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Timeline of the crisis

September 

2022

Peak year-over-
year inflation 
> 70%July 

2022

• President 
Rajapaksa resigns

• Debt restructuring 
talks begin with 
IMF

2021

Supply shocks:
• 2019: COVID, 

Easter 
bombings

• 2021: chemical 
fertilizer ban Jan–March 

2022

• Ukraine war, 
monthly 
inflation > 4%

• Acute shortage 
of essentials 

• Political unrest

April 

2022

SL defaults on 
external debt Q4 

2022

• Trade balance 
improves

• Inflation eases

• External debt
• Trade 

balance
• Forex 

reserves

Mashal (2022), De Silva et al. (2022); own representation

Reuters; July 2022

BBC



Cost-price inflation

• Poverty increased 
from ~11% to 
almost 25%

• GDP contraction 
of 7.2%

Data: Central Bank of Sri Lanka (CBSL)



Data analysis:
The build-up

Debt-to-GDP ratio

Data: International Monetary Fund (IMF), CBSL

Visualization: Statista



Data analysis:
The build-up

Debt-to-GDP ratio

Data: International Monetary Fund (IMF), CBSL

Visualization: Statista
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Data analysis:
The build-up

Debt-to-GDP ratio

Current account balance

Data: International Monetary Fund (IMF), CBSL

Visualization: Statista

Aggregate supply & sectoral GDP



Theoretical background 
Monetarist 

Exogenous money

Monetary expansion causes inflation

Open economy: 
Money supply → inflation → currency 

devaluation

Supply-constrained economy

Post-Keynesian
Endogenous money

Distributional conflict + exchange rate        
dynamics cause inflation 

Open economy: 
Currency devaluation → inflation → money supply

Demand-constrained economy

Friedman

“Inflation is always and 
everywhere a monetary 
phenomenon”

Milton Friedman

Robinson

“Each rise in wages… precipitated a 
further fall in the exchange rate, … 

[calling] forth a further rise in wages.”

Joan Robinson on the Weimar 
hyperinflation

Câmara & Vernengo (2000): pp. 6; Friedman (1968)



Model specification: 
Monetarist

1. Deficit spending

Data: CBSL, IMF



Model specification: 
Monetarist

1. Deficit spending 2. CB financing 
– monetary expansion

Official stance of Central Bank:

‘… tight monetary policy stance 
that commenced in August 2021 
through 2022 in view of arresting 
inflationary pressures and possible 
de-anchoring of inflation 
expectations [was continued in 
2022]…’ 
Central Bank of Sri Lanka, Annual 
Report 2022: pp. 141

Data: CBSL, IMF



Model specification: 
Monetarist

1. Deficit spending 2. CB financing 
– monetary expansion

3. Interest rate policy

Official stance of Central Bank:

‘… tight monetary policy stance 
that commenced in August 2021 
through 2022 in view of arresting 
inflationary pressures and possible 
de-anchoring of inflation 
expectations [was continued in 
2022]…’ 
Central Bank of Sri Lanka, Annual 
Report 2022: pp. 141

Interest rate hike ‘helped arrest the 
build-up of demand driven 
inflationary pressures and preempt 
the escalation of adverse 
inflationary expectations…’
 (pp. 220)

Data: CBSL, IMF



Official stance of Central Bank:

‘…‘[as] the government could not 
raise adequate liquidity…, the 
Central Bank continued to provide 
liquidity from the foreign 
reserves… during the period of 08 
April to 22 June 2020… utilising the 
Central Bank’s foreign reserves 
[emphasis added]’ 
Central Bank of Sri Lanka, ‘Public 
Debt Management’ 
https://www.cbsl.gov.lk/en/covid-
19-public-debt-management 

1. Debt repayment 
-> forex depletion 

Model specification: 
Conflicting-claims

Data: CBSL, IMF

https://www.cbsl.gov.lk/en/covid-19-public-debt-management
https://www.cbsl.gov.lk/en/covid-19-public-debt-management
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3. Real exchange rate 
fluctuation

4. Exacerbating 
distributional conflict

Data: CBSL, IMF

https://www.cbsl.gov.lk/en/covid-19-public-debt-management
https://www.cbsl.gov.lk/en/covid-19-public-debt-management


Model specification

Supply shocks

Current account 
depletion

Foreign reserve 
depletion

to service foreign debt
Inflationary 

pressure
Intensifying 

wage–price spiral

Wages ↑

Prices ↑

Currency 
devaluation

Inflation

real exchange rate 

Fiscal deficit

Increased govt. 
borrowing

Inflation
Money supply ↑

Nominal interest rate ↓

Post-Keynesian model

Δ𝑝 = 𝜓1 𝜔 − 𝜔𝑓0 + 𝜓2𝑒𝑅

Monetarist model
  𝑀.𝑉 = 𝑃. 𝑌

Cagan model
log(𝑝𝑡)~log(𝑝𝑡−1) + log(𝑚𝑡) + log(𝑚𝑡−1)

Cagan model: Edmond (2017); Conflicting-claims mode: Lavoie (2022), Chapter 8: pp. 622



Econometric model evaluation

Dependent Independent Controls

National consumer 
price index (NCPI)

First difference 
(inflation), log 

transforms

Broad money M2
Real GDP

Nominal interest rate 𝑖

Real exchange rate 𝑒𝑅
Wage rate: ratio of 
wage index to NCPI

Data series: 2014 -> 2023
N = 120



Stationarity tests
Stationary time series: Stationarity tests (unit root tests):

ADF, PP, KPSS

Ambiguous orders of integration
All variables don’t have same orders of integration

Hamilton (1994): Chapter 3



Autoregressive distributed lag 
(ARDL) models

Advantages 
Variables need not be of same       

order of integration 

Can handle endogenous regressors

𝑦𝑡~𝛼 +෍

𝑖=1

𝑝

𝛽𝑖 𝑦𝑡−1 +෍

𝑗=0

𝑞

𝛾𝑗 𝑥𝑡−𝑗 + 𝜀𝑡

‘AR’ ‘DL’

Jordan & Philips (2019)

No time series should be 𝑰(𝟐) or higher!!



Modeling strategy

Monetarist 
models Conflicting-claims 

models

Combined / 
‘heuristic’ models



Modeling strategy

Monetarist 
models Conflicting-claims 

models

Combined / 
‘heuristic’ models

‘Structural’ models

Why? To test the underlying dynamics 
of each model separately



Results

• Little support for money supply or exchange rate as significant determinant of inflation 

• Only one model concludes 𝑒𝑅 is significant while satisfying most assumptions

• Normality condition not satisfied in any of the models 

• Shapiro–Wilk test has low power for small sample size (Razali & Wah, 2011)

• Small sample size and characteristics of data  

• Unclear order of integration of price series 

• Breaks in data series 

• Different from Charles & Marie (2020) – Bulgarian data – why? What is different about 
underlying processes?



Next steps and conclusion
• How to proceed with the regressions? 

• Higher lags and ARMA models

• Structural breaks? 

• Non-parametric models + nonlinear ARDL

• Finally, bounds testing for long-run relationship (after we understand what’s happening 
in the short-run)

• Contributions

• Proposed empirically founded competing models of inflation rooted in PE context of SL

• Proposed alternative to dominant monetarist understanding of the inflation crisis

• Provided first steps for econometric evaluation of the model
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Thank you!

Questions?
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