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growth in 2006 was 17.8 per cent, and inflation rose from 11.6 per cent in 2005 to 13.7 
per cent in 2006. 

The Sri Lankan electorate has traditionally been very sensitive to inflation. Elections 
were due in late 2005 and the government was keen to keep inflation in check. This 
generated political pressures to resist any exchange rate depreciation which could have 
intensified domestic inflation. There is some evidence to suggest that the tsunami-
related capital inflows were used to prop up the nominal exchange rate in 2005, and this 
may have been a factor in the slow absorption of aid flows. There was also a significant 
increase in inward remittances from 6.7 per cent of GDP in 2004 to 7.7 per cent by 2006. 
While some of the increase may reflect assistance provided to affected family and 
friends, the increase could also reflect better earnings performance of the majority of 
migrants employed in the oil rich Middle Eastern countries. Sri Lanka managed to record 
an overall surplus of US$500 million on the BOP in 2005 (compared with a deficit of 
US$205 million in 2004) and official reserves showed a sharp improvement.  

Figure 5: Nominal and Real Effective Exchange Rate 
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Notes: The nominal effective exchange rate (NEER) and real effective exchange rate 
(REER) are based on trade composition with 24 trading partners. 
Source: Central Bank of Sri Lanka (www.centralbanklanka.org) 

 
The influx of increased foreign capital reversed the sharp devaluation of the rupee vis-à-
vis the US dollar at end 2004, leading to a nominal appreciation of over 5.5 per cent in 
the week following the disaster. 33  The nominal effective exchange rate (NEER) 
appreciated by 7.7 per cent in 2005 (compared to a depreciation of 11 per cent in 2004). 
                                                 
33 The currency depreciated to SLRs.105.47 per US dollar on 17 December 2004—the highest 
rate in the interbank market. It had appreciated to SLRs.98.11 by 12 January 2005. The 
appreciation of the rupee for the rest of the year was also partly influenced by the movement of 
major currencies as the US dollar appreciated against them. 
  


