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Monetary Policy Review: No. 8 — 2017

Considering recent macroeconomic developments, the Monetary Board, at its meeting held
on 27 December 2017, was of the view that the current monetary policy stance is appropriate and
decided to maintain the policy interest rates of the Central Bank of Sri Lanka at their present levels.
However, the Central Bank will continue to cautiously monitor the developments in the economy

and take necessary policy actions, if warranted.

The key sectoral developments considered in arriving at the decision by the Monetary Board

are discussed below.

According to the provisional estimates of the Department of Census and Statistics (DCS),
the Sri Lankan economy recorded a lower than projected growth for the third quarter of 2017.
Accordingly, the economy grew by 3.3 per cent, year-on-year, in the third quarter of 2017,
compared to 4.0 per cent recorded in the second quarter of 2017. Economic growth in the third
quarter was mainly driven by the moderate expansion in the Industry and Services sectors, while
the Agriculture sector continued to record a negative growth on account of weather related
disruptions. Although near term growth prospects remain subdued, it is anticipated that the
economy would recover in 2018 due to continuous surge in exports and investments induced by
foreign direct investments. The recovery in the Agriculture sector would also support the growth

performance in 2018.

Headline inflation decelerated in November 2017 as expected, but still remains at an
elevated level in terms of both National Consumer Price Index (NCPI) and Colombo Consumer
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Price Index (CCPI), reflecting the impact of higher domestic food prices. Nevertheless, core
inflation remained checked indicating subdued demand pressures, reflecting the effectiveness of the
tight monetary policy stance maintained by the Central Bank. Although high food prices stemming
from supply disruptions could cause headline inflation to remain at somewhat elevated levels in the
immediate future, inflation is expected to return to the desired level towards the end of first quarter
of 2018.

The growth in broad money supply has slowed down substantially in November 2017
caused mainly by the deceleration in the growth of private sector credit extended by commercial
banks as expected, responding to the tight monetary policy stance. Meanwhile, the yields on
government securities have adjusted downward from the peak levels, correcting some disparity that
existed between the policy rates and the yields on government securities. Other market interest rates

are also expected to adjust further downwards in line with the yield rates.

Export earnings continued its growth momentum registering double digit growth for the
fourth consecutive month, partly benefiting from the implementation of a more flexible exchange
rate regime. However, the trade deficit widened during the first ten months of the year, largely on
account of the notable increase in import expenditure, particularly due to supply side constraints
mainly arising from weather related disturbances, offsetting the positive impact of improved
performance in export earnings. However, easing the pressure on external accounts to a certain
extent, sustained inflows to the financial account in terms of inflows to government securities
market and the Colombo Stock Exchange (CSE) were observed. The receipt of the fourth tranche of
the Extended Fund Facility (EFF) Programme of the IMF in December 2017 and inflows on
account of divestment of Hambantota Port helped further strengthen the Balance of Payments
(BOP). Given these developments and reflecting the continued foreign exchange purchases on a net
basis by the Central Bank amounting to around US dollars 1.7 billion, gross official reserves are
estimated to improve to around US dollars 7.8 billion by end December 2017. The Sri Lankan
rupee depreciated against the US dollar by 1.9 per cent as at 27 December 2017. During 2017, the
Central Bank has been able to turn around the trends of declining gross official reserves and
recording BOP deficits during 2015 and 2016 by registering a significantly large BOP surplus,
while maintaining a more flexible exchange rate regime under the current enhanced monetary
policy framework, which involves transiting towards a Flexible Inflation Targeting (FIT)

framework.

As per the available indicators, the fiscal sector recorded notable improvements in 2017,
particularly due to increased revenue collection, which has enabled recording a surplus in the

primary balance. Although some slippages in key fiscal balances in comparison to original
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estimates are expected in 2017 mainly as a result of expenditures related to relief measures and
higher interest payments, fiscal consolidation is expected to continue in the medium term

supporting macroeconomic stability.

In view of the above, the Monetary Board decided to maintain the Standing Deposit Facility
Rate (SDFR) and Standing Lending Facility Rate (SLFR) of the Central Bank at their current levels

of 7.25 per cent and 8.75 per cent, respectively.

Monetary Policy Decision: Policy rates unchanged
Standing Deposit Facility Rate (SDFR) 7.25%
Standing Lending Facility Rate (SLFR) 8.75%
Statutory Reserve Ratio (SRR) 7.50%



Data Annexure:

Table 01: Real GDP Growth (Provisional)

Year - on - Year % Change
. o 2016 2017
Economic Activities
First Second Third Fourth Annual First Second Third
Quarter | Quarter Quarter Quarter Quarter | Quarter Quarter
Agriculture -0.2 -5.7 -2.0 -8.4 -4.2 -3.0 -3.4 -3.3
Industries 9.1 2.0 5.9 9.2 6.7 6.3 5.2 1.9
Services 3.7 3.6 4.8 4.6 4.2 3.7 4.5 4.3
GDP 5.1 2.4 4.6 5.3 4.4 3.9 4.0 3.3
Source: Department of Census and Statistics
Table 02: Inflation
Month Dec16 | Jun17 Jul 17 Aug 17 | Sep17 | Oct17 | Nov 17
Headline Inflation | CCPI (2013=100) 4.5 6.1 4.8 6.0 7.1 7.8 7.6
(Year on year %
change) NCPI (2013=100) 4.2 6.3 6.3 7.9 8.6 8.8 8.4
Core Inflation CCPI (2013=100) 5.8 5.1 4.9 6.0 6.0 5.8 5.2
(Year on year %
change) NCPI (2013=100) 6.7 4.1 4.2 4.8 4.6 4.1 2.8
Source: Department of Census and Statistics
Table 03: Monetary Sector Developments (Provisional)
Outstanding Amount (Rs. billion) Year - on - Year % Change
Indicator
Dec16 | Jun17 Sep17 | Oct17 | Nov 17 | Dec 16 Junl7 | Sep17 | Octl1l7 | Nov17
Reserve Money 856 892 909 915 912 27.1 17.8 145 155 141
Broad Money (May) 5,406 5,873 6,132 6,159 6,184 184 21.2 20.3 19.2 17.9
Net Foreign Assets (NFA) -231 -246 10 37 67 22.4 50.0 103.8 113.2 1235
Net Domestic Assets (NDA) 5,637 6,119 6,122 6,122 6,117 15.9 14.7 13.9 12.3 10.5
Net Credit to the
Government (NCG) 1,972 2,235 2,224 2,218 2,166 121 114 14.1 133 105
Credit to Public Corporations 495 551 498 476 483 -5.3 13.7 10.0 35 2.9
Credit to the Private Sector 4,204 4,505 4,659 4,700 4,762 21.9 18.6 175 16.2 154
Broad Money (Ma) 6,630 7,221 7,558 7,605 7,660 15.9 20.3 19.9 19.2 184

Source: Central Bank of Sri Lanka



Table 04: Interest Rates

Interest Rate (%) End End End End End End As at 27
Dec16 | Mar17 | Jun17 | Sep17 | Oct17 | Nov17 | Dec17
Policy Rates of the Central Bank
Standing Deposit Facility Rate 7.00 7.25 7.25 7.25 7.25 7.25 7.25
Standing Lending Facility Rate 8.50 8.75 8.75 8.75 8.75 8.75 8.75
Weighted Average Call Money Rate (AWCMR) 8.42 8.75 8.75 8.11 8.15 8.13 8.15
Treasury bill yields (Primary market)
91-day 8.72 9.63 9.60 8.71 8.75 8.20 7.69
182-day 9.63 10.62 10.29 9.01 9.10 8.88 8.30
364-day 10.17 10.98 10.47 9.10 9.48 9.44 8.90
Lending Rates
Average Weighted Prime Lending Rate (Weekly) 11.52 11.79 11.70 11.55 11.25 11.43 10.92
Average Weighted Lending Rate (AWLR) 13.20 13.40 13.73 13.83 13.89 - -
Average Weighted New Lending Rate (AWNLR) 14.37 14.54 14.90 14.75 14.97 - -
Deposit Rates
Average Weighted Deposit Rate (AWDR) 8.17 8.81 9.13 9.25 9.22 9.19 -
Average Weighted Fixed Deposit Rate (AWFDR) 10.46 11.38 11.66 11.81 11.72 11.69 -
Average Weighted New Deposit Rate (AWNDR) 11.17 11.49 11.57 10.63 10.75 - -

Source: Central Bank of Sri Lanka




