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Press Release No. 18/xx

FOR IMMEDIATE RELEASE International Monetary Fund
June 20, 2018 700 19" Street, NW
Washington, D. C. 20431 USA

IMF Executive Board Completes the Fourth Review Under the Extended Arrangement
under the Extended Fund Facility and Concludes the 2018 Article IV Consultation with
Sri Lanka

On June 1, 2018, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation' with Sri Lanka and completed the fourth review under the Extended
Arrangement under the Extended Fund Facility (EFF).> Completion of this review makes
available SDR 177.774 million (about US$ 252 million). The EFF arrangement in a total amount
of SDR 1.1 billion (about US$1.5 billion, or 185 percent of quota) was approved on June 3, 2016
(see Press Release No. 16/262).

The Sri Lankan economy is expected to normalize gradually. Following subdued growth in 2017
due to the lingering effects of weather-related shocks, a recovery is underway as agriculture has
started to rebound and growth in exports remains robust. Real GDP growth is expected to reach 4
percent in 2018 and around 5 percent over the medium term. The Central Bank of Sri Lanka
(CBSL) has effectively curbed credit growth and stabilized inflation, despite recent pressures.
However, the economy remains vulnerable to adverse domestic and external shocks, given the
still sizable public debt, large refinancing needs, and low external buffers.

Performance in the first half of the EFF program has remained broadly on track. Despite some
implementation delays and weather-related shocks, the authorities achieved a primary surplus in
2017, through expenditure management and revenue mobilization. The CBSL conducted
monetary policy prudently, bringing inflation back within its band. Taking advantage of
favorable market conditions, the CBSL also stepped up its pace of reserve accumulation in 2017.
The authorities have achieved major milestones in their reform agenda. These include the launch
of the new Inland Revenue Act, important progress with SOE and energy-pricing reforms, as
well as adoption of the CBSL’s Roadmap to flexible inflation targeting. Going forward, the

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.

2 The EFF was established to provide support of comprehensive programs that include policies of the scope and

character required to correct structural imbalances over an extended period. For more details see
http://www.imf.org/en/about/factsheets/sheets/2016/08/01/20/56/extended-fund-facility
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authorities should push ahead with their “Vision 2025” objectives, by further advancing fiscal
consolidation through stronger fiscal rules and SOE governance; modernizing monetary and
exchange rate frameworks; accelerating their inclusive growth reform agenda through trade
liberalization, climate budgeting, and greater female labor force participation, as well as better-
targeted social protection programs. Keeping the reform momentum is key to increase Sri
Lanka’s resilience to external shocks and lay the foundation for more sustainable and robust
growth.

Executive Board Assessment’

Executive Directors commended the progress made by Sri Lanka under the Fund-supported
program. Directors welcomed the authorities’ efforts to improve the policy mix through
continued fiscal consolidation, prudent monetary policy, and landmark structural reforms.
However, they noted that the economy remains vulnerable to adverse shocks given the still
sizable public debt, large refinancing needs, and low external buffers. Against this background,
Directors welcomed the authorities’ commitment to the program and agreed that sustained
reform momentum is critical to safeguard the economic gains to date, strengthen resilience, and
support inclusive growth.

Directors welcomed the launch of the new Inland Revenue Act (IRA) to support the authorities’
fiscal consolidation efforts. They emphasized that progress with revenue mobilization can help
safeguard important social and infrastructure spending, including in response to natural disasters.
They also underscored the importance of enhancing public investment efficiency. In this area,
they emphasized the need for systematic and transparent project appraisal and selection of large-
scale investment projects, ensuring consistency with fiscal targets and mitigation of fiscal risks,
given the country’s still high public debt. Going forward, Directors supported the authorities’
commitment to anchor debt reduction plans through a robust fiscal rule and medium-term debt
management strategy.

Directors saw the recent approval of an automatic fuel pricing formula as a major achievement
towards reducing the still elevated fiscal risks posed by state-owned enterprises (SOEs). They
encouraged the authorities to complete energy pricing reforms with an automatic pricing formula
for electricity, implement a restructuring plan for Sri Lankan Airlines to put it on a solid
commercial footing, and further strengthen SOEs governance and transparency. Directors
welcomed ongoing efforts to strengthen social safety nets to help mitigate the distributional
impact on the most vulnerable.

Directors concurred that the Central Bank of Sri Lanka (CBSL) should continue to manage
monetary policy prudently, following a data-dependent approach, in the face of inflationary

3 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers
used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.




pressures and market volatility. Directors underscored the need for continued efforts to build up
international reserves and that exchange rate flexibility should be the first line of defense against
volatile global capital flows. Directors welcomed the CBSL’s roadmap to flexible inflation
targeting and the planned amendments to the central bank law to further strengthen the CBSL’s
mandate, governance, and autonomy.

Directors welcomed efforts to further strengthen the resilience of the financial sector, including
with Basel III implementation. They noted that macro-prudential tools could be used to rein in
excessive credit growth in the real estate sector and encouraged the authorities to address
identified weaknesses in non-bank financial institutions. They commended ongoing efforts to
improve the AML/CFT regime and looked forward to timely implementation of FATF-compliant
laws and regulations.

Directors underscored the importance of implementing growth-enhancing structural reforms as
outlined in the authorities’ medium-term strategy. They recommended gradual liberalization of
the trade regime and further improvements to the investment climate, including through robust
implementation of the new IRA. To foster inclusive growth, Directors encouraged additional
measures to enhance the effectiveness of social safety nets and female labor force participation
through labor market reforms and gender budgeting. They also noted that a well-designed natural
disaster risk financing framework can help Sri Lanka address costs associated with climate
change.



Sri Lanka: Selected Economic Indicators, 2015-23

2015 2016 2017 2018 2019 2020 2021 2022 2023
CR/18/3 Est. CR/18/3 Proj. Proj.
GDP and inflation (in percent)

Real GDP growth 5.0 4.5 4.2 3.1 4.6 4.0 4.5 4.7 4.8 4.9 5.0

Inflation (average) 2.2 4.0 6.0 6.6 4.8 4.8 4.8 4.9 4.9 4.9 4.9

Inflation (end-of-period) 4.6 4.5 5.1 7.1 5.0 4.7 4.8 4.9 4.9 4.9 4.9

Core inflation (end-of-period) 6.7 5.8 4.6 4.3 4.6 4.6 4.6 4.6 4.5 4.5 4.5

Savings and investment (in percent of GDP)

National savings 28.8 32.8 28.7 33.9 29.1 34.4 35.0 35.1 35.2 35.4 35.6
Government -2.2 -0.5 -0.9 -0.7 -0.3 0.1 1.3 1.4 1.5 1.6 1.6
Private 31.0 334 29.7 34.6 29.4 34.3 33.7 33.8 33.7 33.9 33.9

National Investment 31.2 35.0 31.7 36.5 31.6 36.9 37.5 37.6 37.5 37.6 37.7
Government 6.4 7.5 6.3 8.1 6.0 7.4 7.4 7.2 7.2 7.1 7.0
Private 24.7 27.5 25.4 28.4 25.6 29.5 30.1 30.3 30.4 30.5 30.7

Savings-Investment balance -2.4 -2.2 -3.0 -2.6 -2.5 -2.5 -2.5 -2.4 -2.3 -2.2 -2.2
Government -8.6 -8.0 -7.1 -8.8 -6.3 -7.3 -6.1 -5.9 -5.7 -5.5 -5.4
Private 6.3 5.9 4.2 6.1 3.8 4.8 3.6 3.5 3.3 3.3 3.2

Public finances (in percent of GDP)

Revenue and grants 13.3 14.2 14.2 13.8 15.0 14.6 15.9 16.0 16.1 16.2 16.2

Expenditure 20.4 19.6 19.9 19.4 20.0 19.2 19.5 19.5 19.6 19.7 19.6

Primary balance -2.2 -0.2 -0.2 0.0 1.0 1.0 2.0 2.1 2.1 2.1 2.0

Central government balance -7.0 -5.4 -5.7 -5.5 -5.0 -4.6 -3.6 -3.5 -3.5 -3.5 -3.5

Central government net domestic financing 4.3 2.1 3.4 2.2 2.9 2.1 2.9 2.9 2.7 2.7 2.7

Central government debt 78.5 79.6 81.6 79.3 80.3 77.3 75.2 73.0 70.9 68.8 66.7

Money and credit (percent change, end of period)

Reserve money 16.5 27.1 13.0 9.8 13.3 13.8 12.6 12.4 12.3 12.3 12.3

Broad money 17.8 18.4 18.9 16.7 15.0 14.0 13.7 13.3 13.0 12.6 12.6

Domestic credit 23.5 16.4 13.2 12.5 12.1 10.6 11.0 10.7 10.7 10.5 10.6

Credit to private sector 25.1 21.9 16.3 14.7 14.8 13.7 12.6 12.4 12.3 12.2 12.1

Credit to central government and public corporations 21.3 8.1 8.0 8.7 7.3 5.1 7.9 7.2 7.1 6.8 7.1

Balance of payments (in millions of U.S. dollars)

Exports 10,547 10,310 11,244 11,360 11,861 11,922 12,504 13,103 13,768 14,536 15,347

Imports -18,935 -19,183 -21,040 -20,978 -21,932 -22,294  -23,848 -25,035 -26,194 -27,430 -28,749

Current account balance -1,882 -1,743 -2,461 -2,309 -2,180 -2,308 -2,514 -2,567 -2,667 -2,692 -2,844

Current account balance (in percent of GDP) 2.4 2.2 -3.0 -2.6 -2.5 -2.5 -2.5 -2.4 -2.3 2.2 2.2

Export value growth (percent) -5.2 -2.2 9.1 10.2 5.5 4.9 4.9 4.8 5.1 5.6 5.6

Import value growth (percent) -2.5 1.3 8.5 9.4 4.2 6.3 7.0 5.0 4.6 4.7 4.8

Gross official reserves (end of period)

In millions of U.S. dollars 7,304 6,019 7,505 7,959 8,014 9,268 9,710 10,179 10,949 11,602 12,240

In months of prospective imports of goods & services 3.7 2.8 3.4 3.6 3.4 3.9 3.9 3.9 4.0 4.1 4.3

In percent of ARA composite metric 68.9 54.7 66.9 68.9 66.5 74.2 74.5 75.1 76.8 77.4 79.7

External debt (public and private)
In billions of U.S. dollars 44.8 46.5 48.3 51.9 49.5 55.0 58.3 60.2 62.7 65.8 69.2
As a percent of GDP 56.4 57.4 58.2 59.3 57.4 58.9 58.5 56.7 55.3 54.2 53.2
Memorandum items:
Nominal GDP (in billions of rupees) 10,951 11,907 13,027 13,289 14,271 14,524 15899 17,437 19,142 21,034 23,134
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STAFF REPORT FOR THE 2018 ARTICLE IV CONSULTATION
AND FOURTH REVIEW UNDER THE EXTENDED
ARRANGEMENT UNDER THE EXTENDED FUND FACILITY

KEY ISSUES

Recent developments and outlook. After a series of weather calamities in 2017, the
economy is stabilizing. Real GDP growth is projected to reach 4 percent in 2018,
supported by a recovery in agriculture and industry as well as robust growth in services.
Important progress has been made in fiscal consolidation and energy pricing reforms.
The CBSL has effectively curbed credit growth and stabilized inflation despite recent
pressures, while stepping up its pace of reserve accumulation.

Focus of the Article IV Consultation. Building on the authorities’ ambitious Vision 2025
strategy, discussions focused on strengthening institutions to promote stability and
inclusive growth. Key priorities include promoting fiscal consolidation through more
robust fiscal rules and SOE reforms; modernizing monetary and exchange rate
frameworks; and accelerating growth-enhancing reforms.

Program performance. Despite the severe shocks and some implementation delays,
program performance remains broadly on track. All end-December and continuous
performance criteria were met. Due to a weather-related spike in food prices, inflation in
December exceeded the upper limit for the inner band, but has since fallen back within
the band. The authorities implemented all six structural benchmarks for this review,
including an automatic fuel pricing mechanism, although with some delays.

Key challenges ahead. The economy remains vulnerable to adverse shocks given still
sizable public debt, large refinancing needs, and low external buffers. Despite the
authorities’ firm commitment to the program, political uncertainty in the run-up to the
2019-20 elections could slow reforms. Sustained reform momentum is critical to sustain
growth and strengthen resilience, through further revenue mobilization and SOE
reforms, vigilant monetary policy and sustained reserve build up, in the context of
greater exchange rate flexibility, as well as further steps to enhance competitiveness and
economic inclusion.

Staff supports the authorities’ request for completion of the fourth review. The
purchases available upon completion of this review will be equivalent to SDR 177.774
million, bringing total purchases under the Extended Fund Facility (EFF) to SDR 715.230
million.
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BN CONTEXT

1. Sri Lanka is undertaking significant reforms under the EFF program. The authorities
requested the 3-year EFF arrangement in June 2016, in response to a difficult external environment
and increasing strain from unbalanced macroeconomic policies. The first phase of the program has
successfully re-set the policy mix to support stability and resilience. However, further efforts are still
needed to lock-in this progress and complete the institutional and structural reforms necessary to
achieve strong and sustained growth. In September 2017, the government announced their Vision
2025—an ambitious strategy to enhance Sri Lanka's competitiveness and unlock its economic
potential to reach upper-middle income status through a range of structural, macro, and social
reforms. The Vision's philosophy and menu of reforms set the basis for the remainder of the
authorities’ program.

2. Performance in the first half of the EFF program has remained broadly on track.
Despite some implementation delays and weather-related shocks, the authorities achieved a primary
surplus in 2017, through expenditure management and revenue mobilization. Despite a challenging
economic environment, the CBSL conducted monetary policy prudently, bringing inflation back
within its band. Taking advantage of favorable market conditions in 2017, the CBSL also stepped up
its pace of reserve accumulation. Major milestones include the launch of the new Inland Revenue
Act, progress with SOE and energy-pricing reforms, as well as adoption of the CBSL's Roadmap to
flexible inflation targeting.

3. Despite progress under the program, many challenges still lie ahead in the run-up to
the 2019-20 elections. Public debt remains high and external buffers low against standard metrics,
leaving the economy vulnerable to shocks, while limited export diversification and FDI suggest that
the country’s growth potential has yet to be realized through structural reforms. Political uncertainty
has increased following the opposition’s victory in the February 2018 local elections and two cabinet
reshuffles. While the Prime Minister passed a no-confidence vote in April," there is an elevated risk
that the political window for enacting major reforms will narrow in the run-up to the presidential
and parliamentary elections scheduled for late 2019 and 2020, respectively. To secure the hard-won
gains under the program and support inclusive and sustained growth, the reform momentum needs
to accelerate, buttressed by strong policy frameworks and institutions.

4. Against this backdrop, this year’s Article IV consultation and the remainder of the EFF
program focus on strengthening institutions to promote stability and inclusive growth. Key
priorities include (i) promoting fiscal consolidation through further revenue mobilization, more
robust fiscal rules, and SOE reforms; (ii) modernizing monetary and exchange rate frameworks to

T A two-party coalition government comprising the Sri Lanka Freedom Party led by President Sirisena and the United
National Party led by Prime Minister Wickremesinghe has been in place since January 2015.

4 INTERNATIONAL MONETARY FUND
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rebuild buffers; and (iii) accelerating the structural reform agenda to lay the foundation for more
sustainable and inclusive growth in Sri Lanka.

fFiscal and SOE Reforms\

« Continue revenue-based
fiscal consolidation

Inclusive Growth

« Liberalize trade regime

« Improve investment
climate

« Strengthen social safety
nets

* Introduce gender and
climate change budgeting

( Structural Reforms for )

« Upgrade fiscal rules

« Strengthen debt
management, fiscal
transparency, and SOE
governance

« Complete energy pricing
reforms and SriLankan
Airlines restructuring

| Y4

Stability &
Inclusive
Growth

Sri Lanka: Strengthening Institutions to Promote Stability and Inclusive Growth

(Monetary, Exchange Rate\
& Financial Sector Policies

« Upgrade central bank law
toward inflation targeting

« Build up international
reserves to adequate level

* Promote greater exchange
rate flexibility

« Introduce macroprudential
policies as needed to avoid
systemic financial sector

\risks )

N MACROECONOMIC DEVELOPMENTS

5. Growth and inflation developments were mixed in 2017 mainly due to weather
calamities, while external and financial conditions improved.

Real GDP growth slowed to 3.1 percent in 2017, reflecting a contraction in agriculture from
large-scale floods and lingering effects of a drought. Nonetheless, industry grew by about

4 percent in 2017, despite a deceleration in construction in the last quarter, while services and

agriculture started to normalize in 2017Q4.2 On the expenditure side, the 2017 slowdown

reflected weak public and private consumption, and higher weather-related imports. While the
economy is operating below potential, with a negative output gap of 0.3 percent in 2017, a pick-
up in Purchasing Managers’ Index readings in March 2018 points to a gradual recovery in

economic activity.

e Headline Colombo CPI inflation peaked at 7.8 percent (y/y) in October 2017, driven by spikes in
food inflation caused by domestic supply shortages following the floods and drought. It
declined to 3.8 percent in April 2018, as agriculture production and food inflation normalized.

Core inflation stood at 3.5 percent in April.

2 National Income Account data for 2015 and 2016 were revised by the Department of Census and Statistics in March 2018,

resulting in higher nominal GDP figures.

INTERNATIONAL MONETARY FUND 5
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Sri Lanka: Recent Macroeconomic Developments
(In percent, year-on-year contribution)
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The current account deficit widened to 2.6 percent of GDP in 2017 from 2.2 percent in 2016, due
to weather-related imports of food and fuel. Exports of goods grew at 10 percent in 2017, with
improved access to EU trading partners from the Generalized Scheme of Preferences (GSP+)
supporting seafood and textile exports. Capital inflows resumed in early 2017 accompanied by a
strong rebound in portfolio inflows and FDI, which rose by 79 percent and 97 percent (y/y),
respectively. Treasury bond yields declined by about 200 basis points during 2017, and the EMBI
spread stabilized. Despite some market volatility and a moderation in portfolio flows in 2018Q1,

the government successfully placed a US$2.5 billion international bond in April. Gross

international reserves (GIR) increased from $7.3 billion at end-2015 to $8.0 billion at end-2017,
although they remained relatively low at 3.6 months of imports and 69 percent of the ARA

INTERNATIONAL MONETARY FUND
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metrics. The rupee remained relatively stable against the US dollar in 2017, followed by a
depreciation of around 3 percent as of mid-May 2018.

e Credit growth decelerated gradually to 14.7 percent (y/y) in December 2017 from its 28.5 percent
peak in July 2016. However, credit to construction continued to grow rapidly at around
22.5 percent in 2017, reflecting buoyant real estate markets for both personal and commercial
properties.? Land prices in Colombo appreciated by 10.4 percent (y/y) in December 2017. Real
lending rates stood at above 5 percent for most of 2017 but increased to about 7 percent in
February 2018 with the deceleration in inflation.

B OUTLOOK AND RISKS

6. The economy is projected to normalize gradually after the recent shocks. Real GDP
growth is expected to rise to 4 percent in 2018, supported by robust service growth and a sustained
recovery in agriculture and industry led by construction. Consumption is projected to contribute
positively to growth, offsetting the negative impulse from fiscal consolidation, estimated at

0.3 percent of GDP. Over the medium term, growth is expected to rise to about 5 percent, though
still below its historical average, with TFP growth reaching 2 percent. With signs of a rebound in
agricultural production and food prices stabilizing, inflation is projected to decline below

5 percent—the mid-point of the CBSL target—by end-2018.

7. The balance of risks remains significantly tilted to the downside (Annex Il). Key domestic
risks include implementation delays in fiscal reforms, exacerbated by political uncertainty in the run-
up to the elections; new weather calamities leading to a slower-than-expected recovery in
agriculture and high food inflation; and a reacceleration of credit growth, particularly in real estate,
adding to macro-financial vulnerabilities. Against the backdrop of high public debt and large
government financing needs, the main external risk stems from tighter global financial liquidity
conditions, with a reversal of portfolio inflows raising government borrowing costs and slowing the
buildup of foreign reserves. Structurally weak growth in key advanced economies or a significant
slowdown in China could also lower exports of goods, tourism, and FDI inflows. On the upside,
stronger external demand and FDI inflows could support activity.

8. Sri Lanka’s external position in 2017 was broadly consistent with fundamentals and
desirable policy settings, but it remains vulnerable to shocks amid rising market volatility
(Annex lll). The EBA-based current account gap for 2017 is estimated at -0.5 percent of GDP. The
unexplained residual of the model may point to the need for further structural reforms to improve
competitiveness. The CA gap estimates suggest a small REER overvaluation (3 percent), although
alternative ones based on the EBA-lite REER model suggest a somewhat higher one (14 percent).
External debt is sustainable, but currency and rollover risks remain high, in the context of still low

3 See Selected Issues Paper “Sri Lanka's Credit Expansion: Engineering a Soft Landing while Financing Growth?”

INTERNATIONAL MONETARY FUND 7
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reserve coverage, structural rigidities hampering competitiveness, and rising domestic and external
volatility.

Authorities’ Views

9. The authorities expect a stronger growth rebound for 2018 and beyond. While
concurring with staff on the significant downside risks to the outlook, the CBSL projects growth to
reach slightly above 5 percent in 2018 and accelerate to about 6 percent over the medium term, as
various infrastructure projects, including the Colombo Port City Project, gather momentum. The
CBSL projects headline inflation to stay within the targeted levels during 2018. With rising interest
rates in real terms, the authorities project credit to grow at a sustainable level while noting that the
real estate sector needs to be closely monitored. The authorities reiterated their commitment to
implement economic reforms, despite recent political uncertainty. The authorities agreed that the
country’s external position is broadly consistent with fundamentals, while noting that staff's
assessment of the CA gap and implied REER overvaluation was subject to a high degree of
uncertainty.

I ARTICLE IV DISCUSSIONS: STRENGTHENING
INSTITUTIONS TO PROMOTE STABILITY AND
INCLUSIVE GROWTH

A. Advancing Fiscal Consolidation through Stronger Institutions

The authorities remain committed to a fiscal deficit target of 3.5 percent of GDP by 2020 through
greater revenue mobilization. In view of still high risks to public debt sustainability, discussions focused
on the fiscal consolidation path and the need to strengthen institutions through more robust fiscal
rules and medium-term debt management.

Background

10. Sri Lanka’s fiscal consolidation efforts have advanced under the program, despite
slower revenue mobilization and disaster-related spending. The primary balance reached a small
surplus in 2017, from a deficit of 2.2 percent of GDP in 2015. The improvement was due to lower
current non-interest expenditure (1.7 percentage points) and higher revenues (0.5 percentage
points), with the tax to GDP ratio improving by 0.2 percentage points and falling slightly short of the
2017 target. The increase in VAT collections due to the 2016 VAT amendments (1.3 percent of GDP)
was more than offset by: (i) the unwinding of temporary revenue increases in 2015 (about 1 percent
of GDP); (ii) weak excise collections from lower liquor and tobacco sales; and (iii) a delay in
implementing the new IRA. Nonetheless, capital expenditure remained broadly unchanged, while a
realignment in the 2017 budget accommodated disaster-related spending of 0.4 percent of GDP,
resulting in an overall fiscal deficit of 5.5 percent of GDP. Gross public debt stood at 84.6 percent of
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GDP in 2017, broadly unchanged from 2016, as favorable debt dynamics were offset by the
reclassification of the Hambantota Port loan from the Sri Lanka Ports Authority to the central
government (Annex IV, Box 3).

11. Progress with fiscal structural reforms continues. The new IRA, a flagship reform under
the program, was enacted in October 2017 and implemented in April 2018, one year later than
originally envisaged. The new Act drastically simplifies the tax system in line with international best
practice and is expected to boost income tax collections by /2 percent of GDP through
rationalization of tax exemptions. Similarly, the 2016 VAT amendments not only raised the VAT rate
from 11 percent to 15 percent but also substantially broadened the VAT base by removing
exemptions, such as on telecommunications. The authorities also implemented risk-based VAT
administration, rolled out the new Revenue Administration Management Information System
(RAMIS), and introduced spending commitment controls.

12. The authorities’ 2018 budget targets a primary surplus of 1 percent of GDP. The IRA
and additional measures in the budget are expected to deliver 0.9 percent of GDP in revenue. The
authorities’ reduction of import duties on gasoline and diesel in December 2017 to mitigate losses
of SOEs amid rising global prices is expected to lower revenue by 4 percent of GDP in 2018. This
shortfall is expected to be met by rationalizing and prioritizing capital spending, unless revenue
performance is stronger than anticipated.

Sri Lanka: Summary of Central Government Operations
(In percent of GDP)
2015 2016 2017 2018 2019 2020
EFF  EFF 3rd EFF 3rd EFF

request review Est. review Proj. Proj. request Proj.
Total Revenue and grants 133 14.2 14.0 14.2 13.8 15.0 14.7 15.9 15.8 16.0
Of which: tax revenue 12.4 12.3 129 129 12.6 13.7 13.4 14.6 14.6 14.7
Total Expenditure 20.4 19.6 18.8 19.9 19.4 20.0 19.2 19.5 19.3 19.5
Current Expenditure 15.5 14.8 13.9 15.1 14.5 15.3 14.5 14.6 13.6 14.7
Of which: interest 4.8 5.1 4.7 5.5 5.5 5.9 5.6 5.6 4.5 5.6
Capital Expenditure 4.8 4.8 4.9 4.8 4.9 4.7 4.7 4.9 5.6 4.9
Overall balance -7.0 -5.4 -4.7 -5.7 -5.5 -5.0 -4.5 -3.6 -3.5 -3.5
Primary balance -2.2 -0.2 0.0 -0.2 0.0 1.0 1.0 2.0 1.0 2.1
Non-interest expenditure 15.5 145 141 14.4 13.8 14.0 13.7 13.9 14.8 13.9

Sources: Data provided by the Sri Lankan authorities; and IMF staff estimates.

Policy Discussions

13. Risks to public debt sustainability remain elevated (Annex IV). Gross public debt is
projected at 83.7 percent of GDP in 2018, well-above peer emerging markets. This is in the context
of sizable gross financing needs of around 18.6 percent of GDP in 2018 and international bond
redemptions in 2019-22. Going forward, sustained fiscal efforts to reach an overall deficit of

3.5 percent of GDP by 2020 are expected to lower the debt ratio to 80 percent of GDP by 2020 and,
under unchanged policies, to 73 percent by 2023, reducing the risk of debt distress. Sensitivity
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analyses point to high debt sustainability risks, especially if sizable contingent liabilities from SOEs,
estimated at about 11 percent of GDP in 2017, were to materialize.

14. Frontloading fiscal consolidation in 2019 through further revenue mobilization will
help anchor confidence in fiscal policy management. The authorities remain committed to a
primary surplus of 2 percent of GDP in 2019, in
line with the third EFF program review. Based on
updated interest payment projections, this would
advance their fiscal consolidation plans and help

Sri Lanka: lllustrative Composition of
Fiscal Consolidation for 2019
(In percent of GDP)

anchor investor confidence amid looming Revenue +1.25
. . . . Baseline 1/ +0.25
financing needs. Meeting the 2019 primary RA base effect +0.25
balance target will require additional measures of Measures +1.00
about 1 percent of GDP (see table). In staff's view, Strengthen labor income tax collections +030
. - Expand PIT withholding
the package should focus on domestic revenue Eliminate VAT exemptions +030
mobilization, due to limited room for further - Electricity, LPG, selected food products
. . Raise petroleum excise rates +0.40
expenditure cuts and need to protect or raise - Unwind December 2017 cuts in import duty +0.25
social spending. Given the ambitious base- - Additional rate increase +0.15
. . Strengthen tobacco and alcohol excises +
broadening already realized under the 2016 VAT - Measures to reduce smuggling
amendments and envisaged under the IRA, staff Improved tax compliance *
. . Rationalize para-tariffs -
discussed a menu of tax options for the 2019
. . . .. Non-interest expenditure +0.25
bUdget' WhICh IndUded removmg remammg VAT Social safety net, healthcare, natural disasters +
exemptions, expanding labor income tax Capital spending *
Other 0.00
. . .. . 4
withholding, and raising excise rates for fuel. Primary balance 1.00

Efforts to strengthen tax compliance should be Source: VIF taff estimates.
also stepped up (MEFP 112), to create space for 1/ Assumes raising excise tax rates in line with inflation.
para-tariff rationalization.

15. Improving efficiency of infrastructure spending can create space for social safety nets
and natural disaster mitigation. Based on the IMF/World Bank Public Investment Management
Assessment (PIMA), there is still ample scope to enhance public investment efficiency by upgrading
the medium-term expenditure framework with binding multi-year spending ceilings, introducing
systematic project appraisal and selection, and strengthening commitment-based spending controls
by fully rolling out the new public financial management IT system (ITMIS). Savings could help
expand coverage of social safety nets (147), accommodate gender and contingency budgeting for
natural disasters (148-49), as well as improve public healthcare to reduce out-of-pocket costs.

16. A stronger fiscal rule can help anchor debt sustainability beyond 2020.° In line with their
Vision 2025, the authorities plan to upgrade the Fiscal Management (Responsibility) Act (FMA),
which contains ceilings on central government debt, the budget deficit, and government

4 The latter to offset the reduction in fuel import duties in December 2017.

> See Selected Issues Paper “Toward Second-Generation Fiscal Rules in Sri Lanka.”
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guarantees, but insufficient enforcement mechanisms and corrective actions. Given the still high risk
to debt sustainability, staff recommended a more ambitious consolidation path beyond the program
period than the overall deficit of 3.5 percent of GDP envisaged under current policies. Specifically, a
reduction of the deficit to 2 percent of GDP by 2025 would bring the debt ratio to 50 percent by
2029, closer to the median debt

ratios for emerging markets Sri Lanka: Fiscal Deficit and Public Debt Paths

(active scenario; see chart).® If the (In percent of GDP)

fiscal deficit is maintained at 3.5 100

percent of GDP from 2020 80

onwards, the debt ratio would 60

converge to 50 percent only in 40

2034. Given the repeated breaches 20

under the existing FMA, a revised o B N R R RNENENERNRBN
fiscal rule should also contain 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033
mechanisms to raise the B Overall deficit (current policy, RHS) Overall deficit (active scenario, RHS)
reputational cost of Public debt (current policy) = = = Pyblic debt (active scenario)
noncomp“ance’ including Sources: Ministry of Finance; and IMF staff estimates.

transparent monitoring, correction mechanisms, and clearly defined escape clauses. To reduce risks
from quasi-fiscal operations, coverage of fiscal accounts should be as broad as possible under the
rule to include extrabudgetary and quasi-fiscal operations.

17. Stronger debt management and fiscal reporting can also support investor confidence.
Staff welcomed important steps taken to manage large external repayments in coming years,
including cabinet approval of a strategy to cope with maturing international sovereign bonds and
parliament approval of the Liability Management Act. To further strengthen debt management, the
authorities are working on a proposal to consolidate debt management functions into an
independent public debt management agency in charge of developing, implementing, and
periodically publishing the Medium-Term Debt Management Strategy (MTDS), in line with global
best practice. These arrangements would support investors' confidence and reduce issuance costs
over time. Contingent risks from guaranteed debt can be mitigated by tightening the selection
criteria and setting an administrative limit on the stock of guarantees. Staff also welcomed the
authorities’ plan to compile fiscal data in line with the 2014 Government Finance Statistics Manual,
to clarify the perimeter of fiscal activities including quasi-fiscal operations of SOEs (MEFP 19).

Authorities’ Views

18. The authorities reiterated their commitment to the 2020 fiscal target. They highlighted
important progress in meeting the fiscal targets through revenue mobilization, emphasizing that the
new IRA will not only boost revenues but also make Sri Lanka's tax system more equitable, by raising
the share of direct taxes vis-a-vis indirect taxes. In view of lackluster growth in 2017, they agreed on

6 Staff simulation shows that targeting a debt ratio of 50 percent of GDP over the medium-term would keep the debt
ratio below the debt distress threshold for emerging markets of 70 percent with a 90 percent probability.
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the need to make fiscal consolidation in 2018-19 as growth-friendly as possible, and address social
and distributional consequences through expenditure reorientation toward priority areas. They
highlighted that fiscal performance would continue to be reported to parliament on a quarterly
basis, and any revenue shortfalls would prompt the government to realign expenditure under
parliamentary oversight. The authorities agreed on the benefit of strengthening fiscal rules, public
debt management, including by establishing an independent office, and fiscal reporting, and
expressed interest in IMF and World Bank Technical Assistance (TA). While agreeing that
strengthening fiscal rules is important, the authorities emphasized the importance of balancing
growth and debt reduction considerations when defining the fiscal path beyond 2020.

B. Strengthening SOE Governance and Reducing Fiscal Risks

Given the sizable quasi-fiscal risks posed by SOEs to fiscal balance sheets, discussions focused on the
remaining steps to institutionalize performance-based SOE supervision, complete energy pricing
reforms, and expedite restructuring of Sri Lankan Airlines.

Background

19. The large and inefficient SOE sector continues to pose substantial fiscal risks. SOEs’
financial obligations, estimated at 11 percent of GDP in 2017, consist mainly of project loans, short-
term bank loans linked to fuel subsidies, and aircraft lease commitments. SOEs have engaged in
quasi-fiscal operations such as supplying energy at subsidized prices and funding infrastructure
projects, with their debt absorbed by the government in times of difficulties. Lack of transparency,
including delays in publishing audited financial statements, has raised concerns over undisclosed
liabilities. The authorities published Statements of Corporate Intent (SCls) for 5 major SOEs in 2017
as a first step toward stronger governance and transparency.’” Financial losses by Sri Lankan Airlines
averaged 0.1-0.4 percent of GDP per year in 2011-17 and attempts to find a strategic partner have
been unsuccessful so far.

Sri Lanka: Performance of CEB, CPC, and SLA, 2017
Ceylon Electricity Board Ceylon Petroleum Corp. SriLankan Airlines
(CEB) (CPC) (SLA)
Rupees % of annual Rupees % of annual Rupees % of annual
billions GDP billions GDP billions GDP
Revenue 227 1.7 457 3.4 150 1.1
Expenditure 275 2.1 454 34 168 1.3
Balance -47 -04 4 0.0 -18 -0.1
Memorandum item:
Outstanding financial obligations, end-2017 307 23 387 29 369 2.8
Sources: Sri Lankan authorities; and IMF staff estimates.

" Each SCI encompasses the SOE's mission, multiyear corporate plan, and performance indicators, providing
the basis for enhanced oversight and financial discipline.
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20. The authorities have made important progress with energy pricing reforms to address
these risks. Fuel and electricity prices have been set administratively on an ad hoc basis and left
unchanged since 2015, resulting in off-budget energy subsidies that have benefitted
disproportionally the rich. In 2017Q4, the cost of non-commercial obligations (NCOs) to supply
energy at prices below cost-recovery levels reached 0.2 percent of GDP. The authorities’ planned
reforms under the program aim at expensing NCOs within the budget limit and eventually
eliminating them by setting retail prices above cost-recovery levels. Recent progress includes:

e Cabinet approved in May 2018 an automatic fuel pricing mechanism with immediate effect. As a
result, one-off increases in gasoline, diesel, and kerosene prices were implemented to bring
prices back in line with cost recovery levels. Going forward, formula-based price adjustments
will take place on a quarterly basis. A targeted kerosene subsidy is planned by end-May to
mitigate the distributional impact of the reform.

e The authorities have taken steps toward an automatic electricity pricing mechanism. An
electricity tariff methodology was issued by the Public Utilities Commission in 2015 but remains
to be implemented. A Bulk Supply Transaction Account (BSTA) was established in May 2018 to
enhance transparency on electricity NCOs, as a precondition for the implementation of the
automatic pricing mechanism, whose cabinet approval is envisaged by September.

Sri Lanka: Sequence of Energy Pricing Reforms

Estimating
Non- +Report on fuel and electricity NCOs in November 2017
(@l -1 « Bulk Supply Transaction Account was established in May
Obligations 2018, enhancing transparency for electricity NCOs
(NCOs)

«If positive, NCOs should be transferred from
L EalihsSiyleM  government to SOEs as above-the-line spending

NCOs «This prevents using SOEs as quasi-fiscal agents
«Uncompensated NCOs are set as indicative target

Cost-reflective
E1106) 11 ile ]« Fuel: cabinet decision obtained in May 2018
pricing «Electricity: cabinet decision by September 2018
formula

Source: IMF staff. Actions in bold are structural benchmarks under the EFF-supported program.

Policy Discussions

21. Further steps are needed to strengthen SOE governance and transparency. Building on
earlier progress, discussions focused on how to use SCls as a vehicle to monitor SOE performance
and disseminate results periodically to the public. Staff welcomed the plan of the Ministry of Finance
(MOF) to prepare SCI compliance reports biannually on key performance indicators for each SOE.
Because SOE financial data are critical to assess contingent fiscal liabilities, staff urged the
authorities to accelerate publication of audited financial statements.
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22. Staff welcomed important progress with energy pricing reforms. Cabinet approval of
the automatic fuel pricing formula and the BSTA establishment mark a clean break from the past.
While energy prices reforms are fully implemented, the authorities committed to recognize the
quasi-fiscal cost of fuel and electricity NCOs as central government expenditure to prevent further
buildup of contingent liabilities. Staff also emphasized the importance of speeding up social safety
net reforms, starting with the establishment of a social registry and means-testing criteria (147), to
compensate the poor for higher energy prices as necessary.

23. The authorities stepped up efforts to restructure Sri Lankan Airlines (SLA), but
implementation will be key. The newly established Restructuring Committee has engaged with an
expert airline consulting firm to develop a detailed restructuring plan, updating the resolution
strategy devised in 2015. Designed to place the airline on a sound financial and operational footing,
the plan is expected to include further network and fleet optimization as well as debt resolution, and
will be operationalized by a new board appointed in March. Staff welcomed the progress and urged
the authorities to implement the restructuring plan expeditiously.

Authorities’ Views

24. The authorities agreed on the need to further advance SOE reforms to contain fiscal
risks. The authorities saw merit in greater transparency in SOEs' financial operations and prepared
the first SCI compliance report in May. While they agreed on the importance to accelerate
publication of SOEs’ audited financial statements, they noted capacity constraints. The authorities
intend to complete energy pricing reforms by 2018 and, with the appointment of a new Board for
Sri Lankan Airlines, expect the implementation of the restructuring plan to advance rapidly and allow
for the identification of a strategic partner. They recently established a PPP unit in the MOF to
support this process and improve Sri Lanka’s public-private partnership framework.

C. Modernizing Monetary and Exchange Rate Policy Frameworks

The CBSL has prudently managed monetary policy and accumulated reserves through FX purchases
from the market. Discussions focused on the monetary policy stance, the pace of reserve accumulation
amid rising uncertainty, as well as the next steps in implementing the roadmap to inflation targeting
and a fully flexible exchange rate regime.

Background

25. The CBSL has managed monetary policy prudently in the face of several shocks.
Throughout 2016-17, the CBSL maintained a tightening bias, raising the policy rate corridor three
times to 7.25-8.75 percent through March 2017 and keeping real lending rates above 5 percent
since mid-2016. While headline inflation temporarily breached the CBSL's consultation band in late
2017, mainly due to food price shocks, it has since fallen to 3.8 percent in April 2018. In view of
lower inflation and lackluster growth, the CBSL lowered the standing lending facility rate by 25 basis
points in April 2018, narrowing the policy rate corridor.
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26. Since March 2017, the CBSL has steadily built up reserves through FX purchases.
During October 2016-February 2017, the CBSL intervened in the FX market to reduce excessive
exchange rate volatility in the face of large portfolio outflows. As a result, GIR declined to $6 billion

by end-2016, with coverage dropping to about 3 months

of next year's imports or 55 percent of the Fund's CBSL FX purchases, 2017-18
Assessing Reserve Adequacy (ARA) metrics. As portfolio (In millions of U 5. dollars)
inflows recovered in March 2017, the CBSL resumed FX 400 100
purchases and overperformed against the end-2017 NIR 200
target, purchasing on average $200 million per month. In E ﬂﬂ ﬂﬁﬁﬁ 10 150
the first part of 2018, the CBSL has continued to intervene 0 E " et foreicn oestrane B
Net foreign investment

in the FX market to accumulate reserves, although with 200 _in govemment securities 140

. . - E==ER] Net FX purchases by CBSL
some net FX sales during the most recent period of e RUSD RHS)
volatility. The CBSL has also allowed greater exchange rate 400 =~~~ =~~~ ., 130
flexibility, although currency volatility remains lower than g g g % g § g ogo g g g g g % % g
in EM peers (Annex Ill). The CBSL also unwounded FX Sources: CBSL: and IMF staff estimates.

swaps with commercial banks from $2.5 billion at end-2016
to $1.2 billion in March 2018.

Policy Discussions

27. Monetary policy should remain vigilant and stand ready to adjust to evolving
macroeconomic conditions. Despite the recent monetary loosening, staff projects inflation to
remain slightly below 5 percent, the midpoint of the CBSL's target band, by end-year. The CBSL's cut
in the interest rate reflected concerns about lower than expected growth beyond supply shocks, in
the context of rising interest rates in real terms. While supporting the move, staff recommended a
prudent data-dependent approach going forward, with any adjustment to the policy rate reflecting
evolving macroeconomic conditions. This would balance downside risks to inflation from a weaker

Real Lending Rates
(In percent)

Interbank Rates
(In percent)

]

]
]

2102

vooloz [P
Loz1oz [
A
209L0¢
I0LL0C

yO/10;

[4e1K4
€09102
yOL102
108102
[{oyAXr4
€0L.L0C

[{e}

[ Real Interbank Lending Rate (Based on Headline)
Real Interbank Lending Rate (Based on Core)
CCPI Inflation - Headline

= = = = CCPI Inflation - Core

Nominal Interbank Lending Rate

B Real Average Weighted Lending Rate
El Real Average Weighted Prime Lending Rate

Sources: CBSL; and IMF staff estimates.

INTERNATIONAL MONETARY FUND 15



SRI LANKA

than projected economic recovery and a still negative output gap against upside risks from potential
fiscal slippages and still robust credit growth. In addition, the CBSL should be vigilant against rising
BOP pressures from domestic political uncertainty or global market conditions.

28. Upgrading the central bank law will be instrumental for the new inflation targeting
framework. In October 2017, the CBSL adopted a comprehensive Roadmap for transitioning to
inflation targeting and greater exchange rate flexibility by 2020, supported by IMF TA. A key
milestone in the Roadmap is revising the Monetary Law Act (MLA) to strengthen the CBSL's
mandate, autonomy, governance arrangements, transparency, and accountability. Cabinet recently
approved a policy note with the key elements of the MLA amendments to be submitted to
parliament by March 2019, including, among others, setting price stability as the CBSL's primary
objective, ensuring operational autonomy by removing MOF voting rights in the monetary policy
formulation process, and restricting CBSL's financing of the fiscal deficit.

Sri Lanka: Roadmap for Transition to Inflation Targeting by 2020

’ 2018 H1 1 ’ 2018 H2 ‘ ’ 2019 ‘ ’ 2020 ‘
Q3-4: Legislative Q1: Parliamentary
e Ql: MLA- Drafting approval
Legislative Cabinet approval o
Reforms . Q4: Cabinet Q2: Enactment of
of policy note
Approval of Draft MLA

Q4: Operationalize
FX operations RFQ system for FX

2] B .

O interventions

=

-

2

<

(53 Phase out CBSL
=~ Fiscal i . participation in (i)
= IScatiinancing primary market and
g (ii) advances to gov.
=

<

e

3 Monetary Reduce corridor Introduce a single
© around the policy rate policy rate

Operations

. (i) Strengthen public-awareness outreach program as the
Inflation Target cornerstone of CBSL's communication strategy during the Publish
and IT transition. (i) Reach agreement between CBSL and MoF Inflation
Communications on inflation target and communicate it in CBSL's reports report
and press release.

Assess the consequences of the revised MLA on the
internal organization of the CBSL, and implement the
needed changes

Internal
Organization

Source: IMF staff.
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29. Further efforts to bolster international reserves and promote greater exchange rate
flexibility are critical. Staff underscored the need to sustain the pace of reserve build-up to bolster
the still low ARA metrics ratio and underpin market confidence ahead of large external debt
repayments next year. Staff supported the CBSL's purchases in the FX market to accumulate reserves
and stressed that exchange rate flexibility should be the first line of defense, in the event of a capital
flow reversal. This would help increase two-way movements in the exchange rate and deepen the FX
market. Staff also welcomed the CBSL's plan to intervene in FX markets through a Request-for-
Quotes (RFQ) system (155).

30. Capital flow liberalization should be properly sequenced with macroeconomic
adjustment and supporting reforms. Staff welcomed the new Foreign Exchange Act, which
modernized the FX-related regulations by replacing the 1953 regime of exchange arrangements and
provided market participants with more clarity on FX transactions. The FX repatriation requirements,
introduced in April 2016 amid substantial BOP pressures, constitute a capital flow management
measure (Annex lll). Based on the Fund'’s Institutional View on capital flows, staff recommended
removal of the measure with the timing linked to progress in macroeconomic adjustment and
reserve buildup by the end of the program.

Authorities’ Views

31. The authorities broadly concurred with staff views. The CBSL relaxed monetary policy,
leaving its earlier tightening bias, due to lower than expected growth, low inflation, and high real
interest rates. At the same time, they also noted that risks arising from global economic
developments and the domestic fiscal front needed to be closely monitored going forward. The
CBSL will continue to manage monetary policy prudently, monitoring closely macro-economic
developments, and narrowing the policy corridor, as warranted, as they move toward inflation
targeting. The authorities remain committed to implementing inflation targeting by 2020, as
outlined in their Roadmap. The CBSL's FX purchases to accumulate reserves and the wind down of
FX swaps with commercial banks have improved the level and quality of reserves. Further efforts
toward greater exchange rate flexibility needed to proceed cautiously to guard against unforeseen
market disruptions. However, the CBSL is committed to finalizing the RFQ system design and start its
operation for FX interventions by end-year. The authorities planned to gradually liberalize the capital
account and will assess removing the FX repatriation requirement, while noting that reforms will
need to be timed with macroeconomic and market conditions.

D. Strengthening Financial Sector Resilience

While banks’ balance sheets remain sound, continued efforts are needed to strengthen the resilience of
the financial sector. Discussions focused on the systemic implications and policy response to rapid
credit growth, progress with Basel Ill implementation and non-bank supervision, as well as actions to
improve the AML/CFT regime.
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Background

32. Financial soundness indicators are generally sound for the banking sector, although
weaknesses remain in non-banks. Banks account for two thirds of total financial sector assets.
Despite rapid credit growth, their capital adequacy ratio (CAR) stabilized at 15.2 percent in 2017, and

NPL and provision coverage ratios
improved to 2.5 and 70 percent,

Sri Lanka: Selected Bank and NBFI Indicators, 2017

Risk Gross NPL  Provision
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Source: CBSL.

Policy Discussions
Sri Lanka: Credit Ratio and Cyclical Trend
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including lower LTV limits and higher risk weights on
mortgages and construction sector loans, as well as debt-to-income limits on consumer credit.

34. Sri Lankan banks are strengthening their capital positions under Basel lll migration.
The migration timeframe imposes a minimum CAR of 14 percent for six systemic banks and 12.5
percent for others by January 2019. Although the banking sector appears well prepared to meet the
requirements, risks remain that an adverse shock could weaken asset quality and compel banks to
raise additional capital. Staff recommended preparing contingency plans, including through
consolidation of banks that may not meet the requirement to raise additional capital. A Financial
System Stability Review is planned for FY2019.

8 See Selected Issues Paper “Sri Lanka's Credit Expansion: Engineering a Soft Landing while Financing Growth?”
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35. Staff welcomed steps to strengthen NBFI supervision. The CBSL's six-fold increase in the
end-2020 minimum equity capital requirement for NBFls is expected to strengthen capital positions,
while promoting consolidation of small institutions. With support from IMF TA, the CBSL also
established a new Resolution and Enforcement Department, which is developing the legal
foundation and staff capacity to commence enforcement actions. Staff recommended the CBSL to
develop a comprehensive strategy to subject NBFIs to a level of oversight in line with their risks, and
promptly resolve weak NBFls under CBSL supervision.

36. The authorities have stepped up efforts to improve the AML/CFT regime. The Financial
Intelligence Unit is taking measures to address strategic deficiencies of the AML/CFT framework
identified by the Financial Action Task Force (FATF) in 2017, with the goal of having Sri Lanka
removed from FATF scrutiny. The authorities plan to amend laws relating to international
cooperation and beneficial ownership; ensure implementation of customer due diligence rules and
beneficial ownership requirements by financial institutions and designated non-financial businesses
and professions (DNFBPs); enhance risk-based supervision for financial institutions and DNFBPs; and
establish a targeted financial sanctions regime to implement the relevant United Nations Security
Council Resolutions.

Authorities’ Views

37. The authorities viewed the financial system as well-capitalized and stable. They did not
see systemic risks arising from credit to the construction sector but agreed on the need to remain
vigilant, especially in high segments of the real estate market. The authorities also plan to amend
the MLA to introduce a broader legal framework that facilitates macroprudential surveillance. They
noted that banks were on track to fulfill all Basel lll requirements, and financial sector weaknesses
were concentrated in the NBFI sector. While weak NBFls were not systemically important, they are
working to improve supervision and initiate resolution and enforcement actions with the new
Resolution and Enforcement Department. The authorities are committed to swiftly implement the
FATF's recommended action plan to address weaknesses in the AML/CFT regime.

E. Accelerating Structural Reforms to Promote Inclusive Growth

Sri Lanka can boost its growth potential through trade liberalization, measures to promote the
investment climate and gender equality in the labor market, well-targeted social safety nets, and
contingency planning for natural disaster risks.

Background

38. In the authorities’ Vision 2025, Sri Lanka aims to reach upper-middle income status by
2025. The strategy, which would transform the country into an export-oriented Indian Ocean hub,
shifts away from inward-looking and protectionist policies, and promotes exports, fiscal discipline,
price stability, and inclusive growth. Accordingly, the Vision includes commitments to deliver over
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2018-20 reforms on trade and investment regimes, female labor force participation, social safety

nets, disaster risk management, and stronger
governance.

39. Sri Lanka has a highly protective trade and
investment regime. The introduction of para-tariffs,® to
shield domestic industries and mobilize fiscal revenues,
has effectively doubled the rate of protection in Sri
Lanka over the last decade. According to a new IMF
cross-country database,' trade and FDI regimes in the
country are more restrictive than in other EM peers.
Similarly, the 2016 World Economic Forum (WEF)'s
Enabling Trade Index pointed to Sri Lanka's difficult
market access, high tariff rates, and high tariffs faced in
destination markets as key challenges. Paying taxes in
Sri Lanka was one of the weakest areas identified by the
World Bank’s 2018 Doing Business indicators, reflecting
the complex and unstable tax system and difficulties in
trading across borders.

Sri Lanka: Overall Trade and FDI Regime
(O=least open country; T=most open country)
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underlying measures, nor whether certain measures (such as trade defense)
are an appropriate response to the action of other countries. The “ease of
starting a business” indicator is based on perceptions as part of an
established IFC survey process. Year of data is in square brackets. Available
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Sources: WTO, World Tariff Profiles; UNCTAD TRAINS and COMTRADE;
OECD; WB STRI, World Bank; Global Trade Alert; and IMF staff estimates.
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Sri Lanka: Export Structure
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40. Protectionist policies have hindered trade diversification and FDI. Sri Lanka’s export
structure has not changed in decades and remains concentrated in garments, tea, and rubber

9 Para-tariffs are non-tariff barriers to trade and include the Ports and Airports Development Levy, the Commodity

Export Subsidy Scheme, and the Special Commodity Levy.
10 See IMF Working Paper WP/18/32 for more details.
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products. Failure to diversify exports has led to a declining share in global trade. Despite extensive
tax incentives, FDI has remained anemic at below 2 percent of GDP, well-below fast-growing Asian
peers. Moreover, only a small share of FDI has reached sectors associated with global production
and export networks.

41. Inclusive growth has been hindered by vulnerability to natural disasters, weak social
safety nets, and low female labor force participation. Sri Lanka is prone to frequent weather-
related natural disasters, possibly reflecting climate change, with recent floods and droughts taking
a heavy toll (Box 1). While the country successfully reduced extreme poverty rates over the last
decade, many households remain vulnerable to falling back into poverty, especially when hit by
shocks. Social safety nets suffer from poor targeting and low coverage, with 2012-13 household
survey data showing that more than half of the poor received no social safety benefits, while a third
of social safety spending went to the richest 60 percent of the population. Despite the high female
education attainment, Sri Lanka has a very low female labor force participation, amid an aging
population and soon shrinking labor force (Box 2).

Policy Discussions
i. Liberalizing trade and improving the investment climate

42. Trade and economic liberalization can boost productivity growth. Staff analysis
suggests that a weak business environment has limited productivity growth arising from mega-scale
publicly-financed infrastructure projects in recent years. This contrasts to the 1970s and 80s
experience when investment in tradable sectors drove the productivity boost, in the context of trade
and market liberalization. Cross-country regressions suggest that product market reforms and tariff
reductions could lift Sri Lanka’s annual GDP growth by about 0.8 percentage points.!’

43. The authorities are taking important steps to support trade and FDI. Staff welcomed the
authorities’ commitment to gradually rationalize para-tariffs and, given their significant revenue
contribution (1.8 percent of GDP in 2017), ongoing work to identify alternative domestic revenue
sources. Staff also welcomed plans to transition to a predictable, fair, and automated trade regime
equipped with a one-stop shop to streamline export and import processes.

44. The new IRA is expected to improve the investment climate substantially. The previous
income tax incentive regime, with various tax holidays, profit exemptions, and reduced tax rates,
failed to promote FDI. The new IRA replaced it with rule-oriented and investment-based incentives
designed to attract firms with substantial up-front investment. Moreover, it should improve Sri
Lanka's business environment by promoting predictability and transparency of income taxes,
aligning them with international best practice, and developing a level playing field for investors.

" See Selected Issues Paper “Sri Lanka: Structural Transformation—The New Frontier.”
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Box 1. Coping with Natural Disaster Risks’

Sri Lanka is prone to natural disasters. Sri Lanka'’s disaster risk profile is characterized by relatively
frequent events with small-to-moderate severity (floods) and infrequent ones with larger impact
(cyclones, droughts).2 The combined average annual loss from natural disasters is estimated at about 0.5
percent of GDP. For high-risk events, Sri Lanka is estimated to face disaster costs of about 2.4 percent of
GDP once every 100 years.

Sri Lanka: Government Spending on Natural Disasters, 2017-18

Natural disasters have resulted in large ex- 2017 Actual 2018 Budget
post fiscal costs. In 2017, the central Rsbn % GDP Rsbn % GDP

04 ¢ GDP Total 53.5 0.41 21.0 0.5

government spent 0.4 percent o to cope 1. Mitigation 04 0.00 152 011

with the floods and drought. Because spending  |2. Rehabilitation 344 0.26 06 0.00

for rehabilitation and cash support had not 3. Cash support >2 004 00 000

) ) o 4. Insurance 55 0.04 35 0.02

been appropriated in the original budget, the 5. Other 8.0 0.06 17 0.01

government had to realign the budget by mid-

Sources: MOF; and IMF staff estimates.

year.

Public insurance schemes are currently in place to cover the population against disaster risks.
Among others, the National Natural Disaster Insurance Scheme (NNDIS), introduced in April 2016, covers
all households and small-medium enterprises for property losses caused by disasters (excluding
droughts). The flooding in 2016 and 2017 resulted in net losses for the NNDIS, reflecting relatively high
costs for reinsurance, which were not fully offset by the premium paid by the government. The World
Bank is providing TA to improve risk management for the NNDIS to limit contingent liabilities.

Acknowledging the country vulnerability to weather-related natural disasters, the authorities’
Vision 2025 pledges to improve disaster management. This entails an assessment of the country's
disaster risk profile and development of a risk management framework.

Disaster Risk Management: Three-Tiered Approach
Low  Major
c -
[ =
> [
[} > - N
5 2 Medium Risk Layer
> o .
e 2 (e.g., medium flood, small
e ] earthquake)
g 2
L v
. Low Risk Layer
(e.g., localized floods,
landslides)
Sources: World Bank (2016); and IMF and World Bank staff.

See Selected Issues Paper “Coping with Natural Disaster Risks in Sri Lanka.”

2See World Bank, 2016, “Fiscal Disaster Risk Assessment and Risk Financing Options: Sri Lanka,” Washington, DC.
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Box 2. Female Labor Force Participation’

Sri Lanka has been a trendsetter in the region in advancing gender parity in education and health
but lags in female labor force participation (FLFP). Provision of free state education and health care
has helped women exceed gender parity in tertiary education and health. However, Sri Lanka ranks below
peers in economic opportunity for women. The FLFP rate in Sri Lanka fell from 41 percent in 2010 to 37
percent, compared to 75 percent for men, in 2017. Based on the WEF's 2017 Global Gender Report, Sri
Lanka's progress towards Economic Participation and Opportunity is relatively weak compared to peers.

Distance to Parity 1/ Education and Economic Participation
00 05 10 15 20 02 04 06 08 1
Labour force participation Perform well on education but M Id: Perform poorly on education
Wage equality for similar work (survey) 1 poorly on opportunity a z,".es s ‘and on opportunity
Estimated earned income (PPP, US$) Fiji i - Philippines
Legislators, senior officials and managers i L4 * i ©. ®Brunei .
Professional and technical workers é 098 SriLanka ® ® 'Malaysia Mengolia
= 1
§ Indonesia i .‘ Myanmar
Literacy rate = i Vietnam
Enrolment in primary education E 0.96 ° i
Enrolment in secondary education € India i China ® Thailand
Enrolment in tertiary education £ i
< Bangladesh !
=
Z 094 Nepal Lao PDR
Sex ratio at birth 1 ] Timor-Lesig . E a""'
Healthy life expectanc: S i
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- L
AWom‘en in parlla_ment | —— Perform poorly on education i Perform poorly on education
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Years with female head of state (last 50) | — 0.9 i

Economic Participation and Opportunity Subindex

1/ Less than 1 indicates lower then parity for women o Asian EMs @ Asian AFs e Asian LIDCs Rest of World EMs

Notes: The Economic Participation and Opportunity sub-index is based on five indicators, one of which uses a survey to
determine wage equality between women and men for similar work. The accuracy of this sub-index can be biased by experts’
views (instead of facts on wage equality). This non-IMF indicator provides qualitative information about wage equality based
survey. They do not represent the IMF's assessment of the level of wage equality in Sri Lanka.

Source: World Economic Forum; Gender Gap Report 2017.

Enhancing FLFP is estimated to boost incomes significantly. Key drivers of low FLFP in Sri Lanka
include a low proportion of high skilled female workers and persistent skill mismatches; outdated labor
laws that do not address flexible work arrangements; absence of child care facilities; and poor
enforcement of laws for protection of females, especially in transportation. Closing this gap is especially
important as Sri Lanka faces an aging population with a labor force that is projected to shrink as early as
2026. Model based simulations indicate that closing the gender gap in 50 years could raise incomes by
about 21 percent by the year the gap is closed.?

Given this potential, the authorities have identified policies to bridge the gender gap in the labor
market. Specifically, the Vision 2025 has formulated a medium-term strategic plan to remove the above-
mentioned constraints. As part of a program to mainstream gender-budgeting in every ministry, the
authorities are developing key performance indicators starting with 20 ministries.

T See Selected Issues Paper “Female Labor Force Participation: A New Engine of Growth for Sri Lanka?”
2 Cuberes, Newiak, and Teigner (2017), “Gender Inequality and Macroeconomic Performance”, Chapter 3, in “Women, Work,
and Economic Growth Leveling the Playing Field”, Washington, D.C.
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45. To reap the benefits of China’s Belt and Road Initiative (BRI), Sri Lanka should
carefully manage large-scale capital projects. Sri Lanka has undertaken important investment
projects under the BRI, including the Hambantota Port and Colombo Port City (Box 3). While these
projects can foster Sri Lanka’s growth through greater regional trade and financial integration, they
should be selected and managed carefully given the country’s high public debt and social
development needs. Staff stressed with the authorities the importance of sound and transparent
project selection, consistency with fiscal targets and mitigation of fiscal risks, including by avoiding
special tax treatments or gaps in financial and regulatory frameworks.

Box 3. Hambantota Port and Colombo Port City Projects

China has contributed to infrastructure development in Sri Lanka through direct investment and
official loans. Infrastructure-related FDI from China averaged about $200 million annually over 2013-17

(Va percent of GDP), while outstanding bilateral loans from China to Sri Lanka’s public sector, including SOEs,
are estimated at about US$4.6 billion at end-2016 (5.8 percent of GDP).! In partnership with China, the
government has undertaken the development of two major projects, the Hambantota Port and the Colombo
Port City, as part of China’s Belt and Road Initiative.

e Hambantota Port. The port is located on the southern coast of Sri Lanka, close to the east-west
shipping route, in the main Indian Ocean sea lane linking the Suez Canal and Malacca Straits. Under the
99-year concession agreement reached in December 2017, China Merchant Port Holdings (CMPH)
acquired an 85 percent share in the capital of the Hambantota International Port Group and took charge
of developing and operating the port.? In return, CMPH will pay the Sri Lankan government a total of
US$1.1 billion (1.3 percent of GDP) over December 2017-June 2018. The port had originally been built
with bilateral loans from China and started commercial operations in 2012, but suffered from low
utilization.

e Colombo Port City. The project aims to develop an urban city center on reclaimed land of 269 hectare
adjacent to the Colombo Harbor. When completed, the city would accommodate residential, retail,
financial, and commercial activities. A project company owned by China Harbour Engineering Company
oversees the reclamation, ground improvement, and utility development for the city, with FDI totaling
US$1.3 billion (1.5 percent of GDP). The government is considering the introduction of a special
regulatory regime for the project.

' Based on data provided by the authorities, including Ministry of Finance Annual Reports, and IMF staff estimates.

2 Based on disclosed information on the concession agreement published in the CMPH website (http://www.cmport.com.hk/en/).

46. The authorities are stepping up efforts to combat corruption. With Sri Lanka faring
below peers on corruption-correlated indicators, the government has acted on its good governance
and anti-corruption agenda since taking office. A new Audit Bill was submitted to parliament to
strengthen the power of the Auditor General, and a special high court is being established to
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Benchmarking Public Procurement Database; PEFA; Transparency

ii. Making growth more inclusive International Corruption Perception Index; and IMF staff estimates.

47. The authorities should step up efforts to strengthen social safety nets. There is scope to
improve targeting accuracy of social assistance programs and expand coverage. Staff urged the
authorities to accelerate ongoing reforms, supported by the World Bank, to develop a centralized
registry of social safety net beneficiaries and means-testing criteria for all targeted social assistance
programs. These will allow the government to properly target cash transfers to mitigate the impact
of adverse shocks to the poor and expand coverage to eligible applicants, while promoting exit of
non-eligible beneficiaries.

48. Raising female labor force participation can boost growth in the long run. Drawing on
recent analytical work, Sri Lanka could raise GDP by as much as 20 percent over the long-term by
closing the gender gap in the workforce. Key measures include:

e Labor law reforms to support flexible work arrangements such as part-time work, telework,
working from home, and night work.

o Effective gender budgeting to actively target gender equality, with a focus on vocational training,
safe transportation, and child care support.

e Greater financial inclusion through access to microfinance institutions and formal financial
institutions to promote entrepreneurship among women.

12 In January 2018, a Presidential Commission, established to investigate any irregularities in government bond sales
in 2015, found out that a primary bond dealer had made profits through illegal means.
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49. Sri Lanka can benefit from a disaster risk financing framework. Staff welcomed the
authorities’ efforts to introduce disaster insurance and increase mitigation spending, and discussed
options to improve disaster preparedness, with support from the World Bank:

e Starting in 2019, the budget should include contingency budgeting for emergency cash support
and infrastructure rehabilitation. Unused appropriations can be channeled to build up reserves
for future disasters, with stringent transparency requirements.

e The planned introduction of an automatic pricing mechanism for electricity, combined with well-
targeted safety nets, can help contain fiscal risks from droughts, given Sri Lanka's reliance on
hydro electricity generation.

e Disaster insurance schemes can be made more cost-effective by minimizing reinsurance costs
and targeting coverage for the poor. Over the medium-term, a comprehensive disaster risk
financing strategy should be developed, in line with Sri Lanka’s debt sustainability, together with
capacity to implement innovative approaches such as parametric insurance.

Authorities’ Views

50. The authorities concurred with the need to accelerate pro-growth structural reforms.
They saw trade liberalization and private sector investments as key to transform the economy and
highlighted their commitment to phase out inward-looking protectionist policies, given the elevated
level of trade restrictions in Sri Lanka compared to peers. However, they noted that trade
liberalization would need to proceed gradually with due consideration on adjustment costs for
protected industries. They expected the Hambantota Port and Colombo Port City projects to
enhance Sri Lanka’s growth prospects through greater trade and financial integration. They are
strongly committed to their anti-corruption agenda and highlighted the progress made so far. They
also continue to work closely with the World Bank to promote gender equality, reform social safety
nets, and develop a disaster risk financing framework.

B PROGRAM DISCUSSIONS

Program performance is broadly on track. Building on the Article IV discussions, the remainder of the
EFF program will focus on institutional reforms in three critical areas: strengthening macro-policy
frameworks; delivering long-lasting improvements in fiscal management and governance; and
advancing structural reforms towards more sustainable and inclusive growth.

51. Despite recent shocks and some implementation delays, program performance
remains broadly on track. The end-December quantitative performance criteria (QPCs) and the
end-March indicative targets (ITs) on the primary balance and NIR as well as the continuous QPC on
no new external arrears were all met.'* The end-December and end-March IT on reserve money was

13 External arrears with the Export Development Bank of Iran were cleared in February 2018 as scheduled.
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met, but the IT on tax revenues was missed. Inflation exceeded the upper limit for the inner band
under the Monetary Policy Consultation Clause (MPCC) for December, triggering a staff-level
consultation. The authorities noted that the deviation reflected the temporary increase in food
inflation, following the weather-related shocks, and agreed to remain vigilant against upside risks.
Since then, inflation has fallen back within the inner band for March. The authorities implemented all
six structural benchmarks (SBs) due by June 2018, although four with a delay.

Sri Lanka: EFF-Supported Program: Performance Against Quantitative Targets 1/

End-December 2017 End-March 2018 (IT)
Target  Actual Met? Target  Actual Met?
Quantitative performance criteria
Central government primary balance (floor, in billion rupees) -23 2 Met 15 15 Met
Program net official international reserves (floor, in million US$) 2,212 2,933 Met -216 -59 Met

Continuous performance criteria
New external payment arrears by the nonfinancial public sector 0 0 Met 0 0 Met
and the CBSL (ceiling, in million US$)

Monetary policy consultation clause: CPI inflation (y/y, in percent)

Outer band (upper limit) 8.5 7.7
Inner band (upper limit) 7.0 Outside 6.2 Within
Actual / Center point 5.5 7.5 inner 4.7 4.8 inner
Inner band (lower limit) 4.0 band 32 band
Outer band (lower limit) 2.5 1.7

Indicative targets
Central government tax revenue (floor, in billion rupees) 1,680 1,670 Not met 447 425 Not met
Reserve money of the CBSL (ceiling, stock, in billion rupees) 967 941 Met 1,020 978 Met
Cost of non-commercial obligations for fuel and electricity 0 19 Not met

(ceiling, net of government transfers, in billion rupees)

1/ Cumulative from the beginning of the year, except for reserve money and CPI inflation.
Sources: Data provided by the Sri Lankan authorities; and IMF staff estimates.

Sri Lanka: EFF-Supported Program: Performance Against Structural Benchmarks

Benchmark Due by Status

Fiscal policy

MOF to publish a detailed IRA tax manual with practical tax and administrative Jan-18 Not met (implemented with delay). The manual was published in
examples. May 2018 after the entry into force of the IRA in April.

MOF to implement an IT-based commitment control system with commitment Jan-18 Met. The CIGAS IT system has been modified to accommodate
ceilings for line ministries for the 2018 budget. quarterly commitment ceilings to line ministries.

Cabinet to approve a debt management strategy for international sovereign bonds Jun-18 Met. In January, cabinet approved tender offers and parallel new
maturing over 2019-22. issues to refinance maturing sovereign bonds from 2019.

SOE reforms

Cabinet to approve automatic fuel pricing mechanism (agreed with IMF staff) that  Mar-18 Not met (implemented with delay). Cabinet approved adoption
ensures retail prices above cost-recovery levels and a financial position of Ceylon of a cost-reflective fuel pricing mechanism in May.

Petroleum Corporation capable of covering debt service.

CEB and the Public Utilities Commission (PUC) to establish a Bulk Supply Mar-18 Not met (implemented with delay). The CEB and the PUC
Transactions Account and start using it to settle transactions between generators, established a Bulk Supply Transactions Account in May 2018 and
the transmission operator, a