
  T he external sector further strengthened during the first half of 2011 
supported by increased market confidence brought about by the stable 
macroeconomic environment, though the outlook remains challenging 

due to adverse global developments. External trade remained strong, services 
exports expanded supported by healthy growth in the transportation and tourism 
sectors, while inward workers’ remittances continued to be the foremost foreign 
exchange earner. The current account deficit expanded to US dollars 1.6 billion 
mainly due to the increase in import expenditure. Imports of investment and 
intermediate goods increased with expanding economic activity, including 
reconstruction and rehabilitation activities in the former conflict affected areas, 
and the continuation of several key infrastructure development projects, as well as 
due to higher oil and textile prices. With rising income levels, imports of consumer 
goods too increased. Despite subdued inflows of private long-term investments and 
inflows to the equity market, total inflows to the capital and financial account 
exceeded the current account deficit. As a result, the overall balance of the balance 
of payments (BOP) by end August 2011 recorded a surplus of US dollars 944 
million. The gross official reserves (excluding Asian Clearing Union (ACU) 
balances) increased from US dollars 6.6 billion as  at  end 2010  to US dollars 8.1 
billion by end August 2011, which was equivalent to 5.4 months of imports. 

 The exchange rate policy in 2011 focused on maintaining stability in the domestic 
foreign exchange market. The Central Bank intervened in the domestic market 
to mitigate the high demand pressure for foreign exchange which emanated 
from higher import demand, particularly for oil imports, and to avoid an undue 
fluctuation in the exchange rate. The current global developments such as, the 
uneven pace of growth across regions, the sovereign debt crisis in several developed 
countries, high commodity prices, and volatility in the exchange rates of major 
international currencies could have implications on the external sector in Sri 
Lanka over the short to medium-term. Yet, the continued expansion in economic 
activities in emerging market economies and the post-conflict peaceful environment 
in the country and opening up of more opportunities for investments are expected 
to witness a further increase in foreign direct investment, tourism, and remittances 
from foreign employment, strengthening the resilience of the economy.

5 ExtErnal SEctor 
DEvElopmEntS anD policiES
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Trade in Goods and Trade Balance

•	 External trade, which rebounded in 2010, 
continued to expand further during the first 
eight months of 2011. Spurred	 by	 higher	
commodity	 prices	 and	 increased	 volumes,	
earnings	 from	 exports	 and	 expenditure	 on	
imports	 increased	 in	 the	 first	 eight	 months	 of	
2011.		Year-on-year,	earnings	from	exports	grew	
by	 28.6	 per	 cent	 to	 US	 dollars	 6,966	 million	
while	the	expenditure	on	imports	grew	by	50.6	
per	 cent	 to	 US	 dollars	 12,926	 million.	 	 As	 a	
result,	 the	 trade	 deficit	 expanded	 by	 88.4	 per	
cent	 to	 US	 dollars	 5,960	 million	 during	 the	
first	 eight	months	of	 the	year	 compared	 to	 the	
corresponding	period	in	2010.	

•	 Industrial exports showed a remarkable 
performance during the first eight months 
of 2011. Earnings	 from	 industrial	 exports	
increased	by	33.5	per	cent	 to	US	dollars	5,313	
million	 during	 the	 first	 eight	months	 of	 2011,	
led	 by	 textiles	 and	 garments	 exports,	 rubber	
products,	 petroleum	 products	 and	 machinery	
and	 equipment.	 Earnings	 from	 textiles	 and	
garments	exports	amounted	to	US	dollars	2,779	
million	 reflecting	 an	 increase	 of	 27.4	 per	 cent	
over	 the	 corresponding	period	of	2010.	Strong	
demand	for	high	quality	Sri	Lankan	garments	as	
well	 as	 rising	cost	of	production	 in	competitor	
countries	mainly	 due	 to	wage	 pressures	 helped		
exports	 of	 textiles	 and	 garments	 favourably.		
Given	 the	 higher	 concentration	 of	 Sri	 Lanka’s	

apparel	 exports	 to	 US	 and	 European	 markets,	
the	 expansion	 of	 export	 base	 among	 emerging	
market	 economies	would	 enable	diversification	
and	 global	 reach.	 Earnings	 from	 rubber	 based	
products	increased	by	69.1	per	cent	to	US	dollars	
575	million	 in	 the	 first	 eight	months	 of	 2011.	
The	 domestic	 rubber	 industry,	 particularly	 the	
firms	 that	 manufacture	 solid	 tyres	 and	 rubber	
gloves	for	the	export	market,	absorbed	much	of	
the	local	rubber	production.	Further,	they	made	
use	of	higher	prices	prevailed	in	the	international	
market	 for	 rubber	 based	 products	 and	 value	
addition	 opportunities	 to	 increase	 export	
earnings.	 Earnings	 from	 exports	 of	 petroleum	
products	 also	 performed	 well,	 reflecting	 an	
increase	 in	bunkering.	Earnings	 from	food	and	
beverages	exports	increased	by	12.4	per	cent	to	
US	 dollars	 394	 million	 during	 the	 first	 eight	
months	of	the	year.	However,	the	earnings	from	
export	of		fresh	and	frozen	fish	declined	by	21.5	
per	cent	during	this	period.

•	 Earnings from agricultural exports recorded a 
healthy growth mainly due to the higher prices 
that prevailed in the international market 
during the first eight months of 2011. 	Earnings	
from	agricultural	exports	grew	by	13.9	per	cent	
to	US	dollars	1,564	million	reflecting	improved	
performance	 in	 all	 agricultural	 sub-sectors.	
Earnings	from	tea	exports,	which	accounted	for	
62.2	 per	 cent	 of	 agricultural	 exports,	 grew	 by	
3.1	per	cent	to	US	dollars	973	million	in	value	
terms	 although,	 volumes	 declined	 marginally	
due	to	decline	in	production.	The	average	export	
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price	 of	 tea	 rose	 by	 7.1	 per	 cent	 to	US	 dollars	
4.63	 per	 kg	 during	 the	 first	 eight	 months	 of	
2011	compared	to	the	corresponding	period	of	
2010.	Increasing	customer	awareness	of	the		finer	
quality	of	Ceylon	tea	and	the	global	demand	for	
orthodox	 tea	 helped	 in	 fetching	 higher	 prices.	
Earnings	from	rubber	exports	increased	by	46.9	
per	 cent	 to	US	 dollars	 151	million	 during	 the	
first	 eight	 months	 of	 2011	 boosted	 by	 record	
high	 prices	 averaging	 around	 US	 dollars	 5.03	
per	 kg	 despite	 the	 decline	 in	 export	 volumes.	
A	 short	 supply	 of	 natural	 rubber	 in	 the	world	
market	due	to	unfavourable	weather	conditions	
in	 major	 rubber	 producing	 countries	 coupled	
with	 high	 oil	 prices	 contributed	 to	 the	 high	
prices	at	the	Colombo	rubber	auction.	Earnings	
from	 exports	 of	 coconut	 increased	 by	 57.7	
per	 cent	during	 the	first	 eight	months	of	2011	
largely	 due	 to	 higher	 earnings	 from	 desiccated	
coconut	 and	 copra	 exports.	Minor	 agricultural	
exports	also	performed	well	during	the	first	eight	
months	of	2011,	 supported	by	higher	 earnings	
from	cinnamon,	pepper,	cloves,	unmanufactured	
tobacco	and	cocoa	owing	to	 increased	volumes	
and	prices.

•	 Expenditure on imports grew by 50.6 per cent, 
year-on-year, to US dollars 12,926 million 
during the first eight months of 2011, reflecting 
higher demand for all major categories of 
imports. 	The	largest	contribution	to	the	growth	
in	 imports	 came	 from	 intermediate	 goods,	
followed	 by	 investment	 goods.	 Expenditure	
on	 import	 of	 intermediate	 goods	 increased	 by	
51.5	per	cent,	year-on-year,	to	US	dollars	7,249	
million	 in	 the	 first	 eight	months	 of	 2011	 and	
led	 by	 petroleum	 and	 textile	 imports,	 which	
together	 accounted	 for	 nearly	 34.5	 per	 cent	
of	 total	 import	 expenditure.	 Expenditure	 on	
petroleum	imports	increased	by	50.5	per	cent	to	
US	dollars	2,981	million	in	the	first	eight	months	
of	2011.	The	average	 import	price	of	 crude	oil	
increased	by	37.7per	cent	to	US	dollars	107.93	
per	barrel,	year-on	year,	mainly	due	to	political	
uncertainties	that	prevailed	in	the	oil	exporting	

countries	in	North	Africa	and	the	Middle	East.	
Petroleum	import	volumes	increased	for	the	first	
eight	months	of		2011	owing	to	growing	domestic	
economic	activities	and	increased	thermal	power	
generation	due	to	the	low	rainfall	during	second	
and	 third	 quarter	 of	 the	 year	 reducing	 hydro	
power	generation	capacity.

•	 Expenditure on imports of investment 
goods increased by 56 per cent to US dollars 
2,834 million in the first eight months of 
2011, compared to that of the same period 
in 2010, with largest contributions coming 
from the import of machinery and transport 
equipment. 	Import	expenditure	on	machinery	
and	 equipment,	 which	 comprised	 mainly	 of	
engineering	 equipment	 (mechanical	 shovels,	
road	 rollers,	 cranes,	 etc.),	 telecommunication	
equipment	 (transmission	 apparatus)	 and	
electronic	 equipment	 (electrical	 circuits	 and	
computer	apparatus),	increased	by	73.9	per	cent	
to	 US	 dollars	 1,271	 million.	 Expenditure	 on	
transport	equipment	imports	increased	by	56.1	
per	cent	to	US	dollars	572	million.	Expenditure	
on	 imports	 of	 building	 materials,	 which	
comprised	 mainly	 of	 iron,	 steel	 and	 cement	
imports,	increased	by	31.8	per	cent	to	US	dollars	
694	million	during	the	first	eight	months	of	the	
year.	

•	 Imports of consumer goods grew by 50.6 
per cent to US dollars 2,759 million, led by 
non-food items.	 Among	 non-food	 consumer	
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goods,	motor	 cars	 and	motorcycles	 recorded	 a		
significant	 growth	 of	 166.6	 per	 cent	 to	 US	
dollars	656	million	during	the	first	eight	months	
of	the	year.			The	rapid	recovery	of	the	economy,		
increased	 levels	 of	 income	 and	 import	 duty	
reduction	 by	 around	 50	 per	 cent	 on	 motor	
vehicles	with	effect	from	1	June	2010	led	to	higher	
growth	in	imports	of	motor	cars	and	motorcycles.	
Expenditure	 on	 imports	 of	 consumer	 goods,	
such	 as	 wheat,	 sugar,	 milk	 powder	 except	 rice	
increased	 during	 the	 first	 eight	 months	 of	 the	
year,	mainly	due	to	increased	commodity	prices	
in	the	international	market.

Trade in Services

•	 Supported by the rapid expansion in the 
transportation and travel sub sectors, the 
surplus in the services account expanded 
significantly.	The	surplus	in	the	services	account	
increased	 substantially	 by	 47.7	 per	 cent	 to	
US	 dollars	 432	million	 during	 the	 first	 half	 of	
2011,	 compared	 to	 the	 surplus	 of	 US	 dollars	
293	million	recorded	during	the	corresponding	
period	of	2010.	Being	 the	main	 contributor	 to	
the	 services	 account,	 the	 transportation	 sector,	
which	 consists	 of	 passenger	 fares,	 freight,	 port	
and	 airport	 related	 earnings,	 performed	 well	
during	the	first	six	months	of	the	year,	recording	
a	net	 inflow	of	US	dollars	199	million.	During	
the	first	six	months	of	2011,	inflows	on	account	
of	passenger	fares	increased	by	22.3	per	cent	to	
US	dollars	306	million	over	 the	corresponding	
period	 in	 2010.	 This	 was	 mainly	 due	 to	 the	

increase	 in	 the	 flying	 frequency	 and	 number	
of	 destinations	by	Sri	Lankan	Airlines,	making	
the	 airline	 a	 competitive	 international	 carrier.	
Meanwhile,	 with	 the	 gradual	 recovery	 in	 the	
international	trade,	inflows	on	account	of	freight	
charges,	 port	 and	 airport	 related	 activities	
increased	during	the	period.	

•	 Tourist arrivals increased by 34.3 per cent to 
598,006 during the first nine months of 2011, 
compared to the corresponding period of 2010. 
Earnings	 from	 tourism	 increased	 by	 48.1	 per	
cent	to	US	dollars	580	million	for	the	first	nine	
months	in	2011	compared	to	the	corresponding	
period	of	2010.		Average	spending	per	tourist	per	
night	increased	to	US	dollars	97	for	the	period	
under	 review	 from	US	dollars	 88	 for	 the	 same	
period	 in	2010.	The	proposed	 entry	of	 	 luxury	
hotel	 chains	with	 superior	product	 and	 service	
standards	 and	 theme	 based	 tourism	 presently	
launched	 by	 "Sri	 Lanka	 Tourism"	 will	 further	
strengthen	the	industry's	overall	service	delivery	
and	 Sri	 Lanka's	 standing	 as	 a	 popular	 tourist	
destination.	To	benefit	from	the	growing	tourist	
traffic,	 existing	 hotels	 need	 to	 be	 concurrently	
upgraded	 to	 enable	 higher	 earnings	 over	 the	
short	to	medium-term	horizon.	Given	the	rapid	
expansion,	the	industry	will	experience	a	shortage	
of	trained	staff.	Hence,	there	is	an	urgent	need	to	
train	staff	at	all	levels	in	the	hospitality	industry.					

•	 The computer and information services  
sub-sector performed well during the first half  
of the year.	 Gross	 inflows	 from	 the	 export	 of	
software	 and	 information	 technology	 enabled	
services	 (ITES)	 such	 as	 business	 process	
outsourcing	 (BPO),	 increased	 by	 17	 per	 cent	
to	 US	 dollars	 155	 million	 during	 the	 period.	
The	growth	was	facilitated	by	both	internal	and	
external	 factors	 such	 as	 conducive	 domestic	
economic	 environment	 and	 some	 spillover	
effects	 due	 to	 	 India	 being	 	 the	most	 preferred	
destination	 for	 ‘offshore	 outsourcing’	 in	 the	
region.
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Inflows and Outflows of Income 

•	 The deficit in the income account contracted 
significantly. The	deficit	in	the	income	account	
narrowed	down	to	US	dollars	55	million	during	
the	 first	 six	months	 of	 2011,	 compared	 to	 the	
deficit	 of	 US	 dollars	 354	 million	 recorded	 in	
the	 corresponding	 period	 of	 2010.	 Inflows	 on	
account	of	 interest	and	other	charges	 increased	
by	 eightfold	 to	US	 dollars	 339	million	 during	
the	 first	 six	 months	 of	 2011.	 Interest	 earned	
from	 investment	 of	 higher	 level	 of	 foreign	
exchange	reserves,	profits	earned	from	trading	of	
foreign	exchange	and	securities,	and	gains	from	
the	 valuation	 of	 trading	 securities	 on	mark-to-
market	basis	 in	US	dollar	terms	contributed	to	
the	 increased	 inflows	 from	 interest	 and	 other	
charges.	 During	 the	 first	 six	 months	 of	 2011,	
repatriation	of	profits	and	dividends	by	investors	
in	 FDI	 enterprises	 amounted	 to	 US	 dollars	
172	 million.	 However,	 a	 considerable	 portion	
of	 repatriable	 profits	 and	 dividends	 has	 been	
reinvested	 in	 those	 enterprises	 facilitating	 the	
expansion	of	the	existing	operations.

Current Transfers

•	 Inward workers’ remittances continued to be 
the foremost foreign exchange earner in the first 
eight months of 2011, surpassing the export 
proceeds from garment and textiles.	 Inward	
workers’	remittances,	which	constitute	a	greater	
share	of	private	transfers,	 increased	by	27.2	per	
cent	to	US	dollars	3,381	million	during	the	first	
eight	months	of	2011	 compared	 to	US	dollars	
2,659	 million	 recorded	 in	 the	 corresponding	
period	of	2010.	The	uncertainty	prevailed	in	the	
Middle	 Eastern	 countries	 at	 the	 beginning	 of		
the	year,	which	resulted	in	increased	repatriation	
of	savings	by	Sri	Lankan	migrants	coupled	with	
the	increased		use	of	formal	channels	by	migrant	
workers	 to	 remit	 money	 have	 helped	 inward	
remittances	to	grow	at	a	healthy	rate.

Current Account

•	 The current account recorded a deficit of US 
dollars 1,569 million in the first half of 2011.	

The	 deficit	 was	 mainly	 due	 to	 the	 widening	
trade	 deficit	 on	 account	 of	 increased	 import	
expenditure	 as	 a	 result	 of	 both	 volume	 and	
price	 increases.	 However,	 about	 two	 thirds	 of	
the	 deficit	 in	 the	 trade	 account	 was	 offset	 by	
workers’	 remittances	 and	 the	 surplus	 in	 the	
services	account.	

Capital and Financial Flows 

•	 Realised foreign direct investments (FDI), 
including loans, during the first half of 2011 
increased to US dollars 413 million compared 
to US dollars 208 million in the corresponding 
period of 2010. FDI,	 which	 declined	 during	
the	 last	 two	 years	 due	 to	 the	 impact	 of	 the	
global	financial	crisis	on	foreign	financial	flows,	
increased	during	the	first	half	of	2011.	 	Largest	
part	 of	 inflows	 of	 FDIs	 was	 attracted	 by	 the	
tourism	 sector,	 especially	 hotel	 and	 shopping	
complex	 projects.	 In	 terms	 of	 country-wise	
data,	 the	 highest	 FDI	 inflow	 amounting	 to	
US	 dollars	 135	 million	 was	 received	 from	
Mauritius	 followed	 by	 US	 dollars	 66	 million	
and	 US	 dollars	 47	 million	 from	 Hong	 Kong	
and	 India,	 respectively,	 during	 the	 first	 half	 of	
2011.	FDI	 inflows,	 excluding	 loans,	during	 the	
first	 half	 of	 2011	 also	 increased	 to	US	 dollars	
378	 million	 from	 US	 dollars	 178	 million	 in	
the	corresponding	period	of	2010.		Meanwhile,	
the	 value	 of	 outward	 FDI	 amounted	 to	 US	
dollars	25	million	during	the	first	half	of	2011.	
Although	 the	 number	 of	 projects	 contracted	
declined,	 the	 value	of	 investment	 commitment	
of	 the	contracted	projects	 increased	 in	the	first	
half	 of	 2011	 compared	 to	 the	 corresponding	
period	 in	2010,	 indicating	the	 future	prospects	
of	the	realisation	of	new	FDIs.	

•	 Inflows to the private sector increased to US 
dollars 71 million in the first half of 2011 from 
US dollars 60 million in the corresponding 
period in 2010.	The	exchange	control	relaxation	
measures	 which	 enabled	 the	 private	 sector	 to	
borrow	from	foreign	sources	resulted	in	14	private	
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companies	 obtaining	 foreign	 loans	 amounting	
to	 US	 dollars	 197	 million	 by	 mid-September	
2011,	while	 the	permission	granted	 for	 foreign	
companies	 to	 open	 places	 of	 business	 resulted	
in	 20	 new	 foreign	 companies	 commencing	
business	 in	 Sri	 Lanka	 in	 the	 first	 nine	months	
of	 2011.	 	 Positive	 investor	 sentiment	 and	 the	
expected	 expansion	 in	 domestic	 economic	
activities	coupled	with	the	relaxation	of	foreign	
exchange	regulations	on	certain	capital	account	
transactions	 will	 help	 the	 private	 sector	 to	
attract	more	foreign	funds	in	the	medium	term.	
Meanwhile,	 portfolio	 investments	 recorded	 a	
net	outflow	of	US	dollars	153.4	million	 in	 the	
first	nine	months	of	2011.	

•	 Foreign financial inflows to the Government 
increased during the first eight months of 
2011. Total	foreign	inflows	to	the	Government	
during	the	period	under	consideration increased	
by	70.2	per	cent	to	US	dollars	3,113	million.	This	
included	 long	 term	 loans	 of	 US	 dollars	 1,285	
million,	proceeds	of	the	International	Sovereign	
Bond	 of	 US	 dollars	 1	 billion,	 proceeds	 of	 the	
sale	of	Treasury	bills	and	bonds	to	non-residents	
equivalent	to	US	dollars	773	million	and	receipt	
of	 grants	 amounting	 to	US	 dollars	 55	million.		
Long	 term	 loans	 to	 the	 Government	 include	
the	 loan	 of	 US	 dollars	 326	 million	 received	
from	 the	 China	 Development	 Bank	 for	 the	
Road	Sector	Rehabilitation	and	Reconstruction	
project.	 Higher	 foreign	 loan	 inflows	 during	
the	first	eight	months	of	2011	reflect	the	faster	

disbursement	of	 foreign	 loans	 to	finance	major	
infrastructure	 development	 projects.	 However,	
inflows	to	the	government	in	the	form	of	grants	
declined	during	 the	first	 eight	months	of	2011	
to	US	dollars	55	million	compared	to	US	dollars	
88	million	in	the	corresponding	period	of	2010.

•	 Meanwhile, Sri Lanka’s fourth international 
sovereign bond of US dollars 1 billion was 
successfully issued in July 2011.	This	bond	was	
issued	 at	 a	fixed-rate	 yield	of	6.25	per	 cent	per	
annum,	 which	 is	 a	 comparatively	 lower	 yield,		
with	a	maturity	of	10	years	and	attracted	an	order	
book	 of	 over	 seven	 and	 a	 half	 times,	 reflecting		
enhanced	 investor	 confidence	 in	 Sri	 Lanka’s	
economy	 and	 the	 robust	 growth	 prospects	 for	
the	country.	

• The external debt service payment ratio 
improved in the first half of 2011. External	
debt	 service	payments,	which	 include	principal	
and	interest	payments,	as	a	percentage	of	exports	
of	goods	and	services	declined	to	9.3	per	cent	in	
the	first	half	of	2011	from	12.7	per	cent	in	the	
corresponding	 period	 of	 2010.	 The	 relatively	
higher	 level	 of	 earnings	 from	 exports	 of	 goods	
and	 services	 in	 the	 first	 half	 of	 2011	 mainly	
contributed	 to	 the	 lower	 debt	 service	 ratio	 in	
2011.	

Balance of Payments 

•  The overall BOP continued to record a surplus. 
The	 BOP	 recorded	 a	 surplus	 of	 US	 dollars	
944	million	 by	 end	August	 2011	 compared	 to	
the	 surplus	 of	 US	 dollars	 278	 million	 by	 end	
August	 2010. Although	 the	 current	 account	
deficit	widened	 to	US	dollars	1,569	million	 in	
the	first	half	of	2011,	improved	financial	market	
conditions	 and	 increased	 investor	 confidence	
brought	 about	 by	 the	 stable	 macroeconomic	
environment	helped	attract	higher	inflows	to	the	
capital	and	financial	account,	thus,	generating	a	
surplus	in	the	BOP.
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International Reserves

•	 Gross official reserves (excluding ACU 
balances) increased significantly to US dollars 
8,051 million by end August 2011 from 
US dollars 6,610 million by end 2010. The	
proceeds	 of	 the	 fourth	 international	 sovereign	
bond	 issue,	 inflows	 to	 the	 current	 account	 on	
account	 of	 tourism	 and	 workers’	 remittances	
and	 inflows	 to	 the	 financial	 account	 helped	
international	 reserves	 to	 increase	 during	 first	
eight	 months	 of	 the	 year.	 Apart	 from	 the	
increase	 in	official	 reserves,	build	up	of	 foreign	
assets	 of	 commercial	 banks	 contributed	 to	 the	
increase	 in	 total	 international	 reserves	 to	 US	
dollars	9,293	million	by	end	August	2011	from	
US	dollars	8,035	million	by	end	2010.	In	terms	
of	months	of	imports,	gross	official	reserves	and	
total	international	reserves	by	end	August	2011	
were	equivalent	to	5.4	months	and	6.3	months,	
respectively.	

•	 In 2011, Sri Lanka received two tranches 
under the IMF-SBA facility to the value of US 
dollars 435 million. Accordingly,	 the	 country	
has	 received	 seven	 tranches	 under	 the	 SBA	
facility,	 totalling	 to	 US	 dollars	 1,707	 million.	
The	IMF	has	re-structured	the	reviews	under	the	
SBA	facility	from	quarterly	to	semi-annual	basis,	
effective	from	March	2011.

•	 International rating agencies have upgraded 
the sovereign rating for Sri Lanka.	Increasingly	
evident	 peace	 dividends	 reflected	 in	 greater	
macroeconomic	 and	 financial	 stability,	 the	
improving	 external	 payments	 position	 and	
reduction	 in	political	 risk	 following	 the	end	to	
the	internal	conflict	in	2009	contributed	to	the	
rating	upgrade.	Fitch	Ratings	has	upgraded	Sri	
Lanka’s	Long-Term	Foreign	and	Local	Currency	
Issuer	 Default	 Ratings	 (IDRs)	 to	 ‘BB-‘	 from	
‘B+’,	and	the	Country	Ceiling	to	‘BB-‘from	‘B+’.	
Further,	Moody's	Investors	Service,	has	upgraded	
the	outlook	of	Sri	Lanka’s	‘B1’	foreign	currency	
sovereign	rating	from	‘Stable’	to	‘Positive’,	while,	

Standard	&	Poor's	Ratings	 	 (S&P)	Agency	has	
raised	its	outlook	on	Sri	Lanka's	long-term	foreign	
currency	 sovereign	 credit	 rating	 to	 ‘Positive’	
from	 ‘Stable’.	The	 rating	 upgrades	 will	 further	
facilitate	in	attracting	foreign	investments	to	the	
country.		

Exchange Rate Regime and Exchange Rate 
Movements

•	 The exchange rate policy in 2011 was focused 
on maintaining stability in the domestic 
foreign exchange market.	The	rupee	appreciated	
by	 1.23	 per	 cent	 vis-a-vis	 the	US	 dollar	 in	 the	
first	 half,	 while	 depreciating	 by	 0.54	 per	 cent	
during	 the	 third	 quarter	 of	 2011.	Accordingly,	
the	 rupee	 appreciated	 by	 0.69	per	 cent	 against	
the	 US	 dollar	 in	 the	 first	 nine	 months	 of	 the	
year.	 Reflecting	 the	 cross	 currency	 exchange	
rate	 movements,	 the	 rupee	 has	 depreciated	
against	most	of	the	major	currencies;	euro	(1.22	
per	 cent),	 pound	 sterling	 (0.30	 per	 cent)	 and	
Japanese	yen	(5.43	per	cent),	while	appreciating	
against	the	Indian	rupee	(10.17	per	cent)	by	end	
September	2011.	The	Central	Bank	intervened	
in	 the	 domestic	 foreign	 exchange	 market	 to	
mitigate	the	excessive	volatility	in	the	exchange	
rate	 and	 to	 ensure	 adequate	 foreign	 exchange	
liquidity	in	the	face	of	increased	outflows	arising	
from	the	settlement	of	import	bills,	particularly,	
petroleum	bills.	Accordingly,	CBSL	supplied	US	
dollars	809	million	on	net	basis	to	the	domestic	
foreign	exchange	market	in	the	first	eight	months	
of	the	year.
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to	 US	 dollars	 5,439	 million	 recorded	 during	
the	 corresponding	 period	 of	 2010.	 This	 is	
attributable	to	the	increase	in	inflows	of	foreign	
exchange	 into	 the	 domestic	 foreign	 exchange	
market	 and	 the	 increase	 in	 international	 trade.	
Following	 the	 trend	 in	 the	 spot	 market,	 the	
forward	transaction	volumes	also	increased	due	
to	the	expansion	in	external	trade	to	US	dollars	
4,095	million	by	end	September	2011	compared	
to	US	dollars	2,833	million	recorded	during	the	
corresponding	period	in	2010.	

•	 Forward premia of the foreign exchange 
market reflected changing market sentiments.	
The	 forward	 premia	 for	 one-month,	 three-	
month	and	six-month,	remained	well	below	the	
interest	 rate	 differential	 up	 to	 mid-September	
2011,	 which	 indicated	 market	 expectations	
of	 continued	 future	 inflows	 into	 the	 domestic	
foreign	 exchange	 market.	 However,	 since	
mid-September	 2011,	 forward	 premia	 for	
one-month,	 three-month	 and	 six-month	 has	
increased	 marginally.	 Nevertheless,	 forward	
premia	 for	 one-month,	 three-month	 and	 six-
month	 still	 remain	 slightly	 lower	 than	 interest	
rate	differentials.	

Prospects for 2012

•	 External trade is expected to grow at a healthy 
pace in 2012. Exports	are	projected	to	grow	by	
14	 per	 cent	 in	 2012	 with	 continued	 resource	
reallocation	 towards	higher	 value	 addition	 and	
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•	 Effective exchange rate indices reflected 
appreciations. Both	 the	 5-currency	 and	 24-	
currency	 Nominal	 Effective	 Exchange	 Rate	
(NEER)	 indices	 appreciated	 by	 about	 1.73	
per	cent	and	1.83	per	cent,	respectively,	by	end	
September	 2011,	 mainly	 due	 to	 the	 nominal	
appreciation	of	the	Sri	Lanka	rupee	against	the	
US	 dollar	 and	 Indian	 rupee	 in	 the	 currency	
baskets.	 The	 Real	 Effective	 Exchange	 Rate	
(REER)	based	on	both	the	5-	currency	and	24-	
currency	baskets	also	appreciated.	However,	the	
NEER	and	REER	indices	showed	depreciation	
during	the	first	eight	months	of	the	year	due	to	
the	nominal	depreciation	of	the	Sri	Lanka	rupee	
against	 most	 of	 the	 major	 currencies	 and	 the	
relatively	 smaller	 increase	 in	domestic	 inflation	
compared	 to	 those	of	 the	 trading	partners	 and	
competitors.	Further,	 the	 sharp	appreciation	of	
the	euro	and	the	pound	sterling	against	the	US	
dollar	observed	during	the	first	eight	months	of	
the	year	also	contributed	to	the	depreciation	of	
both	 the	 5-currency	 and	 24-	 currency	 NEER	
indices.	During	the	month	of	September	2011,	
both	 NEER	 and	 REER	 appreciated,	 reversing	
the	 depreciating	 trend	 observed	 in	 first	 eight	
months	of	2011,	on	the	back	of	strong	US	dollar	
due	to	the	EU	debt	crisis,	safe	haven	status	and	
slowing	global	economy.	

•	 The domestic foreign exchange market 
continued to expand. The	 total	 volume	 of	
spot	transactions	increased	to	US	dollars	7,789	
million	 by	 end	 September	 2011,	 compared	
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diversification	of	 export	products	 and	markets.	
Export	growth	is	also	expected	to	be	supported	
by	continuous	trade	integration	among	regional	
economies.	Expenditure	on	imports	is	projected	
to	grow	by	10	per	cent	 in	2012,	mainly	due	to	
continuous	increase	in	demand,	stemming	from	
increased	per	capita	income,	capacity	expansion	
of	 industries	 and	 higher	 production	 input	
requirements,	better	performance	in	the	tourism	
sector,	 implementation	 of	major	 infrastructure	
projects,	and	broad	basing	of	economic	expansion	
especially	in	the	fast	growing	North	and	East	of	
the	country.	

•	 Supported by the rapid expansion in the 
transport and travel sub sectors, the services 
sector is expected to perform well in 2012.  
Measures	taken	in	line	with	the	vision	of	making	
Sri	Lanka	a	regional	maritime	and	aviation	hub	
would	result	in	the	port	and	aviation	industries	
becoming	 major	 sectors	 of	 the	 economy,	
generating	more	foreign	exchange	inflows	to	the	
country.	The	number	of	tourist	arrivals	in	2012	
is	 expected	 to	 grow	 exceeding	 950,000,	 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.	 New	 initiatives	 such	 as,	
recommencement	 of	 the	 ferry	 service	 between	
Sri	Lanka	and	India	after	20	years	would	attract	
more	 tourists	 from	 India,	 which	 is	 the	 largest	
tourist		originating	country.	

•	 Inflows of workers’ remittances are expected 
to exceed US dollars 5.8 billion in 2012.	 It	 is	
expected	 that	 large	 inflows	 would	 be	 received	
from	the	Sri	Lankan	diaspora	for	livelihood	and	
community	 development	 in	 the	Northern	 and	

Eastern	provinces	of	the	country.	Further,	with	
the	rapid	expansion	of	the	branch	network	and	
customer	service	units	of	banks	in	those	areas,	a	
major	portion	of	remittances	would	be	received	
through	 formal	 channels.	 Meanwhile,	 as	 Sri	
Lankan	 authorities	 are	 entering	 into	 collective	
agreements	 with	 employers	 for	 higher	 salaries	
and	wages	and	greater	 skilled	 labour	migration	
for	 well-paid	 overseas	 jobs	 would	 generate	
healthy	foreign	exchange	inflows	to	the	country.	

•	 The current account deficit is projected to 
be around 3.9 per cent of GDP in 2012, 
improving from 5.6 per cent expected for 2011. 
Moderation	 of	 growth	 of	 import	 expenditure,	
increased	 surplus	 in	 the	 services	 account	 and	
increased	workers’	remittances	would	help	bring	
down	 the	 current	 account	deficit	 in	2012.	The	
current	 account	deficit	 is	 expected	 to	 be	 offset	
by	 the	 higher	 inflows	 to	 the	 financial	 account.		
Though	 inflows	 to	 the	private	 sector	 including	
FDIs	 are	 expected	 to	 increase	 in	 2012,	 the	
expected	 increase	 in	 government	 amortization	
payments	 due	 to	 the	 settlement	 of	 the	 first	
international	 sovereign	 bond	 of	 US	 dollars	
500	million,	would	lower	the	financial	account	
balance.

•	 The overall BOP is expected to record a surplus 
in 2012 as well.	 The	 gross	 official	 reserves	
are	 expected	 to	 increase	 further,	 supported	
by	 foreign	 exchange	 inflows	 to	 the	 country.		
Although	 the	 official	 reserves	 would	 continue	
to	remain	at	sustainable	 levels,	due	to	expected	
increase	 in	 import	 expenditure,	 reserves	 in	
equivalent	months	of	imports	would	be	around	
5.1	months.
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