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Péter Klemensits 

Abstract 

In the spring of 2022, Sri Lanka’s external debt reached a level that brought the 
state close to bankruptcy, resulting in a protracted and extremely severe political 
and economic crisis. The solution to this crisis will involve a loan from the 
International Monetary Fund in August 2022, which will require serious austerity 
measures and reforms from the new government. This analysis aims to present the 
circumstances of the economic collapse in Sri Lanka, the possible future prospects, 
as well as the geopolitical processes at play in the background. 
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Introduction 

The Covid-19 epidemic and the outbreak of the Russian-Ukrainian war had a 
negative impact on the global economy, putting some economies in a very difficult 
position. In addition, smaller countries have less room to manoeuvre compared to 
the major powers, and the crises in many developing countries are growing more 
serious. A case in point is Sri Lanka, where Prime Minister Ranil Wickremesinghe 
admitted on July 5 that the state was on the verge of bankruptcy, whereupon the 
government was thrown into political upheaval. The heavily indebted island nation 
has been forced to take out new loans, as India and China compete with each other 
and seek to consolidate their influence in the region. The goal of this analysis is to 
provide an overview of the circumstances surrounding Sri Lanka’s economic 
collapse, its possible future prospects, and the geopolitical processes involved. 

Sri Lanka’s Economy Before the Pandemic 

Sri Lanka was one of the fastest growing economies in South Asia in the 2000s, with 
GDP growth rates above the regional average, reaching 8.2% in 2010. However, this 
growth was mainly driven by the development of the service sector (health, 
education, retail, construction), which is not sustainable in the long term. As a result, 
growth slowed to just 2.3% in 2019, with a total GDP of USD 83.991 billion and a 
nominal GDP per capita of USD 3,852. The small state, with a population of 22 
million, is to be commended for managing to significantly reduce its poverty rate 
(from 23% to 9% in 2009), in line with the Millennium Development Goals. However, 
inflation, currency instability and the exchange rate fluctuations of the Sri Lankan 
rupee have posed major challenges for the country. In 2019, the World Bank 
downgraded the country to middle-income status. Regarding its major economic 
sectors, in 2015, 60.6% of Sri Lanka’s GDP was generated in the services sector, 30.7% 
in industry, and nearly 8.7% in agriculture. 

https://edition.cnn.com/2022/07/05/asia/sri-lanka-bankrupt-fuel-crisis-intl-hnk/index.html
https://edition.cnn.com/2022/07/05/asia/sri-lanka-bankrupt-fuel-crisis-intl-hnk/index.html
https://www.macrotrends.net/countries/LKA/sri-lanka/gdp-gross-domestic-product
https://economynext.com/sri-lanka-downgraded-to-world-bank-lower-middle-income-country-as-per-capita-income-falls-71644/
https://economynext.com/sri-lanka-downgraded-to-world-bank-lower-middle-income-country-as-per-capita-income-falls-71644/
https://economynext.com/sri-lanka-downgraded-to-world-bank-lower-middle-income-country-as-per-capita-income-falls-71644/
https://colombo.embassy.qa/en/sri-lanka/economy-and-investments
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As a global centre for the production of solid tyres, Sri Lanka supplies nearly 25% of 
global demand. In addition to rubber, its other major exports include tea, textiles, 
rice, coconut, diamonds, and spices. Its main imports are petroleum, 
pharmaceuticals, and textiles. Its primary trading partners are the United States, 
the United Kingdom, India, China, Germany and the United Arab Emirates. 
 
Before the pandemic, Sri Lanka’s tourism industry developed at a spectacular pace, 
and infrastructure development helped the island nation become a true shipping 
and air transportation hub. Geopolitically, the state, while traditionally within India’s 
sphere of influence, has developed a close relationship with China thanks to 
Chinese loans and infrastructure investments. This included its accession to the 
Belt and Road Initiative, which is not only a source of resentment in Indian foreign 
policy, but is also detrimental to U.S. interests. Not surprisingly, Sri Lanka was seen 
as a classic example of the Chinese debt trap by India and the U.S., even before the 
current crisis.  

The Effects of the Pandemic 

By 11 July 2022, a total of 664,273 cases of Covid were on record, with 16,525 deaths 
and 647,433 people successfully recovering from the disease. Although the Lowy 
Institute’s assessment ranks Sri Lanka as the country with the tenth strongest anti-
Covid measures in the world, the negative impact of the pandemic is still felt to this 
day. The pandemic caused Sri Lanka to experience the worst contraction in its 
history since its independence, with GDP falling from 3.1% in 2018-19 to -3.6% in 
2020. This contraction was due to weak performance in the construction, garment, 
tea and mining sectors, a two-month island-wide curfew, the closure of its 
international airport, and weak global export demand. Fortunately, the downturn 
proved to be temporary, with the economy growing by 8.0% as early as the first half 
of 2021, supported by strong agricultural and industrial growth, a low base effect, 
favourable credit, and pent-up consumer demand. Poverty continued to rise, from 
9.2% in 2019 to 11.7% in 2020, according to World Bank data. Meanwhile, the 
unemployment rate rose to 5.2% in December 2020, meaning that 442,000 people 
were left without jobs or secure livelihoods. 

The external deficit widened from USD 6 billion in 2020 to USD 8.1 billion in 2021, as 
the value of rising imports outpaced the growth of export earnings, despite import 
restrictions. Unilateral remittances from Sri Lankan migrant workers (22.7%) and 
the decline in tourism receipts (61.7%) are estimated to have further widened the 
current account deficit to USD 3.2 billion (or 3.8% of GDP) in 2021.  

Government debt and monetary instability have led to growing problems. Sri 
Lanka’s external debt reached USD 49.2 billion in December 2020. Public spending 
declined, as the government sought to take steps to mitigate the economic 
downturn, while revenues have fallen to historic lows due to declining economic 
activity, job losses, and previous income tax cuts. The result has been a steep 
increase in the budget deficit. This reflects unfavourable debt dynamics, persistent 
budget and current account deficits, a substantial depreciation of the currency, the 
costs of the 30-year civil war that ended in 2009, and weak post-war growth. 

https://www.srilankabusiness.com/rubber/solid-tyres.html
https://www.srilankabusiness.com/rubber/solid-tyres.html
https://www.iata.org/en/iata-repository/publications/economic-reports/sri-lanka--value-of-aviation/
https://www.iata.org/en/iata-repository/publications/economic-reports/sri-lanka--value-of-aviation/
https://www.nytimes.com/2018/06/25/world/asia/china-sri-lanka-port.html
https://www.nytimes.com/2018/06/25/world/asia/china-sri-lanka-port.html
https://www.worldometers.info/coronavirus/country/sri-lanka/
https://economynext.com/sri-lanka-tenth-best-country-in-handling-covid-pandemic-78313/
https://economynext.com/sri-lanka-tenth-best-country-in-handling-covid-pandemic-78313/
https://blogs.lse.ac.uk/southasia/2021/10/18/four-stylised-facts-about-covid-19-impacts-in-sri-lanka/
https://blogs.lse.ac.uk/southasia/2021/10/18/four-stylised-facts-about-covid-19-impacts-in-sri-lanka/
https://openknowledge.worldbank.org/bitstream/handle/10986/35496/Background-Note-to-Sri-Lanka.pdf?sequence=1&isAllowed=y
https://openknowledge.worldbank.org/bitstream/handle/10986/35496/Background-Note-to-Sri-Lanka.pdf?sequence=1&isAllowed=y
https://economynext.com/sri-lankas-pandemic-hit-unemployment-show-need-for-social-security-ips-87257/
https://www.worldbank.org/en/country/srilanka/overview
https://www.cbsl.gov.lk/sites/default/files/cbslweb_documents/publications/annual_report/2020/en/9_Chapter_05.pdf
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Unfolding the Crisis 
Although the Sri Lankan central bank believed, based on modern monetary theory, 
that as a sovereign government, it would be able to print money to repay its debts 
without financial constraints, this has not produced the desired results for the small 
South Asian nation, when compared to developed Western countries. Some 
misguided government decisions, such as the introduction of a nationwide ban on 
the import and use of synthetic fertilizers and pesticides, also contributed to the 
country’s economic collapse.1  

In January 2022, the government received a financial aid package of USD 1.4 billion 
from India to pay for key imports and increase foreign exchange liquidity, followed 
by another USD 1 billion on 17 March. However, official reserves estimated at USD 
2.3 billion in February 2022 were insufficient to meet the estimated USD 5.6 billion 
in foreign exchange debt service for the April-December 2022 period.  

In the meantime, the currency also experienced significant depreciation. After 
holding the exchange rate at around 201 rupees per dollar for seven months, the 
central bank released the currency on 7 March to stem the decline in reserves. 
However, by the end of the month, the rupee had depreciated by 36%.  

In early April, the Sri Lankan rupee fell to a record low and became the world’s worst 
performing currency at the time, with $1 valued at 355 rupees. The government 
announced that it was temporarily unable to service its debts. 

On May 9, Prime Minister Mahinda Rajapaksa resigned and was replaced by Ranil 
Wickremesinghe. However, the crisis continued to grow more severe, inflation 
accelerated, and the budget deficit soared. The state only had USD 50 million in 
usable foreign reserves, while daily import financing alone amounted to USD 75 
million. As a result, there was a critical shortage of fuel and medicines, which 
increased unrest among the population.  

By the end of June, even the prime minister admitted that “the country’s economy 
had collapsed,” and ongoing protests were already calling for the president’s 
resignation. Meanwhile, inflation is currently at 54.6%, and the central bank expects 
it to reach 60% by the end of the year. 

On 14 July, President Rajapaksa resigned and left the country, and on 20 July, the 
National Assembly elected Ranil Wickremesinghe as president. It became clear in 
political circles that the country could only rely on IMF aid, which would only grant 
short-term relief for the population at best, given the terms of the loan (essentially 
meaning that further austerity measures are to be expected). Despite negotiations, 
no agreement could be reached between the Sri Lankan government and IMF 
representatives by mid-August.  

Geopolitical Considerations 
After Sri Lanka received a loan from China to build Hambantota International Port, 
which it later failed to repay, and China Merchants Port acquired a 70% stake and a 
99-year lease in 2017 in return, both Western and Indian media spread the view that 
China deliberately lured the country into a debt trap, in order to gain geopolitical 
influence in the region. In reality, however, the port project did not contribute to Sri 
Lanka’s high level of debt, which was instead the result of irresponsible local 

https://www.dailymirror.lk/features/Money-printing-to-repay-debt-Worshipping-MMT-is-likely-to-magnify-economic-instability/185-202687
https://foreignpolicy.com/2022/03/05/sri-lanka-organic-farming-crisis/
https://foreignpolicy.com/2022/03/05/sri-lanka-organic-farming-crisis/
https://www.thehindu.com/business/Economy/india-extends-billion-dollar-credit-line-to-sri-lanka/article65234261.ece
https://www.reuters.com/markets/rates-bonds/sri-lanka-allow-rupee-weaken-230-per-dollar-2022-03-07/
https://www.reuters.com/markets/rates-bonds/sri-lanka-allow-rupee-weaken-230-per-dollar-2022-03-07/
https://economynext.com/sri-lanka-rupee-plunges-to-worlds-worst-performing-in-monetary-meltdown-report-92640/
https://economynext.com/sri-lanka-rupee-plunges-to-worlds-worst-performing-in-monetary-meltdown-report-92640/
https://theconversation.com/how-did-sri-lanka-run-out-of-money-5-graphs-that-explain-its-economic-crisis-187352
https://theconversation.com/how-did-sri-lanka-run-out-of-money-5-graphs-that-explain-its-economic-crisis-187352
https://edition.cnn.com/2022/06/23/asia/sri-lanka-economy-collapse-prime-minister-intl-hnk/index.html
https://edition.cnn.com/2022/06/23/asia/sri-lanka-economy-collapse-prime-minister-intl-hnk/index.html
https://www.cbsl.gov.lk/sites/default/files/cbslweb_documents/press/pr/press_20220630_inflation_in_june_2022_ccpi_e.pdf
https://www.bbc.com/news/world-asia-40761732
https://www.bbc.com/news/world-asia-40761732
http://real.mtak.hu/123686/1/10.KKIElemzesek.E-2021.10_SriLanka_Eszterhai_20210331.pdf
http://real.mtak.hu/123686/1/10.KKIElemzesek.E-2021.10_SriLanka_Eszterhai_20210331.pdf
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economic policies. In addition, the Chinese government did not exploit the island 
nation’s crisis, but rather helped resolve the situation.  

According to China’s critics, the Hambantota case also fits the “string of pearls” 
theory, which claims that China wishes to establish military bases on the coasts of 
South Asia and the Middle East. However, in the absence of evidence to support 
this theory, there can be no doubt that Chinese enterprises in Sri Lanka were also 
guided by economic rather than military interests. 

Given Sri Lanka’s current situation, it is also clear that its debt to China is far from 
its biggest problem. According to 2021 data, U.S., European, Japanese and Indian 
financial institutions together accounted for 81% of Sri Lanka’s external debt, while 
China held only 10%. As a result, even without the IMF bailout, Sri Lanka is more 
vulnerable to the West than to Beijing.  

Since Sri Lanka is essentially within India’s sphere of influence, it is hardly surprising 
that South Asia’s leading power is trying to contain Chinese influence in the region, 
with the crisis providing a prime opportunity for this. Unlike China, India provided 
substantial aid to the island nation in the spring for its own geopolitical interests, 
while New Delhi is primarily relying on the IMF agreement for stabilization, as it 
likely would not want to bear the full cost of Sri Lanka’s recovery.  

Summary 
Sri Lanka has been unable to cope with the problems facing its economy since the 
outbreak of Covid-19, some of which resulted from inadequate government 
economic policies. External debt led to a financial crisis in the spring of 2022, 
resulting in economic bankruptcy and a political crisis. In August 2022, the political 
situation may stabilize and pave the way for recovery, but this will bring new 
burdens on the country’s population, as an IMF bailout package is expected. 
Contrary to what some in the West may think, the debt problem with China is far 
from being the main issue, and the country’s fate will continue to depend on the 
plans of Western powers. One thing is certain: Sri Lanka’s economic stabilization 
will be a long process that cannot succeed without the implementation of 
fundamental reforms. The question is whether the new government has the will 
and support to carry them out. 
 

 
1 As a result, Sri Lanka, which had long been self-sufficient in rice, was forced to import USD 450 million 
worth of rice, even though rice prices have seen a price increase of about 50%. The ban also devastated 
the country’s tea production, which is the country’s main export and source of foreign currency. 

https://mronline.org/2022/07/13/real-debt-trap/
https://asiatimes.com/2022/07/india-gains-on-china-in-crisis-hit-sri-lanka/
https://asiatimes.com/2022/07/india-gains-on-china-in-crisis-hit-sri-lanka/

