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Key Takeaways

• The recent bout of LKR depreciation has been largely led by weakness in emerging market, and particularly Asian currencies, rather
than merely the strength of the US dollar. In fact, the US dollar index has fallen by 1.4% month-to-date in September.

• We see a few key factors that could cause a reversal of the recent EM weakness, not least being the volatile dynamics of US politics
post the midterms., but it could even be a simple oversold status of EMs. It could also come about through a shift in the ‘trade war’
story, with a realization that what is bad for China could be structurally positive for other EMs.

• Despite the attractive valuations fuelling some positive sentiment to EMs in the past few days, there is a risk that nothing could
fundamentally change and resumption of US dollar strengthening would continue to strain EM currencies – although for us, a key
factor could be to what extent the CBSL is willing to defend the currency.

• Focus - When we think of foreign currency inflows, the first item that comes to mind is export earnings from goods (which includes
agricultural and industrial exports). Though the earnings from exports of goods remain significant to date, recent data reveals an
increasing significance of service exports to overall foreign currency inflows. In this month’s focus we look at the recent growth in
service sector exports and how it compares against earnings from exports of goods.

For the full details of our alternative scenarios, assumptions and scenario probabilities for rates and the LKR (against the USD) for end-
2019, refer pages 17 to 21 on the attached PDF.

In Detail

The LKR has taken a beating over the last month - but this is not simply a domestic phenomenon. The recent bout of depreciation has
been largely led by weakness in emerging market, and particularly Asian currencies, rather than merely the strength of the US dollar.
In fact, the US dollar index has fallen by 1.4% month-to-date in September.
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Most EMs have seen more pronounced depreciation within the past few weeks, with those countries with weaker economic
fundamentals taking the hit. The Indian rupee has weakened 13% while the Indonesian rupiah has now dropped 9.3% for the year. In
comparison the LKR which has fallen 9.9% so far against the USD. [See Page 04 on how the LKR has performed against peer
currencies]

The question going forward is, what could alter this path of EM currency weakness?

The US still has a lot to do with it, and this time its politics –

With the US midterm elections in the near horizon, this is likely to cause EM volatility in the lead up to it. However, analysis from
previous midterm elections have proven that this tends to be more positive for emerging markets. And given the unstable balance that
this election hangs on it could turn out to be more favourable for EMs. Of course, any further weakening in the dollar on the back of
this would no doubt help prop up EM currencies.

EMs could simply have been oversold –

Some global analysts have already shifted their positions on emerging markets expecting some stability following the significant sell
off. Depreciation pressures on a few EM currencies such as the Turkish lira, South African rand and Russian rouble have in fact
subdued in recent days and could be a sign of this – along with confidence from lower valuations of EM assets and a more rangebound
US dollar.

A shift in the trade wars story –

So far US-China trade tensions have done little to help emerging markets and continue to dampen the overall outlook for global
growth. But it is possible that as this conflict brews further, investors could start viewing what’s negative for China as being structurally
positive for EMs. This is not merely due to possible long term reforms that could be implemented as EMs attempt to ride out these
negotiations, but also that investment could shift to these countries as global supply chains shift away from China to alternative export
hubs.

https://www.bloomberg.com/news/articles/2018-08-31/u-s-midterm-election-may-be-harbinger-for-emerging-market-rally
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Given all this, there is still a risk that nothing alters to fundamentally change the course of this depreciation and we could continue to
see EM weakness in the next few weeks. The Fed holding tight on its interest rate stance and strong US fundamentals could keep the
US dollar relatively stronger and maintain pressure on EMs. Apart from this, for us, the key domestic factor would be to what extent
the CBSL will be willing to defend the currency.

Nevertheless, our end-2019 views remain unchanged

Our long-term base view is that interest rates would be on an upward trajectory into 2019, and even beyond, while the LKR would be
under even more depreciatory pressure beyond 2019. With the continued pressure from global markets, we see that both interest rates
and LKR could follow a trajectory close to the upper end of our base case for end 2019.

• Our base case expects the 12-month T. Bill to rise by end-2019 to between 10% and 12%. As at 21st September 2018, it stands at around
9.18% in the secondary market.

• On the LKR, our base case expects it to stand between Rs. 164 and Rs. 175 (against the USD) by end-2019. As at 21st September 2018, it
stands at Rs. 168.03 against the USD.

For more details on our alternative scenarios, assumptions and scenario probabilities for rates and the LKR against the USD for end-
2019, refer pages 17 to 21.

The attached report contains details and charts on the Focus mentioned above and other important macroeconomic data points.

Written by: Trisha Peries
Contributed by: Niran de Mel, SarithaWijesekera



FRONTIER ECONOMIC MONTHLY 

Disclaimer: Information collected/analysed is from sources believed to be reliable and from the Central Bank/Government. Frontier
Research Private Limited however does not warrant its completeness or accuracy. Opinions and estimates given constitute our
judgment as of the date of the material and are subject to change without notice. The reports and presentations given are not
intended as an offer or solicitation for the purchase or sale of any financial instrument. The recipient of this report must make their
own independent decision regarding any securities or financial instruments mentioned herein. Securities or financial instruments
mentioned may not be suitable to all investors. Furthermore, the information contained in these reports/emails are confidential and
should not be shared publicly. Disclosure, copying and distribution is strictly prohibited.
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The LKR has taken a beating over the last month - but this is not simply a domestic phenomenon. The recent bout of depreciation has
been largely led by weakness in emerging market, and particularly Asian currencies, rather than merely the strength of the US dollar.
In fact, the US dollar index has fallen by 1.4% month-to-date in September.

Most EMs have seen more pronounced depreciation within the past few weeks, with those countries with weaker economic
fundamentals taking the hit. The Indian rupee has weakened 13% while the Indonesian rupiah has now dropped 9.3% for the year. In
comparison the LKR which has fallen 9.9% so far against the USD. [See Page 04 on how the LKR has performed against peer
currencies]

The question going forward is, what could alter this path of EM currency weakness?

The US still has a lot to do with it, and this time its politics –

With the US midterm elections in the near horizon, this is likely to cause EM volatility in the lead up to it. However, analysis from
previous midterm elections have proven that this tends to be more positive for emerging markets. And given the unstable balance that
this election hangs on it could turn out to be more favourable for EMs. Of course, any further weakening in the dollar on the back of
this would no doubt help prop up EM currencies.

EMs could simply have been oversold –

Some global analysts have already shifted their positions on emerging markets expecting some stability following the significant sell
off. Depreciation pressures on a few EM currencies such as the Turkish lira, South African rand and Russian rouble have in fact
subdued in recent days and could be a sign of this – along with confidence from lower valuations of EM assets and a more rangebound
US dollar.

https://www.bloomberg.com/news/articles/2018-08-31/u-s-midterm-election-may-be-harbinger-for-emerging-market-rally
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A shift in the trade wars story –

So far US-China trade tensions have done little to help emerging markets and continue to dampen the overall outlook for global
growth. But it is possible that as this conflict brews further, investors could start viewing what’s negative for China as being structurally
positive for EMs. This is not merely due to possible long term reforms that could be implemented as EMs attempt to ride out these
negotiations, but also that investment could shift to these countries as global supply chains shift away from China to alternative export
hubs.

Given all this, there is still a risk that nothing alters to fundamentally change the course of this depreciation and we could continue to
see EM weakness in the next few weeks. The Fed holding tight on its interest rate stance and strong US fundamentals could keep the
US dollar relatively stronger and maintain pressure on EMs. Apart from this, for us, the key domestic factor would be to what extent
the CBSL will be willing to defend the currency.

Nevertheless, our end-2019 views remain unchanged

Our long-term base view is that interest rates would be on an upward trajectory into 2019, and even beyond, while the LKR would be
under even more depreciatory pressure beyond 2019. With the continued pressure from global markets, we see that both interest rates
and LKR could follow a trajectory close to the upper end of our base case for end 2019.

• Our base case expects the 12-month T. Bill to rise by end-2019 to between 10% and 12%. As at 21st September 2018, it stands at around
9.18% in the secondary market.

• On the LKR, our base case expects it to stand between Rs. 164 and Rs. 175 (against the USD) by end-2019. As at 21st September 2018, it
stands at Rs. 168.03 against the USD.

For more details on our alternative scenarios, assumptions and scenario probabilities for rates and the LKR against the USD for end-
2019, refer pages 17 to 21.
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Focus : Service exports - The way forward?

When we think of foreign currency inflows, the first item that comes to mind would be export earnings from goods (which includes
agricultural and industrial exports). Though the earnings from exports of goods remain significant to this date, recent data reveals
an increasing significance of service exports to overall foreign currency inflows. Here we will look at the recent growth in service
sector exports and how it compares against earnings from exports of goods.

During the last decade there has been a sharp uptick in the contribution of foreign inflows from services exports when compared
against goods.

• In 2017, inflows from services matched up to 68.3% of inflows from goods exports - which is a significant improvement from
2007, where services accounted for only 23.2% of goods exports.

By Niran de Mel

23.2%

68.3%

0%

10%

20%

30%

40%

50%

60%

70%

80%

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Services receipts as a % of receipts from Goods exports

Source: CBSL – Annual Reports



FRONTIER ECONOMIC MONTHLY 

So what caused this growth?

The main drivers of this growth have been:
• Tourism – With a 26% CAGR (compound annual growth rate) from 2007 to 2017, it has been the highest contributor to Service

Inflows since 2014.

• Transport - Consisting of passenger fares, freight charges, port and airport related activities, this category has grown by 11%
CAGR over the past ten years. Up until 2014, Transportation was the largest contributor to services, losing its place to tourism
since then.

• Telecommunication, Computer & Information Services – Foreign inflows from this sector only began from the 2000s. Heavy
foreign investment in the computer sector can be seen due to longer tax holidays and relatively cheaper labour costs in Sri Lanka.
Rapid expansion of Software and Information Technology Enabled Services (ITES) that includes Business Process Outsourcing
(BPO) and Knowledge Process Outsourcing (KPO) continue to contribute towards the healthy growth in this sector.

Services have outdone Remittances inflows in 2017

It is also interesting to note that remittances, which are considered one of the key inflows cushioning the Current Account deficit, is
not accounted for under the Services sector but is considered under the Secondary Income category of the Balance of Payments
(BOP). And although in general, the impact from Remittances are higher on the BOP, the Services sector has picked up in recent
years and has now in fact surpassed remittances inflows in 2017. [See Page 12]

Shifting the focus to Services could bring greater benefits

Given the slow growth of goods exports in the past and the lack of a clear path on how to sustain the previously high pace of growth
in manufactured exports, it is uncertain if continuing in this direction for much longer is viable. However, evidence points out that
services, with its current growth trajectory, could be what Sri Lanka should earmark to secure its competitive advantage.

Focus : Service exports - The way forward?
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Furthermore, Services add higher value to the Current Account balance – whereas most goods exports are reliant on high levels of
imports (such as textile imports for garments) and thus add lower value to Sri Lanka’s external position. Returns to labour in service
exports also tend to be higher with more direct benefits feeding through, where jobs tend to be higher paid as well.

In the years to come, it could be expected that this shift in the dynamic component of exports from Goods to Services would
increase even further. With the increase in debt service payments that Sri Lanka is to face in the next 4-5 year period, it is crucial
that Sri Lanka’s foreign reserves be strengthened. With this trend, a greater focus on Services might be the key to solve Sri Lanka’s
foreign reserve problems.

Focus : Service exports - The way forward?
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Services exports have grown at a considerably faster pace than goods exports
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Service exports have surpassed Remittances inflows in 2017
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Inflation

Month-on-Month Year-on-Year

Jul Aug Jul Aug

Headline Inflation (CCPI) 0.3% 0.0% 5.4% 5.9%

Core Inflation (CCPI) 0.2% 0.2% 3.9% 3.7%

Headline Inflation (NCPI) 0.1% -0.9% 3.4% 2.5%

Core Inflation (NCPI) 0.3% 0.5% 2.3% 2.7%

Monetary Aggregates Jun Jul Jun Jul

Broad Money (M2B) 1.1% 0.7% 14.9% 13.5%

Credit to Public Corp. 1.8% 2.8% 8.5% 19.7%

Credit to Private Sector 1.6% 0.9% 14.9% 14.7%

External Sector May Jun May Jun

Exports 16.2% 10.9% 9.8% 3.8%

Imports 3.5% -2.0% 7.7% 18.1%

Trade Deficit -6.6% -14.8% 5.6% 43.6%

Dashboard

• Headline inflation continued to steadily

accelerate to 5.9% in August, due to the

expansion in Non-Food inflation -

particularly the Transport subcategory,

which offset the contraction in F&B inflation

over the month.

• Private sector credit growth continued to

ease in July on a YOY basis, while seeing a

monthly increase of Rs. 46.5bn in absolute

terms.

• Net credit to the government continued to

ease in July, contracting 1.2%YOY compared

to the 1.7% YOY growth seen a month ago.

• Exports – The slowdown in growth is

attributed to a sustained contraction in the

Agricultural sector, while the Industrial

sector recorded sluggish growth.

• Imports – The substantial growth in imports

is attributed to high expenditure incurred on

fuel, vehicles and transport equipment.

• Trade Deficit – US$ 5.7bn by end-June; a

20.2% rise from the levels recorded during

the same period in 2017.
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Currency Movements- against the LKR (as at 21st September 2018)

MTD (Month-To-Date)

YTD (Year-To-Date) 

Appreciation against LKR

Depreciation against LKR

Source: CBSL

* Indicative rate as at 21st September ‘18
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Key Forecasts for 2018

Inflation Outlook  for 2018

Indicator 2010 2011 2012 2013 2014 2015 2016 2017

GDP(% 2010 base) - 8.4% 9.1% 3.4% 4.9% 4.8% 4.4% 3.3%

Inflation (CCPI Annual Average) - - - - - 2.2% 4.0% 6.6%

Fiscal Deficit (% of GDP) 7.0% 6.2% 5.6% 5.4% 5.7% 7.6% 5.4% 5.5%

Trade Deficit (USD ‘Mn) 4,883 9,710 9,409 7,605 8,287 8,389 9,090 9,620

Current Account Deficit (USD 'Mn) 1,075 4,615 3,982 2,541 1,988 1,883 1,742 2,309
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Our end-2019 views

(As given on 15th September 2017)

Back



FRONTIER ECONOMIC MONTHLY 

End-2019 Frontier Rates View - Benchmark: 12-month T. Bill 

Directional View:
End 2019

Lower Bound
End 2019

Upper Bound
End 2019

Mid Point (Avg.)
End 2019

BASE CASE
45% Probability 

10.0% 12.0% 11.o%

Rates Stabilize
25% Probability

8.0% 10.0% 9.0%

Adverse Scenario
20% Probability

12.0% 15.0% 13.5%

** Remaining 10% incorporates other alternatives scenarios with different ranges for Rates

Currently in secondary 
market – 9.18%

(as at 21st September 2018)

Back



FRONTIER ECONOMIC MONTHLY 

Directional View:
End 2019

Lower Bound
End 2019

Upper Bound
End 2019

Mid Point (Avg.)
End 2019

BASE CASE
45% Probability 

11.5% 14.0% 12.8%

Rates Stabilize
25% Probability

9.0% 11.5% 10.3%

Adverse Scenario
20% Probability

14.0% 16.0% 15.0%

End-2019 Frontier Rates View - Benchmark: 10-Year T. Bond 

** Remaining 10% incorporates other alternatives scenarios with different ranges for Rates

Currently in secondary 
market – 10.88%

(as at 21st September 2018)

Back
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End-2019 Frontier LKR View against the USD - Benchmark: spot rate

** Remaining 10% incorporates other alternatives scenarios with different ranges for LKR

Directional View:
End 2019

Lower Bound
End 2019

Upper Bound
End 2019

Mid Point (Avg.)
End 2019

BASE CASE
45% Probability 

164 175 169.5

Positive Scenario
20% Probability

158 164 161

Adverse Scenario
25% Probability

175 200 187.5

Currently  Rs. 168.03 per 
US dollar 

(as at 21st September 2018)

Back
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The adverse scenario is where borrowing pressure builds up in 2018 and the CBSL takes more

tightening measures. Significant politically-motivated fiscal measures (causing fiscal

deterioration to a greater extent than in the base case) adds to negative sentiment in the market,

while global factors are also not favourable towards frontier markets like Sri Lanka. Further

accounts for the possibility that the IMF programme would continue beyond mid-2019, due to

targets being missed and the worsening external situation.

Base case

Rates stabilize/ 
Positive Scenario

Adverse Scenario

While concerns from the upcoming elections approach, our base case assumes that policy

makers would not resort to fiscal easing to the extent we saw in 2014/15, given that the IMF is

expected to be on board till mid-2019. However, given the nature of political cycles seen before

and the result of the LG election, there is likely to be reasonably significant fiscal easing in the

run up to the election which is likely to trigger capital outflows by foreign investors. It also

assumes that the CBSL would continue to engage in more proactive policies to ease debt

repayment pressures coming due within the next few years. The LKR would continue to be more

market-determined as it has been for much of 2017. As such, despite possible BOP pressures

building up, it would not require a large shock adjustment.

With one rate cut being effected so far this year in order to spur growth, we could expect there to

be a further rate cut in 2018 and another in 2019 with this same goal. This scenario assumes fiscal

balances would be kept largely in check, although there could be some level of fiscal easing (to a

much lesser extent than in the base case), however, it expects any concessions given may take

longer than anticipated to be reflected on rates/the LKR. It also assumes that global flows could

be very positive towards emerging and frontier markets.

End-2019 Frontier Rates & LKR View: The Framework Back
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Upper Bound: Maximum value the variable is expected to reach at the end of the specified time period (end-2019)

Lower Bound: Minimum value the variable is expected to reach at the end of the specified time period (end-2019) 

Mid Point: Expected average value of the variable. This is the average value we expect the variable to reach by the end of the specified time 

period (end-2019) 

* Probabilities in scenarios outlined total 90%. Remaining 10% incorporates other alternatives scenarios with different ranges for
Rates and FX

Technical Notes
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Economic Glossary

Disclaimer: Information collected/analyzed is from sources believed to be reliable and from the Central Bank/Government. Frontier Research Private Limited
however does not warrant its completeness or accuracy. Opinions and estimates given constitute our judgment as of the date of the material and are subject to
change without notice. The reports and presentations given are not intended as an offer or solicitation for the purchase or sale of any financial instrument. The
recipient of this report must make their own independent decision regarding any securities or financial instruments mentioned herein. Securities or financial
instruments mentioned may not be suitable to all investors. Furthermore, the information contained in these reports/emails are confidential and should not be
shared publicly. Disclosure, copying and distribution is strictly prohibited.

M2b: The sum of currency held by the public and all deposits held by the public with commercial banks (Source:CBSL)

Gross Official Reserves: consist of monetary gold, SDR holdings, reserve position in the IMF and foreign exchange, which comprises holdings of
foreign currency, deposits with foreign banks and investment in foreign securities. (Source: IMF)

CCPI: The Colombo Consumer Price Index (2013=100) measures the general price level of consumer goods and services purchased in the Colombo
urban areas. The consumer basket includes 392 items which represent the typical urban households’ consumption expenditure. (Source: DCS)

NCPI: The National Consumer Price Index (2013=100) is compiled using prices collected for all of the nine provinces. The national consumer basket
includes 407 items which represent the consumption expenditure of all households in Sri Lanka. (Source: DCS)

Core inflation: Considered a more accurate gauge of underlying inflation and compiled by subtracting out what is considered volatile elements of the
overall index. In Sri Lanka, the core inflation index is compiled by excluding volatile food, energy, transport from the basket. (Source:CBSL)

YOY: Year-on Year: percentage change expressed compared to a value of a previous year

MOM: Month-on-Month: percentage change of a variable compared to a value of a previous month.


