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Abstract

This paper uses an elemental macro model to quantify the effect of a range of alter-
native Sri Lankan monctary policy regimes to which its transition from cxchange rate
targeting might be directed. Faced with a variety of supply, demand and cxternal
shocks, the inflation targeting regime is shown to offer lower macro-economic volatil-
ity than the alternatives, most strongly under demand and cxternal shocks. This
is notwithstanding the sensitivity of real purchasing power to inflation targets. even
where employinent is stabilised. Consistent with Mundell's financial trilenuna, the
increasce in Sri Lanka’s financial integration after 2012 is shown to have made external
shocks more prominent, further supporting the transition to inflation anchored mone-
tary policy framework.
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