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Introduction
At the time of independence, Sri Lanka was at
the forefront of many Asian nations in terms of
economic and social development. It was the
first country in South Asia to adopt an import
substitution welfare-oriented policy but the
government that was elected in 1977 shifted
the course by implementing a market-oriented
monetary policy. The onset of the civic conflict
in 1983 resulted in a decline in the economic
performance of Sri Lanka and thus the
government
could
not
continue
the
momentum. In the aftermath of the civic
conflict, despite the external shocks and global
financial crisis, the Sri Lankan economy grew
at around 6% annually in the latter part of the
first decade of the 21st century while achieving
a high level of human development, mainly
due to the implementation of proper
government policies on health and education.
Currently Sri Lanka is facing the worst
financial crisis in its history. Sri Lanka's foreign
exchange reserves are now virtually nonexistent and Sri Lanka has become the first
country in Asia-Pacific during the recent past
to go into an official default of debt
repayments. This article will discuss and
analyse the sequence of events that led to the
economic crisis Sri Lanka is facing today and
the road to recovery.
Current situation
Since its independence, Sri Lanka was facing
a BOP (Balance of Payments) crisis and a
severe foreign exchange shortage which was
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further compounded by the Easter Sunday
attack in 2019, COVID-19 lockdowns in 2020,
pre-pandemic tax cuts and the loss of access
to international capital markets. The GDP
growth averaged 4.97% for the period from
2003 to 2021, reaching a record high of
16.12% in the first quarter of 2012, but
witnessed a record growth of -16.40 per cent
in the second quarter of 2020 (Figure 1).
Foreign Exchange (FX) reserves fell by 24%
from USD 3.1 billion in December 2021 to
USD 1.7 billion in March 2022 due to debt
repayments and economic interventions which
aggravated the economic crisis (Figure 2).
The latest Central Bank of Sri Lanka (CBSL)
data show that the personal remittances fell
to their lowest of USD 5.98 billion in 2021
since 2012. It is now estimated at USD 3.0
billion per annum. By the end of March 2022,
the country's gold reserves slipped to a record
low of USD 29.3 million, and the banking
sector in Sri Lanka fell into deep danger and
thus there is a possibility that any bank default
could trigger an economic domino effect
(Figure 3).
Sri Lanka’s debt crisis
Since 2009, China provided USD 7 billion as
loans to construct infrastructure projects such
as Magampura Port in Hambantota and
Mahinda Rajapaksa International Airport in
Mattala. In addition, re-fleeting of SriLankan
Airlines, and certain other infrastructure
projects which can be called “economic duds”
swelled the debt burden yielding hardly any
return, thereby resulting in a severe BOP
problem. This prompted the government to
seek an IMF bailout of USD 1.5 billion in 2016
with underlying tax reforms and other
conditions. It is also noted that the net official
development assistance and official aid
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received in Sri Lanka was reported at current
USD 197 million in 2019 (World Bank, 2020).

USD 500 million International Sovereign Bond
(ISB) in January 2022.

The graph below reflects Sri Lanka’s Total
External Debt and Debt Servicing as a Gross
National Income (GNI) - 2000-2020 (Figure 4).

With the mounting pressure and the USD
selling at LKR 250 in the unofficial market, in
March 2022 CBSL was compelled to cap the
USD at LKR 230 per dollar against the official
parity rate of LKR 201.49 prevailing at the
time. However, it was abortive and in unofficial
trade, the rupee as quoted at a far lower rate
i.e. kerb rate, bringing more pressure on the
rupee. Continuous mismanagement of the
economy of the country led to a severe
financial crisis and default fears, accelerating
Sri Lankan rupee declined to a record low and
becoming the
world's
worst-performing
currency (UK Financial Times, April 5, 2022).
In April 2022, the IMF and World Bank stated
that Sri Lanka’s foreign debt is ‘unsustainable’
due to declining foreign reserves, and this is
not solely attributable to COVID-19 (Figure 5).

Lately, the Sri Lankan government adopted
the Modern Monetary Theory (MMT) policy
which involves borrowing and printing money
via the Central Bank to finance the
government expenditure and budget. This
ultimately led to overheating of the Sri Lankan
economy. In 2021, the international credit
rating agencies speculated that it will be
difficult for the Sri Lankan government to meet
the external debt obligations in 2022 and
2023. Accordingly, Sri Lankan credit rating
was downgraded. Towards the end of 2021,
Sri Lanka’s situation was extremely dire, and
against the advice of many, CBSL settled a

Figure 1: Annual GDP Growth (%) in Sri Lanka, 2000-2020 Source: World Bank, 2022

Figure 2: The official foreign exchange rate (LKR/USD) from 2000-2020 Source: World Bank, 2022
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macroeconomic volatility and recurring BOP
concerns were unabated. With persistent trade
deficits and budget deficits, ADB in 2019,
considered Sri Lanka's economic system as "a
tale of two deficits”.

The continuous trade deficits for decades have
led to the draining of foreign reserves,
witnessing a "step-by-step, brick-by-brick”,
devastation of the Sri Lankan economy, but no
government has been able to reverse the
situation and Sri Lanka’s severe

Figure 3: Total reserves in Sri Lanka, 2000-2021 Source: World Bank, 2022
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Figure 4: Sri Lankan debt crisis and its servicing, 2000-2020 Source: World Bank, 2022
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Figure 5: Percentage change in Gross Official Foreign Reserves from 2019 to end of 2021
Source: World Bank, 2022
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Realizing the perilous economic situation of Sri
Lanka in April 2022, CBSL pre-empted the
country’s inability to service its future
settlements. A ‘debt moratorium’ was declared
as a temporary measure to gain breathing
space until a debt-structuring scheme is
decided, and official talks with the IMF began
on April 18th 2022 for a bail-out. It may
eventually help with regaining access to global
bond markets. Ahead of the talks, the CBSL
on April 08th 2022 imposed a record interest
rate hike by a staggering seven percentage
points to 14.5% to curb runaway inflation.
Reasons behind the Sri Lankan economic
crisis
The structure of Sri Lanka’s GDP is
“cosmetic”. It is manifested through the
country’s economic crisis and the plummeting
Sri Lankan currency, due to reasons
discussed
above.
The
situation
was
accelerated with the Easter Sunday Attack
(2019), pre-pandemic tax cuts and the impact
of COVID-19 (2020), banning of chemical
fertilizer (2021) and lack of optimal
governance. The fiscal deficits were more than
10 per cent of GDP in 2020 and 2021; and a
rapid increase in public debt to 119% of GDP
was noted in 2021. The external debt
repayments and the widening current account
deficit have led to foreign exchange (FX)
shortages, while the official exchange rate with
a 'fear of floating' has been de facto fixed
since April 2021.Nikkei Asia: October 2021
says “Sri Lanka's COVID-stricken economy is
being likened to a ticking time bomb that could
go off at any moment as foreign reserves
plummet, the cost of living rises and the
Central Bank carries on printing money”

a. Policy failure
For a long time, Sri Lanka's economy has
been plagued by social unrest, bankruptcies,
trade deficits, currency instability, and a
breakdown in law and order. The failure to
maintain – financial stability and long-term
growth momentum is central to Sri Lanka's
poor economic performance. Successive
governments implemented many measures
that were detrimental to economic progress.
In this regard the paucity of policy coherence
is also noted.

b. The import-export gap in Sri Lanka
Despite the implementation of certain policy
measures to rationalize imports from time to
time, the annual trade deficit of Sri Lanka
was between 9 and 15 per cent of its annual
GDP from the period of 2008 to 2017. During
the last ten years, on average, the trade
account balance was more than 400 times of
current account balance, impacting the BOP.
With the dwindling foreign reserves and
struggling to service its debts and pay for
imports, Sri Lanka's current debt-to-GDP
ratio has skyrocketed in recent years,
increasing from 42% in 2019 to 104% in
2021.
c. Corruption and accountability
With a score of 37 out of 100 in 2021 of the
Corruption Perception Index (CPI) of the
Transparency International, Sri Lanka was
ranked 102 out of 180 countries. Sri Lanka is
ranked as the 23rd riskiest country (the
second most risky country in South Asia after
Afghanistan) for money laundering and
terrorist financing according to the Basel
AML Index 2020. It has not made much
headway in fighting corruption for over a
decade.
The 20th Amendment to the Sri Lankan
Constitution, adopted in 2020, granted the
President unfettered powers, undermining
the affairs of the Independent Commissions,
transparency and accountability. This has
further engendered the level of corruption in
the country.
Nepotism too has undermined the rule of law
in Sri Lanka and slowed the country's
economic growth and bred corruption. In
general, there is no “Right Man at the Right
Place”. Family members, friends and allies of
the politicians, although not befitting, have
been appointed to lofty, well-paid, statefunded high positions both local and
overseas. The allocation of nearly 70% of the
island’s 2022 budget to the institutions
controlled by a few intimately connected
persons is also a matter of grave concern.
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d. Budget deficit and national debt
In 2019 Sri Lanka had 1.5 million taxpayers
and by 2020 the number had fallen to 1.04
million which further declined to 412,000 in
2021. The annual budget deficit over topped
12% of GDP in 2021 as a result of tax cuts,
and poor income performance in the
aftermath of the COVID-19 pandemic. Due to
the limited access to external financing, the
government had to rely primarily on bank
direct financing of the budget.
Defence is the single largest component of
government expenditure in the country. Sri
Lanka has the world’s 17th largest military in
terms of personnel. According to the 2022
budget, the highest allocation of LKR 373.1
billion which accounts for 14.89% of total
government expenditure was made to the
military.
The
economic
mismanagement
of
successive governments weakened Sri
Lanka's public finances, leaving its national
expenditure above its income, and the
production of tradable goods and services to
be at an inadequate level. The national debt
climbed from 94% of GDP in 2019 to 119%
of GDP in 2021. Sri Lanka, unlike many
other countries, lacks a cohesive economic
policy and does not have a "National
Development Plan".
e. Political instability
Political stability and economic growth are
deeply interconnected. Sri Lanka’s economy
has remained under the dark shadows for
nearly three decades during the internal
strife. The recent economic crisis in the
country has resulted in political instability
driving the country into further economic
uncertainty, creating ripple effects on the
political economy and a nationwide uprising.
f. Financial mismanagement
Financial management and economic
management are not synonymous but are
interrelated to each other. Public sector
financial mismanagement is rampant in Sri
Lanka. The ubiquitous bribery, deceptive
deals, incompetence, ignorance, the pursuit
of
economically
inefficient
political

ideologies, flawed financial/ economic
models, incorrect policy implementations,
and weak accounting systems, can be
identified as the major causes of poor public
sector financial management that led to the
corruption and mismanagement
g. Public debt management
The significant increase in public debt level
in Sri Lanka has long been a moot point. It is
believed that corruption has had a significant
impact on the effectiveness of public debt
programs in Sri Lanka. According to a
special study conducted by the Auditor
General Department on Public Debt, the
national debt was LKR 2,142 billion at the
end of 2005 and LKR 8,861 billion at the end
of 2016, showing an increase of LKR 6.719
billion. Against this, the total assets (financial
assets only) were LKR 293 billion at the end
of 2005, but rose to LKR 1,087 billion at the
end of 2016, alluding a “profit” of LKR 794
billion. Despite the fact that the country's
debt is growing rapidly that the assets
created by the utilization of that debt were
not properly documented and substantiated.
g. Printing money instead of finding
solutions
When a government is unable to make ends
meet by issuing bonds, it frequently turns to
printing money. The CBSL has resorted to
printing money instead of finding solutions to
economic ills. In 2021 the CBSL has printed
almost LKR 1.2 trillion worth of currency to
meet the government expenditure. According
to the economic literature, there is a direct
relationship between inflation and money
supply when the creation of money is faster
than the real output growth, causing a
decline in the purchasing power of money
and an inflationary situation in the economy.
h. Business Confidence
The current economic situation of Sri Lanka
points to apparent zero attention and
ignorance of the economic fundamentals by
the Treasury, CBSL and the government
driven by chaotic and awkward political and
economic
environments,
business
confidence in the country continued to
decline. In March 2022, the social and
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economic ills in Sri Lanka have caused the
business confidence to fall by 18.4%
following a 13.8% loss in the previous month.
LMD June 2022 issue mentioned that “There
are no surprises as the LMD-Nielsen IQ
Business Confidence Index (BCI) stays on its
slippery course, sliding a perilous 17 basis
points to 99 in May from its lowest level this
year of 116 in April 2022”.
Consequences of the Sri Lankan economic
crisis
The world economic situation has deteriorated
considerably in recent months, owing mostly to
persistent inflation and the on-going crisis in
Ukraine. Tightening financial situation also
sounds alarm for world economy. Growing
global food demand with acute food insecurity
is at the top of the global agenda. These
foreign shocks are further clogging the Sri
Lankan economy.
With vast foreign debt obligations and an
increasingly uncertain economic and political
environment, Sri Lanka's ability to supply food,
gasoline, and other requirements to its people
is a serious concern, resulting in rising prices
and a scarcity of basic food and other
necessities with people lining up
under
uncomfortable conditions for purchasing
basics such as petrol and gas.
The current economic crisis has far-reaching
consequences,
including
increased
unemployment,
higher
government
borrowings, firm closures, lower levels of
production and productivity, increased income
disparity, etc.
The severe food shortage was a major catalyst
for the social uprising in Tunisia, known as the
‘Jasmine Revolution’ which inspired a wave of
similar protests throughout the Arab Spring in
the Middle East and North African countries.
The management of the economic crisis
In this context, it is absolutely essential that
policy and strategy formulation for reversing
the current economic trend be seriously
considered. It is particularly vital when a

country like Sri Lanka is going through a
significant transition or attempting to rebuild
after a major meltdown. This requires major
fiscal reforms, along with careful consideration
of fiscal responsibility standards, and the
identification of risks associated with varying
forms of borrowing e.g. debt sustainability,
foreign currency risk, and the level of interest
rate sensitivity which are fundamentals in
achieving business confidence among the
investors.
As a monetary policy measure, in 2021 Sri
Lanka increased the limit on treasury
guarantee to 15% of GDP i.e. about 330 per
cent of the original limit set by the fiscal
responsibility law in 2003, which sought to limit
the fiscal profligacy and making difficult to
understate and to hide the budget deficits.
This affects financial prudence. The effective
regulations,
capital controls
and
risk
management, play a key role in reducing the
likelihood of financial crises and building
safeguards against their occurrence.
a. Improving the country's creditworthiness
The significance of a country’s credit rating
needs to be recognized in improving its
credit worthiness. The management of the
full spectrum of Sri Lanka's risk and
compliance exposure has never been so
critical and important. It will be a precursor
for attracting investments and capital inflows
to the country’s economy.
The main economic variables considered in
credit rating are: per capita income, GDP
growth, inflation rate, economic development
and the quality of economic management,
ratio of foreign debt to GDP, current account
position,
real
exchange
rate,
reserves/imports ratio and default history.
b. Debt restructuring
The European Parliament defines sovereign
debt restructuring as an exchange of
outstanding sovereign debt instruments e.g.,
loans or bonds, for new debt instruments or
cash through a legal process which involves
negotiating lower interest rates, or debt
reduction by agreeing to accept a
percentage of what they owe: giving more

The Organisation Of Professionals Associations of Sri Lanka (OPA)
Volume 11, Issue 1
EP30

time for repayment. The following matters
are generally considered in a debt
restructuring scheme:
i. Reduction in the amount of debt or the
principal amount, also known as haircuts
ii. Changing the interest rates to be paid or
the coupon rates (known as coupon
modification)
iii. Extending the duration of repayment or
maturity
iv. Combination of all of the above
Note: Some measures have already been
taken to reverse the economic situation
discussed previously.
The road ahead
Debt crises, defaults, and debt restructurings
have become common with the establishment
of financial markets and cross-border debt
flows, since the early 19th century. Many
countries had sought the assistance of IMF
when their financial situation was dire and
some have been able to successfully reform
their economies e.g., India had only USD 1.1
billion in hard currency reserves in 1991,
sufficient for about two weeks of imports, but
the then Indian government took appropriate
measures to successfully deal with the
situation (India has never defaulted on its
FOREX debt obligations). Similarly, EU-IMF
programme in Ireland had been a remarkable
success.
However,
many
restructuring
programmes failed to yield the desired effects
e.g., Argentina, Greece and Pakistan.
Following the Asian financial crisis, a move
was initiated to limit IMF operations for
remodelling its loans and policies for the
overall economy. However, with the revival of
private capital flows to developing countries,
this agenda was pushed to the side-line,
exposing countries to major risks.
Independent Sri Lanka had never defaulted its
sovereign debts until April 2022. It is also
noted that since 1965 up to 2016 Sri Lanka
had approached IMF 16 times and Sri Lanka is
now seeking assistance again from the IMF.
Sri Lanka is the first country to seek IMF debtrestructuring in the post-COVID-19 era.

EP31

Any debt restructuring emphasizes debt
sustainability i.e., a high probability that a
borrower’s debt is sustainable. The main
condition under a debt restructuring program is
that a debtor nation has to meet is a
demonstrated need for debt relief and its
commitment to implement a decided economic
reform plan.
However the creditors are
generally reluctant to restructure debts if it is
due to financial mismanagement.
Debt restructuring is a complex process for a
country like Sri Lanka with a limited resource
base. It will have both negative and positive
consequences on the Sri Lankan economy. It
is
also
important
to
recognize
the
consequences of defaulting ISB’s on account
of “cross default “.
Even though countries like Argentina and
Ecuador
had
defaulted,
they
have
comparatively
a
large
resource-based
economy to get back on a path of recovery
with the assistance of the IMF. Generally, the
bailouts are expensive both for the nation
being bailed out and for the parties providing
the bailout funds. The recent financial woes of
Greece, Ireland, Portugal, and other nations
have reinvigorated the debate over whether to
bail out defaulting countries or restructure their
debts. The IMF has emphasized on
restructuring Sri Lanka’s massive foreign debt
before finalizing a bailout agreement.
The initiation of debt-restructuring by Sri
Lanka, precisely at a time when the country
was financially weak, has resulted in the
country
losing
its
bargaining
power.
Furthermore, the debt-restructuring for Sri
Lanka will be very difficult due to its debt
profile and a limited resource base. A debtrestructuring scheme without any economic
reform plan will not create any sustainable
solution to the country’s sick economy. Hence,
it is important to shift gears and move forward
with hard reforms before people come down
hard on the reforms.
A debt of Paris Club members has to be
negotiated at the Paris Club which is an
informal club of official creditors whose
mission is to identify coordinated and long-
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term solutions to a debtor country's payment.
Around 10% of Sri Lanka’s creditors are
members of the Paris Club while Japan is the
main bilateral creditor for Sri Lanka.
Alternative approaches for debt restructuring
There are several alternative approaches to
debt restructuring which can be mentioned as
follows:
•
•
•
•
•
•
•

Debt refinancing
Sale of assets
Monetization
Securitization
Debt-Equity Swaps
Bail-in
Recovery of Stolen Assets

The IMF Staff Report on Sri Lanka 2021,
released in February 2022 (i.e. before the
decision
for
negotiations
with
IMF
commenced), opines that it is critical to
develop a realistic and cohesive approach to
restoring macroeconomic stability and debt
sustainability without disregarding vulnerable
individuals and well-targeted social safety
nets. They have also emphasized the
significance of restructuring and the need for a
stronger monetary policy stance to handle
growing inflationary pressures while phasing
out the CBSL's direct funding of budget
deficits. Further, it advocates a gradual
restoration of a market-determined and flexible
exchange rate, which is a standard
requirement for restructuring sovereign debt.
Development of a comprehensive strategy to
restore debt sustainability, tightening monetary
policy measures to reform governance, and
judicious management of the Colombo Port
City project, are also highlighted in the report.
After much dilly-dallying, a decision was made
in March 2022 to seek assistance of the IMF
for a bailout, under which Sri Lanka is seeking
USD 4 billion during 2022 to assist in importing
essentials and to pay the creditors. It is noted
that the CBSL response on 26th March 2022
states that corrective action has already been
taken about some critical observations
referred to in the IMF Report, but the country's

economic scenario does not support the CBSL
statement.
The current deficit situation should be
reversed by gradual diminishing of gaps with
cautious management of external sector
pressures.
Maintaining
macroeconomic
stability with appropriate policies to strengthen
non-debt creating foreign exchange inflows
would improve the resilience of the sector in
the medium term. In the short term, the
government must also rationalize expenditure
e.g., pruning defence budget, reforming its
accounting system for sound decision making
and maintaining a competitive real exchange
rate.
Successful restructuring of the heavy
government debt to a sustainable level of debt
will be crucial for re-establishing Sri Lanka’s
credit reputation and eventual return to a
“credible status”. Apart from the IMF Director’s
Report, several professional institutions,
chambers, and politicians have come out with
various proposals, including the establishment
of a currency board for stripping the
government of its discretionary power to run
large deficits. The Government should seek to
improve its institutional quality and apparatus
in order to mitigate the negative impact of
public debt on economic growth and ensure
economic sustainability.
The prevailing crisis will prompt an immediate
response by the President and the new
government to reverse the adverse economic
effects of handling Sri Lanka's grave fiscal
situation that requires short, medium and long
term strategy formulation with an efficient
execution mechanism. The road to recovery
looks steep with much sacrifice and effort
needed from all concerned.
Conclusion
Sri Lanka is faced with a catastrophic financial
crisis amidst diminished liquidity and probable
insolvency. The island nation is a highly
dependent economy which has become
extremely vulnerable to external and financial
shocks. It needs foreign currency to pay for
imports and to meet financial obligations that
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have risen to unsustainable levels. However,
Sri Lanka’s future continues to remain fragile
as the country’s current export potential is also
extremely weak with low international reserves
and persistently large financing needs in the
coming years against the country’s mounting
challenges.
The IMF report 2021 states that “Sri Lanka’s
economic future looks grim with public debt
having risen to unsustainable levels, low
international reserves, and persistently large
financing needs in the coming years”.
Navigating the crisis is arduous. The path to
recovery involves crossing many milestones
and bridges. Sri Lanka should strive to achieve
a strong and inclusive economy with
concentrated efforts, and transform adversity
into opportunity, emerging stronger and
eventually prosperity.
“Our greatest glory is not in never falling, but in
rising every time we fall.”— Confucius, 551479 BC, Chinese philosopher.
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