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Objective: This study examines the influence of Sri Lanka's FCY policies on import-
export dynamics and financial sector growth amid persistent economic challenges.
Method: Utilizing a mixed-methods design, the research integrates macroeconomic
data analysis, comprehensive policy review, and stakeholder interviews to assess the
ramifications of currency restrictions, exchange rate volatility, and limited FCY
availability. Results: The findings reveal that although the current FCY framework
contributes to a degree of economic stabilization, significant challenges persist,
including notable trade deficits, diminished investor confidence, and operational
inefficiencies that impede both trade competitiveness and financial sector expansion.
Novelty: By synthesizing quantitative economic evaluations with qualitative insights
from key market participants, this study offers novel perspectives on FCY management,

presenting actionable policy recommendations designed to mitigate existing constraints
and foster sustainable growth in Sri Lanka's trade and financial sectors.

INTRODUCTION

A protracted foreign exchange crisis, trade imbalances, and difficulties with the
stability of the financial sector have all contributed to Sri Lanka's recent economic
turmoil. In an effort to maintain its competitiveness in the global economy, a developing
country that relies heavily on imports and exports has made foreign exchange
management (FCY) a key component of economic strategy. Foreign reserve inflows and
outflows are influenced by FCY policies, but so are other macroeconomic factors
including inflation, trade deficits, and economic growth [1].

With imports fueling domestic production and consumption and exports
producing the much-needed foreign cash to fund these endeavors, the import-export
industry is a major force in forming Sri Lanka's economy. Restrictive FCY measures, like
import prohibitions, currency rate management, and selective incentivizing, have
produced a range of results. Although these policies were meant to stabilize the economy
and alleviate shortages in foreign reserves, they have frequently resulted in supply chain
interruptions, higher production costs, and a decline in competitiveness in international
markets.

Banks and other financial institutions are facing increasing challenges in managing
exchange rate volatility, providing sufficient FCY liquidity for trade financing, and
preserving investor confidence. These interconnected problems have prompted serious
concerns about the efficacy and sustainability of Sri Lanka's FCY policies in addressing
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the nation's economic challenges and promoting long-term growth. The financial sector,
which serves as the conduit for FCY flows, has also been hardest hit by these difficulties.

Analyzing how Sri Lanka's FCY policies affect the dynamics of the import-export
market and the expansion of the financial sector is the goal of this study. In order to
identify the fundamental causes of current trends and offer practical suggestions, the
research looks at trade data, policy initiatives, and financial sector performance.
Ultimately, this research hopes to add to the conversation on economic policy-making in
Sri Lanka by providing perspectives on how to strike a balance between the need for
immediate stability and long-term economic growth and resilience [2].

Background of the Study

Recent years have been difficult for Sri Lanka's economy, with a lingering foreign
exchange crisis and increasing strain on its trade and financial sectors. Due to the nation's
high reliance on imports for both necessities and a variety of consumer items, FCY
management has emerged as a crucial element of economic stability. The export industry,
which is a major source of FCY inflows, has also had difficulties due to local policy
restrictions, shifting demand, and international competition.

In order to resolve the trade deficit and protect depleting foreign reserves, the
government has put in place a number of FCY measures, such as import limits, currency
rate management, and export-boosting incentives. Nonetheless, discussions over these
measures' effectiveness and unforeseen repercussions have been sparked. Import
restrictions frequently cause supply chain disruptions and raise costs for both consumers
and businesses, even though their goal is to stop FCY outflows. However, the potential
of export incentives and exchange rate changes to promote a competitive trading
environment has not yet been fully realized.

The financial industry, a crucial middleman in FCY transactions, has also had
difficulties because of limited liquidity, unclear policies, and elevated risk perceptions
among foreign partners and investors. These relationships highlight the connection
between trade, financial sector expansion, and FCY policy [3].

Providing a thorough examination of the consequences of Sri Lanka's FCY policies
for economic growth, this paper aims to investigate the complex effects of these policies
on import-export dynamics and the financial sector. By analyzing these policies' efficacy
and pinpointing areas for development, the study hopes to provide insightful
information that will help scholars, industry stakeholders, and policymakers navigate the
current economic environment [4].

Problem Statement

Reduced foreign reserves, a widening trade imbalance, and external debt
commitments have all contributed to Sri Lanka's ongoing foreign cash shortages. Export
incentives, exchange rate interventions, and import limitations are some of the measures
included in the nation's foreign currency (FCY) policies, which are intended to address
these issues. With major ramifications for the banking and import-export sectors, these
policies' efficacy in stabilizing the economy is still up for debate [5].
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Although the purpose of the import bans and limitations was to decrease FCY
outflows, they have had a severe impact on enterprises that depend on imported items,
disrupted supply chains, and raised production costs (World Bank, 2022). On the other
hand, because of structural inefficiencies, global market competitiveness, and a lack of
policy coherence, export-oriented policies—like preferential exchange rates and fiscal
incentives—have had difficulty producing significant outcomes (Asian Development
Bank [ADB], 2023). Concerns are raised by these factors regarding the nation's capacity
to sustain foreign exchange inflows and trade competitiveness.

These circumstances have put a great deal of burden on the banking industry as
well. Insufficient availability of FCY has made it more difficult for banks to maintain
liquidity, control exchange rate volatility, and facilitate trade financing, which has further
impacted investor confidence and economic stability (Central Bank of Sri Lanka, 2023).
Additionally, stakeholders now lack assurance due to the inconsistent and opaque
execution of the FCY policy, which has weakened confidence in Sri Lanka's financial
system both domestically and internationally (International Monetary Fund [IMF], 2023).

Despite these obstacles, a significant research vacuum exists in examining the
interrelated effects of FCY policies on the financial sector and the import-export sector.
By offering a comprehensive evaluation of the efficacy of the current FCY policies, their
unforeseen repercussions, and possible avenues for sustainable economic growth, this
study aims to close this gap [6].

RESEARCH METHOD
Research Objectives

The primary objective of this study is to critically analyze the impact of Sri Lanka's
foreign currency (FCY) policies on the import-export dynamics and the financial sector’s
growth. The research seeks to address the following specific objectives. To examine the
effectiveness of FCY policies in managing Sri Lanka’s trade deficit. This involves
analyzing how import restrictions, exchange rate interventions, and export incentives
contribute to reducing the trade imbalance and stabilizing the economy (World Bank,
2022). To assess the impact of FCY policies on the operational performance of the import-
export sector. This objective focuses on identifying the challenges faced by importers and
exporters due to limited FCY availability, policy restrictions, and their implications for
supply chains and global competitiveness (Asian Development Bank [ADB], 2023). To
evaluate the influence of FCY policies on the financial sector’s growth and stability. This
includes examining the effects of liquidity constraints, exchange rate volatility, and credit
availability on banks and financial institutions (Central Bank of Sri Lanka, 2023). To
identify the unintended consequences of FCY policies on stakeholders and the broader
economy. This objective aims to uncover the broader social and economic repercussions,
such as inflationary pressures, reduced investment, and disruptions in domestic markets
(International Monetary Fund [IMF], 2023). To propose actionable recommendations for
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optimizing FCY policies to balance economic stability with growth. Based on the
findings, the research will suggest strategies for enhancing the effectiveness of FCY
management to support trade competitiveness, financial sector development, and long-
term economic resilience (World Bank, 2022).
Conceptual Framework

Sri Lanka's foreign exchange (FCY) regulations, the import-export industry, and
the expansion of the financial sector are all connected in this study's conceptual
framework. The framework offers a methodical way to analyze the research problem by
combining important theoretical viewpoints with real-world observations. Key
Components of the Framework such as Independent Variable Foreign Currency (FCY)
Policies. These include policies implemented by the Central Bank of Sri Lanka and
government authorities, such as: Import restrictions (e.g., bans on non-essential goods),
Exchange rate interventions (e.g., currency devaluation or pegging). Export incentives
(e.g., subsidies, tax breaks). Foreign reserve management strategies (e.g., external
borrowing, IMF programs). These policies serve as the primary focus of the study,
influencing the dependent variables (World Bank, 2022; IMF, 2023). Also dependent
variables such as Import-Export Dynamics, Measured by trade balance, volume of
imports and exports, global competitiveness, and supply chain stability (Asian
Development Bank [ADB], 2023). Financial Sector Growth Assessed through indicators
such as credit availability, liquidity, exchange rate volatility, investor confidence, and
profitability of financial institutions (Central Bank of Sri Lanka, 2023). Moderating
Factors such as Global economic conditions (e.g., fluctuations in commodity prices,
international trade policies). Domestic macroeconomic factors (e.g., inflation, fiscal
deficits). Stakeholder responses (e.g., adaptation strategies by businesses and financial

institutions).
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. Sri Lanka’s external sector rebounded strongly in 2023
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Figure 3. Fiscal adjustments
Research Hypothesis

The study hypothesizes that: Import-export dynamics can be improved by
effective FCY policies, which lower trade imbalances and boost competitiveness. The
expansion of the financial sector is greatly influenced by these policies, which influence
credit availability, exchange rate stability, and liquidity. The way moderating factors and
FCY policies interact impacts the overall economic results.

The complex interrelationships of Sri Lanka's import-export industry, financial
sector expansion, and foreign exchange (FCY) regulations are examined in this paper. A
variety of FCY policies have been put in place by Sri Lanka in response to economic
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instability in order to address pressing problems such trade imbalances, the depletion of
foreign reserves, and difficulties facing the financial sector. These regulations, which
have had mixed results and unforeseen repercussions, include export incentives, import
prohibitions, and currency rate changes.

The findings highlight several key insights: Import-Export Dynamics -
Restrictions on imports have decreased FCY outflows, but they have also raised costs for
domestic companies and upset supply systems. Global competition and structural
inefficiencies hinder the sector's potential to greatly boost FCY inflows, despite the
positive effects of export incentives. Financial Sector Growth - Inconsistent FCY policies
have caused the financial industry to experience liquidity issues, increased exchange rate
volatility, and a decline in investor confidence. The sector's capacity to promote economic
stability and trade financing is hampered by these constraints.

1. Unintended Consequences - Despite their intended goal of stabilizing the
economy, policy actions have occasionally resulted in a drop in economic activity,
decreased consumer and corporate confidence, and inflationary pressures.
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Figure 4. Composition of imports and exports

The study underscores the need for coherent, data-driven FCY policies that
balance the dual objectives of short-term stabilization and long-term economic growth.

RESULTS AND DISCUSSION

The results of the study indicate that Sri Lanka's FCY policies have had both
positive and negative effects on the nation's import-export dynamics. The restrictive
measures implemented to control foreign currency outflows have successfully curbed
excessive imports, thereby contributing to short-term economic stability. However, these
restrictions have also led to unintended consequences, such as increased costs for local
businesses dependent on imported raw materials. This has diminished their competitive
edge in international markets, limiting the potential growth of the export sector. The
research suggests that while FCY policies can stabilize foreign reserves, they must be
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balanced with strategies that do not hinder export performance or escalate production
costs.

Further analysis reveals that Sri Lanka's financial sector has encountered
significant operational challenges due to limited FCY availability. Banks have struggled
to provide adequate liquidity for trade financing, resulting in reduced investor
confidence and increased exchange rate volatility. These issues are compounded by
inconsistent policy applications, which further erode trust in financial institutions. The
findings underscore the need for a coherent policy framework that ensures sufficient FCY
liquidity while maintaining investor confidence. Addressing these challenges is crucial
for fostering a robust financial sector capable of supporting sustainable economic growth.

The study also highlights the broader economic implications of FCY policies.
Restrictions on imports have led to supply chain disruptions, affecting both production
and consumption patterns. Additionally, limited access to essential imports has driven
up inflationary pressures, impacting consumer purchasing power. These factors have
collectively constrained economic activity, signaling the need for policies that promote
balanced trade without compromising economic stability. The analysis suggests that a
more nuanced approach to FCY management could mitigate these adverse effects while
maintaining essential foreign reserve levels.

Moreover, the research indicates that export incentives introduced by the
government have not fully realized their potential due to structural inefficiencies and
global market competition. The lack of coherent support structures, such as adequate
infrastructure and policy consistency, has hampered the effectiveness of these incentives.
Strengthening these support mechanisms could enhance the competitiveness of Sri
Lanka's exports, thereby improving foreign currency inflows. The study recommends
targeted policy reforms that address these inefficiencies to bolster export sector
performance.

In conclusion, the results and discussion highlight the complex interplay between
FCY policies, trade dynamics, and financial sector growth in Sri Lanka. The findings
suggest that while current FCY measures have provided short-term economic relief, they
pose long-term challenges to trade competitiveness and financial stability. A strategic,
data-driven policy approach that balances immediate economic needs with sustainable
growth objectives is essential. The study provides actionable recommendations for
optimizing FCY management to support Sri Lanka's economic resilience and global trade
positioning.

CONCLUSION

Fundamental Finding : The study demonstrates that the current approach to FCY
management in Sri Lanka is marked by inefficiencies and unintended consequences that
adversely affect both the import-export and financial sectors. Implication : These
findings imply that without a more integrated and strategic framework —encompassing
enhanced export competitiveness, increased policy transparency, and robust liquidity
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management—the country's economic trajectory may remain unstable and
uncompetitive. Limitation : However, the analysis is constrained by its reliance on a
limited range of macroeconomic indicators and qualitative insights, which may not fully
capture the complexity of the FCY policy environment. Future Research : Future studies
should incorporate longitudinal data and a broader set of variables to further elucidate
the long-term impacts of FCY policy reforms on trade dynamics and financial sector
resilience.
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