	 credit	
lines	 following	 the	 impact	 of	 global	 financial	
crisis,	 which	 hindered	 foreign	 borrowings	 by	
the	private	sector	enterprises.	However,	recovery	
from	the	global	financial	and	economic	crisis	and	
the	positive	investor	sentiments	will	increase	the	
foreign	 borrowings	 of	 the	 private	 sector	 along	
with	 the	 expected	 expansion	 in	 the	 economic	
activities.	 	 Meanwhile,	 portfolio	 investments	
showed	a	net	outflow	of	US	dollars	131	million	
during	 the	 first	 nine	 months	 of	 2010,	 mainly	
due	to	the	higher	sales	of	shares	by	the	foreigners	
with	 the	 sharp	 increase	 in	 the	 stock	 market	
indices,	 and	 from	 the	 one-off	 impact	 which	
resulted	from	the	withdrawal	by	an	international	
investment	fund.	
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•	 Foreign financial flows to the government in 
the form of long term loans and investments in 
Treasury bills and bonds increased during the 
first eight months of 2010.	The	 total	 foreign	
inflows	 to	 the	 government	 during	 the	 first	
eight	months	of	2010	amounted	 to	US	dollars	
2,246	million,	which	 included	 foreign	 loans	of	
US	 dollars	 1,295	 million,	 the	 proceeds	 from	
the	 sale	 of	 Treasury	 bills	 and	 bonds	 to	 non-
residents	equivalent	 to	US	dollars	884	million,	
and	grants	of	US	dollars	67	million.	During	the	
corresponding	period	of	2009,	the	total	foreign	
inflows	 to	 the	 government	 amounted	 to	 US	
dollars	 2,144	 million	 of	 which,	 loan	 inflows	
amounted	to	US	dollars	708	million.	The	higher	
foreign	loan	inflows	during	the	first	eight	months	
of	2010	reflect	the	faster	disbursement	of	foreign	
loans	to	finance	the	major	infrastructure	projects.	
The	renewed	confidence,	stable	exchange	rate	and	
comparatively	 lower	 international	 interest	 rates	
have	already	attracted	higher	foreign	inflows	to	
the	government	securities	market.

•	 External debt service payments, which include 
principal and interest payments, as a percentage 
of exports of goods and services decreased to 
11.7 per cent in the first half of 2010 from 17.2 
per cent during the corresponding period of 
2009.	This	higher	debt	service	ratio	in	2009	was	
due	to	the	settlement	of	syndicated	loans	of	US	
dollars	125	million	whereas	in	2010	syndicated	
loan	settlements	were	only	US	dollars	25	million.	

The	relatively	higher	level	of	exports	of	goods	and	
services	in	the	first	half	of	2010	also	contributed	
to	the	lower	debt	service	ratio	in	2010.			

Balance of Payments and External 
Reserves

•	 Despite the current account deficit increasing 
in line with the widened trade deficit, the 
higher inflows to the capital and financial 
account resulted in the overall BOP recording 
a surplus of US dollars 1.3 billion by mid 
October 2010.	 Meanwhile,	 gross	 official	
reserves	(excluding	ACU	receipts)	 increased	to	
US	dollars	7	billion	by	mid	October	2010	from	
US	dollars	5.1	billion	at	end	2009.	The	receipts	
under	 the	 IMF-SBA	 facility	 in	 2010,	 receipts	
of	 the	 disbursements	 under	 project	 loans,	
net	 absorption	 of	 foreign	 exchange	 from	 the	
domestic	foreign	exchange	market	and	proceeds	
from	the	third	international	sovereign	bond	have	
contributed	to	the	 improvement	 in	the	 level	of	
official	 reserves,	 which	 was	 equivalent	 to	 6.5	
months	of	 imports	compared	to	6.0	months	of	
imports	recorded	at	end	2009.

•	 The ending of the internal conflict, improved 
macroeconomic environment and the 
continuation of the IMF-SBA facility have 
raised the confidence among international 
investors. Under	 the	 SBA	 facility,	 Sri	 Lanka	
has	 already	 received	 US	 dollars	 1,275	 million	
by	end	September	2010.	The	first	two	tranches	
amounting	 to	 US	 dollars	 652	 million	 were	
received	in	July	and	November	2009.	Following	
the	completion	of	the	second	and	third	reviews	
of	 the	 SBA	 facility,	 the	 programme	 period	
was	 extended	 by	 another	 year	 and	 the	 future	
disbursements	 were	 re-phased	 to	 be	 in	 seven	
equal	 tranches	 of	 SDR	 137.8	 million	 (about	
US	dollars	204	million).	Accordingly,	two	more	
tranches	 amounting	 to	US	dollars	 408	million	
were	 disbursed	 simultaneously	 in	 June	 2010.			
Meanwhile,	following	the	successful	completion	
of	the	fourth	review,	the	fifth	tranche	amounting	
to	 US	 dollars	 212	 million	 was	 disbursed	 in	
September	2010.	
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•	 Sri Lanka was graduated to middle-income 
emerging market country status by IMF in 
January 2010. Previously,	 Sri	 Lanka	was	 listed	
under	 Poverty	 Reduction	 and	 Growth	 Trust	
(PRGT)	eligible	 countries.	This	will	 enable	Sri	
Lanka	to	project	 itself	strongly	in	international	
financial	 and	development	markets,	which	was	
made	 evident	 by	 the	 successful	 issuance	 of	 the	
third	sovereign	bond	of	US	dollars	1	billion	 in	
October	 2010.	 	 The	 issue	 attracting	 an	 order	
book	of	more	than	6	times	the	value	of	the	bond		
indicates	 the	 improvement	 in	 global	 investor	
confidence	based	on	the	recent	progress	and	the	
future	 prospects	 for	 the	 Sri	 Lankan	 economy	
since	the	end	of	the	conflict.			

•	 With the expectation of improving investor 
confidence and stabilising the foreign exchange 
market, the Central Bank decided to gradually 
relax certain restrictions on foreign exchange 
transactions.	 Accordingly,	 with	 effect	 from	
March	11,	2010	opening	and	maintaining	bank	
accounts	abroad	for	certain	specific	reasons	were	
permitted,	 provisions	 to	 enter	 into	 forward	
contracts	 in	 foreign	 currency	 to	 cover	 foreign	
exchange	 transactions	 were	 granted,	 margin	
requirements	 against	 advanced	 payments	 on	
selected	imports	were	removed,	suspension	of	pre-
payment	of	import	bills	was	lifted	and	unification	
of	different	investment	accounts	maintained	by	
non-residents	in	commercial	banks	was	allowed.		
Though	 these	measures	 could	 initially	 increase	
foreign	exchange	outflows,	it	is	expected	to	bring	
in	 more	 foreign	 exchange	 into	 the	 country	 in	

due	course	by	means	of	foreign	investments	and	
transfers	with	the	enhanced	investor	confidence	
in	the	liberal	foreign	exchange	regulations	of	the	
country.

•	 International rating agencies have raised the 
rating of the country in 2010. S&P	has	raised	the	
long-term	foreign	currency	rating	 to	 ‘B+’	 from	
‘B’	and	local	currency	rating	to	‘BB-’	from	‘B+’.	
The	ratings	on	senior	unsecured	bonds	issued	by	
Sri	 Lanka	 has	 also	 been	 similarly	 raised.	 Fitch	
Ratings	Agency	has	affirmed	 long	term	foreign	
and	local	currency	Issuer	Default	Rate	(IDR)	at	
‘B+’	 and	 revised	 the	outlook	 to	 ‘Positive’	 from	
‘Stable’	while	Moody’s	Investor	Service	assigned	
‘B1’	sovereign	rating	with	a	‘Stable’	outlook.	

Exchange Rate Regime and Exchange 
Rate Movements

•	 The exchange rate policy in 2010 was focused 
on maintaining stability in the domestic foreign 
exchange market in the face of significant 
inflows during the first nine months of the 
year.	 The	 rupee	 appreciated	 by	 2.2	 per	 cent	
against	US	dollar	 by	 end	September	 2010	 and	
given	the	fall	out	of	the	European	debt	crisis,	the	
rupee	has	appreciated	against	the	Euro	(7.4	per	
cent)	 and	 Pound	 sterling	 (2.6	 per	 cent),	 while	
depreciating	 against	 the	 Japanese	 yen	 (7.3	 per	
cent).	 The	 Central	 Bank	 intervention	 in	 the	
foreign	exchange	market	by	way	of	net	absorption	
of	 US	 dollars	 241	 million	 by	 end	 September	
2010	 mitigated	 the	 excessive	 volatility	 in	 the	
domestic	 foreign	exchange	market	and	ensured	
that	the	export	sector	is	less	affected	by	a	sharp	
appreciation	of	the	rupee.

•	 Effective exchange rate indices reflected 
appreciations. Both	 the	 5-currency	 and	 24-
currency	 Nominal	 Effective	 Exchange	 Rate	
(NEER)	indices	have	appreciated	by	around	1.5	
per	 cent	 and	 0.2	 per	 cent,	 respectively,	 by	 end	
September	 2010,	 mainly	 due	 to	 appreciation	
of	the	rupee	against	major	currencies.	The	Real	
Effective	Exchange	Rate	(REER)	based	on	both	
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the	 5-currency	 and	 24-currency	 baskets	 also	
appreciated.	However,	the	REER	indices	showed	
depreciation	 during	 the	months	 of	March	 and	
April	2010	as	the	reduction	in	domestic	inflation	
was	 greater	 than	 those	 of	 Sri	 Lanka’s	 trading	
partners	 and	 competitors.	 Subsequently,	 the	
sharp	 depreciation	 of	 the	 Euro	 and	 the	 Pound	
sterling	 against	 the	US	 dollar	 observed	 during	
May	 2010	 resulted	 in	 a	 sharp	 appreciation	 of	
both	 REER	 indices.	 Although	 the	 rupee	 has	
appreciated	significantly	against	the	US	dollar	in	
the	recent	past,	given	the	appreciation	of	other	
major	 currencies	 such	 as	 the	 Pound	 sterling,	
Euro	 and	 Japanese	 yen	 against	 the	 US	 dollar	
relative	to	rupee-dollar	appreciation,	the	REER	
is	not	expected	to	appreciate	sharply	during	the	
remainder	of	2010.

•	 The total volume of spot transactions increased 
to around US dollars 5,439 million by end 
September 2010, compared to US dollars 4,722 
million recorded during the corresponding 
period of 2009. This	 is	 attributable	 to	 the	
increased	 inflows	 of	 foreign	 exchange	 into	 the	
domestic	 foreign	 exchange	 market	 and	 the	
increase	in	international	trade.	However,	the	total	
volume	 of	 forward	 transactions	 have	 deviated	
from	the	trend	observed	in	the	spot	market	with	
the	transaction	volume	decreasing	to	US	dollars		
2,833	million	by	end	September	2010	compared	
to	US	dollars	3,366	million	recorded	during	the	
corresponding	 period	 in	 2009.	 The	 relatively	
stable	 spot	market	exchange	 rates	 as	 a	 result	of	

steady	inflows	into	the	market	may	have	reduced	
the	demand	for	forward	transactions.			

•	 The forward premia for one-month, three-
month and six-month, remained slightly lower 
than the interest rate differentials during the 
first nine months of 2010, indicating market 
expectations of continued future inflows 
into the domestic foreign exchange market 
in the short-term.	Despite	 declining	 domestic	
interest	 rates,	 it	 being	 comparatively	 higher	
than	 international	 benchmark	 interest	 rates	
have	resulted	in	higher	interest	rate	differentials.	
Coupled	 with	 increased	 investor	 confidence,	
the	 higher	 interest	 rate	 differential	 further	
supplemented	 in	 attracting	 foreign	 investment	
into	 the	 domestic	 Treasury	 bill	 and	 bond	
market.		

Prospects for 2011

•	 Sri Lanka’s external sector is expected to 
improve further in 2011 recording a surplus 
in the overall balance of the BOP, thereby 
increasing the country’s external reserves. 
Exports	are	projected	to	grow	by	10.5	per	cent	
in	 2011	 with	 higher	 levels	 of	 value	 addition,	
further	 diversification	 of	 export	 products	 and	
markets,	 higher	 economic	 activities	 expected	
from	 the	Northern	and	Eastern	provinces,	 and	
the	 gradual	 recovery	of	 the	world	 economy.	 In	
addition,	deeper	regional	economic	 integration	
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through	 enhanced	 trade	 with	 the	 regional	
countries	 is	 expected	 to	 help	 enhance	 export	
performance.	Meanwhile,	imports	are	projected	
to	grow	by	around	10.2	per	cent	in	2011,	mainly	
due	to	the	greater	 import	demand	arising	from	
the	higher	level	of	domestic	economic	activities	
including	 the	Northern	and	Eastern	provinces,	
better	performance	in	the	tourism	sector,	and	the	
development	of	major	port	and	power	generating	
projects	 around	 the	 country.	 Reduction	 in	
import	 tariff	 rates,	 especially	 in	motor	 vehicles	
and	 electronic	 equipment,	 would	 also	 support	
an	increase	in	imports.	

•	 The Services sector is expected to perform well 
in 2011, facilitated by the transportation and 
travel services.	The	 number	 of	 tourist	 arrivals	
in	2011	is	expected	to	grow	exceeding		712,000,		
with	 increased	 arrivals	 from	 the	 traditional	
markets	of	South	Asia	and	Western	Europe	as	well	
as	from	hitherto	untapped	markets	such	as	East	
Asia	and	North	America.		Meanwhile,	facilitated	
by	 the	 measures	 taken	 by	 the	 government	
to	 enhance	 remittances	 through	 the	 formal	
channels,	 workers’	 remittances	 are	 expected	 to	
exceed	US	dollars	4.2	billion	in	2011.

•	 The current account deficit is projected to be 
around 3.9 per cent of GDP in 2011, a drop 
from the deficit of 4.3 per cent expected for 
2010. Expansion	 in	 imports	 and	 exports	 by	
around	10	per	cent	each	would	result	in	a	trade	
deficit	 of	 around	US	dollars	 6	billion	 in	2011.	

It	 is	 expected	 that	 greater	 inflow	 of	 workers’	
remittances	and	a	surplus	in	the	services	account	
would	lessen	the	impact	of	the	trade	deficit.	The	
current	 account	deficit	 is	 expected	 to	 be	 offset	
by	the	higher	foreign	inflows	to	the	government	
in	 the	 form	 of	 concessional	 and	 commercial	
borrowings,	 loans	 to	 the	 private	 sector,	 and	
higher	level	of	FDI	inflows.

•	 Inflows to the government in the form of loans 
and grants are projected to be around US dollars 
2.4 billion in 2011.	 However,	 the	 realisation	
of	 such	 large	 amounts	 of	 disbursements	would	
depend	 on	 effective	 and	 early	 implementation	
of	projects,	which	have	already	been	contracted	
with	 the	 development	 partners	 for	 financial	
assistance.	With	 the	 expected	 global	 economic	
recovery,	capital	inflows	to	the	private	sector	in	
terms	of	FDI	 and	 loan	 capital	 are	projected	 to	
increase	further	in	2011.	

•	 The overall BOP is expected to record a surplus 
in 2011 as well.	The	 gross	 official	 reserves	 are	
expected	 to	 increase	 further,	 supported	 by	 the	
expected	 disbursements	 under	 the	 IMF-SBA	
and	 the	 absorption	 of	 excess	 foreign	 exchange	
by	 the	 Central	 Bank.	 Although	 the	 official	
reserves	would	continue	to	remain	high,	due	to	
the	expected	increase	in	imports	expenditure,	it	
would	be	 equivalent	 	 to	 around	5.7	months	of	
imports.	
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