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1.Introduction

Sri Lanka experienced a severe economic crisis in 2021-2022,
marked by prolonged power cuts, fuel shortages, and soaring
inflation.

* Public discontent led to widespread protests, known as the
"Aragalaya,’ culminating in the resignations of President
Gotabaya Rajapaksa and Prime Minister Mahinda Rajapaksa.

 InApril 2022, Sri Lanka defaulted on its sovereign debt for
the first time.

e The crisis was the result of decades of economic
mismanagement and structural weaknesses.

 Atthe time of the default, Debt-to-GDP ratio was 115.5%. This
ratio remains above 100%.
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2.Key Drivers

The country's economic crisis was not a sudden event but a culmination of long-standing issues.

* Populist Policies: Successive governments have implemented populist policies, often leading to increased
expenditure and fiscal deficits.

« Mismanagement of Public Finances: Inefficient revenue collection, corruption, and wasteful expenditure have
contributed to the problem.

 Shiftin Foreign Debt: A significant shift in foreign debt dynamics, coupled with unresolved structural issues, led
to severe balance of payments crises and foreign exchange shortages. Over-reliance on non-concessional loans,

such as ISBs in Sri Lanka, further exacerbated the burden through higher interest costs.

 Misattributed Causes: Media reports often incorrectly attributed the crisis to external factors like COVID-19, the
Ukraine war, or Chinese debt, overlooking the country's internal governance and financial problems
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Reliance on indirect taxes

Direct Vs. Indirect Tax Revenue
e SrilLankan tax revenue

relies heavily on indirect
taxes.

* A majorreason for
reliance on indirect
taxes is ease of
administration.
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Increased Reliance on

Commercial Foreign Debt
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60%
40% I .
20% IIII IIII

0%

2000 2006 2011 2016 2017 2018

Note: Only covers government external debt. It excludes publicly guaranteed SOE debt and CBSL liabilities. Bilateral, Multilateral, Export Credit and Commer-
cial categories are based on ERD data classification. Commercial includes ISBs and loans from foreign banks. Foreign held Domestic Bonds indudes foreign
investment in domestically issued rupee denominated Treasury bills, Treasury bonds and dollar denominated Sri Lanka Development Bonds, as reported by
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2019 Election Promises

Personal Income Tax * Replacing Six band structure of 4, 8, 12, 16, 20, and 24% a three band
structure of 6, 12, 18%
* [Income tax exemptions were granted to profit, or income generated
through agriculture, Information Technology (IT) and enabling services
and few other sources.

Corporate Income Tax * Reducing Standard rate from 28% to 24%
* [ncome tax rate applicable for manufacturing industry was reduced to
18% from 28%

Value Added Tax (VAT) * Reducing VAT rate from 15% to 8%
* Increasing registration threshold to Rs. 300 million per annum from Rs.
12 million per annum

Pay As You Earn (PAYE) tax The tax was abolished, and an Advanced Personal Income Tax scheme

was introduced

Withholding Tax (WHT) WHT removed on interest, rent, and other services



3.Current Debt Challenges

To address the crisis, Sri Lanka secured a $3 billion bailout package from the
International Monetary Fund (IMF), its 17th such program. The IMF loan is contingent on
the implementation of key economic reforms, including debt restructuring.

The country is currently negotiating with bilateral and commercial creditors to
restructure its unsustainable debt.

With these efforts, Sri Lanka is poised to exit sovereign default after 32 months.

While debt service payments have been temporarily paused until 2028, Sri Lanka
continues to grapple with a substantial debt burden.
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Maturity Structure of ISBs
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- Outstanding amounts of ISBs have not been classified on the current resident/non-resident basis of its holdings.



Interest payment on debt
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Debt Restructuring

Agreement in Principle Expected completion of
(AIP) was reached with ISB restructuring, marking
China Development Bank SL ’s exit from sovereign

debt default after 32

] moTths
©WP) OO
| |

China EXIM Bank Government proceeds to
becomes the first finalise the International
bilateral lender to Sovereign Bond (ISB)
finalise SL’s external restructuring based on
debt restructuring AIP & Citigroup will
manage the final two

, steps
Note: While ChEXIM loans were restructured by end-June, loans from other /\
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lenders are expected to be restructured in the coming months



4.Geopolitical and Societal Impacts

The Debt Crisis of 2022 has left
lasting negative social impacts.

* Power disconnectionsrise and brain
drain worsens

* Food insecurity has increased

o Most households can’t afford 3
meals a day.

o 46% of households face
moderately acute food
insecurity.

o 8% are estimated to be severely
acute food insecure by October
2022.

o Inthe estate sector, 67% of
households are food insecure.

Over 1Mn power disconnections last year:
Parliamentary Committee reveals

>
>
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e Colombo, Feb. 24 (Daily Mirror)- More than one million power
2 disconnections have been imposed within the past year throughout the
/

country, a parliamentary committee has revealed.
He said the Committee instructed the respective officials to provide some relief to the consumers whose
connections were disconnected, which included cutting down the re-connection fee by 50 per cent and to allow
the outstanding bill to be paid in instalments.

It was revealed when the Sectoral Oversight Committee on Alleviating the
Impact of the Economic Crisis chaired by MP Gamini Waleboda met in the
parliament complex on Thursday.

Chairman Waleboda said it was revealed that some 10,69,000 power
disconnections were reported last year.

SRI LANKAN MIGRANTS:

21% Work Abroad,
Majority Seek Residency

Sri Lanka's Bureau of Foreign Employment data
reveals that only 21% of those who left the country in
2023 departed for foreign employment. The majority
emigrated for reasons such as permanent residency abroad,

educational pursuits, or other personal endeavours.
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Child Malnutrition is on the Rise
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Foreign Debt Composition
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Chinese Debt Trap?

*  While the myth of a Chinese debt trap
circulated heavily during the crisis, it
has since been disproven.

* Inreality, Chinese loans accounted for
only 20% of the debt burden of Sri Lanka

at the time of default.

* |SB's contributed the most to the debt
burden, making up almost 36%.
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5.Lessons Learned
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Importance of Fiscal
Discipline: Maintaining
fiscal discipline and
avoiding excessive
borrowing is crucial. Sri
Lanka's experience has
shown that populist
policies and
unsustainable borrowing
can lead to severe

economic consequences.

Diversification of the
Economy: Reducing
reliance on a few key
sectors can help mitigate
economic shocks. Sri
Lanka's economy is
heavily reliant on a few
sectors of export, making
it vulnerable to external
shocks. Diversifying the
economy can help reduce
this vulnerability.

Transparency and
Accountability: Ensuring
transparency in public
finance and

holding policymakers
accountable can prevent
future crises. In Sri Lanka,
a lack of transparency
and accountability in
government spending has
contributed to the debt
crisis.

Strong Revenue Base: A
strong revenue base,
including a wider tax net
and a wider tax base, is
essential for sustainable
fiscal management. Sri
Lanka's tax base is
narrow, and the
government needs to
broaden itto increase
revenue collection.
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6.Recommendations

Structural Reforms: Sustainable Growth: To Strong Institutions:
Addressing Sri Lanka's sustain the IMF program Ensuring central bank
long-standing structural and overcome the independence, a strong

m weaknesses requires a middle-income trap, Sri @ public service, limited
holistic approach, Lanka must increase tax political influence, and
including improving revenue, expand trade, enhanced state
governance and attract investments, and capacity are essential
strengthening state maintain fiscal discipline. for achieving these
capacity. goals.
Public Engagement: Fiscal Social Contract: A weak fiscal

Successful reforms
require public support.
The ongoing tax reform
debate highlights the

social contract threatens to derail the
reform agenda and delay economic
recovery. A successful reform agenda
must address institutional

need for clear weaknesses, focus on governance,
communication and and effectively communicate with the
engagement with citizens. populace.
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Thank You
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