SRI LANKA

Table 1 2019
Population, million 218
GDP, current US$ billion 84.0
GDP per capita, current US$ 3861.0
International poverty rate ($19) 09
Lower middle-income poverty rate ($3.2)° 108
Upper middle-income poverty rate ($5.5)° 4.7
Gini index’ 398
School enroliment, primary(%gross)b 100.2
Life expectancy at birth, yearsb 76.8

Source: WDI, Macro Poverty Outlook, and official data.
Notes:

(a) Most recent value (2016), 2011 PPPs.

(b) Most recent WDI value (2018).

COVID-19-related disruptions will lead
to a sharp contraction in Sri Lanka’s
economy in 2020. A significant increase
in poverty is expected due to widespread
jobs and earnings losses. With already
narrow fiscal buffers before the pandemic,
additional spending and reduced revenues
due to COVID-19 will put additional
pressure on fiscal sustainability. Over the
medium term, growth is expected to re-
cover slowly. However, macroeconomic
vulnerabilities will remain high, with
depleted fiscal buffers, high indebtedness
and large refinancing needs.

Recent developments

Sri Lanka’s economy was already show-
ing signs of weakness before the COVID-
19 pandemic. After growing by 2.3 per-
cent in 2019, the economy contracted by
1.6 percent y-o-y in the first quarter of
2020. The contraction, a first in 19 years,
was driven by weak performances of con-
struction, textile, mining and tea indus-
tries. Against this backdrop, the COVID-
19 health crisis is believed to have impact-
ed economic activity severely. High fre-
quency indicators suggest that growth
has faltered in the second quarter, as cur-
fews impeded economic activity and
global demand remained weak. Moreo-
ver, the closure of airports to tourists be-
tween April and September brought tour-
ism activity to a standstill.

Weak demand has kept inflation in check
thus far in 2020, creating room for policy
support. Annual average inflation meas-
ured by the Colombo Consumer Price In-
dex was 4.8 percent in August 2020 despite
high food inflation. This allowed the cen-
tral bank to reduce policy rates by 250 ba-
sis points and the reserve ratio by 300 basis
points over the first seven months of 2020.
The central bank also introduced a refi-
nancing facility and a credit guarantee
scheme to encourage commercial banks to
increase lending. Despite these measures,
private credit growth remained subdued
in the first half of 2020. Asset quality and
earnings of financial businesses deteriorat-
ed, reflecting the impact of decelerating
loan recoveries and shrinking margins.

The current account deficit is estimated to
have narrowed in the first half of 2020. A
reduction in imports due to severe import
restrictions and low oil prices is likely to
have offset reduced receipts from re-
mittances, tourism, tea and textiles. Fol-
lowing heavy depreciation pressures in
March, the LKR stabilized in the second
quarter, as import controls helped the
current account. Official reserves, estimat-
ed at USD 7.4 billion as of August, remain
low relative to short-term external liabili-
ties. Included in reserves is a swap facility
of USD 400 million with the Reserve Bank
of India and a loan of USD 500 million
from the China Development Bank. The
central bank also secured a repo facility
with the New York Federal Reserve Bank
for USD 1.0 billion as a contingency meas-
ure. A Eurobond of USD 1.0 billion is ma-
turing in October 2020.

Fiscal accounts deteriorated in the first
four months of 2020. Tax revenues fell
short due to weak collection of value-
added, income, and import taxes. The
fiscal stimulus package implemented in
November 2019 -which included a reduc-
tion of the VAT rate and an increase of
the registration threshold, as well as im-
port controls-, and slow growth contrib-
uted to the reduction in tax collection
during this period. As a result, despite a
moderation in public investment, the
overall budget deficit increased by 24
percent in the first four months of 2020,
year-on-year. Approximately 40 percent
of the deficit was financed by central bank
credit. The central government debt-to-
GDP ratio rose to over 90 percent (from
86.8 percent at end 2019), with more than
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half of the debt denominated in foreign
currency. Citing limited fiscal buffers and
external vulnerabilities, Fitch and S&P
downgraded the sovereign rating to B-.
The economic effects of COVID-19 will
have significant welfare implications. Pov-
erty measured using the $3.20 poverty line
(in 2011 PPP) is estimated to have de-
clined from 9.4 percent in 2018 to 8.9 per-
cent in 2019. However, the COVID-19
crisis is believed to have caused sharp jobs
and earnings losses. Informal workers,
about 70 percent of the workforce, are
particularly vulnerable as they lack em-
ployment protection or paid leave. The
apparel industry, which employs about
half a million workers, has reportedly cut
significant jobs. While agricultural pro-
duction is expected to be largely undis-
rupted, weak external demand likely im-
pacted export-oriented subsectors and
wages. High food price inflation, which
remains at double-digits, is disproportion-
ately affecting the poor who spend a larg-
er share of their budget on food.

Outlook

The COVID-19 crisis has substantially
clouded the outlook and exacerbated an

already challenging macroeconomic situa-
tion. The economy is expected to contract
by 6.7 percent in 2020, with all key drivers
of demand affected: exports, private con-
sumption and investment. The current ac-
count deficit is expected to remain low (at
2.2 percent of GDP in 2020) thanks to low
oil prices and strict import restrictions,
which should largely offset the reduction in
receipts from garment exports, tourism and
remittances. However, refinancing require-
ments will be high, with annual foreign
exchange debt service requirements esti-
mated at 7-8 percent of GDP over 2020-
2022. The fiscal deficit is projected to ex-
pand further to over 11 percent of GDP in
2020, driving an increase in debt levels.

Reflecting these challenges, the $3.20
poverty headcount is projected to in-
crease from 8.9 percent in 2019 to 13 per-
cent in 2020. During the lockdown, the
government extended temporary cash
support to Samurdhi households, includ-
ing a large number of which were on the
waitlist. But the program is not well tar-
geted and benefit amounts are inade-
quate. Construction and services sectors,
including tourism, have been important
sources of jobs growth in recent years
and the outbreak will likely harm the
prospects of many low-skilled workers.
The government is employing 60,000

graduates and 100,000 individuals from
low-income families to support liveli-
hoods, but this will remain insufficient
and add further strain on public finances.
A fall in remittances could adversely im-
pact some poor households that rely on
them as an important source of income.

Risks and challenges

A longer than expected outbreak of COVID
-19, that would extend the horizon and
depth of related economic disruptions, is a
key risk to the baseline outlook. In turn, a
longer downturn could push many small
and medium enterprises from illiquidity to
insolvency, and the poverty rate could rise
even higher as more people suffer income
losses. Low growth would also put addi-
tional strain on public finances.

Sri Lanka is also highly exposed to global
financial conditions, as the repayment pro-
file of its debt requires the country to ac-
cess financial markets frequently. A high
deficit and rising debt levels could further
deteriorate debt dynamics and negatively
impact market sentiment. Thus, Sri Lanka
will need to strike a balance between sup-
porting the economy amid COVID-19 and
ensuring fiscal sustainability.

TABLE 2 Sri Lanka / Macro poverty outlook indicators

(annual percent change unless indicated otherwise)

2017 2018 2019 2020 e 2021 f 2022 f

Real GDP growth, at constant market prices 3.6 3.3 2.3 -6.7 3.3 2.0
Private Consumption 3.6 3.7 2.9 -6.7 3.3 2.0
Government Consumption -6.0 -5.1 9.6 3.8 4.1 2.1
Gross Fixed Capital Investment 6.1 -1.3 4.1 -15.1 3.4 2.6
Exports, Goods and Services 7.6 0.5 7.1 -34.8 3.3 4.6
Imports, Goods and Services 7.1 1.8 -5.8 -29.2 2.8 3.8
Real GDP growth, at constant factor prices 3.6 3.7 2.2 -5.7 3.2 2.0
Agriculture -0.4 6.5 0.6 1.0 2.0 2.0
Industry 4.7 1.2 2.7 -6.1 3.2 1.9
Services 3.6 4.6 2.3 -6.3 3.3 2.0
Inflation (Consumer Price Index) 6.6 4.3 4.3 4.9 4.9 5.0
Current Account Balance (% of GDP) -2.7 -3.2 -2.2 -2.2 -2.8 -2.9
Net Foreign Direct Investment (% of GDP) 1.5 1.7 0.7 0.3 0.4 0.5
Fiscal Balance (% of GDP) -5.6 -5.3 -6.8 -11.1 -8.8 -8.4
Debt (% of GDP) 77.9 83.7 86.8 102.0 106.0 110.3
Primary Balance (% of GDP) 0.0 0.6 -0.8 -4.3 -2.1 -1.6
International poverty rate ($1.9 in 2011 PPP)?? 0.8 0.7 0.6 1.8 1.7 1.6
Lower middle-income poverty rate ($3.2 in 2011 PPP)*® 10.0 9.4 8.9 13.0 11.9 11.3
Upper middle-income poverty rate ($5.5 in 2011 PPP)*" 40.2 38.8 37.6 43.5 41.8 40.6

Source: World Bank, Poverty & Equity and Macroeconomics, Trade & Investment Global Practices.

Notes:e = estimate. f =forecast.

(a) Calculations based on SAR-P OV harmonization, using 2016-HIES.Actual data: 20%6. Nowcast: 2017-2019. Forecasts are from 2020 to 2022.

(b) Projections for 2020 are from a microsimulation.
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