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CBSL has decided to increase the Standing Deposit Facility Rate (SDFR) and the Standing Lending Facility Rate (SLFR) 
of the Central Bank by 700 basis points each. The domestic as well as the external instabilities were stated as the 
reasons for such decisions as a result at this juncture, stability was sighted as the key metric as opposed to growth. 
Furthermore, credit card and all other interest caps will be removed. 

CCPI Inflation continued its upward trend starting April’21, reaching 18.7% in Mar’22 significantly breaching the 
stipulated “6%” upper bound of the central bank. The increased money supply, currency depreciation, money printing 
and lower interest rates cumulatively brought on significant inflationary pressure on the economy, far exceeding the 
CBSL’s target. Furthermore, the governor sighted an expectation of forward inflation reaching c. 25% levels as the key 
reason for the strong upward movement in policy rates.  

Whilst completely halting money printing at the moment remains impractical, we view the 700bps rate hike as the 
first step in rectifying the excessive money printing witnessed over the recent past.  

 

The CBSL’s holding of Government Securities 

 

 

While we believe that tightening rates would somewhat curtail inflationary pressures, it should be noted that if 
government continues its rate hikes, the resulting decline in private sector credit growth may impact the previous 
growth oriented approach. Furthermore, these efforts were said to be in close coordination with the fiscal policy which 
may likely result in an increase of taxes as well as an increase in welfare transfers. 

Given the nature of the economic dilemma faced by Sri Lanka, we believe that the interest rate cycle would be relatively 
shorter compared to previous gradual rate hikes as the current 700bps jump is primarily targeted to regain stability. 
However, following the achievement of relative stability, more emphasis may be placed on growth once the reigns of 
inflation are secured. 

The Governor highlighted that the technical negotiations with the IMF have started, whilst a broader plan for 
restructuring the country’s upcoming debt obligations remained a priority. However, he was quick to point out that 
there would be no quick fixes in an economic recovery and that conditions may deteriorate further prior to a recovery.  

The Governor further stated that the SL’s main crisis was its BOP deficit and as a result at the point of restructuring 
negotiations that local debt does not need to be restructured. As such, we believe such measures, if accurately 
implemented would gradually help rebuild Sri Lanka’s image and investor confidence in the long run.  
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CBSL tightens monetary policy with a monumental 700bps rate hike, making 
it the highest rate hike of the 21st century  

Source: CBSL, SSB Research 
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Our take on equity: We believe with the policy rate hike of 700bps, investors may increasingly shift towards fixed 
income investments as rates adjust upwards. Fund flows to the equity market may get impacted as margin trading 
rates may increase going forward. From the perspective of equity valuations, a spike in cost of capital may bring down 
valuations as increase in discount rates impacts present value of cash flows. 

Companies that have higher leverage may see a significant increase in their finance expense impacting their earnings. 
However, we believe certain sector valuations have dipped drastically and offers value for medium to long term 
investors. For short term investors, stock picking would be a relatively better strategy than looking at the overall index 
is our belief.  

At this juncture if foreign funds were to consider an investment following the news of fruitful negotiations with the 
IMF, a couple of key advantages include valuations being at the lowest in Sri Lanka’s post-war capital markets, and the 
major devaluation of the LKR c.f. the USD which has resulted in the ASPI dropping below the covid scare of 2020 in 
USD terms.  

Furthermore, speculative funds may look to capitalize on an overshoot of the exchange rate following the sudden 
switch from a fixed to a floating rate, which has historically resulted in a major devaluation in the short term followed 
by a settling of the currency in the medium term (as witnessed in case studies of peer countries). 
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