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Sri Lanka Development Update

Executive Summary

Sri Lanka is facing a challenging macroeconomic larcsafipe hitiegoosth
momentum has decelerated. A volatile global environment and structure
competitiveness continue to weaken growth and external sector performance.
costs mask limited fiscal improvement. While outlook remains stable cond
political stability and reform implementation, the balance of risks is downward
country is vulnerable to global financial market conditions dumgo large re
requirements. Although some important reforms were carried out, the proces
downlue to ehallenging political environment.

1. Recent Developments

Recent The year 2018 was a challenging year faaska. Growth remained subdt
macroeconomic although there have been signs of a recovery in the first half from the im
performance has series of natural calamities in the preceding two years. Inflation stabilized
been mixed to lowsingle digit levels thanks to low food fidia which compensated

currency depreciation and the fuel price-thassgh. However, the deficit in
external current account widened amid a higher import bill, despite i
export performance. While the primary balance in fiscal accouaitsedeir
surplus, the overall fiscal balance was high due to high interest expenditu
continue to mask the overall fiscal improvement. The exchange rate ca
heavy depreciation pressure, reflecting the effect of global financia
condtions, compounded by adverse domestic political developments. Inte
reserves declined from their peak level in April, weakening the ability to
economic shocks amid large stemin external liabilities.

Reform The government progressed in its economic reform agenda, albeit at a ¢
implementation is due to a complex political environmegutd institutional constraints on pc
progressng although implementationNevertheless, a few important milestones aodieved in the le
slower thanexpected 12 months:

1 The new Inland Revenue Law became effective in April 2018, which
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A political
controversy
heightened
macroeconomic risks

Poverty reduction
continued to be
strong

IMF completed the
fourth review of the
program

Sri Lanka Development Update

key step towards sustainable revistliscal consolidation.

9 The National Audit Bill, whicstrengthens the powers of the Auditor Ge
buildingon the reforms of the ®3Amendmentwas passed in July 2018

1 A costreflective fuel price formula introduced in May 2018 is expe
reduce fiscal risks from SQEgparticularly from Ceylon Petrole
Corporation

1 An Active Liability ManagemeAtt was enactetb deal with heighten
external debt refinancing risks in 2019 and beyond.

1 A new single web portal for investors called SWIFT was launched to
investments, and a Trade Information Portal went live in July 2018 to
import and eport related information on regulations and processing ste

9 Various additional regulatory simplification in the business environmi
been carried out such as the procedures for property registrat
construction permitsresulting in a 38otch jump in the Doing Busine
ranking of Sri Lanka

1 A new Public Finance Act drafted to strengthen management ol
finances was sent to the Cabinet.

1 The Secured Transactions Bill, which would help SME finance by
movable collateral to be usedanks when borrowing, was approvethé
Cabinet.

It is important to consolidate on previous reforms to ensure maximum t
Future reforms thatould potentially yield high development impazude: (i
further strengthening public finance mament(ii) implementing a mediutarm
debt management strategy through an independent debt(iglficationalizin
remaining partariffs with accompanying trade adjusteéin) accelerating SC
reforms including energy pricing ;agwdimplementing social registry to imprc
coverage and targeting of social safety nets

On October 26, 2018, Sri Lankads
prorogued Parliamerthat led to golitical controversyAlthough, the issues w
resolved in miDecemberthe uncertaintheighteed economic challengesmd
resulted in a worsened p e rTeeecpuntry avi
downgraded by three rating agerkiies Mo o € gndS&P.

Poverty measured using the World
day (in 2011 PPP) for lower mididleome countries had declined from
percent in 2013 to 9.7 percent in 2016.r&tection in poverty was accompa
by a decrease in the number of districts with a high incidence of pélietyhe
districts with the highest poverty headcount are in the Northern and
provinces, thenajority of the poor resdn other partsf the countryHigh level
of vulnerability and the multidimensional nature of risk fadotisiue tgpresen
significanthallengew the policy makers.

In June 2018, the International Monetary Fund (Bdipletedhe fourth reviey
of the Extended Fund Facility (EFF) program. A mission conducted in Se
made significant progress toward reaching alestalff agreement with 1
government on the fifth review. However, in with the political uncertainty Il
unable to conclude the discussions, which restaidedamber2018.

2. Outlook, risks and policy priorities

Sri Lanka is in a
challenging

February 2019

The globalenvironment remains turbulent. Gradually tightening financial
conditions are exerting pressureSrad.ankas preparing to rollover its matur
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macroeconomic
position

Risk balance is tilted
towards downside
the key one béng
the domestic
political risk

Tackling challenges
through reformsis
crucial for sustained

Sri Lanka Development Update

debt, which will be at a historical high between-Z2UA% Large refinancir
requirements and expose t o f orei gn currency

to exchangerate depreciation and rollovetated risks. Macroeconomicand
political stabilitympact country risk and investor confideaoel commitment
implement reforms can mitigate sarhéhese risks antelpsecure a more sta
outlook.If successfully completatie IMF program should help build confide
among investors and enhance economic resilience for the mediurtetariong

The economy is expected to rebound from a low base and move tow
percent in the mediuterm, driven by domestic demand. Inflation will ste
around miekingle digit level, although ptssugh of currency depreciation
fuel prices would exewupward pressure. Primary surplus supported k
implementation of revenue measures owiltribute tonarrow he overall fisc
deficit to 4.7 percent of GDP by 20€bntinued fiscal consolidation, albeit slc
projected to bring the public dehtrdien to a downward path at 7@eétcent o
GDP by 2021. External current account deficit is projected arduymerént o
GDP between 2012021 as tourism receipts cushion sluggish remittance flc
high external interest payments. Foreign capitavinfo government securi
and FDI inflows are expected to help closing the external financing.
adequacy metrics will continue to be low as Sri Lanka raises funds n
refinancing Eurobonds.

The challenging political environment has already slowed the reform ag
remains the key risk to a favorable medésm outlook. On the fiscal and d
management front, risks include the detaseversal$n implementing reven
measures, slower than expected improvement in tax administrateases
non-discretionary spendingnd delays in implementing ttadility managemel
operationsThe increasing occurrence and impact of ndisaaters could have
adverse impact on growth, timvernmenbudget, the external sector and po
reduction.

External risks include disappointing growth in key countries that generat
exchange inflows to Sri Lanka: exports, tourism, remittances, FDI, ar
financing flowsTighterthan expected global financial conditions would in
the cost of det and make rolling over the maturingdboends more difficul
Faster than expected rises in commodity prices would increase pressL
balance of payments acould makefurther price reformssuch as energyore
difficult.

SriLanka faces a number of challerigesustain future economic growth, cr
more and better jobs and reduce povevhich must be addressed throi
determined reforms. These challengabe addressed through f@ets of priorit

and equitable growth reforms:

February 2019

1. stayng on the fiscal consolidation padhd creating fiscal spafer health
education, social protectigublic investmenta infrastructure and others

2. improving S i L eompetitidesess and promotitiagde and FDIto
facilitate a shift in the growth model dniveore by private investment
exports

3. makingprogresson and completinghe alreadystartedgovernance reforr
such as Right to Informatiotihe Audit Act andthe Public Financé\ct and
SOE reformsand

4. reducing vulnerability and risks in the economgna@dging refinancing ri
of Eurobonds (b) improving the debt management function with rec
institutional, legal and strategy framewdcksitigating the impact reforms
on the poor by replacing untargeted effective subsidies to tpeondoy
targetedspendingand (d) enhancing the <count
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preparedness to deal with frequent natural disasters maocti\ly

3. Special focus

Ageing population is The Special Focus section looks at the state of the demographic transiti
expected to impact Lanka. Sri Lanka is undergoing a gradual aging process of its popule
macroeconomic compared to peers, it has reached an advanced stage of this demographi
performance These changebdusehold composition, size agk) are expected to have 4
lasting implications for service delivery (health and education), ¢
employment, and public finances that should be taken into account o
planning.
Because of this process, Srikaa 6 s s h a-age popdlatiow peakied im2
and it is expected to gradually decline over time. Despite falling fertility |
large gap in labor force participation rates between men and women has
mostly unchanged.
Demographic facte are also expected to slow down growth in the méetiom
Closing the gender gap in labor force participation would buffer the impac
through the reduction in the number of workers and could mitigate the in
demographics on growth. Polideat f oster womenads
important. Increases in education attainment can also lift productiv
participation rates of younger cohorts, in addition to labor reallocation
more productive sectors that lead to productgitys and hence higher growth

Box 1: Sri Lanka: country context

Sri Lanka is a lower middtheome country with a GDP per capita of USD 4,073 (2017) and a total populatior
million people. Foll owing 30 years of <civil war
during the period d0102017, reflecting a peace dividend and a determined policy thrust towards reconstr
growth; although there were some signs of a slowdown in the last few years. The economy is transitic
predominantly rurddased economy towards a enarbanized economy oriented around manufacturing and sel

The country has made significant progress in itsesmgiomic and human development indicators. Social ind
rank among the highest in South Asia and compare favorably with thidéléincome countries. Econom
growth has translated into shared prosperity with the national poverty headcount ratio declining from 15..
2006/07 to 4.1 percent in 2016. Extreme poverty is rare and concentrated in some geographicalvpuekes
relatively large share of the population subsists on slightly more than the poverty line. The country wasri
the Human Development Index in 2018.

The economyds weak competitiveness rihepastdecadeshave erec
a strong angxport bias, which has been reflected in a dramatic decline in trade. While growth in Sri Lank
strong over the past few years, it has been wowended and based on the growth of-tradable secter Sri Lank:
also attracts a much lower volume of FDI than peer economies and the shortcomings of the investment
factor markets pose obstacles for investments. Moreover, high state participation in the economy has im
competitivenss in several sectors and labor market dynamics.

Low revenues and high debt as a share of GDP are key macroeconomic concerns. The major causes of
as a share of GDP are: the low number of tax payers (less than 7 percent of the labdiofonet estdblishmen
pay income tax); reductions in statutory rates without commensurate efforts to expand the tax base; and
in administration and numerous exemptions. Low revenues combined with lamgistretammary expenditure
salay bill, transfers, and interest payments have constrained critical development spending and squeeze
on health, education and social protection, which is low compared to peers. The debt levels atkeehayerall
debt portfolio also pois to some important risks

Sri Lanka has been on-gear Extended Fund Facility (EFF) program with thesdikife 2016which is primarily
focused on increasing revenues. The program calls for fiscal consolidation, transition to flexible inflegjcant
reforms inthe areas gjublic financial management, state enterprises and trade and competitiveness.
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Figure 1: Growth and inflation Figure 2: Change in external debt composition
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A. RecentDevelopmens

Growth performance remains subdued.

Industry sector was ¢
drag on growth from
production side

Private consumption
is expected to have
driven growth from
expenditure side

February 2019

Growth for 2018 is expected to decfimtherto 3.1percentbelow the3.3 percer
recorded in the year 2017. Agriculture rebounded with a positive contrik
growth thanks to relatively benign weathéter a series of natural calamities i
preceding two years. A deceleration in construction and subdued peefar
the mining and quarrying sséctor lowered the overall growth of the ind
sector. Services sectords expansi
from key industry sectors. As a result, overall growth performance remair

(Figure 3

From the expenditure side, private consumption is expected to have d
growth while government consumption remained muted with tight control «
wage bill and purchase of goods and services in 2018. Investment deman
by the contributin to growth from gross capital formation is estimated to b
thanks to some key projects driven by FDI progressing well. Exports cor
positively to growth with strong performance from garments and tdthismua:
offset by increased imports motor vehicles, petroleum products and
resulting imet exports contributing negatively to overall griwiglire 4).
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Figure 3: Contributors to growth Expenditureside)  Figure 4: Contributors to growth (production side)
(Perceate points (Perceate poipts
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Annual average inflatiomhas easeawith improved agricultural output

Inflation remains low Yearon-year inflation measured by the Colombo Consumer Price
(2013=100) was 2.8 percent in December, 20b&h was substantially
compared to 7.1 percent in December 2017. This reduction was mainly
lower food prices compared to those in the dreaffgtted 2017. Lower fo
prices were also able to compensate for the inflationary impact of
depreciation as well e passhrough ofhighinternational fuel prices. Follow
the trend of yeasn-year inflation, annual average inflation declined to 4.3
in 2018 compared to 6.6 percent in 2017. Core inflation (computed excluc

and energy prices) alsordased amid decelerating growth of monetary agc
(Figure 5 and 6).

The national price The National Consumer Price Index (NCPI, 2013=100) that reflects

index echoedthe movements of all provincesthe countrybased on thélousehold Income ai
same trends Expenditure Survey (HIE&Isoreporteda simiiar trend(Figure 6).

Figure 5: Inflation Drivers (CCPI: 2013=100) Figure 6: Inflation movements
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Monetary policy broadly remained tight

The growth of
monetary aggregates
decelerated

Groundwork for
inflation targeting
continued

The Central Bankeduced the upper band of the policy rate corridor by 2!
points in April 2018, citing the favorable inflation outlook and lower than e
real GDP growthDespite the rate reductionterest rateedged up and broa
remained high in the sedohalf of 2018 as market liquidity indicated a per:
deficit. To release liquidity on a permanent basis, the Centrab®ace the
Statutory Reserve Ratio (SRR) applicaldé arpee deposits of commercial b
by 1.5 percentage poirAsthe sme time, in order to maintain its neutral mor
policy stance, tHéentral Bankaisé policy interest rateStanding Deposit Facil
Rate (SDFR) by5 basis points to 8.0 percent andStanding Lending Faci
Rate (SLFR) by 50 basis points @@&rcent, thereby narrowing the policy
corridor to 100 basis pointds a result of the relatively tight policy regim
growth in monetary aggregates showed a gradual decékitatierf)

The Central Banlcontinued to work on the legal framework needed for a f
inflation targeting regimémplementation of such a framework will require
Ce nt r a tommimnanktdé rovide more flexibility for the exchange rate,
in return would &lp the country to improve its competitiveness and act as
line of defense for external volatilitiie Cabinet approval for the amendmer
the existing Monetary Law Acto st r e n g t Imandatet dectsior@akiné
structures, autonomy, agotability, transparency, and instruments
implementindlexibleinflation targetingpas beem structural benchmark under
IMF program.

Figure 7: Exchange rate depreciation (Sri Lanka) Figure 8 Policy rates and private credit growth
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External sectorwas facing challenging times.

The current account
deficit widened
because ofa higher
import bill

February 2019

The deficit in the trade accoumidenedas he growth in impost outpacedhe
growth in expod Oil prices, which remained high in 2018,iacetased impol
of vehicle were the main causes behind the growth in importindbilstria
exports, textiles in particulaontributed tahe growth irexports in the backdr:
of reinstated Generalized System of Preference Plus (f&8R+the Europea
Union. However, subdugekrformance of agriculture both on volume and
was a drag oexports growthAlthough arnings from tourism continued to\y
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Debt-creating flows
dominated the
financial account

Currency came
under depreciation
pressure

Government
imposed restrictions
on outflows

Political controversy
in the last quarter of
2018 affected extern.
sectorperformance.
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fast, worker remittances remainatinostflat! Increased dividend and inte
outflows also exerted pressure on the ctirrancount. Reflecting thes
developments,he current account deficit is expected to have widened
percent of GDP in 2018p from 2.6eported in 207.

Although FDlis expected to have reached atinadl high aaboutUSD 2.(0billion
in 2018, driven byproceeds coming from both the long lease of the Hamk
port and the Colombo Port City projeldan receipts and portfolio rece
continued to be the main sources of finanicirtge financial accourtvhile th
government securities marka&perienced significantly large outfldasuance
sovereign bonds worth of USE5 billion3 receipts D approximately USL.2
billion (estimatejn project loans anfbreign currency term financing gD 1.0
billion were the key inflows to the financial acoou2®18

Tightening international financial mark®nditions, reflected in net caf
outflows from the government securities makeétthe Colombo Stock Excha
exered pressure on the Sri Lankan eip&he repayment of a Euroboloygl the
National Savings Bank (a state deposit taking dadttherdebt repayments a
contributed to elevated currency
in the foreign exchange markemainly aimed at an orderly adjustmémt
currency depreciated b9.6percentoy endDecember 2018 from a year esf
The nominal degciation contributed to reversaltlie real appreciation of 1
currency (Figure 7, 9 and 12).

With a view to minimizing the impact of currency depreciatiogpteenmer
imposediemporary measures to control foreign exchange oufflogse includ
(a) cash margin on letters of credit on impaat200 percent margin on vehi
other than buses, lorries and ambulances and a 100 percent margin on
durables such as reénigtors, aiconditioners, televisions, mobile devices
washing machines; (b) suspension of permits issued to parliamentarians
officials to import vehicles at concessionary duty rates; (c) reduction of the
Value Ratio (LTV) for Hybridehicles from 70:30 to 50:50; (d) suspensi
vehicle imports fogovernment entities; and (e) cuttimg net open positions
commercial banks todrease dollar liquidity.

Credit rating agencies (Fitch, S&
one notch within a space of 15 days while the pdliticadil was going om the
last quarter of 20E85 r i Lankao s- measured $n Emerging Kal
Bond Indexd rose significantly in the last three months of 2018 (Figu
Moreover, the LKR came under elevated depreciation pressands eisiergin
market economies durintis period In fact, Sri Lanka experienced lirr
currency pressures compared to its peers after the completion of the four

1 Tourism receipts grew bg.8 percent, yeasn-year, in the firstl months of 2018 while remittances

recorded a O percent decline during the same period.
2Equivalent to 2.2 percent of GDP.
3 Sri Lanka issued its twelfth sovereign bond worth USD 2.5 billion in two tranchesaxhl vz

maturities of &years (coupon at 5.75 percent) angleadds (coupon at 6.75 percent) in April. The

i ssuance rated 6B13d, 6B+6 and 6B+’ by Moody' s
attracted bids over USD 6.5 billion together. Thecpe e ds o f the issuance i

foreign reserves to USD 9.9 billion, its highest level in the history.
4 Between September dbdcembef018, the Central Bank sold USPHillion in the forex market
in net terms.

5 The downgraded sovereiging, which now stands at B (stable) for Fitch and S&P, and B2 (stable)
for Moodyds is expected to increase borrowing

Lanka approaches international markets in 2019.

6 Although relatively weak liquidiye di t i on generally makes Sri
the yield rates, a substantial rise in the secondary marketageddsjust after the beginning of

the crisis.
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Reserves remain low
in relation to short
term liabilities

Government is
preparing for large
repayments

Figure 9: Nominal Exch
Exchange Rate

Sri Lanka Development Update

of the IMF program in June until the National Savings Bank repaid its Eurc
USD 750 million in the month of September. Howevele W@ emerging marl
currencies were recovering against the USD from late October to end D
the LKR continued to depreciate, a possible reflection of the negative
sentiments. Approximately USD 500 million flew out of the governmentes
market and the Colombo Stock Exchange during the pddiabversy The
Centr al Bankds attempt to force a
in a deterioration of external buffers.

Keeping with the foreign exchange movements in capital outflows, debt re
and market interventionfogs official reserves decreaset&® 6.9 billion i
December from an dlme-high of USD 9.9 billion achieved in April 2018. Ov
reseve adequacy metrics remained relatively weak with a major share ¢
representing borrowed funds. Moreover, foreign exchange obligations fc
months starting from November 2018 are estimated at USD 6.6 billion (i
two Eurobond of USD 1.0 billion maturing in January 2ah8 USD 500 millic
in April), reflecting substantial shtatm debt service burdéfigure 11)

Government announced several measures to deal with historically h
repayments falling in 2019. These include rdengSD 2.0 billion from financ
markets; (b) a SWAP facility for USD 400 million with the Reserve Bank
approved in Jarary 2018 another SWAP of USD 1.0 billiasbeing negotiate
(c) an enhancement facility of USD 500 million agreed with the China Dev
Bank for February 2019; (d) USD Ib#ibon from/through state banks; and
USD 300 million from Bank of @fa with further negotiations to increase
USD 1.0 billion. Most of the measuresexgected to be implemented in the
2019, according to the government.

ange Rate and Real Effective Figure 10 EMBI spreads
(Basis points

(2010=100) (LKR per USD)
170 | emmmm Average ER e REER 2010=100 (RHS) 115 600
160 | 550
110
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450 |
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95 300
110 1 250 |
100 ——————— e g 200 L - - -
8833792953392 35593 Sttt s PR R R R
S 9280 R S S 280 Che s ST 50820 h s S E=50820
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Source: Central Bank of Sri Lanka, staff calculations Source:Bank of International SettlementCentral Bank of Sri

Note: Real Effective Exchange Rate relative ta basket of 24

Lanka, staff calculations

currencies. Downward movement is nhominal/real depreciation.
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7USD 700 million of these liabilities represent swap arrangementsnestialioanks.
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Figure 11 Reserve adequacmetrics Figure 12 Net foreign flows in the government
(USD million (Months oferchandise impor securities market and the CBSL intervention
(USD million
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Source: Central Bank of Sri Lanka, staff calculations Source: Central Bank of Stianka, staff calculations

Managing fiscal risks is a key macroeconomic priority.

Interest cost A primarysurplusof 0.8 percent of GDP is expected 20v8, after recording

continues to be a small primary surplus in 2ah&t came as a fiistdecadesThe improvement w.

strain on fiscal due to a combination of increasing tax revenues and tight expenditure co

accounts. revenue is expected to hawereasedb 13.2 percent of GBRhanksto increase

collection of motor vehicle excise @éanid a sharp rise in motor vehicle impol
the first half of 2018 and increased income tax collection thanks
implementation of new Inland Revenue Nevertheless, the reduction in ¢
rates on petrol, diesel and milk powder is expecteddcchiased a reductior
import duty.On the expenditure front, despite the increase in spending re
natural disasterdght controlis expected to have reduced -imdarest currer
expenditures as a share of G¥lower capital budget executiatio resulted |
a lower than budgeted public investment Jevehese factors collectiv
contributed to the improvement of the primary balance. However, a sharp
in interest expenditutds expected to have partly maskedinfpsovement as tt
overall deficit in 2018 is expected come out at 5.2 percent of GDP compal
percent in the previous year (Fididrand14).

Fiscal risks remain  The central government debt&DP ratio is expected to have increased @

high emanating from percent by er#018 due to the impact of currency depreciation and hi

central government interest rateddoreover, SOE debt (with or without guarantees from the Tre

and SOE debt which is not included in the central goverrndebt continues to remain hig
The debt guaranteed by the Treasury for SOEs highlights heightened
guarantees given to SOEs who do not have stable revenue streams hav
fast in recent years. While the implementation ofaftesttive ficing of fuel is a
important step taeduce the debt burden, further reforms are needed to
fiscal risks of SOEs. (Figu& 19and Box2).

8 A 0.6percentage poilricrease over the previous year

9 Non-interest current expenditures are expected to be reducecpbyc@ntage pointturing the
same period.

10Public investment is expected to remain flat.

11 As a share of GORnterest rose from 5.1 percent in 2016 to of 5.5 percent in 2017 and is expected
to have reached 6.0 percent of GDP in 2018.

12 Debt of 06 large SOEs amounted’.1 percent of GDP by end 2Gi#d is expected to be around
the same value for 2018 as well.
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Building on the new The new InlandRevenue Act that came into effect on April 1 of 2018 ai
inland revenue law is broaden the tax base by removing excessive tax exemptions; rationalize

important for tax incentives through an investrrmignted regime; simplify the tax system
continued fiscal strengthen powers of the taxrwistrator. If well implemented, the new law w
improvement serve as the foundation for sustained reWeduéscal consolidation over

mediumterm. Proposed revisions to the law suchredscing ratesrevising
thresholds and introducing new exemptoonsgdresult in lowerevenue collectic
andnegativelympact policy consistency anténded simplicity of the system if
carefully evaluatédl Moreover, the law should now be supported by r
implementation to improve tax administration.

Figure 13 Change in total expenditure Figure 14 OverallFiscal Balance
(Percenf GDFp (Percenf GDFp  (Percenf GDFp (Percenf GDP
—— Capital expenditure E |nterest 25 mmmm Overall balance (RHS) ~ wmmmm Primary balance (RHS%
Others mmmm Transfers 22t Ttal revenue and grants =T otal expenditure
Salaries e Change in expenditure
2 | Total expenditure S) .
TS P * 20 20 — 0
5 | L 2 L 4
15 15 -2
1
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-1 5
-2 - 0 0 ' ' ' ' ' ' 8
2013 2014 2015 2016 2017 2018e 2012 2013 2014 2015 2016 2017 2018e
Source: Ministry of Finance, staff calculations Source: Ministry of Finance, staff calculations
Figure 15 Eurobond maturities Figure 18 Drivers of central government debt
(USD million) (Perceade points of GDP (Percenf GDP
. ’ - Residual mmmm Exchange rate effect
2000 _lSoverelgn bonds mBanks and Sri Lankan Airlines 2 Primary deficit effect Growth effect 85
Real interest effect B Change in debt
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EEE LR R R = § 8§ § 8§ 8 8 ¢8
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Source: Ministry of Financeannual reportsstaff calculations Source: Ministry of Finance, staff calculations
Note: SLA isSri Lankan Airlines
Liability The Active Liability Management Act (ALMA) enacted in 2018 is inter
Management Act provide the legal framework for active liability management operations.

13 https://www.news.lk/cabinetiecusions/item/2366decisiondakenby-the-cabinetf-ministers
atitsmeetinegheldon-07-01-2019
http://www.treasury.gov.lk/documents/10181/50545/23112018+E+Five+tax+excemption/5bcf7
7¢c4502842aeb4fb-b3ce8b5b1f0d?version=1.0
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will provide some allows raising new debt of an amount up to 10 percent of the total outstan

flexibility, but more  beyond maturing 8 within the year. The funds raised can be used to bt

needs to be done to debt maturing in future years. If operationalized quickly, liability mani

improve debt activities could help manage refinancing risks. An allocation of LKR 310 bi

management approved in October 2018 farch operations. While enacting the ALMA is .
measure towards managing an immediate risk, many other important re
essential for improving the debt management function given the present ri
debtportfolio Figure 1@nd Box2).

Box 2: Debt management

Debt portfolio carries significant risks.S r i Lcenmr&l go¥esnment deleivel (estimated at &percent of
GDP, 2018) is high arttie debt portfolio has deteriorated in several indicators in the recefthpastntra
g o v e r n oneigndursedcy denominated external dekestimated at 51p&rcent of its total deband the tota
debt service was estimated at 88 percent of re
other emerging econdgs (IMF 2018 Moreover, ashe countryapproachespper middléncome ountrystatus it

has beerborrowing onmore commercial ternvgith increased cost and rigks a result,hie interest rate risk c
foreign currency debias risenwith the share ofloatingrate debin the totaloutstanding debt risinghe averag
time to maturity (ATMhasdeclined while average interest tzgsincreased. Moreover, adequacy of reserve
of foreign currency commercial deasdeterioratedFigure20).

The rise of foreign currency denominated commercial debt has been a key driver of the deterioration
portfolio. International Sovereign Bonds (ISBs) issued outside the country and Sri Lanka Developm
(SLDBs) issued within the courdifigoth denominzd in US Dollard have become key foreign currency mobili
instruments. The significance of these financial market borrowings increased from 3 percent in 2000 to ¢
2017 in the total foreign currency denominated debt. Sri Lanka issumeiBBsar except in 2008 and 2013,
raising its first ISB in 2007. These ISBs carry higher interest rates and lower matuytassjscompared to t
terms offered by multilateral and bilateral sources. Similarly, the extensive use of &iDBgewkiatively o
maturities such as32years contributed to a reduction in the ATM and an increase in average interest cc
significant proportion subject to floating rates, SLDBs adversely impact interest rate risk as wedr{#idire 1

Figure 17 Foreign currency denominated debt Figure 18 Foreign currency denominated repayment
(USD billion (Percent of total f(USD billion
40 - m |\|ultilateral & bilateral 60 5.0  ssssmm Other s S| DBs
mm Financial markets '
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Source:Central Bank of Sri Lanka and staff estimates Source: Central Bank of Sri Lanka and staff estimates

Large repayments at a time of tight global financial conditions elevate the refinancing riskehe country is
expected to make ifgst-ever bullet repayment of USD 1.0 billion in January 2019 followed by anothq
repayment in April (USD 500 million) on Eurobonds. In total, maturities of bullet repayments on Eurobc
2019 to 2023 and from 2025 to 2028 alone amount tdlRI$® billion. Given that large bullet repayments of
than USD 500 million are new to Sri Lanka, these repayments could expose the country to refinancing ri
lead to higher spreads on Sri Lankan debt compared to benchmarks. Similartllgversaof the bonds woul
lead to loss of reserves and exchange rate pressures. Moreover, the foreign currency requirements are
external repayments of project loans and foreign currendynseraing facilities, and domestic repaynudrssi

14 https://www.imf.org/en/Publications/CR/Issues/2018/06/19/Stianka2018Article-V -
Consultatiorandthe-FourthReviewUnderthe-ExtendedArrangemenr#i5997
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Lanka Development Bonds, which are denominated in dollars.

SOE debt is a key fiscal risk.Based on available data, by end 2017, total debt of six largen®@ES
(excluding the financial institutions) was equivalent to 7.1 percent of GDP. While SOE financial institutic
both locally and overseas based on the strength of their respective balance sfieatsjahd®OES recei
financing predominantly fro the domestic banking sector. To facilitate SOE borrowings, the Treasur
guarantees and letters of comfort on alwgsase basis. In the recent years, the treasury guaranteed debt
and remained high at 6.7 percent of GDP a26td. Moeover, the composition of guarantees has change
time, with the share of guarantees given to commercially orientesvrstatebusiness enterprises with reve
capacity declining from 90 percent in 2006 to 40 percent in 2017 while guaranteestaieeastablishmen
primarily dependent on the state budget for expenditures have risen. Since the latter receive curren
transfers to service this guaranteed debt, the government is effectively servicing this debt. On a simitaoh
comfort issued by the Treasury have also increased in the past few years; as of end 2017, the total val
comfort amounted to 0.7 percent of GDP (Fig9je 1

Figure 19 Trends in the guaranteecomposition Figure 20 External debt indicators
(LKR billion) (Percent of GDP) (Percenttofa)
mmmm Share of foreign currency commercial
—— CPC == CEB 10 - debt/official reserves (RHS) 250
1000 [ RDA —lO T 8 - Average time to maturity (exernal)
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Source: Ministry of Finance, Central Bank of Sri Lank&ri Lankan Source:Central Bank of Sri Lanka
Airlines, staff calculations.
Note: CEB 0 Ceylon Electricity Board, CPCd Ceylon Petroleun
Corporation, RDA - Road Development Authority. RDA and othe
entities may not have stable revenue streams.
Sri Lankads debt management has not evol ved
challenges.Costs and risks of the portfolio have been evolving along with market access, market develc
of new instruments and increased vulneraldliti i n t he gl obal environment.

function and structures have not kept pace with these new challenges. In general terms, the debt manac
holistic view, which covers all related functions from planning toamdgement, in the absence of a dedi
unified institutional frameworkogetherthe fragmented institutional framework and lack of a comprehensiv
management strategy leads to important risks being not addressed. While limits on borrdeiminet e the
annual Appropriation Act and the Liability Management Act, the delcbldesl framework falls short in provid
a comprehensive framework for modern debt management. The Private Public Partnership (PPP) agent
the direct fiscalost of investment to the private sector but may require the public sector to assume more

which will have implications on debt managemer
income peers who have improved legal, st and operational frameworks along the lines of evolving co
risks.

The government has taken some important steps to deal with the refinancing risks; however, the progres
other key structural reforms on debt management has been sloWwo facethe refinancing risks of maturi
Eurobonds in 2019 and beyond, the government enacté@dtiveLiability Management Act and formulate
strategy. While these are important measures to mitigate a key risk of the poetfatdomiis need to progse:
An integrated risk management approach is needed for debt and contingent liabilities in relation to
government, SOEs, PPPs and natural disasters. The establishment of a unified debt management
important step in this directionhalugh it has experienced significant delays. A compretdediveiTerm Debt
Strategy (MTDS) covering both external and domestic @eabtneeded tprovide gidance to manage the co

15 Ceylon Petroleum Corporation, Ceylon Electricity Board, National Water Supply and Drainage
Board, Sri Lankan Airlines, Sri Lanka Ports Authority and Road Development Authority.
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and risks of the portfolio

In addition to managing costs and riks of the portfolio, improvemenst in debt management will help
develop the domestic financial market and improve access to finanddanaging liabilities actively will mitig
refinancing risks, contribute to improved investor perceptions and possiédéngpafr credit ratisgImproved
debt management will also lead to deeper, more liquid domestic debt markets that support private ce
development. Less fiscal pressure on financial markets will reduce market interest rates and thereb
financingfor households and firms. Together with the expected presentation of the Secured Transactio
Act, which will allow firms to pledge movable collateral for loans, this would support access to finance or
terms for the strugghg SME sector. Improvement in SOE governance may reduce fiscal pressures an

service delivery.

Financial sector remained broadly stable;, however, important challenges are ahead.

Financial sector
reported a mix bag

Listed equity market
declined

The banking sector remainadequatelcapitalizedand liquid. The regulato
Capital Adequacy Ratio (CAR) requirement under Basel Il was mainta
above the required level of 10 percent and the Statutory Liquid Asset Ratic
maintained wellbave the minimum statutory requirement of 20 perdemiever
the asset quality saw an impairment with the NPL ratio rising gradually, as
growth decelerategesponding t@relatively a tight monetary policy. Profital
indicators also mginally deteriorated duertederateeconomic growth andksing
NPLs Although the sector remains veglpitalized, implementation of Basel 1lI
require the banks to strive hard to increase the capitasvagaired by the Cen
Bank.Moreover, ioreasing leverage, shown by the strong increase in credi
to the size of the sector, such as in construction, tourism and financial
warrants attentiorin the NonBank Financial Sectoimndar to the trend observ
in the banking sectoheadline indicators such @apital and liquidity of t
remained at satisfactory levelsvhile asset quality and profits witnesse
deterioration This sector requires consolidation with certain finance con
undergoing financial difficulties.

Listed equity indices of the Colombo Stock Exchange (CSE) declined in tF
half of 2018 after showing a modest uptick in the first half. For the year z
benchmark All Share Price Index (ASI) declined by 5.0 percent, reflectin
macroecnomic sentiments amid capital outflows from emerging markets
domestic political turmoil in the last quarter. Low market capitalization (ar
percent of GDP) and liquidity levels highlight the need to dehelolmmesti
capital market to sujgment the domestic capital formation process.

Despite the fast poverty reduction, there remain areas with significant poverty.

Poverty in Sri Lanka
continued to decline
in line with strong
economic growth

Poverty measured using the Worl d
(in 2011 PPP) for lower middileeome countries had declined from 15.4 perc
2013 to 9.7 percent in 2016. The reduction in poverty was accompan
decrease in thmimber of districts with a high incidence of poverty. As of 201
two districts in these provinces had poverty rates near or above 30 p
compared to five districts in 2012. The expansion of the Samurdhi progran
had a positive impacgt some districts in the Northern and Eastern province
saw large declines in poverty. Better targeting of social assistance could h¢
in even larger gains. Since then, the pace of poverty reduction is projecte
slowed down somewhatllbwingfloods and a prolonged drought which brot
down the GDP growth rate.

Geographic patterns While the districts with the highest poverty headcount are in the North

of poverty reflect

February 2019

Eastern provincesnost of the poor reskdin other parts of the countrgr
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different example, Ratnapura, Kandy and Badallethe largest number of poor, accour

development for more than a quarter of the poor population combifeel.maps in Figural

challenges and 2 compare the poverty rates ahe distribution of the poor by distr
Similarly, while the poverty rate in the estate sector is high, the estate poc
for only 10 percent of all poor with an overwhelming majority residing in rur
This pattern reflecthatregionsarefacing different development challenges ai
human capital, basic services, the availability of jobs and access to markets

Figure 21 Poverty rates by districts Figure 22 Distribution of poor by district

Source: Staff calculation using HIES 2016 Source: Staff calculation using HIES 2016

Note: Poverty is defined using the $3.20 international poverty line Note: Poverty is defined using the $3.20 international poverty lii

2011 PPP.

High levels of
vulnerability and the
multidimensional
nature of risk factors
present large
challenges

February 2019

in 2011 PPP.

The national poverty rate is low and not sufficient to capture the variot
inclusion problems in Sri Larikalhere is a high level @tlnerability in th
population: a simple simulation exercise that varies the poverty threshold
and 50 percent increases the $3.20 per day international poverty rate
percent to 17.4, 21.9 and 30.4 percent, respectively. This inditatesaty
number of people remain just a small shock away from falling back into
The risk factors for vulnerability are diverse: productivity and earnings re!
in the estate sector where poverty is still acutely high. Demographic
important risk factor as a large share of the rapidly aging population does t
formal pension to support themselves. The frequency and intensity of
shocks have become increasingly important in recent years, with direc
losses and imiphtions for food prices. Economic development is still lagging
Northern and Eastern provinces where female headed households co
particularly vulnerable group subject to cultural norms, insecurity, and
accessing economic oppaities.

18Sr i Lankads nat i otedbackn@002and iy tool lawnoerovida a8 mearsngful ma
minimum subsistence level of consumption. It now represents the oldest poverty line in.the region
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