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Macroeconomic Developments

Overview

• The gross domestic product (GDP) growth decelerated to 6.4% 
during the second quarter of 2012 due to tight monetary 
policy, restricted domestic credit expansion, and weak external 
demand. 

• The year-on-year inflation rate peaked in July 2012, after which 
food prices stabilized as drought conditions eased.   

• Exports, imports, and the trade deficit all declined. Robust 
capital inflows supported foreign exchange reserves.  

• The 2013 budget reiterated the Government’s commitment 
to fiscal consolidation. Budget proposals address bottlenecks 
in the economy, thereby encouraging further development 
toward achieving upper-middle income status for the country. 
Budget focuses on the critical sectors of renewable energy, 
urban development and water supply, and skills development.

Sector Performance and Economic Growth

1. The gross domestic product (GDP) growth rate fell to 6.4% 
during the second quarter of 2012, as compared with 7.9% achieved 
during the first quarter. This slowdown was precipitated by weak 
performance in the service sector, which grew only by 4.5% during 
the second quarter. In contrast, the industrial sector grew at 9.5%  
followed by agriculture which expanded at 9.1%. 

2. Agriculture continued the solid performance achieved 
during the second quarter of 2012. Paddy, food crops, and fisheries 
experienced strong growth, while growth in the output of tea and 
minor export crops shrank during the second quarter. The previous 
Maha season (October 2011-March 2012) recorded the largest paddy 
harvest achieved since 1952, this contributing to strong growth in 
agricultural output during the second quarter of the year. However, 
erratic weather conditions caused tea production to drop during the 
second quarter to 85.95 million kilograms (kg), thus registering a 7.9% 
decline from the previous year. Overall, agricultural output is expected 
to slow during the second half of 2012 due to drought in the North, 
North Central, North Western, and Eastern provinces. In particular, Yala 
(April-September 2012) paddy production is forecast to drop by 38.3% 
as compared to the same period last year. 

Figure 1 Growth in GDP, 
Agriculture, Industry, and 
Services, 2009-2012 (% )

GDP = gross domesic product.

Source: Department of Census and 
Statistics of Sri Lanka.
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3. The growth rate in the industrial sector fell below 10% during 
the second quarter. While both the construction and the mining and 
quarrying subsectors performed better than during the same period in 
the previous year, growth in manufacturing and in the electricity, gas, 
and water subsectors slowed. Drought caused the share of hydropower 
in total electricity generation to drop to 26.0% during the second 
quarter of 2012, as compared to the 51.6% share achieved during the 
same period last year, with thermal and coal power generation filling 
the gap. Factory industrial production grew by 6.2% during the second 
quarter of 2012, and industrial exports (which account for more than 
70% of total export earnings in rupee terms) grew by 8.9%. The 
Industrial Production Index (IPI) slowed substantially as compared with 
March 2012, recording a 6.1% drop in August 2012. Total electricity 
generation also recorded negative growth of -0.6% during September, 
the second time growth in power generation turned negative this year 
(Figure 2). 

4. In the service sector, export and import trade slowed, thus 
hampering performance in the wholesale and retail sales subsectors. 
Export trade grew at only 2.3% in the second quarter, against 12.3% 
achieved during the same period a year ago, while imports shrank 
by 1%. Growth in the post and telecommunication subsector fell to 
5.4%, compared to the 12.8% rate achieved during the same period 
in 2011. While growth recorded in the hotel subsector was impressive 
at 23.2%, this was significantly lower than the 33.2% achieved during 
the same period a year ago.

Inflation

5. The year-on-year inflation rate as measured by the Colombo 
Consumer Price Index (CCPI) fell to 8.9% in October 2012 after 
reaching a peak for the year of 9.8% in July. October was thus the 
third month in which inflation registered a decline, following five 
consecutive months of increases beginning in March 2012. This 
decline in the overall inflation rate was in part due to easing food price 
pressures since August 2012 as drought conditions began to wane. 
However, both domestically produced and imported food commodities 
contributed to the overall increase recorded in food prices. In particular, 
rice, vegetables, and fish and seafood—all of which have significant 
weight in the basket of goods used to calculate the CCPI—recorded 
year-on-year price increases. The same was true for non-food items 
with a significant weight in the CCPI as against their October 2011 
levels. These items and their respective price increases were as follows: 
kerosene, 49%; oil, 9%; petrol, 37%; and diesel and gas, 10%, all of 
these price increases reflecting revisions made earlier in the year. Water 
tariffs, which were raised by 20% from October 2012, will likely affect 
non-food inflation over the coming months.  

GWh = giga-watt hours,  IPI =Industrial 
production index

Source: Central Bank of Sri Lanka

Figure 2 Industrial 
Production Index (IPI), and 
Electricity Generation, 2011 
and 2012
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6. The change in the seasonally adjusted, month-on-month CCPI 
has remained at 0.0% since August 2012. Food items largely contributed 
to the decrease recorded in month-on-month inflation (-0.8%), which 
is counterbalanced by the prices of non-food items which increased 
by 0.7% in October 2012. Food price inflation stabilized after August, 
reversing the trend observed during the first half of the year.

Monetary and Financial Developments 

7. As tight monetary policy continued following an interest rate 
increase in April 2012, the prime lending rate by commercial banks 
continued to increase, reaching 14.1% as of end-October 2012. 
Similarly, the three-month treasury bill rate peaked at 11.9% in April 
2012, and then fell to 10.7% in October (Figure 5). The rate of growth 
in credit extended to the private sector by commercial banks gradually 
slowed to 28.7% in August 2012. Likewise, the growth rate for credit 
extended to the government also fell to 33.4% the same month. As 
the economy slowed and inflation began to show signs of stabilizing, 
the possibility and timing of monetary easing will be explored over the 
coming months. 

8. Stock prices rebounded by more than 20% in September, 
following a long downward trend. The All-Share Price Index jumped 
to 5,949 during the final week of September from 4,909 the previous 
week, with the Milanka Price Index showing a corresponding gain 
to 5,575 from 4,521. These increases were mainly due to a net 
$250-million increase in foreign investment in the Colombo Stock 
Exchange as of end-September 2012. That said, the All-Share and 
Milanka Price Indexes dropped to 5,577 and 5,104 respectively as of 
end-October. Paralleling the net increase in foreign investment in the 
Colombo Stock Exchange referred to above was a significant increase 
in foreign investment in government securities, with net inflows into 
treasury bills and treasury bonds totaling $821 million during the first 
nine months of 2012.

Figure 5 Annual Growth 
Rate of Credit Extended to 
Public and Private Sectors 
and Key Interest Rates,  
2010-2012 (%) 

M2b = consolidated broad money supply. 

Source: Central Bank of Sri Lanka
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Figure 4 Month-on-Month 
Inflation Rate as Measured by 
the CCPI, 2011-2012 (%)
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External Sector Developments

9. Both exports and imports began declining after the first quarter 
of 2012. In September 2012, exports recorded a decline of 6.6%, while 
imports fell by 25.4%. Weak global demand, decreasing export prices, 
and the base effect contributed to this drop in export earnings.1 Export 
earnings from textiles and garments declined by 9.2% due to lower 
export prices, while agricultural exports showed meager growth of 
5.8%. In September 2012, imports reached their lowest level in value 
terms since March 2011, despite international oil prices remaining at 
their relatively high 2011 levels. Measures for restricting credit growth 
and depreciation of the rupee taken by the government and central 
bank in February contributed to the declines in import expenditure 
recorded in September 2012 for the following categories: consumer 
goods, -32.1%; intermediate goods, -18.8%; and investment goods, 
-36.0%. With exports and imports recording $0.8 billion and $1.3 
billion respectively, the trade deficit shrank by 33.8% year-on-year to 
$0.5 billion in September 2012, the lowest level recorded in 19 months 
(Figure 6). 

10. Tourist arrivals have continued to rise each month on a year-
on-year basis since the conflict ended in 2009. The number of tourists 
visiting Sri Lanka totaled 71,111 in September 2012, an increase of 
18% compared to the same month last year, thus raising tourist arrivals 
by 16% during the first nine months of 2012. Earnings from tourism 
correspondingly expanded by 22.6% during the first nine months of 
2012 to $711 million. Similarly, overseas worker remittances rose by 
16.8% over the same period, totaling $4.4 billion (Figure 7). 

11. Overall, foreign direct investment inflows remained robust 
during 2012. Foreign loans obtained by companies registered with 
the Board of Investment totaled $452 million during the first half of 
2012, reflecting a 14.6% increase over the same period in the previous 
year. Similarly, for the first three quarters of 2012, portfolio investment 
amounted to $250 million, long-term foreign currency borrowings by 
commercial banks totaled $928 million, and inflows to the government 
in the form of investment in treasury bills and bonds and long-term 
loans totaled $4.7 billion. As a result, end-September 2012 gross 
official reserves (excluding Asian Clearing Union balances) amounted 
to $7.1 billion or 4.3 months of imports, a level approximately the 
same as achieved in July 2012 (Figure 8). During the same period, the 
exchange rate stabilized at Rs130-133/$1.  

Exports, imports, and the 
trade deficit all declined.  

Robust capital inflows 
supported foreign exchange 

reserves.  

1 Export earnings were at a historically high level of $ 962 million in July 2011.

Figure 6 Exports, Imports, 
and  Trade Deficit, 2011-2012 
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Figure 8 Gross Foreign 
Exchange Reserves and 
Rupee-Dollar Exchange Rate-
2012 ($ billions and Rs/$1)

Figure 9 Doing Business 
Indicators for Sri Lanka,   
2012 and 2013

Source: Central Bank of Sri Lanka.

Source: World Bank Doing Business Report

0

1

2

4

6

8

9

0

20

40

80

120

140

7

3

5

60

100

Gross Official Reserves ($ biilion, left axis)

Rs/$ (right axis)

2011 2012

Jan JulApr Oct Jan JulApr Oct

Fiscal Performance

12. During the first half of 2012, total fiscal revenue increased by 
15.4% in nominal terms equal to 14.1% of GDP, as against 13.9% of 
GDP the previous year. On the other hand, fiscal expenditure recorded 
an increase of 23.5% in nominal terms over the same period, this 
rise being driven by a 41.0% increase in capital expenditure. In other 
words, expenditure increased to a level equivalent to 22.7% of GDP 
from 21.0% for the same period in the previous year. As a result, 
the fiscal deficit for the first half of 2012 amounted to 8.6% of GDP, 
against 7.0% for the same period in 2011. This significant level of fiscal 
expenditure that supported domestic demand during the first half of 
2012 will be limited during the second half of the year, mainly due 
to the government’s efforts to meet the annual fiscal deficit target of 
6.2% of GDP.  

Other Developments

13. Sri Lanka ranked 81 out of 185 economies as measured by 
the indicators reported in the World Bank’s Doing Business Report for 
2013. This ranking represents an improvement from the country’s 2012 
ranking of 96, and its 2011 ranking of 98. This outcome mainly resulted 
from introduction of electronic systems for operating the Employees 
Provident Fund and the Employees Trust Fund, for registration in starting 
a business, for land registration, and for customs processing. That said, 
Sri Lanka’s ranking for registering property as well as for paying taxes 
remain low (Figure 9).  Further reform may focus on these areas as a 
means of further improving the country’s business environment.

2012
Startinga
Busuness

Resolving
Insolvency

2013

Getting
Electricity

Registering
Property

Getting Credit

Protecting
Investors

Paying Taxes

Enforcing
Contracts

Trading Across 
Bordes
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2013 Budget

Overview and Indicators

14. The Government’s 2013 Budget presented to Parliament on 
8 November envisions 2012 fiscal operations to remain within the 
medium-term fiscal framework, despite challenging global economic 
conditions. The deficit is expected to be 6.2% of GDP, which is consistent 
with the 2012 Budget. This deficit target is to be achieved through 
expenditure reduction, in spite of a lower-than-expected revenue ratio. 
While capital expenditure is projected to be lower than the targeted 
level of 6%, current expenditure rationalization has also contributed 
to the expected reduction in the expenditure ratio, as compared to 
2011. The revenue ratio, which is expected to be 14.0%, is lower than 
anticipated in Budget 2012, and also below that of 2011 as a result of 
slower domestic growth and weaker-than-anticipated value added tax 
(VAT) collection. 

Table 1 Budget Indicators, 2011-2013  (% of GDP)

2011 2012 
(estimate)

2013 
(budget)

Revenue 14.3 14.0 14.4
     Tax Revenue 12.4 12.2 13.1
     Non Tax Revenue 1.9 1.8 1.3
Grants 0.2 0.3 0.2
 Expenditure 21.4 20.4 20.4
     Current Expenditure 15.4 14.7 14.4
     Public Investment 6.2 5.8 6.2
Revenue Deficit (-) / Surplus (+) -1.1 -0.8 0.1
Budget Deficit (-) / Surplus (+) -6.9 -6.2 -5.7

GDP = gross domestic product.

Source: Budget speech.

15. The budget indicators for 2013 are also projected to remain 
within the medium-term fiscal framework, thus indicating that the 
government is committed to continue its fiscal consolidation efforts. 
The deficit is expected to fall to 5.7% of GDP, through a higher revenue 
ratio. Improvement in revenue collection is expected to come mainly 
from enhanced collection of VAT, supported by more rapid economic 
growth and better trade performance. The government aims to increase 
public investment to more than 6% of GDP, which is consistent with 
the government’s strategy Mahinda Chintana, after dropping to 5.8% 

The Government’s 2013 
Budget reflects a strong 

commitment to fiscal 
consolidation despite the 

global economic slowdown.  
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of GDP in 2012. However, total expenditure as a percentage of GDP will 
be maintained at the 2012 level, due to a lower current expenditure 
ratio. 

16. The 2013 Budget follows the overall direction of the Mahinda 
Chintana as in previous years. The overall focus of the budget is to 
achieve 7.5% growth in GDP in 2013, with monetary expansion at 
14%, an inflation rate of 7%, and a balance-of-payments surplus for 
the year overall. 

Budget Proposals 

Box 1: Salient Features

• The Budget Proposals address bottlenecks in the economy as a 
means of moving further toward an upper-middle level of national 
income. They thus focus on the critical sectors of renewable energy, 
urban development and water supply, and skills development.  

• Reconstruction in the North and East continues to be a highlight 
of the budget proposals. Budgetary provisions for fast-tracking the 
national reconciliation process are noteworthy in this regard.

• The budget focuses on issues of value creation, improving research, 
technology, and development, and contains features that focus on 
improving the overall environment. This latter goal is to be achieved 
in large measure through improved forest cover, and supporting 
solutions such as expansion in the output of renewable energy and 
organic fertilizer.

• As Sri Lanka has reached middle-income status, the budget includes 
measures to develop capital markets, and to introduce flexibility 
into foreign exchange transactions.

• The budget indicates that 46 of the 70 state-owned enterprises have 
been transformed into profit-making entities. 

Agriculture

17. The budget speech focused significantly on the agriculture 
sector, particularly on the fisheries, dairy, and livestock subsectors. It 
envisioned improvements in storage, marketing networks, irrigation 
systems, and harbor development, and reflected guaranteed prices 
for paddy and organic fertilizer. The budget also reflects protection 
for domestic production through maintenance and increase of import 
taxes on certain agricultural products. Similarly, the budget continued 
to support subsidies for fertilizer, and proposed an increase in the 
replanting subsidy for smallholders in the plantation sector. Further, 
the budget allocates Rs100 million for popularizing mechanization of 
tea-plucking as a means of assisting smallholders. The total budgetary 
allocation for agriculture and irrigation and water management is 

The 2013 budget proposals 
address bottlenecks in the 
economy as a means of 
moving toward an upper-
middle level of national 
income. Budgetary support 
is to focus on the critical 
sectors of renewable energy, 
urban development and 
water supply, and skills 
development.  
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approximately 6% of total expenditure (excluding interest payments), 
according to the Appropriation Bill 2013.

Infrastructure

18. In infrastructure development, the largest allocation is for ports 
and highways, which accounts for 10% of the total budget. While the 
budget speech did not discuss any policy measures specifically targeting 
road development, significant investment in road development is 
maintained in the 2013 budget, which is consistent with the Mahinda 
Chintana strategy.  

19. In the energy sector, the budget speech highlighted renewable 
energy as a means of reducing oil imports used for thermal power 
generation (oil imports cost the country an estimated $6 billion in 
2012). The budget proposes tax exemptions and tax reductions 
respectively for imported renewable energy equipment and renewable 
energy projects. 

20. Ongoing development of water supply infrastructure is 
projected to cost Rs126 billion in 2013, and will expand access to 
piped water to 580,000 families over the coming three years. A further 
Rs250 million is allocated for rehabilitation of existing water supply 
infrastructure. The budget also highlights proposed improvements to 
the water supply system serving the greater Colombo area, with the 
aim of reducing non-revenue water.

Social Development and welfare

21. In the health sector, ongoing modernization of the hospital 
network was allocated Rs125 billion in the 2013 budget. The budget 
speech also mentioned the government’s goal of improving the 
quality and increasing the use of locally manufactured pharmaceutical 
products. As stated in the Appropriation Bill 2013, the government 
allocated Rs65 billion for education (under the Education Ministry and 
the Higher Education Ministry), which is about 0.75% of projected GDP 
for 2013. The budget also allocated Rs1.6 billion to establish technical 
colleges that could accommodate 50,000 advanced-level-qualified 
students.

22. The budget speech proposed allocation of Rs1.5 billion for 
intensifying poverty reduction initiatives. Sri Lanka’s poverty incidence 
has fallen significantly over the past ten years, as a result of both 
development initiatives and a poverty safety net that is increasingly 
better targeted. The budget also proposed establishment of a lending 
scheme through Samurdhi banks and regional development banks to 
assist low-income people to establish small businesses. The government 
also proposed development of child-friendly rural schools that would 
provide free meals and uniforms to students. 
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Private Sector and Industry

23. The government’s strategy for the tourism sector is to generate 
$2.5 billion in tourism revenue by 2016 by attracting 2.5 million high-
spending foreign tourists, and an equally large number of domestic 
tourists. The budget speech envisioned an estimated one million 
tourist arrivals in 2012 that would generate $1 billion in tourism-
related revenue. The budget likewise proposed several measures for 
supporting tourism, including a 25% discount on land lease rental to 
local investors for the entire term and concessions on land leases to 
foreign investors who form equity partnerships of at least 30% with 
local investors. The budget also allocates Rs100 million to support 
promotion of tourism. 

24. Support is likewise proposed for the construction industry, which 
has shown strong performance over the last three years in part due 
to large government investment projects and postwar reconstruction. 
Support envisioned for the construction sector includes (i) reduction 
of import taxes on machinery and equipment used for construction, 
(ii) expansion of guarantees provided by Construction Guaranty Fund 
for improving access to finance for small construction companies, and 
(iii) maintaining a differential in the level of import tariffs imposed on 
imported finished products and those imposed on raw materials that 
would be sufficiently wide to support local manufacture of construction 
materials.  

25. The budget proposals project that the information technology 
(IT) industry, which currently generates $400 million and employs 
65,000 persons, will become a billion-dollar industry over the coming 
three years. Accordingly, the budget proposed limiting their personal 
income tax rate to 16%. It also allocated Rs300 million to support 
training, and Rs750 million to establish centers throughout the country 
that would expand access to IT facilities.

26. As for support to small and medium-scale enterprises, the 
budget proposed to exempt such enterprises from the Nation Building 
Tax (NBT) and the VAT. It also proposed to increase the tax threshold 
to an annual turnover of Rs500 million. For the export sector, the 
budget proposed a two-year depreciation allowance for apparel 
and other manufacturing subsectors, and modernization of these 
industries through introduction of advanced technology, machinery, 
and accessories. The budget also proposed a reduction from 5% to 
2.5% in the Port and Airport Levy on consumable items for daily use, 
as a means of improving the competitiveness of the apparel industry.  

Capital Markets and Foreign Exchange Transactions

27. With Sri Lanka having reached middle-income status, the 
budget proposed measures to develop capital markets and to 
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introduce flexibility into foreign exchange transactions. As a means of 
encouraging listing of companies on the Colombo Stock Exchange, 
the budget proposed a three-and-a-half-year tax holiday for new 
companies that will be listed on the Colombo Stock Exchange prior 
to December 2013, and maintain a minimum ratio of shares held by 
the public of 20%. The budget also proposed making interest income 
earned from investing in bonds and debentures listed on the Colombo 
Stock Exchange exempt from withholding tax. It also allows direct 
investment in foreign currencies in unit trusts without having to channel 
such investments through a securities investment account (SIA). It also 
proposed appointing a Presidential Task Force to implement the Capital 
Market Development Master Plan. 

28. In order to increase flexibility in the management of foreign 
exchange, the budget proposed allowing corporate entities to borrow 
up to $10 million per year over the coming three years, and allowing 
licensed commercial banks to borrow up to $50 million each year for 
three years, without having to obtain approval from the Exchange 
Control Department. It also proposed allowing all residents to maintain 
Foreign Exchange Earners’ Accounts in licensed commercial banks in 
currencies of their choice, as a means of facilitating deposit of foreign 
exchange earnings from services provided to non-residents.

Tax System

29. The budget focused on continuing the tax simplification 
process that began with the 2011 reforms that were based on the 
recommendations of the Presidential Tax Commission. This underscores 
the government’s commitment to remain within its fiscal consolidation 
targets. In this regard, it was proposed to make businesses with a 
turnover of less than Rs12 million exempt from the nation building tax 
(NBT) and VAT. In order to expand the tax base, the budget proposed 
to extend coverage of the NBT and VAT to supermarkets and trading 
operations with a quarterly turnover exceeding Rs500 million. It also 
proposed streamlining management of large tax files and expanding 
tax audits on the Simplified VAT System as a means of improving the 
VAT refund system.
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