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In Summary 
 

The underneath contains summaries of the articles given above, including key extracts 

from these articles. 

 

1. Sri Lanka’s policy dispute  

By: Dr. W.A. Wijewardena 

 

• The Central Bank believes that it is firmly on a path to recovery, despite being hit 

by a second wave of COVID-19. However, the linear growth projections the CBSL 

has made in the past have been inaccurate, overestimating growth trajectories.  

Therefore, although the CBSL expects a V-shaped recovery, given many negative 

factors, this would be a flattened U-shaped recovery at best.  

 

• The World Bank predicts growth to be 3.4% in 2021, showing an elongated L-

shaped recovery. However, even this growth does not take the economy back to 

where it was in 2019. The growth in money supply showcase signs of accelerated 

inflation in the future, with the price controls imposed by the CBSL being ineffective 

in reducing the high cost of living. 

 

• The third wave of COVID-19 will result in a slowdown of exports, contributing to a 

weak external sector. In line with this, Debt – to – GDP is expected to rise steadily 

till 2023 and pose an even higher risk to debt servicing. The use of Modern 

Monetary Theory in financing debt will either result in debasing the currency or 

further depreciation of the exchange rate. Hence, the CBSL must come up with 

policies free from any political agendas. 
 

 

Central Bank: No doomsday event 

 

Around this time, my former colleagues at the Central Bank may be burning the midnight 

oils arguing among themselves how best they could present in the bank’s Annual Report 

for 2020 the success story of the present Government’s alternative economic policy 

strategy.  

 

This is a policy which the bank’s Governor, Deshamanya Professor W.D. Lakshman, had 

been emphasising in his public appearances. He had even charged the critics of the 

Government as purveyors of doom and gloom without understanding the logic behind this 

policy stance.  

 

This prompted me to examine how far he had been correct in his allegations in a previous 

article in this series. I argued in this article that, with all kinds of macroeconomic 

imbalances present, the economy had in fact been in doom and gloom. Hence, I 

recommended: “Thus, instead of dismissing the critics as purveyors of doom and gloom, 

it serves well for the Central Bank to sit back and listen to them.” 

 

Since the bank’s Annual Report is yet to be released, there is no way for discerning whether 

the Central Bank has taken this advice seriously. However, an early indication in the form 

of a slide presentation released by the bank in March 2021 on ‘Sri Lankan Economy: 

Towards a New Era’ suggested that there was no doomsday event and it firmly believes 

that the economy was on a steady recovery path despite it being hit by a second wave of 



the COVID-19 pandemic.  

 

World Bank’s Sri Lanka Development Update 2021: A purveyor of doomsday 

event? 

 

The theme of this year’s SLDU has been the impact of COVID-19 pandemic on Sri Lanka’s 

economy and its poverty levels. Like the Central Bank Annual Report, it has covered the 

developments in all the major macroeconomic sectors in Sri Lanka in the recent past and 

how they would perform in the medium term. In addition, as its main theme this year, it 

has looked at the crucial poverty levels in the country due to disruption of economic 

activities affecting mostly the self-employed after the country was hit by the COVID-19 

pandemic.  

 

Central Bank’s linear growth projections in a non-linear world 

 

The Central Bank in its slide presentation done in March had assumed a quick recovery for 

the pandemic hit economy. It had projected that the economy which contracted by 3.6% 

in 2020-a corollary of the first and second waves of the pandemic-would soon move 

towards a steady long-term growth path accelerating the growth rate to 6% in 2021.  

 

Though the Central Bank has not presented the medium-term growth prospects for Sri 

Lanka, going by its method of macro-modelling done in the past, one can safely infer that 

it would be a linear growth in which growth in each successive year would be higher than 

that in the previous year. But the actual outcomes have always been different. Just to cite 

one example, in the Annual report for 2015, the bank had predicted a medium-term growth 

path of 5.8% for 2016, 6.3% for 2017, 7% for 2018, and again 7% for 2019. But the 

actual realisation had been 4.5% in 2016, 3.6% in 2017, 3.3% in 2018, and 2.3% in 2019.  

 

This type of linear projections in a non-linear world does not stand to the test of time. It 

is of course convenient for a researcher to ignore ‘the unexpected’ that might derail his 

projections of the future. But in complex macro-modelling there are tools available for a 

researcher to correct his baseline growth scenario by subjecting it to sensitivity analyses 

of changes in the contributing factors to economic growth. 

 

Is it a quick V-shaped or a flattened U-shaped recovery? 

 

The projected growth rate of 6% in 2021 by the Central Bank assumes a quick recovery 

of the pandemic affected economy to normalcy, known as a V-shaped recovery. This is 

based on the assumption of the continuation of the existing situation without being 

disturbed by unexpected events. However, I have argued in an article in this series earlier 

that the recovery will not be quick as projected by the Central Bank. At most, it would be 

a flattened U-shaped recovery due to many negative factors that have been introduced by 

the Government itself.  

 

One is the costly tax concessions given to income and value-added taxpayers creating a 

dent of some Rs. 500 billion in the revenue base of the government in 2020 and in each 

of the subsequent few years. The other is the increase in the consumption expenditure of 

the government by offering job opportunities to unemployed graduates and the children 

of Samurdhi beneficiary families. Accordingly, I have predicted that the economic growth 

in 2020 and in next few years would be either negative or slightly positive. This would 

continue till year 2024. 

 

World Bank: It is an elongated L-shaped recovery 

 

The World Bank in its SLDU-21 has predicted such a growth pattern till 2023. Accordingly, 

the growth will be around 3.4% in 2021 and not at 6% as projected by the Central Bank. 

Even this growth will come from the low base in 2020 where the economy had contracted 



by 3.6%. But this 3.4% growth does not take the economy back to where it was in 2019. 

 

This can be illustrated by a simple example. Suppose that Sri Lanka produces only one 

commodity, hoppers. If the country had produced 100 hoppers in 2019, the number of 

hoppers it had produced in 2020 would be 96.4. A projected growth of 3.4% in 2021 

means the production of only 99.7 hoppers in that year. This is even below the number of 

hoppers produced in 2019. The World Bank has projected a growth rate of 2% in 2022 

and 2.1% in 2023. In terms of the hopper analogy, 2022 would produce 101.7 hoppers. 

In 2023, it would be only 103.8 hoppers. Compared to the pre-COVID-19 pandemic 

production of 100 hoppers in 2019, this is only 3.8% hoppers more.  

 

Clearly, according to the World Bank, return to normal economic growth will be only after 

2024 based on the soundness of the economic policies to be adopted by the Government. 

If the economy does not return to normally even in 2024, it is not a flattened U-shaped 

recovery but the continuation of an elongated L-shaped growth pattern. What the 

Government should do is to take necessary policy measures to avoid this possibility.  

 

Excessive money printing cannot be neutral on prices 

 

The other macroeconomic numbers projected by the World Bank in its SLDU-21 too 

indicate a similar story. Though the World Bank has said that price inflation would rise 

gradually from 5.2% in 2021 to 6% by 2023, the money supply growth numbers so far 

warn us of an accelerated inflation in the future. When the economy has contracted by 

3.6% in 2020, Central Bank’s broad money supply that includes 50% of the NRFC deposits 

as well-tagged M2b-has increased by 27% during the 14-month period from December 

2019.  

 

The release of such a massive quantum of money to the system should necessarily entail 

pressure for prices to increase. Normally when there is pressure for domestic prices to 

rise, a government could keep it under check by allowing import flows to the country. But 

Sri Lanka does not have foreign exchange cover to support such an increased import 

programme. In fact, foreign assets of the central bank and commercial taken together 

after adjusting for their foreign liabilities-known as net foreign assets-has been in the 

negative range during the recent few months. At the end of 2020, net foreign assets of 

the banking system were negative to the extent of Rs. 209 billion or $ 1 billion. By end-

February 2021, this negative figure has increased to Rs. 386 billion or $ 1.9 billion.  

 

With a slowed economic growth exacerbated by a lack of foreign reserves to increase 

imports, the domestic inflation should surely be higher than the projection of 6% by the 

World Bank. In this connection, the headline inflation as shown by the increases in the 

Colombo Consumers Price Index is misleading due to the wide range of price controls 

imposed by the government to relieve the public of high cost of living.  

 

External sector is in a real doom 

 

Macroeconomic projections made by the World Bank on the external sector in its SLDU-21 

are also growth slowing rather than growth promoting. The Central Bank had projected a 

surplus in the current account of the balance of payments of about $ 500 million due 

mainly to a drastic cut in the trade deficit, a corollary of import restriction rather than an 

increase in the export of goods and services. In previous years, the trade deficit had been 

around $ 8 billion, but the bank had cut this to $ 4 billion in 2021. The ability of the country 

to reach this level will depend on how far it would be able to increase exports.  

 

Given the present scenario of a third wave of COVID-19 pandemic with a new variety 

hitting the country, it is unlikely that the exports would be increased significantly. Taking 

this into account, the World Bank has projected a continued deficit in the current account 

of the balance of payments. As a percent of GDP, the current account deficit will rise from 



0.9% in 2020 to 1.2% in 2021. This deficit will further rise to 1.3% in 2022 and 1.4% in 

2023. Foreign Direct Investments or FDI are also projected to increase only marginally 

during this period. Accordingly, the net FDIs were at 0.6% of GDP in 2020. The World 

Bank has projected this to rise gradually but slowly during 2021 to 2023. Thus, in 2021, 

this would be 0.8% in 2021 and 1.2% in 2023. All these numbers are contrary to what the 

Central Bank has projected.  

 

Rising debt profile need be correctly risk-assessed 

 

An alarming picture has been created by the World Bank in its projections on the 

Government sector. One is relating to the ballooning of the country debt both domestic 

and foreign. The other is the ballooning of the overall budget deficit associated with an 

accelerated primary account deficit.  

 

With regard to the foreign debt of the Central Government, the Central Bank had 

expressed satisfaction about the reduction of the foreign debt from 40% in 2020 to 35% 

in 2021 on one side and less reliance on foreign borrowings in the years to come due to 

enhanced foreign exchange earnings and increased investment inflows, on the other. 

However, when the foreign debt has fallen, the domestic debt of the Government, mainly 

from the banking sector has ballooned making the debt servicing a crucial issue for the 

already-clipped revenue base of the Government. The World Bank has taken a more 

cautious approach about debt in its SLDU-21.  

 

Accordingly, debt to GDP ratio that stood at 94% in 2019 is expected to rise to 110% in 

2020. This will continue to grow in the succeeding years, ending at 120% by 2023. If a 

proper risk assessment is made about the country’s rising debt profile, this is an alarming 

picture because the country has no sufficient foreign exchange to service the foreign debt 

and the government does not earn enough rupee funds to service its domestic debt.  

 

Though the Central Bank had been continuously assuring foreign debt owners that the 

country will meet its all the debt obligations without failure on time, it has not gone into 

the heads of the foreign investors. This is evident from the deep discount at which Sri 

Lanka’s sovereign bonds are being traded in the secondary markets. All these bonds which 

were traded above the par value in February 2020 are now traded between $ 85 to $ 65 

depending on the time to their maturity.  

 

Money printing is like holding a tiger by tail 

 

In the case of the domestic debt, there is a general feeling that a debt default event will 

not arise since the government can print money and service them at any time. This is the 

argument put forward by Modern Monetary Theorists-a breakaway group from the 

mainstream body of economists. They argue that talking about the evils of deficit financing 

is a myth because governments are not like individuals who may face debt repayment 

problems unless they have enough earnings. According to them, the governments can 

print money and meet their obligations.  

 

The fallacy of this argument was presented by Adam Smith, father of modern economics, 

as far back as 1776 when he published his masterpiece, ‘The Wealth of Nations’. He said 

that history has shown that when governments do not earn enough revenue, either they 

declare themselves bankrupt or hide bankruptcy by pretended repayment by debasing the 

currency. Since bankruptcy of a state is not an event, it is the latter course that is being 

followed.  

 

In the modern paper money era, a currency debasement is equal to printing more money 

to repay debt. But the production of excess money leads to inflation as well as depreciation 

of the exchange rate. Both are monsters waiting for the swallowing of an economy. Hence, 

borrowing from domestic markets thinking that it could be repaid by printing money is like 



holding a tiger by the tail. In the very first event the grip is loosened, the tiger will turn 

back and prey on the holder. 

 

World Bank: Poverty numbers are critical 

 

The Central Bank has assured in its slide show that improved macroeconomic resilience, 

supportive economic policies and reforms aiming at improving the doing business 

environment will help the country ‘to return to a high growth path in 2021 and beyond’. 

But the poverty numbers which the World Bank has predicted have vitiated this argument.  

 

Sri Lanka is at present on the threshold of an upper middle-income country. The poverty 

benchmark for this category of countries is $ 5.50 per day per head in terms of 2011 

purchasing power parity dollars. When applied this to actual data from the Census 

Department’s Household Income and Expenditure Survey or HIES data for 2016, the 

poverty level rises to 42% in 2020 and remain a little lower in each of the subsequent 

three years.  

 

These numbers seriously question the quality of the growth being forecast by authorities. 

Hence, the World Bank recommends: “In the medium term, social safety nets could be 

better targeted toward the poor and vulnerable, while a system that allows support to be 

scaled up quickly and effectively in times of crises could be adopted. In the absence of a 

strong safety net, households tend to resort to negative coping mechanisms by drawing 

down savings, selling off assets, or reducing food intake. The lack of an appropriate safety 

net is highlighted in preliminary results from a World Bank COVID-19 rapid phone survey, 

which showed that about 44% of households did not have any source to help them cover 

emergency expenses.” 

 

NM’s advice to Central Bank: Be dispassionate and free from political colours 

 

These are serious issues to be addressed on a priority basis. The obligation of the Central 

Bank by the nation is to pinpoint them to authorities rather than praising their policies. 

This advice was given to the Central Bank in 1971 by the then Minister of Finance, Dr. 

N.M. Perera when he said that the Central Bank should come up with its advice 

dispassionately without the colour of any political party. 

 

For the full article – Refer The Daily FT 

 

 

Is there an improvement in our external finances and indebtedness? 

By Nimal Sanderatne 

 

• With falling foreign reserves Sri Lanka is actively seeking assistance from other 

countries through continuous currency swaps and credit lines to finance vital 

imports to manage the country’s external finances. While the IMF’s decision to issue 

additional SDRs is expected to ease the government pressure for a while, the 

country expects to depend on FDIs to the port city to normalize the financial 

situation in the longer run.  

 

• Despite a possible trade deficit, the country is expected to see an improvement in 

the Balance of Payment supported by a recovery in tourism and a continued rise in 

Worker Remittances. These however, hold considerable uncertainty given the 

current global and local conditions, which would require the country to depend on 

rollover facilities.  However there roll over facilities have increased the country’s 

debt stock significantly.  

 
 

• Given these conditions the durable solution to the nation’s external financial 

vulnerability is the achievement of recurrent surpluses in the balance of payments. 

http://www.ft.lk/columns/Sri-Lanka-s-policy-dispute/4-716816


To achieve these there has to be a resurgence of exports, continued high inflows 

of remittances and a revival of tourism.  

 

The currency swap of US$ 500 million with the Peoples’ Bank of China, an expected loan 

of US$ 500 mn from the Chinese Development Bank and other expected foreign assistance 

are expected to enhance the country’s foreign reserves. At the end of February foreign 

reserves were US$ 4.6 bn, while foreign debt had risen to US$ 55 bn. Debt repayments 

during the course of this year are estimated at US$ 6.1 bn. 

 

Further expectations 

 

The country has averted an extremely precarious vulnerability in external finances by 

these loans, despite the low foreign reserves in recent months. The Government is also 

seeking assistance from other countries as currency swaps or credit lines for vital imports. 

 

Furthermore, the government expects, “A strong pipeline of foreign direct investment 

inflows from the Colombo Port City investments”. When would this be? 

 

Special Drawing Rights (SDRs) 

 

There would be an improvement in the balance of payments due to an International 

Monetary Fund (IMF) decision to issue additional Special Drawing Rights (SDRs) of about 

US$ 800 mn. This decision of the IMF to issue these SDRs is a significant fortuitous 

strengthening of the reserves as it is an outright grant that does not have to be repaid, 

unlike currency swaps, loans and other foreign borrowing. 

 

Trade and balance of payments 

 

There is an expectation of an improvement in the balance of payments this year, despite 

a higher trade deficit. Although manufactured exports are likely to increase with the global 

economic recovery, the trade deficit is likely to widen owing to increased import 

expenditure. 

Although a higher trade deficit is likely this year than that of last year, increased earnings 

from services are expected to offset the trade deficit to achieve a balance of payments 

surplus this year. There are expectations of continued high workers’ remittances and a 

recovery in tourism. 

 

Remittances 

 

There have been increases in workers’ remittances last year that has continued in the first 

two months of this year when we received US$ 1.2 bn. If this continues, remittances could 

exceed US$ 7 bn this year and make a substantial difference to the balance of payments. 

However, there is no certainty in this. 

 

Tourism 

 

Tourist earnings of US$ 1.5 bn are expected this year. These too are uncertain due to the 

resurgence of COVID and restrictions in international travel. Increased earnings from ICT 

services could make a useful contribution to the balance of payments. A balance of 

payments surplus this year would certainly strengthen the foreign reserves and assist in 

repaying the foreign debt obligations in the coming months. 

 

External financial vulnerability 

 

In spite of the relief provided by the currency swaps and loans, the external financial 

vulnerability continues to grow. These immediate relief measures were important to stave 

off the possibility of not meeting the country’s international debt repayment obligations. 



They were an essential palliative for the immediate resolution of the debt repayment crisis. 

Yet, these roll over facilities have increased the country’s debt stock and future debt 

repayment obligations. 

 

Resolution of problem 

 

The really effective and sustainable resolution of the country’s debt problem lies in 

achieving recurrent balance of payments surpluses. To achieve these there has to be a 

resurgence of exports, continued high inflows of remittances and a revival of tourism. 

 

Import restriction policy 

 

The containment of the trade balance by stringent import controls is not a realistic and 

sustainable option as it affects export manufacture adversely. In addition, there are limits 

to import restrictions as the bulk of the country’s imports are intermediate and capital 

goods. 

 

For instance, in February this year, in spite of stringent import controls, about 80% of 

imports were intermediate and capital goods essential for domestic production. They 

include fuel, fertiliser, chemicals, raw materials and machinery for manufacture. The 

curtailment of these imports would endanger production and exports. Therefore, only 

imports that do not affect production of goods and services should be restricted. This is 

often difficult. 

 

Increased indebtedness 

 

The current strategy of borrowing in various forms invariably results in an increase in Sri 

Lanka’s international indebtedness. This is so in respect of the country’s total government 

debt too. The high ratio of domestic debt to GDP implies a lack of fiscal space to spend on 

the priority areas for the country’s social and economic development. 

 

Conclusion 

 

The averting of the debt repayment crisis by currency swaps and loans was an immediate 

and essential means of remedying the crisis in external finances. However, it increases 

the country’s debt and future debt repayment obligations. The durable solution to the 

nation’s external financial vulnerability is the achievement of recurrent surpluses in the 

balance of payments. A significant improvement in the balance of payments must be 

achieved by increased exports and earnings from services. 

 

The Sri Lankan economy has been, is and will be a trade dependent economy. As an 

import-export economy, its prosperity and indeed its survival depends on its export 

competitiveness. Sri Lanka must “export or perish.” 

 

For the full article – Refer Sunday Times 
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