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1. Rise of the black economy and shrinkage of Government power 

By. Dr. W.A Wijewardena 

 

• The CBSL has decided to change its policy stance by raising rates in their most 

recent monetary policy meeting, in light of the CBSL wanting to ease external 

sector pressures and curb any excessive buildup of inflation. However, this rate 

increment is too little and too late, as real interest rates still remain negative. This 

decision comes  

 

• The policy changes implemented over the last year have cost the government in 

terms of tax revenue and have resulted in accelerated levels of money printing 

alongside the imposition of import controls. Further, with foreign reserves being 

depleted, the CBSL has been unable to maintain the exchange rate at Rs. 203 to 

the USD. 

 

• This has paved the way for a thriving black market, with the margin on black market 

transactions being Rs. 40 greater than the official exchange rate and the rate 

having recently risen to Rs 260 per dollar. The black market has also thrived as a 

result of the imposition of an MRP on paddy, sugar, rice and coconuts, ultimately 

reducing the powers of the Government and CBSL to control the economy.   

 

Convenient living in denial 

 

After living in denial of an acute macroeconomic crisis for 19 months, the Central Bank 

has woken up from its slumber and done the correct thing last week. Its Monetary Board 

has decided to reverse the loose monetary policy stance it had been following previously 

by tightening the policy by increasing its policy interest rates by half a percent and the 

statutory reserve ratio, known as SRR, by 2 percentage points. 

 

Monetary policy tightening: Too short and too late 

 

Though this move is welcome, it is too short and too late. Too short because the present 

interest rate structure in the system is pretty much below the going inflation as revealed 

by the price indices compiled by the Department of Census and Statistics. The resultant 

negative real interest rate discourages savers, while encouraging consumption and 

borrowings. This had led to an unwarranted increase in the aggregate demand creating a 

shortfall in the market, spawning inflationary pressures, and raising inflationary 

expectations. This is bad for the efficacy of central bank’s action. 

 

The Central Bank living in an illusive world 

 

It is too late because this action should have been taken one and a half years ago. Yet, 

the Central Bank continued to maintain that the Government was adopting an alternative 

policy, critics of that policy did criticise it due to their not understanding it, and that policy 

was efficacious in resolving the country’s chronic and acute economic crisis. The Central 

Bank Annual Report for 2020 has congratulated itself on the success of its policy action. 



This is what it has said in its opening sentence: “The complex challenges encountered by 

Sri Lankan economy in 2020 were efficaciously addressed through extraordinary policy 

interventions by the government and the Central Bank.”  

 

But three months after the release of this report, the Bank has now taken a 180° turn. 

Justifying the tightening of the policy, the Bank has said, “These decisions were made with 

a view to addressing the imbalances on the external sector of the economy and to preempt 

the buildup of any excessive inflationary pressures over the medium term, amidst 

improved growth prospects.” However, with the outbreak of the fourth wave of the COVID-

19 pandemic in July 2021, this optimism of the Central Bank might fade away soon. 

 

Are the policy interventions efficacious? 

 

The efficacious extraordinary policy interventions referred to by the Central Bank in its 

annual report have been numerous: denting the revenue base of the Government by 

offering an unsolicited tax package to income taxpayers and VAT payers, accommodating 

the Government’s voracious demand for funds by buying Treasury bills, and allowing 

commercial banks to lend the Government and state enterprises excessively, clamping 

import and exchange controls to resolve the foreign exchange crisis instead of seeking IMF 

support, shunning the international bond market when the yields on Sri Lanka’s 

international sovereign bonds or ISBs have risen to historically high levels, seeking to 

handle inflation not by monetary policy but by introducing a wide range of price controls 

on main food items, and announcing ad infinitum that its alternative policy works well. 

 

But the reality is different 

 

But the reality has been different. Due to the tax package, the Government had lost some 

Rs. 519 billion in 2020 compared to 2019 and a similar loss is expected in 2021 too. To fill 

the gap, the Government had borrowed from the Central Bank and commercial banks 

during end-2019 and June 2021 a staggering Rs. 2.8 trillion. This has mainly been 

responsible for the growth in the money stock by 33% during this period by Rs. 2.5 trillion. 

Since these borrowings have not been sufficient to meet the increased COVID-19 related 

expenses, the government is now contemplating to request public servants to sacrifice a 

half of their salaries. 

 

With the dramatic increase in the yields of Sri Lanka’s ISBs, their prices have fallen by 

about a half. Instead of taking action to resolve this, the Central Bank’s efficacious 

intervention has been to record the outstanding value of ISBs at the discounted market 

price and thereby show that the Government’s external borrowings have declined. 

 

Smart data-cooking 

 

This is smart data-cooking, but it is misleading. While it is prudential for a creditor to 

record his lending portfolio at the discounted market price, a debtor who has the liability 

to repay the face value should carry it in his books at the face value. The Central Bank has 

made two other follies here. While it has reduced the outstanding value of ISBs, it has not 

made the corresponding counter entry. The double entry accounting principles in national 

accounts require that if the value of the outstanding debt is reduced in this way by a 

creditor country, the loss must be charged to the budget and be written off. 

 

In the case of a debtor where creditors have agreed to forego a part of their lending, the 

corresponding entry should be to write back the gain as revenue of the government. But 

in the present case, Sri Lanka’s creditors have not agreed to reduce the value of debt and 

therefore the Central Bank has no right to record ISBs at their respective market prices. 

Its folly in this case is revealed by the fact that when it met the liability on account of the 

maturing ISBs on 27 July 2021 it paid the full-face value and not the going market price 

of $ 98 per 100-dollar bond. 



 

The other is the treatment of the ISBs and Sri Lanka Development Bonds or SLDBs held 

by resident entities. Though the liability is denominated in dollars, the Central Bank has 

recorded them as Government’s domestic borrowings. The underlying assumption is that 

there is no foreign exchange outflow on account of these liabilities because they are 

recycled among the residents. This is true if the country’s foreign exchange situation is in 

good shape. But with the current shortage of foreign currency, the Central Bank has failed 

to recycle them in full.  

 

Hence, there is a net outflow of forex, and that outflow is not denominated in rupees but 

in dollars. Every dollar outflow is a net sacrifice by the nation. Hence, for the Central Bank, 

it is an illusive and temporary feel-good factor. The other intervention has been the 

imposition of Import controls and they have not been efficacious in taming the 

uncontrollable import bill. That is because their application has been on a limited number 

of consumer goods. As a result, imports have ballooned to a historic level by 30% during 

the first half of 2021 leaving the trade deficit intact. 

 

Mishap in ancient Rome 

 

A similar mishap was experienced in ancient Rome that led to the eventual collapse of the 

mighty Roman empire. While there are many scholars who have documented the Roman 

mishap, a revealing scholarly work has been the work done by Bruce Bartlett, senior fellow 

with the Texas based National Centre for Policy Analysis. 

 

Bartlett, writing a paper on How Excessive Government Killed Ancient Rome to the 1994 

Fall issue of the Cato Journal, has presented an interesting episode of money printing, 

inflation and the rise of the black economy that led to the eventual fall of the once mighty 

Roman Empire. 

 

Release of more coins by debasing them 

 

Roman emperors had been distributing free goods – grain, oil and cotton – to Romans to 

keep the ordinary folk happy, and thereby preserve their power base. However, when the 

recipients were more than the producers, the Empire had run into trouble. With lower 

output, the government’s revenue base had contracted. Instead of resolving that issue, 

they had continued to debase the currency from high silver content to low silver content, 

a method of releasing more coins with the same amount of silver and extracting more 

resources from the people. Thus, its main coin Denarius had 95% silver in 64 CE. By 268, 

it fell to 5%. Today’s economists call this ‘money printing and imposing an inflation tax on 

people’. 

 

Unsuccessful price controls 

 

When inflation was rampant, Emperor Diocletian (284-305 CE) introduced a wide range of 

price controls on almost all the goods and services with penalties as high as death penalty 

for violators. A contemporary of Diocletian, Lactantius has reported, says Bartlett, that 

“much blood was shed over small and cheap items and goods disappeared from sale”. But 

inflation was uncontrollable, and the necessity had forced the emperor to repeal his 

draconian laws, but not before many had sacrificed their lives.  

 

Yet emperors since then had continued with the debasement of the currency or printing 

more money in today’s parlance to fill the empty coffers. But all of them had refused to 

accept that the inflation was the result of currency debasement or printing of more money 

in today’s context. Instead, like the Sri Lankan political leaders today, they had blamed 

the greedy merchants for hoarding the goods. 

 

Collapse of the Roman empire 



 

Emperor Julian (360-63 CE), to prove this theory, had released grains from the state’s 

reserves to the market. But the result he got was totally different. The rich merchants had 

bought the entire stock, farmers expecting a price increase had withheld their supply, and 

a thriving black market at which grains were sold at exorbitant prices had developed. But 

Julian had continued to insist that his policy worked and blamed the complaints of its 

failure on the ingratitude of the people. By the 5th century CE, the Roman empire fell 

because it could not pay even the soldiers with debased currency.  

 

Bartlett has attributed it to economic deterioration resulting from excessive government 

expenditure coupled with high taxation, resultant inflation due to debasing of currency, 

and over-regulation of the economy through price controls and severe punishments for 

violators. Though Bartlett has not said it directly, all these three factors had led to the 

creation of a thriving black economy shrinking the power of the government. 

 

Parallels in Sri Lanka today 

 

Sri Lanka’s present situation is a classic repeat of what happened in Rome some 20 

centuries ago. Its Central Bank, having abandoned the accepted monetary theory and 

flexible inflation targeting, had embraced a new theory called the modern monetary theory 

or MMT which is now in vogue with irresponsible governments. After expanding the money 

stock by 33%, leading government figures started claiming that there was no relationship 

between money and inflation, on one side, and inflation and exchange rate depreciation, 

on the other.  

 

To prevent the rupee from depreciating against foreign currencies, the Central Bank has 

kept the exchange rate fixed at Rs. 203 to US dollar. With depleted foreign reserves, the 

Central Bank is unable to supply dollars to the market to keep this rate fixed. The Central 

Bank has clamped a partial import and exchange control on selected goods to curtail the 

import bill. However, the lack of dollars has affected the normal import program too. As a 

result, a thriving black market has developed for foreign currencies. Normally, the margin 

in the black market in a normal situation is about 1 to 2 rupees over the official exchange 

rate. However, in the present case, the margin is as high as Rs. 40, according to reports. 

 

The rise of the black market 

 

According to the Central Bank data, the average weighted deposit rate of commercial 

banks has stood at 4.77% by August 2021, while new deposits have been contracted at 

an average of 4.98%. This is in line with the Bank’s low interest rate policy to stimulate 

investments. However, the national inflation rate is rising at 6%, implying that depositors 

have been treated to an unfair deal. That unfair deal is the loss of the value of their 

deposits by about 1% every year due to the negative real interest rates prevailing in the 

system.  

 

It encourages the public to keep their savings away from formal banking institutions and 

seek high yields in alternative investments. These alternative investments are speculative 

in nature promising high quick yields without disclosing the risks involved. They operate 

in the black economy since some of them are illegal in terms of the law. 

 

Foreign exchange crisis 

 

The present monetary policy tightening has been done by the Central Bank in this 

background. Though it has reversed its monetary policy, it has not changed its exchange 

rate policy and the balance of payments policy. But the reality is that the Bank cannot 

maintain its fixed exchange of Rs. 203 per dollar due to the fast depletion of the foreign 

reserves. Hence, when there is a shortfall in dollars in the market, the Bank cannot fill the 



shortfall by releasing forex from its reserves. As a result, commercial banks have been 

unable to meet the customers’ demand for dollars.  

 

With no sufficient dollar inflows to the country, customers have been requested to remain 

in a waiting list. As a result, there is a thriving black market operating outside the formal 

financial institutions. The rate in this market is rising day by day and last week it was 

reported that it had risen to Rs. 260 per dollar. This is a significantly high premium for 

dollars in the black market. At that rate, all those who have dollars, including Sri Lanka’s 

expatriate workers, would turn them to the black market rather than to the formal banking 

institutions. What this means is that with its fixed exchange rate of Rs. 203 per dollar, the 

Central Bank has lost its power in the market. A day will come for the Central Bank to 

follow the black market and set the exchange rate at that level. 

 

Black market has shrunk the power of the Government and the Central Bank 

 

The rise of the black market effectively and efficaciously challenges the power of the 

Government. This has happened when the Government has introduced maximum retail 

price for paddy, rice, sugar, and coconuts. Misunderstanding the meaning of a guaranteed 

price, the Government had asked paddy millers not to buy paddy above the guaranteed 

price. The result has been the collapse of paddy prices in the market because millers had 

started buying paddy much below the guaranteed prices. Thus, it is the farmers who have 

been treated to an unfair deal.  

 

Similarly, rice, sugar, and coconuts are not available in the market at the controlled prices 

fixed by the Government. These three food items were sold by sellers at the open black 

market defying the Government’s orders. The control price of coconuts was withdrawn by 

the Government recently since it could not enforce its regulations effectively. The control 

prices of rice and sugar remain in the regulatory books but sooner or later, the Government 

will be forced to withdraw them too. 

 

The rise of the black market is looming over the Government ominously. It has effectively 

and efficaciously shrunk the powers of the Government and the Central Bank. Hence, it is 

time for both these institutions to trust the market power and follow it. 

For the full article – Refer Daily FT 
 

 
2. Tight monetary policy overpowered by Government borrowings from banks 

By Prof. Sirimevan Colombage 

 

• Last year the CBSL adopted low interest rates and selective credit concessions, in 

order to expedite the economic recovery. This along with purchase of Treasury bills 

and bonds in the primary market by the CBSL and increased credit to government 

by commercial banks, all directly increased the circulated money supply. Ultimately 

demand pressure lead to inflation and high imports. CBSLs’ attempt to interfere 

into the rupee depreciation led to increased black market activities in forex 

dealings.  

 

• Last week the CBSL turned towards monetary tightening measures as it started 

losing its grip on both exchange rates and interest rates. However, the CBSL 

continue to deny that money supply has any impact on inflation. According to the 

CBSL the depreciation of the rupee was due to the limited conversions by exporters 

and the advancing of imports together with a certain amount of speculative activity.  

 

• Easy monetary policy adopted so far has resulted in negative real interest rates, 

discouraging both saving and investment. Newly introduced monetary policy 

restrictions will not be effective unless public sector borrowings are curtailed. 

https://www.ft.lk/columns/Rise-of-the-black-economy-and-shrinkage-of-Government-power/4-722038


Finally, more close coordination between fiscal and monetary policy is needed to 

resolve the economic situation of the country.  

 

At present, policymakers are facing unprecedented challenges in dealing with the economic 

setback exacerbated by the COVID-19 pandemic. Since last year, the Central Bank of Sri 

Lanka (CBSL) has adopted an easy money policy including low interest rates and selective 

credit concessions with a view to expedite economic revival.  

 

Meanwhile, the CBSL continued to accommodate fiscal shortfalls by purchasing Treasury 

bills and bonds in the primary market while commercial banks disbursed substantial credit 

to the Government. These moves led to a rapid increase in the money supply causing 

demand pressures on inflation and imports.  

 

While maintaining a low interest rate policy, the CBSL is attempting hard to prevent rupee 

depreciation in the context of the widening trade deficit and heavy debt settlements. It 

has led to widen the balance of payments deficit and to develop black market activities in 

forex dealings. 

 

Thus, monetary and fiscal policies have been pro-cyclical in the sense that they contributed 

to accelerate inflation and to worsen the balance of payments deficit, instead of being anti-

cyclical to ease such macroeconomic imbalances. 

 

CBSL losing grip on interest rates and exchange rate 

 

The CBSL is now losing its grip on both the exchange rate and interest rates amidst market 

tensions. The yield rates on Treasury bills and bonds are on the rise with substantial 

undersubscription in recent auctions. In the meantime, commercial banks seem to have 

ignored the “gentlemen’s agreement” initiated by the CBSL to keep the exchange rate at 

a particular level. The dollar is traded at much higher rates in formal and informal markets. 

 

Lately recognising the adverse implications of its expansionary monetary policy adopted 

over the last one and a half years, the CBSL has now taken a U-turn by introducing certain 

mild monetary tightening measures last week. The success of these measures seems 

doubtful, as the CBSL has not announced any change in its current policy stand towards 

exchange rate fixing or bank lending to the Government.  

 

Monetary policy tightening 

 

The CBSL, at its Monetary Policy Review meeting held last week, announced that the 

Monetary Board has decided to increase its Standing Deposit Facility Rate (SDFR) and the 

Standing Lending Facility Rate (SLFR) by 50 basis points each, to 5% and 6%, respectively. 

This would also result in the Bank Rate, which is linked to the SLFR with a margin of +300 

basis points, automatically adjusting to 9%.   

 

In addition, the Monetary Board decided to increase the Statutory Reserve Ratio (SRR) 

applicable on all rupee deposit liabilities of licensed commercial banks by 2 percentage 

points to 4%, with effect from the reserve maintenance period commencing on 1 

September 2021.  The CBSL has taken these decisions in order to deal with the external 

payments imbalances and to mitigate any excessive inflationary pressures over the 

medium term, amidst improved growth prospects. This is the first time that the Central 

Bank adopted a tight monetary policy stance after a lapse of 18 months (Chart 1).  

 

Demand pressures  

 

Increased bank lending to the Government has led to raise the money supply and thereby 

to create demand pressures on inflation and foreign exchange market, as elaborated in 



my recent article appeared in Daily FT (https://www.ft.lk/opinion/MMT-styled-fiscal-and-

monetary-policies-inject-liquidity-into-market--creating-demand-pressures/14-720362).  

 

The monetary expansion has resulted in excess liquidity in the market stimulating the 

aggregate demand. In the backdrop of supply shortages due to the pandemic, such excess 

demand was bound to accelerate inflation soon, as I projected in this column last February 

(https://www.ft.lk/columns/Inflationary-pressures-on-the-horizon/4-712891).  

 

But the CBSL continued to deny that the money supply has any impact on inflation due to 

low demand during the pandemic. In its Monetary Policy Review of July 2021, CBSL 

asserted, “Inflation remains moderate, given the subdued aggregate demand conditions, 

although food inflation has accelerated due to supply-side disruptions. Inflation is expected 

to remain broadly within the desired 4-6% range during the remainder of 2021.” 

 

Deviating from the above position announced just one month ago, the CBSL’s most recent 

Monetary Policy Review issued last week states, “Inflation is projected to hover around 

the upper bound of the desired 4-6% target range in the near term. The envisaged 

improvements in aggregate demand conditions and the likely increases in global energy 

and other commodity prices may generate some inflationary pressures in 2022, requiring 

preemptive policy measures to ensure the maintenance of inflation in mid-single digit 

levels over the medium term.”  

 

Both the headline inflation and core (underlying) inflation, as reflected in the Colombo 

Consumer Price Index (CCPI), are on the rise in recent months (Chart 2). 

 

Forex market under tension  

 

The rupee has been under severe stress in recent weeks with the exchange rate 

depreciating to nearly Rs. 220 per US Dollar in the formal market, despite CBSL keeping 

its official exchange rate within a stable margin of Rs. 198–202, as elaborated in my article 

appeared in Daily FT last week (https://www.ft.lk/opinion/Rupee-under-stress-as-trade-

deficit-expands/14-721803).  

 

The CBSL felt that limited conversion by exporters and the advancing of imports together 

with some speculative activity, prompted by anomalies between interest rates on the 

rupee and foreign currency products in the financial market, exerted undue pressure on 

the exchange rate in the domestic market. This too motivated the CBSL to raise policy 

interest rates last week. 

 

Interest rate hike likely to reduce financial repression 

 

The easy monetary policy adopted thus far has led interest rates on savings to fall below 

the rate of inflation, which resulted in negative real interest rates. This type of situation is 

known as “financial repression”, as first pointed out by Ronald McKinnon and Edward Shaw 

in their celebrated contributions in 1973. 

 

Lower real rates of return maintained in a financial repression environment discourage 

both saving and investment. Sri Lanka’s recent experience shows how financial repression 

can be used to finance the Government’s domestic debt by increasingly borrowing from 

the banking sector at low cost ignoring inflationary consequences.  Thus, low interest rates 

have helped the Government to reduce its debt servicing costs while penalising savers, as 

discussed in my article appeared in Daily FT (https://www.ft.lk/columns/Low-interest-

rate-policy-punishes-savers/4-715286). 

 

Government borrowings from banks heavy 

 



It would be rather difficult to restrain the money supply growth through the recently 

introduced contractionary monetary policy measures alone, unless there is substantial 

reduction in Government borrowings from the banking sector. The Government has been 

increasingly relying on domestic bank borrowings in recent months due to the limitations 

of foreign borrowings from global markets reflecting the country’s weakening debt 

sustainability.  

 

The Government securities have become unattractive even in the domestic market owing 

to low yield rates, and therefore, the CBSL is compelled to buy the unsold Treasury bills 

and bonds in recent auctions. For example, the Treasury bill auction held a week ago was 

undersubscribed to the extent of 55% of the total amount offered. Invariably, the CBSL 

had to buy the rest of the bills resulting in a further increase in its holdings of Government 

securities. 

 

CBSL’s credit to Government rising 

 

The CBSL has disbursed credit to the Government by directly purchasing Treasury bills 

and bonds from the primary market, which led to currency printing along the lines of the 

baseless Modern Monetary Theory (MMT). The CBSL’s net credit to the Government 

increased by as much as 112% over the last 12 months, and its holdings of Treasury bills 

and bonds now stand at Rs. 1,170 billion.  

 

They form a major part of the CBSL’s net domestic assets, giving rise to the monetary 

base or high-powered money, which is the basis of currency issues – commonly known as 

money printing.  

 

The CBSL’s increased lending to the Government in this manner has had a steep positive 

impact on the monetary base or high-powered money since last year. The monetary base 

has multiplier effects on the aggregate money supply, as commercial banks can use it as 

the base for credit creation. The impact on the monetary base, and consequently on the 

aggregate money supply, was partly offset by a decline in net foreign assets due to the 

balance of payments difficulties experienced in recent months. 

 

Fiscal-monetary policy coordination crucial 

 

The CBSL has now turned to adopt a stand-alone tight monetary policy stance while 

keeping its current policy stand towards accommodation of fiscal needs and exchange rate 

fixing intact. As explained above, the CBSL has accommodated the Treasury’s cash 

shortfalls by purchasing Government securities. It led to raise the currency printing at a 

faster pace. The increased high-powered money enabled commercial banks to provide 

substantial credit to the Government and public corporations causing multiple money 

creation.  

 

Therefore, unless such public sector borrowings are curtailed, the monetary expansion will 

continue irrespective of the newly-introduced monetary policy restrictions. This points to 

the need of close coordination between fiscal and monetary policies. 

 

For the full article – Refer Daily FT 
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