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The Annual Report of the Central Bank of Sri Lanka for the Year 2017

In terms of Section 35 of the Monetary Law Act No. 58 of 1949, the sixty eighth Annual Report
of the Monetary Board of the Central Bank of Sri Lanka was presented to Hon. Mangala
Samaraweera, the Minister of Finance and Mass Media, 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 2017 to Hon. Mangala
Samaraweera, the Minister of Finance and Mass Media. Dr. R.H.S. Samaratunga, Secretary to the Ministry of Finance and Mass Media
and ex-officio member of the Monetary Board, Dr. P. Nandalal Weerasinghe, Senior Deputy Governor, Mr. K.D. Ranasinghe and
Mr. C.J.P. Siriwardana, Deputy Governors, Dr. Yuthika Indraratna, Director of Economic Research, and Mrs. W A Dilrukshini and
Dr. Chandranath Amarasekara, Additional Directors of Economic Research of the Central Bank are also in the photo.]


http://www.cbsl.gov.lk/

A summary of the performance of the Sri Lankan economy in 2017 as reflected in the Annual

Report is given below:

The stabilisation policy measures taken by the Central Bank and the government in the past two
years resulted in a number of notable improvements, although real economic growth faltered and
recorded a multi year low during 2017. The monetary policy stance of the Central Bank that was
gradually tightened since end 2015, was tightened further in March 2017 by raising the key policy
interest rates of the Central Bank by 25 basis points. Increasing market interest rates were allowed
to stabilise at high levels. Nevertheless, the improvements in relation to the government securities
market, which corrected some distortions that prevailed in 2015 and 2016, resulted in a significant
decline in yields on government securities, thus exerting a downward effect on some market
interest rates towards the end of the year. The high nominal and real interest rates, together with
supportive macroprudential measures, prompted a gradual deceleration in the growth of monetary
aggregates in 2017. This deceleration was effected via more active open market operations
(OMOs) through which the Central Bank maintained appropriate levels of liquidity in the domestic
money market by reducing the Central Bank holdings of government securities substantially in
order to offset the impact of the rapid buildup of net foreign assets (NFA) of the banking system
due to net purchases of foreign exchange inflows by the Central Bank. While active OMOs helped
the Central Bank to maintain short term interest rates, particularly the interbank call market rate,
at desirable levels, the enhanced monetary policy communication strategy helped anchor inflation
expectations, despite higher than expected headline inflation driven by supply side disturbances.

Several measures were introduced to deepen and develop the domestic foreign exchange market
further during the year. Such measures helped the Central Bank to purchase a significant amount
of foreign exchange from the domestic market without creating excess volatility in the exchange
rate, while facilitating a market based exchange rate aligned with macroeconomic fundamentals.
Consequently, gross official reserves increased to US dollars 8.0 billion by end 2017 with an
accompanying qualitative improvement. The overall balance of the balance of payments (BOP)
recorded a surplus of US dollars 2.1 billion in 2017 after two years of deficits, as a result of
significant inflows to the financial account. Substantial inflows were observed in the form of debt
capital, while foreign direct investment (FDI) recorded the highest ever inflows in 2017 supported
by improving investor sentiments. In the external current account, although earnings from exports
increased to the highest levels recorded, the increase in imports, mainly arising from drought
related imports of petroleum and rice as well as increased importation of gold, caused a wider trade
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deficit. Although inflows on account of services exports including tourism, and workers’
remittances continued to cushion the impact of the widened trade deficit to some extent, the current
account recorded a deficit of 2.6 per cent of GDP during the year. The Sri Lankan rupee
depreciated against the US dollar by 2.0 per cent during the year, while the real effective exchange
rate indices also depreciated, raising the competitiveness of the currency. Such a fairly-valued
currency in real terms, is expected to enable a gradual adjustment of the current account deficit of
the BOP in the period ahead.

In relation to public finance, the revenue based fiscal consolidation programme continued,
resulting in increased tax revenue as a percentage of GDP as well as a surplus in the primary
account, which reflects the difference between revenue and non-interest expenditure, for the first
time since 1992 and only the second time since 1955. Nevertheless, revenue collection was lower
than expected, while government spending was affected by the need to provide relief to the people
affected by inclement weather conditions, and also by the rising interest payments. This resulted
in an expansion in the overall budget deficit to 5.5 per cent of GDP. While the surplus in the
primary account helped reduce the central government debt as a percentage of GDP to a certain
extent, relatively high real interest rates in the government securities market compared with real
GDP growth contained further favourable adjustment in public debt dynamics. The continued
generation of higher primary surpluses, together with increased real GDP growth and moderate
real interest rates, is expected to generate favourable public debt dynamics at a faster pace in the

future.

Adverse weather conditions and their spillover effects continued to affect real economic activity,
and the economy surprised to the downside by recording a growth of 3.1 per cent in real terms.
This was significantly below projections of the Sri Lankan authorities as well as international
agencies. In spite of the low real GDP growth, the economy created sufficient employment
opportunities that induced a further reduction in the unemployment rate to 4.2 per cent during the
year. In terms of expenditure, growth was supported by the expansion of both consumption and
investment expenditure in 2017, while net external demand continued to weigh on growth
negatively. Both services and industry related activities, which together account for 92.4 per cent
of gross value added, recorded growth rates of below 4 per cent. The agriculture related activities
recorded a negative growth for the second consecutive year, although estimates for Quarter 4, 2017

indicated a recovery in the sector.



Headline inflation displayed twin peaks during the year, with the first peak in March 2017 and the
second in October 2017, and remained above the desired mid single digit levels in most months
due to double digit food inflation. However, core inflation moderated gradually during the year,
as monetary policy measures to contain inflation took effect. With the moderation of food inflation,
headline inflation decelerated considerably by the first quarter of 2018, and the favourable inflation
and inflation outlook as well as the weak real GDP growth prompted the Central Bank to signal an
end to the tightening cycle of monetary policy, by lowering the upper bound of the policy interest

rate corridor by 25 basis points in April 2018.

Meanwhile, with the exception of a few small non-bank financial institutions, the financial sector
performed well amidst measures taken by the authorities to ensure the stability of the financial
sector and to strengthen financial markets and related infrastructure. Several initiatives were taken
to address possible forbearance in regulation and supervision, particularly in relation to non-bank
financial institutions and primary dealers in government securities. Stronger enforcement
mechanisms were introduced to take prompt action against any non-compliance of regulations.
The rule based and transparent auction mechanism for government securities helped reduce the
volatility in interest rates and helped the smoothing out of bunching up domestic debt maturities.
The new Active Liability Management Act (ALMA\) is expected to provide greater flexibility in
managing future bunching of both domestic and external debt.

Furthermore, the Extended Fund Facility programme with the International Monetary Fund (IMF-
EFF) progressed, with the economy achieving the end year targets in relation to net international

reserves, the government’s primary balance, and inflation.

Addressing the weak growth performance of the economy through the implementation of required
growth supporting reforms will remain a priority. Sri Lanka has advanced gradually to reach a per
capita GDP of US dollars 4,065 by 2017, establishing itself as a middle income economy.
However, the country can progress further only if policymaking remains rational with a long term
focus on greater public good, while minimising policy swings motivated by short term political
gains. Therefore, it is essential that the envisaged reforms are institutionalised to ensure their
Sustainability, enabling the country’s unhindered progression under increasingly challenging
global and domestic conditions. In this regard, notable progress has already been achieved in terms
of implementing the Inland Revenue Act (IRA), enacting the ALMA and the Foreign Exchange

Act, and reaching a consensus with regard to improving the independence of the Central Bank and



facilitating the move towards flexible inflation targeting (FIT) by 2020. Much remains to be done
in relation to strengthening public financial management and ensuring fiscal sustainability through
the adoption of binding fiscal rules, and also with regard to the implementation of a trade and
investment facilitation framework that could enhance the country’s overall productivity and
effectively link the Sri Lankan economy to global production networks. The formulation and
implementation of policies must also take into consideration the effect of such policies on the
vulnerable segments of the population as it is the poorest of the society who suffer most from failed

policy experiments.

Several existing and emerging challenges need to be addressed for the country to achieve high
economic growth and sustainable economic development over the medium term and beyond.
Whilst the commitment of the government is essential to implement the envisaged reforms,
increased private sector participation in productive economic activity is also vital in the country’s
progress as a middle income economy. Proactive policy measures implemented in a timely manner
with increased consistency and focus will enable effective and sustainable utilisation of resources
resulting in an efficiency driven growth process, which would facilitate improved welfare of the

general public in the country.
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Headline Inflation (Year-on-Year)
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Summary of Fiscal Sector Performance
(as a percentage of GDP)
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Broad Money Growth and Contribution

Credit Granted by Commercial Banks to the Private Secter
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Indicator Unit 2016(6) 2017 ) Projections

2018 2019 2020 2021 2022

Real Sector (d)
Real GDP Growth % 4.5 (g 31 50 55 6.0 6.0 6.0
GDP at Current Market Price Rs.bn 11,907 () 13,289 14,515 16,015 17,817 192,819 22,053
Per Capita GDP USs 3,857 (c)je} 4,065 4,340 4,665 5,075 5,547 6,095
Total Investment % of GDP 350 (A 36.5 325 330 335 4.0 345
Domestic Savings % of GDP 276 ([9)f 293 26.1 273 286 294 309
Mational Savings % of GDP 328 (N 339 30.3 310 317 324 332

External Sector
Trade Gap (d) % of GDP -10.9 -11.0 -11.3 -10.9 -10.3 -0.4 -8.7
Exports USs mn 10,310 11,360 12,614 14,070 15,743 17,692 19,961
Imports US3mn 19,183 20,980 23,149 25,119 27,234 29,436 31,800
Current Account Balance (d) % of GDP -2.1 {g) -2.6 22 -20 -1.8 -1.6 -1.3
External Official Reserves Months of Imports 38 4.6 48 45 4.4 4.6 473

Fiscal Sector (d)
Total Revenue and Grants % of GDP 14.2 (h) 138 157 159 16.4 17.0 17.4
Expenditure and Net Lending % of GDP 19.6 (k) 19.4 204 19.8 200 205 209
Current Account Balance % of GDP -0.6 [h) -0.7 05 0.9 1.4 1.9 23
Primary Balance % of GDP 0.2 [h) 0.0 1.0 2.0 24 2.4 2.6
Overall Budget Deficit % of GDP -5.4 k) -5.5 -4.8 -39 -3.5 -3.5 -3.5
Central Government Debt % of GDP 78.8 (h) 77.6 77.4 748 n7 69.0 69.0

Menetary Sector and Inflation

Broad Money Growth [M,] (i) % 18.4 16.7 15.1 13.5 13.5 12.5 125
Private Sector Credit Growth [in M_) (i) % 21.9 14.7 135 15.0 15.0 15.0 150
Annual Average Inflation (j) % 4.0 6.6 4.0 50 50 50 50

(o) Based on infermation available up fo mid-Apnl 2018,

(b) Renised
(€) Provisional

(d) The data is based on the base year 2010 GDP esimates of the Department of Census and Statistics.
(e) Esfimates updated with the lafest population figures.
) Total imvestmert, domestic savings and national savings as a % of GDP in 2016 were revised by the Department of

Census and Stotistcs from 31.5%, 23.8% and 28.9%, respechively.
(g) The difference between the BOP estimate and the GDP estimate is due fo the time lag in compilation.

(h} Based on revised GDP esfimates for 2016 made availsble on 20 March 2018 by the Deparment of Census and Stotishics.

ti’ Yearon—yeﬂrgrowih based on end year values.

(il Based on CCPI (2013=100)

JSources: Depariment of Census and Statistics
Ministry of Finonce and Mass Media
Ministry of Mational Policies
and Economic Affairs
Ceniral Bank of Sri Lanka



