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Macroeconomic Developments

Overview

•	 Sri Lanka’s economy was estimated to expand by at least 8% 
in 2 successive years, in 2010 and 2011. The construction 
boom and tourist inflow had been driving the strong economic 
growth since the end of the civil war in May 2009. While the 
growth in the agriculture sector in 2011 was subdued by floods 
early in the year, both the industry and service sectors have 
accelerated their growth.

•	 There are indications that the economic growth is reaching its 
potential. Unemployment already went down to 4.3% in the 
first half of 2011, and nonfood inflation increased to around 
6% by end of the year. Credit to the private sector turned to 
increase in mid-2010 and expanded by more than 30% in 2011. 
Interest rates eventually started to rise toward the end of 2011. 
Strong economic growth also required large imports of capital 
goods which widened the trade deficit. As the Central Bank of 
Sri Lanka defended its currency before a 3% depreciation in 
November, gross official reserves have depleted sharply since 
the middle of 2011.

•	 Looking to the future, the impact of the European economic 
slowdown should be carefully monitored. Tourist arrivals from 
Western Europe slowed down. Total export also decelerated in 
the second half of 2011.

Sector Performance and Economic Growth

Sri Lanka’s economy expanded at a faster pace of 8.4% in the third 
quarter of 2011, following 7.9% and 8.2% in the first two quarters 
(Figure 1). Both the services and industry sectors recorded strong 
growth. The highest contribution to the gross domestic product (GDP) 
was from the services sector with 59.2%, while the industry sector’s 
contribution was 29.1% and the agriculture sector 11.7%.

The agriculture sector has been recovering from the impact of floods 
in the first quarter of 2011. The increase in the agriculture sector’s 
growth is mainly due to increased agricultural production and higher 
fish production.

There are indications that the 
economic growth is reaching 
its potential

Figure 1 GDP Growth

GDP = gross domesic product.

Source: Department of Census and 
Statistics of Sri Lanka.
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The industry sector recorded the highest growth among the three 
sectors, reaching 10.8% in the third quarter of 2011. The construction 
subsector led the growth expanding by 17.3%, surpassing the earlier 
record high of 14.3% in the first quarter. The subsector was driven by 
large-scale development projects, and rehabilitation and resettlement 
programs in the Northern and Eastern provinces. The manufacturing 
subsector grew by 7.7% during the same period.  

The services sector grew by 7.8%, driven by higher growth rates in 
the wholesale and retail trade, and transport and communication 
subsectors. The hotels and restaurants sector recorded a 27.2% growth 
due to the large inflow of tourists. 

Inflation

Inflation in Sri Lanka’s capital Colombo (Colombo Consumer Price 
Index) recorded a slight increase to 4.9% in December 2011 from 
4.7% in November (Figure 2). This is the second lowest inflation rate 
recorded in 16 months since July 2010. Food inflation in the fourth 
quarter of 2011 was more subdued, while prices of nonfood items 
gradually went up compared to the third quarter of 2011. 

Food inflation dropped to 2.1% and 2.5% in November and December 
2011, respectively. The average price of rice was lower in 2011 
compared to 2010, despite a sharp drop in production in the Maha 
season, though most varieties of vegetables, fish and seafood, and 
coconut experienced increases in prices due to lower supply to Colombo 
from the main producing areas in December 2011.

Monetary and Financial Developments 

Strong expansion in broad money supply (M2b)1 continued, recording a  
year-on-year growth of 19.1% in December 2011 (Figure 3). The 
increase of credit to the private sector was 34.5% in December 2011, 
reflecting continued expansion of economic activity. Increase in net 
credit to the government by the banking sector also contributed to 
the monetary expansion. Interest rates eventually started to increase 
toward the end of the year.

While inflation was falling to give the monetary authority room for a 
rate cut in 2011, the widening trade deficit has put pressure on the Sri 
Lanka rupee to depreciate. The Central Bank of Sri Lanka has left policy 
rates unchanged since January 2011, maintaining repo and reserve 
repo rates at 7.0% and 8.5%, respectively (Table 1). The statutory 
reserve requirement was increased from 7.0% to 8.0% in April 2011 to 
decrease excess liquidity in the economy.

1 M2b includes currency and demand deposits of the public, plus time and savings deposits of 
the public held with commercial banks.

Source: Department of Census and 
Statistics of Sri Lanka.

Figure 2 Inflation 
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Figure 3 Monetary and 
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The Colombo Stock Exchange experienced mixed results in 2011 with 
a hike but gradual decline for most of the year (Figure 4). The All Share 
Price Index fell 8.5% in 2011 and ended the year at 6,074.42, while the 
Milanka Price Index of more liquid stocks fell 26.0% from a year earlier 
to close at 5,229.16. Turnover from the corporate debt market saw a 
vibrant surge amounting to Rs2.7 billion in 2011 against Rs72.2 million 
the previous year, but this market continues to perform well below its 
potential. The number of government debentures traded amounted to 
Rs27.9 million in 2011, down from Rs46.7 million in 2010.

External Sector Developments

Exports in 2011 saw a year-on-year growth of 22.4%, bringing export 
earnings of $10.5 billion (Figure 5). Import during the same period rose 
to $20.2 billion, a year-on-year increase of 50.4%. The trade deficit 
more than doubled to reach $9.7 billion. The growth rate of exports 
decelerated in the second half of 2011, while that of import continued 
its high growth.

A large increase in imports has been led by intermediate (both petrol and 
others) and investment goods. During 2011, imports of intermediate 
goods incurred the heaviest bill of $11.3 billion, a year-on-year growth 
of 51.0%. Of this, petroleum imports have cost $4.6 billion, a 53.4% 
increase driven by high oil prices. Imports of investment goods have also 
seen a strong growth of 60.3% to $4.7 billion, of which $2.0 billion 
has been spent on imports of machinery and equipment. Imports of 
transport equipment have cost $1.0 billion (a year-on-year increase 
of 76.4%) and those of building materials $1.1 billion (an increase  
of 41.8%). 

In the aftermath of the global economic crisis, there has been a major 
shift in economic clout, moving away from the United States and the 
European Union toward the emerging markets of Asia. Nevertheless, 
Sri Lanka’s exports to the United States and the European Union 
accounted for around 35% and 20% of total exports, respectively, in 
2011. A steep downturn in the European economies could therefore 
impact growth in exports.

While inflation was falling to 
give the monetary authority 
room for a rate cut in 2011, 
the widening trade deficit has 
put pressure on the Sri Lanka 
rupee to depreciate

Table 1 Policy Rates (%) 

Date Repo Rate
Reverse  

Repo Rate
Statutory Reserve 

Requirement

12 Jul 2010 7.25 9.50 7.00

20 Aug 2010 7.25 9.00 7.00

11 Jan 2011 7.00 8.50 7.00

29 Apr 2011 7.00 8.50 8.00

Source: Central Bank of Sri Lanka.

Figure 4 Stock Indices 

Source: Central Bank of Sri Lanka.
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Sri Lanka’s tourist arrivals continued to rise each month on a  
year-on-year basis since the 25-year civil war ended in 2009 (Figure 
6). Tourist arrivals in 2011 jumped 32.7% to 868,669 from a year 
earlier, higher than Sri Lanka’s previous record annual tourist arrivals of 
654,476 in 2010. Tourists from Western Europe have the largest share 
of 36%, followed by those from South Asia (27%) and East Asia (6%) 
(Table 2). During the second half of 2011, the growth rate slowed as 
those from Western Europe lose their momentum.  

Workers’ remittances to Sri Lanka during January–October have gone 
up by 24.3% to bring in $4.2 billion, contributing to partly offsetting 
the trade deficit. Foreign direct investment (FDI) during January–
September recorded $679.3 million, a year-on-year increase of 119.3%. 
The largest inflow of FDI was to the tourism sector, especially hotel and 
shopping complex projects.

Gross official reserves (excluding Asian Clearing Union balances) 
increased and peaked in July 2011 at $8.1 billion from $6.6 billion at 
the end of 2010 (Figure 7). The improved macroeconomic environment, 
relaxation of exchange control regulations to attract foreign capital, 
and inflows to public infrastructure development projects contributed 
toward strengthening of the external reserve position. Total external 
reserves, which include gross official reserves and foreign assets of 
commercial banks, also peaked at 9.5 billion in July 2011, increased 
from $8.0 billion at the end of 2010. 

In the last few months of 2011, however, the Central Bank of Sri Lanka 
sold dollars to defend the exchange rate against the pressure on the 
Sri Lanka rupee to depreciate. The intervention decreased gross official 
reserves and drained rupee liquidity in the domestic market. In terms 
of months of imports, gross official reserves and total external reserves 
were equivalent to 3.5 months and 4.3 months respectively. The 

Table 2 Tourist Arrivals by Region (2011)

North America 49,057

Latin America and the Caribbean 1,036

Western Europe 315,210

Eastern Europe 49,249

Middle East 57,501

People’s Republic of China (PRC) 16,308

East Asia (excluding PRC) 96,194

South Asia 237,647

Australia 46,467

TOTAL 868,669
Source: Central Bank of Sri Lanka.

Source: Central Bank of Sri Lanka.

Figure 6 Growth in Tourist 
Arrivals
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Figure 7 Gross Official 
Reserves and Foreign 
Exchange Rate
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government allowed a 3% devaluation of the rupee against the dollar 
during the last week of November 2011 following the announcement 
in the budget speech.

Standard & Poor’s Ratings Services revised its outlook on the long-term 
foreign currency sovereign credit rating on Sri Lanka to positive from 
stable in July 2011. The positive outlook revision reflects improving 
external liquidity, progress in addressing structural fiscal weaknesses, 
and the government’s effort to keep inflation near that of trading 
partners.  

Fiscal Performance

Government revenue during January–September 2011 increased 13.6% 
to Rs661 billion, compared to the same period in 2010 (Figure 8). 
Tax revenue rose by 15.5% while nontax revenue declined slightly by 
0.2% over the previous year. Both direct and indirect taxes increased 
by 16.8% and 15.2%, respectively, reflecting the overall positive effect 
of the tax reforms undertaken during the year, as well as improved 
business turnover. Income taxes (both corporate and noncorporate) 
recorded 25.6% growth. Tax on dividends also rose due to increased 
declaration of dividends as a result of the special audit procedure 
introduced by the Inland Revenue Department. Excise duty on motor 
vehicles jumped by 270.1% due to an increase in motor vehicle imports 
and in excise duty from April 2011. The revenue from value-added tax 
increased marginally by 0.6% to Rs157 billion. 

Government expenditure until September was estimated at Rs1,052 
billion, an increase of 14.8% over the corresponding period of 2010. 
Recurrent expenditure rose moderately by 9.8% to Rs781 billion, 
reflecting the efforts made by the government to rationalize recurrent 
expenditures. Salaries for public servants, including those in provincial 
councils and security services, increased 9.7% with the provision of 
all public servants with a special allowance equivalent to 5% of their 
basic salary and the increase in the monthly living allowance from 
January 2011. Meanwhile, total pension payments amounted Rs74 
billion (13.8% increase), while the government spent Rs50 billion for 
social welfare and safety net programs as well as on subsidy payments, 
ensuring the well-being of the vulnerable groups. Significant 
savings were achieved on interest costs due to lower interest rates 
in the government debt securities market, and the resettlement and 
rehabilitation expenditure on internally displaced persons also declined 
with the completion of the resettlement process. Capital expenditure 
amounted Rs273 billion, which is an increase of 30.6%. It accounted 
for the ongoing infrastructure projects in roads and bridges (Rs80 
billion), electricity (Rs21 billion), water supply (Rs18 billion), and ports 
and aviation (Rs16 billion).  

Figure 8 Fiscal Balance

Source: Ministry of Finance and Planning.
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With lower growth in recurrent expenditure, the revenue deficit 
declined to Rs120 billion from Rs129 billion compared to the period in 
2010, but the overall budget deficit increased slightly to Rs381 billion 
from Rs323 billion. Domestic sources decreased the budget deficit 
financing to Rs271 billion (share of 71%) from Rs279 billion (share of 
84%) last year.  

Other Developments

The Parliament passed the Revival of Underperforming Enterprises 
and Underutilized Assets Act in November 2011 as an urgent bill. 
The act provides for the appointment of a competent authority 
that will control, administer, and manage the enterprise or asset to 
ensure the revival of the named enterprise or asset through means 
such as restructuring or entering into a management contract. The 
government has earmarked 37 businesses to be taken over under the 
proposed bill. 
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Budget 2012

The government managed the fiscal balance well in 2011. While 
revenue as a share of GDP decreased to 14.1% from 14.6% in the 
previous year, the expenditure dropped further to decrease the budget 
deficit to 7.0% of GDP from 8.0% in 2010 (Table 3).

The 2012 budget continues to maintain efforts toward fiscal 
consolidation. The revenue deficit for 2012 is targeted to be 0.0% of 
GDP, i.e., recurrent expenditure is fully financed by the revenue and 
budget deficit is targeted to drop further to 6.2% of GDP. The revenue 
projection could however be optimistic. In fact, revenue/GDP fell to 
14.1% in 2011 amid 8.3% growth. If economic growth should slow 
due to the uncertainty in European economies, tax revenue would be 
affected. The government may therefore face a dilemma to maintain 
capital expenditure while containing fiscal deficit.

Table 3 Summary of Budget Performance in 2010–2012 (Rs billion)

2010 2011 
(estimate)

2012 
(budget)

Revenue and Grants 834.2 937.0 1,126.1

Revenue 817.3 923.2 1,106.1

     Tax 724.8 827.5 1,000.6

Expenditure 1,280.2 1,397.2 1,594.9

     Recurrent Expenditure 937.1 1,018.8 1,107.9

     Public Investment 356.5 389.0 497.5

Revenue Surplus/Deficit(-) –119.8 –95.2 –1.8

Budget Deficit –446.0 –460.0 –468.9

Revenue and Grants/GDP (%) 14.9 14.3 15.0

Revenue/GDP (%) 14.6 14.1 14.7

     Tax/GDP (%) 12.9 12.7 13.3

Expenditure/GDP (%) 22.9 21.4 21.2

     Recurrent Expenditure/GDP (%) 16.7 15.6 14.7

     Public Investment/GDP (%) 6.4 6.0 6.6

Revenue Surplus (+)/Deficit (-) GDP (%) –2.1 –1.5 0.0

Budget Deficit/GDP (%) –8.0 –7.0 –6.2

GDP = gross domestic product.

Source: Budget speech.

The government managed 
the fiscal balance well 
in 2011
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Development proposals show that, on balance, the budget targets 
good development aspects and is generally moving in the right direction 
(Table 4). The overall impact is projected to be positive for long-term 
development and economic growth. Private sector development 
including public–private partnerships could, however, be emphasized 
further to ensure private sector participation in infrastructure projects. 
In addition to the investment fund account at banks to provide long-
term lending to the private sector to finance investment, capital market 
reform could also provide additional funding opportunities.

Table 4 Selected Development Proposals

Infrastructure

Transport
•	 Rs171 billion allocated to improve roads within the next 5 years 
•	 Rs5 billion in 2012 to link 100 villages to provide connectivity to over 

20,000 families
•	 Rs37 billion to construct the Northern railway line, to renovate the 

coastal railway line, and to purchase new railway engines and power 
sets

Electricity and Water
•	 Rs34 billion allocation in 2012 to improve electricity generation and 

distribution 
•	 Support for importation of machinery for biomass briquettes – green 

power
•	 Rs164 billion for Ministry of Water Supply and Drainage for 

investments to improve water supplies for 2011–2014 

Urban and Housing
•	 Strategy to modernize small townships located within 100 local 

authorities, with Rs7 billion from the Asian Development Bank
•	 Rs20 billion World Bank loan for urban and semi-urban development 

over the next 3 years 

Education 
•	 Modernize 300 secondary schools and 700 primary schools 

(Rs95 billion for primary and secondary education in 2012)
•	 Rs8 billion for vocational education
•	 Rs0.5 billion to undertake special accelerated vocational education 

programs in tourism, information technology, construction, beauty 
care, etc. in districts where unemployment is in excess of 8%, to 
meet the emerging demands for local and overseas jobs

•	 Rs0.3 billion to the National Research Council to encourage special 
research to facilitate economic development

Health 
•	 Allocation through western and indigenous medical services of 

Rs105 billion in 2012
•	 Rs0.6 billion as government contribution to construct the 

Maharagama Cancer Hospital
•	 Rs0.1 billion to provide equipment, ambulances, and building 

facilities required by district and base hospitals

Development proposals show 
that, on balance, the budget 

targets good development 
aspects and is generally 

moving in the right direction

continued on next page
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Agriculture
•	 Develop four rice exporting zones in the South, East, Rajarata, and 

North with seed capital of Rs0.2 billion
•	 Rs0.1 billion toward the production of seed material, improvement 

of extension services, and related technical know-how in seed 
production

•	 High cess imposed on vegetable and other edible oils to protect 
coconut cultivation and other related industries; taxes on food 
produced from coconut, Palmyra, and Kitul removed to improve 
related production

•	 Value-added tax exemption on modern machinery and equipment 
required for livestock production; tax concessions to government 
and private entities to promote milk production

Finance and Small and Medium-Sized Enterprises (SMEs) Development
•	 All banks required during the next 2 years to maintain an investment 

fund account which enables them to venture into long-term lending 
as a pool of resources  

•	 10% of the Investment Fund Account will be directed to the 
agriculture sector, and another 10% to SMEs  

•	 SMEs with a quarterly turnover of less than Rs500 million exempted 
from economic service charge up to Rs100 million

•	 To promote modernization of factories, reduced import taxes on 
machinery and equipment imports which are not domestically 
manufactured 

Public Sector Wages, Social Protection, and Welfare
•	 Samurdhi allowance for low-income small families increased to 

Rs750 (from Rs210–Rs615); allowance to low-income general 
families increased to Rs1,200 (from Rs900)

•	 Monthly allowance of Rs750 to each parent of security forces
•	 Rs0.9 billion for 70-year-old elderly monthly allowance increased to 

Rs1,000 from Rs300
•	 Basic salary increased by 10% for all public servants from 2012 

Source: Budget speech.

Table 4 continued
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