
World Bank sees accelerated5 
growth for Sri Lanka in 2014
Ec o n o m ic  g ro w th  lo o k s  to  h av e  

r is e n  to 7.3 p e rc en t in  2013, from  
th e  6.3 p e rc e n t  r e g is te r e d  th e  
p rev io u s  year, d riv en  by th e  s e r 
v ices an d  in d u s try  sec to rs . T he bounce- 

back  b eg an  in  th e  second  q u a r te r  o f 2013 
an d  is ex p ec ted  to c o n tin u e  th ro u g h  th e  
la s t q u a r te r  an d  beyond.

T h e  s e r v ic e s  se c to r , a c c o u n t in g  fo r 
n ea rly  60 p e rc en t of g ross dom estic  p ro d 
uct (GDP), grew  by an  average 6.4 p e rcen t 
fo r th e  year, u n d e rp in n e d  by s tro n g  p e r 
fo rm a n c e  in  w h o le sa le  a n d  r e ta i l  t r a d e  
( a n o th e r  23 p e rc e n t  o f th e  e co n o m y ), 
h o te ls  a n d  r e s t a u r a n t s ,  t r a n s p o r t  a n d  
co m m u n ic a tio n s , as w ell as th e  b a n k in g  
an d  f in a n c e  su b -sec to rs . W hile in d u s t r i 
a l-sec to r g ro w th  m o d e ra ted  in  th e  th i r d  
q u a r te r  o f 2013, it re m a in e d  b u o y a n t a t
9.9 p e rcen t, from  10.3 p e rcen t in  2012, p ro 
p e lle d  m a in ly  by th e  c o n s tr u c t io n  a n d  
m a n u fa c tu r in g  subsecto rs .

T he  a g r ic u l tu r a l  s e c to r  b o u n ced  b ack  
s tro n g ly  in  th e  s e c o n d -h a lf  o f 2013 to  
re c o rd  a g ro w th  o f 4.2 p e rc e n t  fo r th e  
y ear. T h is  w as e s p e c ia l ly  im p r e s s iv e  
s in ce  flood ing  h ad  rav ag ed  th e  c o u n try ’s 
m a in  m ah a  season  an d  co n trac ted  o u tp u t 
by 0.4 p e rcen t in  th e  f ir s t  h a lf  of the  year. 
T he re b o u n d  w as due  la rg e ly  to im p re s 
sive p ad d y  p ro d u c tio n  in  th e  sec o n d a ry  
yala  season ; o n e -th ird  of to ta l paddy p ro 
d u c tio n  o r ig in a te s  in  th e  fo rm e rly  w ar- 
affected  N orth  and  E ast P rovinces.

I n f l a t i o n  r e m a in e d  s u b d u e d ,  w i th  
h e a d lin e  in f la tio n  m o d e ra tin g  to 6.9 p e r
cen t in 2013 from  7.6 p e rc en t in  2012. T he 
o u tlo o k  fo r in f la t io n  re m a in s  f a v o u r 
able su p p o rte d  by sub d u ed  in te rn a tio n a l 
c o m m o d ity  p r ic e s , im p ro v ed  d o m e s tic  
su p p ly  c o n d it io n s  a n d  w e ll-c o n ta in e d  
d e m a n d -d r iv e n  in f la t io n a ry  p re s s u re s . 
Low er in f la tio n a ry  e x p ec ta tio n s  a re  e v i
d en t in th e  s h a rp  re d u c tio n  in  t r e a s u r y  
y ie ld s . O ver th e  p a s t  16 m o n th s  (fro m  
12.85 p e rc e n t in  N o v em b er 2012 to  7.07 
p e r c e n t  in  F e b r u a r y  2014) 1 2 -m o n th  
tr e a s u r y -b o n d  y ie ld s  in  p r im a r y  auc*. 
tio n s  have d e c lin ed  by 578 b a s is  p o in ts , 
w h ile  lo n g e r- te rm  T b o n d s (one to rout- 
y ears) have  seen  a y ie ld  d e c rea se  o f too 
basis  po in ts .

P riv a te  s e c to r  c re d it  g row th  h as  been  
s lu g g ish  th ro u g h  m ost of 2013. T he o v e r
all policy  s tan ce  re m a in s  accom m odative 
b e ca u se  th e  m o n e ta ry  a u th o r i t ie s  have  
p r io r i t iz e d  h ig h  eco n o m ic  g ro w th , t a r 
g e ting  8 p e rcen t. T herefo re , the  two m a in  
re a so n s  to  ju s t i fy  m o n e ta ry  e a s in g  a re  
d e c lin in g  c o re - in f la t io n  a n d  th e  a v a i l 

12%

-2%

a b i l i ty  o f sp a c e  fo r  m o n e ta ry  
e a s in g  -  lo w e r  c r e d i t  g ro w th  
a n d  low er im p o rts  g row th .

By c o n t r a s t ,  p u b l ic  s e c to r  
b o r r o w in g  c o n t in u e d  to  r is e ,  
by  24 p e r c e n t  fo r  th e  c e n t r a l  
g o v e r n m e n t  a n d  25 p e r c e n t  
fo r  s ta te - o w n e d  e n t e r p r i s e s  
(S O E s), d u r in g  th e  y ear. T h e  
in c r e a s e s  w e re  d u e  m a in ly  to  
th e  g o v e rn m e n t p la c in g  h ig h e r  
b u d g e ta ry  e m p h a s is  on  dom es- ^ 
t ic  s o u rc e s  fo r  f in a n c in g , th e  
lo w e r  i n t e r e s t  r a t e s  m a k in g  
d o m e s t ic  b o r r o w in g s  m o re  a t t r a c t i v e  
a n d  th e  p r iv a te  s e c to r ’s a v e rs io n  to  c re d 
it  in  th e  c lim a te  o f m o n e ta ry  a cc o m m o 
d a tio n , w h ic h  p ro m p te d  b a n k s  to  p la ce  
th e i r  excess fu n d s  in  g o v e rn m e n t s e c u r i 
ties.

T h e  g o v e rn m e n t  c u r t a i l e d  e x p e n d i 
tu re s  d u r in g  th e  f ir s t  n in e  m o n th s  of 2013 
in  a n  a t te m p t  to  m e e t th e  f is c a l  d e f ic it  
ta rg e t  o f 5.8 p e rc e n t of GDP. T h is  w as in  
re s p o n s e  to  p o o r  re v e n u e  p e r fo rm a n c e  
fro m  th e  s h o r tfa l l  in  t ra d e -re la te d  ta x e s  
a n d  fo llo w e d  a  t r e n d  to w a rd s  s t r i c t e r  
m a n a g e m e n t of fisca l sp en d in g  in  re c e n t 
years.

E x te rn a l fin a n c e s
E x te rn a l f in an ces  w ere poor d u r in g  th e  

f i r s t  n in e  m o n th s  o f 2013. T h e  e x te r n a l  
f in a n c in g  d u r in g  th e  p e rio d  w as Rs.95 b il
lio n  b u t a u th o r i t ie s  ex p ec t th is  to  re a c h  
Rs.149 b illio n  by year-end . In  th e  ab sen ce  
of a E u ro  bond  issu e  fo r th e  f i r s t  tim e  in  
fo u r  y e a rs , d o m e s tic  b a n k  fu n d in g  w ill 
f in a n c e  th e  b u lk  of th e  f isc a l d e f ic it  in
2013.

T h e  c u r r e n t  a c c o u n t  d e f ic i t  is  e s t i 
m ated  to  d ec lin e  to 4.0 p e rcen t o f GDP in 
2013, from  6.6 p e rc e n t in 2012 on th e  back 
of lo w er im p o r ts  an d  c o n tin u e d  h e a lth y  
in flow s of w o rk e rs ’ re m itta n c e  an d  tout- 
ism  rece ip ts .
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T he C e n tra l  B an k  h a s  c u t p o lic y  ra te s  
th r e e  t im e s  fo r  a c o m b in e d  125 b a s is  
p o in ts  s in ce  D ecem ber 2012. In  D ecem ber
2013, th e  C e n t r a l  B a n k  e s ta b l i s h e d  a 
S ta n d in g  R a te  C o r r id o r  (SRC) in  p la ce  
o f th e  c u r r e n t  P o licy  R ate  C o rrid o r . T he 
M o n e ta ry  B o ard  a lso  d e c id e d  to  re d u c e  
th e  S ta n d in g  L e n d in g  F a c i l i ty  R a te  o f 
th e  C e n t r a l  B an k  by  50 b a s is  p o in ts  to 
8.00 p e rc e n t ,  th e re b y  c o m p re s s in g  th e  
S ta n d in g  R a te  C o r r id o r  to  150 b a s is  
p o in ts  from  200 b a s is  p o in ts .

I t is  e x p e c te d  th a t  th i s  c o m p re s s io n  
w ill fa c i l i ta te  th e  re d u c tio n  o f th e  in te r 
est sp re a d  of b a n k s  w ith o u t a ffe c tin g  th e  
d e p o s it  r a te s  o ffe re d  by  b a n k s  to  t h e i r  
c u s to m e r s .  In  J u n e  2013, th e  C e n t r a l  
B an k  rem o v ed  th e  c re d it  c e ilin g  fo r com 
m e rc ia l  b a n k s  a n d  a m en d e d  re g u la t io n s  
to  p e r m i t  c o m m e r c ia l  b a n k s  to  h o ld  
r e q u i r e d  r e s e r v e s  a g a in s t  a n  a v e ra g e  
o f tw o  w eek s  o f l i a b i l i t i e s  r a t h e r  th a n  
o n e  w eek , in  o rd e r  to  p ro v id e  th e  b a n k s  
g r e a te r  f le x ib i l i ty  in  m a n a g in g  l iq u id 
ity. In  lin e  w ith  m o n e ta ry  p o licy  e a s in g , 
b e tw e e n  N o v e m b e r 2012 a n d  F e b r u a r y
2014, m o n ey  m a rk e t  in te r e s t  r a te s  have  
re s p o n d e d  a c c o rd in g ly , w ith  th e  T -b ill 
y ie ld  a n d  A v erag e  P r im e  L e n d in g  R ate  
(A PLR) d ro p p in g  by 578 b a s is  p o in ts  an d  
486 b a s is  po in ts .

In  J a n u a r y  2014, th e  C e n t r a l  B a n k  
re le a se d  a m a s te r  p la n  fo r c o n so lid a tio n  
o f th e  f in a n c ia l sector. B an k in g  a n d  n o n 
b a n k  f in a n c ia l  in s t i tu t io n s  (N B F ls) w ill 
be c o n so lid a te d  by m e rg e rs  a n d  a b s o r p 
tio n  o f b u s in e s s e s .  T h e  C e n t r a l  B an k  
a lso  p ro h ib ite d  th e  in s t i tu t io n s  invo lved  
in  th e  c o n s o l id a t io n  fro m  r e t r e n c h in g  
s ta f f  o r  r e d u c in g  w ag es  a f te r  th e  fac t.
T h e  C e n tra l  B an k  h a s  m ad e  th e  m ove in  
o rd e r  to  s t r e n g th e n  c a p i ta l  b u f f e rs  fo r 
th e  f in a n c ia l  sec to r. It is e x p e c te d  th a t  
th e  p ro je c t  w ill le av e  a t  le a s t  f iv e  S r i  
L a n k a n  b a n k s  w ith  a sse ts  o f R s.l t r i l l io n
nr rnnrp pnH a h m i t  90 NTFUTTc w i t h  Q n  i n ^ r o a o i n o  t h o  P P P ’c I a c c d c  q c  w o l l

a s s e t  b a se  o f  o v e r Rs.20 b i l 
l io n  each . T h e  C e n tra l  B an k  
e x p e c te d  c o m p le t io n  o f th e  
N B F I c o n s o l id a t io n  by  en d - 
M a rc h  2014 a n d  th e  e n t i r e  
p ro c e ss  to  be f in a liz e d  by th e  
en d  of th e  year.

O u tlo o k  an d  p o lic y
GDP g ro w th  is  e x p ec te d  to  

a c c e le ra te  fu r th e r , to  7.3 p e r 
c e n t  in  2014. T h e  s t r o n g e r  
m o m e n tu m  o f a c t iv i ty  p r o 
je c te d  fo r th e  seco n d  h a lf  o f 

2013 w ill a lso  le ad  to  s tro n g e r  c a rry -o v e r 
in to  2014. T h is  g ro w th  is su p p o rte d  by an  
in c re a se  in  c ap ac ity  from  new  in f r a s tru c 
tu re  in v estm en ts  an d  reb u ild in g . B ut a  re l
a tively  p ro trac te d  recovery  in  h igh-incom e 
c o u n tr ie s  a n d  tig h te n in g  o f in te rn a tio n a l  
f in a n c ia l co n d itio n s  w ill c o n s tra in  a m ore  
r o b u s t  r e b o u n d  fo r  S r i  
L an k a  w ith in  th e  fo rec a s t 
horizon .
R is k s  to the o u tlo o k  
in clu de :

M a in t a in in g  f i s c a l  
c o n s o l id a t io n .  R e c e n t  
e ffo rts  a t f isc a l c o n so lid a 
tio n  c o u ld  go o ff t r a c k  if  
th e  a u th o r i t ie s  a re  u n a b le  
to  c o l le c t  th e  b u d g e te d  
ta x  re v e n u e  a n d /o r  r is in g  
in te r e s t  c o s ts  s h o u ld  th e  
c u r r e n c y  d e p r e c ia te .  In  
su ch  a n  ev en t, th e  c e n tr a l  
g o v e rn m e n t m ay re s o r t  to 
in c re a se d  b o rro w in g  from  
th e  d o m estic  b a n k in g  sec 
tor, p o ssib ly  c ro w d in g  o u t 
p r iv a te  se c to r  c re d it.

The precariou s fin a n 
c ia l p o s itio n  o f  two o f  
the largest state-ow ned corporations, 
the C eylon  E le c tr ic ity  Board (CEB) 
and C eylon  P etro leu m  C orp oration  
(CPC). A d ro u g h t in  2014 w ould  in c re a se  
th e  a l r e a d y - s u b s t a n t i a l  lo s s e s  o f  th e  
CEB. In a d e q u a te  r a in f a l l  in c re a s e s  th e  
cost o f e le c tr ic i ty  g e n e ra t io n  b e c a u se  it 
is p ro d u c e d  by f u r n a c e  o il r a t h e r  th a n  
h y d ro p o w e r. T h e  u n r e s p o n s iv e n e s s  o f 
e l e c t r i c i t y  t a r i f f s  to  c h a n g in g  c o n d i 
tio n s  h a s  a lre a d y  u n d e rm in e d  th e  v ia b il
ity  o f th e  CEB. As a r e s u l t  o f i ts  h ig h e r  
d ep en d en ce  on th e rm a l pow er, th e  C E B ’s 
o p e r a t in g  lo s s  w o u ld  in c r e a s e .  T h is  
w ou ld  t r ig g e r  f u r th e r  b e lo w -co st p r o v i
s io n s  o f f u r n a c e  o il by th e  CPC to  th e

The three primary 
challenges to foreign 

direct investment 
in Sri Lanka are (i) 
policy uncertainty 
and inconsistency 

with respect to 
macroeconomic and 
trade and industrial 

policy, (ii) administrative, 
bureaucratic and 

organisational 
constraints and 

(iii) relatively high 
production costs

T h e  g r e a te r  th e  lo s se s  o f th e  CEB th e  
m o re  it u n d e rm in e s  p r iv a te -se c to r  c re d it  
g ro w th  an d  by e x ten s io n , in v e s tm en t an d  
GDP g row th .

T h e  s i tu a t io n  c o u ld  be  a g g ra v a te d  by 
th e  g o v e rn m e n t h a v in g  to  t r a n s f e r  a d d i
t io n a l  r e s o u rc e s  to  b o ls te r  th e  b a la n c e  
sh e e ts  o f th e se  tw o s ta te -o w n ed  c o rp o ra 
tio n s  -  a s u b s ta n tia l  fisca l cost. In c reased  
a d m in is te re d  p r ic e s  to  cover th e  losses of 
CPC a n d  th e  CEB co u ld  h av e  te m p o ra ry  
in f la t io n a r y  im p a c t a n d  re d u c e  o v e ra ll  
co n su m p tio n  ex p en d itu re .

W eathering g lobal com m odity pric
es. R is in g  g lo b a l o il p r ic e s  a n d  d e p re 
c ia t io n  o f th e  S r i  L a n k a  ru p e e  c o u ld  
p u t p r e s s u re  on  p r ic e s . O il p r ic e s  cou ld  
r i s e  d u e  to  g e o p o li t ic a l  te n s io n s  in  th e  
M iddle-E ast, p a r t ic u la r ly  S y ria .

D eclin ing exports-to-GDP. G iven th a t 
th e  g ro w th  in  th e  tw o  k e y  e x p o r t  s e c 

to rs  -  i.e ., te a  a n d  a p p a re l 
-  re m a in s  s ta g n a n t ,  th e re  
is  a  r i s k  t h a t  th e r e  w ill  
be  a  c o n tin u e d  d e c lin e  in  
th e  ex p o rts -to -G D P  ra tio . 
T h e re  n e e d s  to  be a new  
t h r u s t  to w a rd s  d iv e r s i f i 
c a tio n  of b o th  p ro d u c t and  
e x p o r t  m a rk e ts  to  e n s u re  
t h a t  th e  t r a d e  b a la n c e  
re m a in s  m an ag eab le .

M anaging the econom 
ic fu n d a m en ta ls  in  the  
fa ce  o f  c u r re n c y  f lu c 
tu a tio n s o f  m ajor trad 
in g  p a r tn e r s .  F u r t h e r  
d e p re c ia tio n  of th e  In d ia n  
r u p e e  c o u ld  re d u c e  FDI 
in flo w s a n d  to u r i s t  a r r i v 
a ls  fro m  In d ia  a n d  in h ib it  
S r i  L a n k a n  e x p o r t s  to  
I n d ia .  I n d ia  r e p r e s e n t s  

th e  s in g le  la rg e s t  t r a d in g  p a r tn e r  a n d  
th e  s in g le  la rg e s t so u rce  o f to u r is t  a r r iv 
a ls . F u r th e rm o re ,  s in c e  In d ia  is th e  s in 
g le la rg e s t  so u rc e  o f im p o r te d  goods to 
S ri L a n k a  (19 p e rc e n t o f to ta l im p o rts  in  
2012), a  d e p re c a tio n  o f th e  In d ia n  ru p e e  
w ould  lik e ly  d riv e  up  im p o rts  from  Ind ia , 
th e re b y  in f l ic t in g  f u r th e r  d e te r io ra t io n  
in th e  tra d e  ba lance .

T h e  th r e e  p r im a r y  c h a lle n g e s  lo  fo r 
e ig n  d ire c t  in v e s tm e n t in S ri L a n k a  a re  
(i) p o licy  u n c e r ta in ty  a n d  in c o n s is te n c y  
w ith  re sp ec t to m acro eco n o m ic  and  trad e  
a n d  in d u s tr ia l  policy, (ii) a d m in is tra tiv e , 
b u r e a u c r a t i c  a n d  o r g a n i s a t i o n a l  c o n 
s t r a in t s  a n d  ( ii i)  re la tiv e ly  h ig h  p ro d u c 
t io n  rrv«:t«


