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Summary

A The impact of weather-related disruption has been visible across recent readings of various
macroeconomicindicators suchasgrowth, inflation, merchandisetrade etc.

A Economicgrowth strengthenedin Q2 CY2017 in sequential quarters, while remaining moderate;
however, inflation ticked up in August2017 and may remain volatile over the remainder of the year

A The current accountdeficit widened sharply in H1 CY2017 relative to H1 CY2016, although foreign
exchangereserveshaverisen in the recent months and the near term vulnerability associatedwith
external debt haseased

A Healthy growth in capital spending haswidened the budget deficit in January-July 2017, relative to
the year-agolevels

A The Inland RevenueAct, which would take effect from April 1, 2018, entails an overhaul of the
taxation system for individuals and companies,and is expectedto boost the Government of Sri
, AT E(A® Q), révénues from CY2018 onward, by broadening the tax base and encouraging
compliance
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Size of nominal GDP almost doubled since CY2010
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Source: Department of Census and StatistidgSpSL. ICRA research
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economy rose further

Share of services in the economy rose at the expense of agriculture
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A The services sector, which dominates Sri, AT EeBdhdny, witnessed a rise in its share in gross
value added (GVA),to 62.5% in CY2016 from 60.9% in CY2010

A The share of agriculture witnessed a sustained decline to 7.9% in CY2016 from 9.5% in CY2010;
the serieslow share of agriculture in CY2016 reflected the impact of the floods during the yala
seasonand drought in the mahaseason

A Industry hasretained a stable share of ~30% of GVAsince CY2010

Source: Department of Census and Statistics, GoSL; ICRA research
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GDP growth remained at sub -5% since CY2013

199 - Growth of GDP and GVA at basic prices eased to 4.4% and 4.2%, respectively, in CY2016
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GDPexpandedat a fast pacein CY2011 and CY2012, led by a push in public investment to rebuild

the economy post-war; construction, domestic trade and transportation were the primary drivers
of GVAgrowth in theseyears

A GVAgrowth remained at sub-5% since CY2013, partly led by the unfavourable baseeffect,aswell as
various domesticfactors

A The moderation in GVAgrowth in CY2016 was led by the deterioration in agriculture (reflecting
unfavourable flood and drought conditions) and services,evenasindustrial growth accelerated

Source: Department of Census and Statistics, GoSL; ICRA research
ICRA Lanka Limited 8



However, GDP and GVA growth improved sequentially in Q2

CY2017

YoY Growth of GDP and GVA at basic prices increased to 4.0% and 4.1%, respectively, in Q2
18% - CY2017

- GVA at basic prices GDP

A The pace of year-on-year (YoY) growth of GDPand GVAposted a sequential uptick in Q2 CY2017,
while remaining moderate,reflecting the lingering effectsof unfavourable weather conditions

A GDPgrowth (YoY) rose to 4.0% in Q2 CY2017 from 3.8% in Q1 CY2017, led by the gross fixed
capital formation (GFCF)and lower drag from net exports

The sequential uptick in YoY GVAgrowth to 4.1% in Q2 CY2017 from 3.8% in Q1 CY2017, was led
by higher YoY growth in services and narrower contraction in agriculture, even as the pace of
growth of industries eased

>

Source: Department of Census and Statistics, GOELRA research
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GDP growth rose to 4.0% in Q2 CY2017 from 3.8% in Q1 CY2017

Uptick in growth of GFCF and exports in Q2 CY2017

==Household Final Consumption Expenditure (HFCE Government Final Consumption Expenditure (GFCE

- Gross Fixed Capital Formation (GFCF Exports

A The paceof growth of GFCHposted a sharp uptick to 8.3% in Q2 CY2017 from 2.2% in Q1 CY2017,
boosting the GDPexpansionfor that quarter

Growth of exports improved to 6.6% in Q2 CY2017 from 4.0% in Q1 CY2017, while that of imports
slowedto 2.0% from 14.7%, respectively,reducing the drag from net exports

However, HFCEgrowth moderated sharply to 2.8% in Q2 CY2017 from 4.1% in Q1 CY2017

Notably, GFCEcontracted for the third consecutivequarter in Q2 CY2017 (by 13.2%), which may
reflectthe’ 1 3 foéu$on fiscal consolidation

T\

> >

Source: Department of Census and Statistics, GOELRA research
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GVA growth rose t0 4.1% in Q2 CY2017 from 3.8% in Q1

CY2017

Sequential improvement in performance of services and agriculture in Q2 CY2017 partly offset by
25% - industrial slowdown

- Agriculture, Forestry & Fishing Industry —Services

A The paceof growth of the servicessectorimproved to 4.5% in Q2 CY2017 from the five-quarter low
3.5% in Q1 CY2017, led by financial service activities, and telecommunications

A Agriculture remained affected by weather-related disruptions recording a YoY contraction for the
sixth consecutive quarter, even as the pace of contraction narrowed to 2.9% in Q2 CY2017 from
3.2%in QL CY2017

A In contrast, industrial growth moderated to 5.2% in Q2 CY2017 from 6.3% in Q1 CY2017, partly
reflecting the trend for construction; nevertheless,industrial growth was the fastest among the
three sectorsin Q2 CY2017

Source: Department of Census and Statistics, GoSL; ICRA research
ICRA Lanka Limited 11
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After remaining moderate in CY2014 -CY2016, National

Consumer Price Index inflation has risen in CY2017
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Annual headline inflation remained volatile, as per the new series of NCPI
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Headline National ConsumerPrice Index (NCPI) inflation easedto 3.8% in CY2015 from 5.5% in
CY2014, led by non-food inflation, which benefitted from a downward revision of domestic fuel
prices and reduction in prices of severalessentialitems (as announcedin the Interim Budget,2015)

Subsequently,nflation rose modestly to 4.0% in CY2016, on the back of a sharp uptick in non-food
inflation, following the hike in VAT rate and other tax adjustments

NCPIlinflation has risen further in CY2017, led by a sharp spike in food inflation reflecting the
impact of successivefloods and drought on crop prices

Source:Central Bank of Sri Lanka (CBSL); ICRA research
ICRA Lanka Limited 13



NCPI nflation charted a volatile trend in 2017, led by food

items

NCPI inflation rose to 7.9% in August 2017 from 6.3% in July 2017
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==NCPI Non Food NCPI —F00d & Non Alcoholic Beverages
A NCPlinflation rose from 6.5% in January2017 to a peakof 8.6% in March 2017, before reversing to
6.3% in July2017

SubsequentlyNCPlinflation rose sharply to 7.9% in August2017, partly reflecting an unfavourable
baseeffect; inflation had correctedto 4.5% in August2016 from 5.8% in July2016

Food inflation spiked to a high 12.1% in August 2017 from 8.2% in July 2017, reflecting the
lingering impact of various natural calamities

T\
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Source:Central Bank of Sri Lanka (CBSL); ICRA research
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Non-food NCPI inflation posted some moderation in CY2017

Non-food inflation printed at 4.8% in August 2017, similar to July 2017
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—=Non Food NCPI Transportation —Healthcare

A Non-food NCPlinflation ranged between 6.5-6.7% during JanuaryMarch 2017, before falling to 4.7-
4.8% in July-August2017

A There was a substantial correction in healthcare inflation from May 2017 onward; healthcare
inflation fell sharply from ~21% in JanuaryApril 2017 to ~5% during May-August 2017,
benefitting from afavourable baseeffect

Source:Central Bank of Sri Lanka (CBSL); ICRA research
ICRA Lanka Limited 15



Depreciation of LKR an upside risk to inflation

LKR recorded considerable depreciation relative to the US$ in CY2016
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A The LKRhasrecorded sustained depreciation relative to the US$ since late 2015, which addsto the

imported inflation

A After recording a considerable 7.4% depreciation in CY2016, the LKR has weakened by a modest
2.4% relative to the US$ sincethe beginning of CY2017 (till October3,2017)

Source:Bloomberg; ICRA research
ICRA Lanka Limited 16



Benchmark rates kept unchanged in September 2017

Monetary Policy Review
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Central Bank of Sri Lanka tightened benchmark rates by 125 bps since Jan 2016, given the rising inflation
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After having tightened benchmark rates by 125 bps since January2016, the Monetary Board kept
the Standing Deposit Facility Rate (SDFR)and StandingLending Facility Rate (SLFR)unchangedat
three-year highs of 7.25% and 8.75%, respectively, in its policy meeting on September25, 2017

Rateswere kept unchangedin the policy review despite the uptick in inflation in August2017, as
NCPIinflation was forecastby the CentralBankto easeto mid-single digits by end-2017

However, some concern persists that inflation may remain in excessof the medium term target
band of 4-6%

Source:CBSL; ICRA research

ICRA
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Merchandise exports concentrated in sectors like textiles and

tea; imports more diverse

Textiles account for almost half of merchandise exports, while imports remain relatively diversified
®m Machinery and
equipment

m Textiles and

garments
Textile and textile
Tea articles
m Fuel

® Rubber products
Building materials

Coconut

m Transport
equipments

m Food, beverages

& tobacco ®m Chemical products

m Others Others

A Merchandise exports are dominated by textiles and garments, tea and rubber products, which
together accountedfor ~64% of total exportsin CY2016; concentration on limited sectorsresults in
somevulnerability to weather-related disruptions

A Merchandiseimports are led by machinery & equipment, fuel, food and beverages,and building
materials, which accountedfor ~57% of total imports in CY2016

A Shareof fuels (crude oil, refined petroleum and coal) in merchandise imports has declined from
around 24% in CY2014 to around 13% in CY2016, following the declinein global fuel prices

Source: CBSUCRA research
ICRA Lanka Limited 19



Current account deficit largely stable in recent years

Current account deficit rose to US$1.94 billion in CY2016 from US$1.88 billion in CY2015
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A Onabalanceof payments (BoP) basis,merchandiseimports expandedby 2.5% in CY2016, whereas
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merchandiseexports contracted by 2.2%

As aresult, the merchandisetrade deficit widened to USE9.1 billion in CY2016 from USB8.4 billion
in CY2015

Despite this, and the higher outflow of primary income, the current account deficit was largely
stable at around US$1.9 billion in CY2016, benefitting from arise in the servicestrade surplus and
higher secondaryincome (including remittances)

Net inflows of FDI and portfolio investments increasedin CY2016 relative to CY2015, but were
offset by areversalin trend for other investment

As aresult, Sri, A1 Efdkégb exchangereserves decreasedby US$0.5 billion during CY2016, in
contrast to the increaseof US50.4 billion in CY2015

Source: CBSL; ICRA research
ICRA Lanka Limited 20



However, current account deficit widened in H1 CY2017,

relative to H1 CY2016

Current account deficit widened to 3.6% of GDP in H1 CY2017 from 1.6% of GDP in H1 CY2016

US$ Billion % of GDP
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m Merchandise Trade Deficit Current Account Deficit m Merchandise Trade Deficit Current Account Deficit

A Weather-related disruptions and higher crude oil prices have contributed to a spike in the current
accountdeficit in H1L CY2017 relative to H1 CY2016

A In sequentialquarters, a pick-up in YoYgrowth of merchandiseexports combined with a slowdown
in expansionof merchandiseimports, narrowed the merchandisetrade deficit to USb2.2 billion in
Q2 CY2017 from USH2.5 billion in Q1 CY2017

A However, the current accountdeficit widened slightly to US$0.8 billion in Q2 CY2017 from US$0.7
billion in Q1 CY2017, led by a smaller servicessurplus and lower inflow of secondaryincome
A Netinflows of FDI,portfolio investments and other investment rosein Q2 CY2017 from Q1 CY2017

A Sri, A1 HokelgDexchangereservesincreasedby a considerableUS$1.9 billion during Q2 CY2017,
in contrast to the decline of USH0.7 billion in Q1L CY2017

Source: CBSL; ICRA research
ICRA Lanka Limited 21



Growth of exports and imports improved in July 2017

Growth of merchandise imports and exports remained volatile in CY2017
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Merchandiseexports growth improved to a healthy 13.9% in July2017 from 9.6% in June2017, led

by textiles and garments,tea and rubber products
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Moreover, merchandise imports expanded by 11.1% in July 2017, in contrast to the 8.0%
contraction in June2017, led by fuel (reflecting the uptick in crude oil prices), gold and textiles

T\

Despite the faster growth of exports, the merchandisetrade deficit worsened to USF575 million in
July2017 from USE541 million in July2016

A Total exports and imports rose by 6.5% and 9.2%, respectively,in JanJuly2017 in YoYterms

r

A Accordingly, the merchandisetrade deficit rose to US$5.3 billion in JanuaryJuly 2017 from USp4.7
billion in JanuaryJuly 2016

Source: BSL; ICRA research
ICRA Lanka Limited 22



30E , Al E A deébt, &n@tdeicaverdge provided by forex

reserves, rose at end-June 2017

Nevertheless, the coverage provided by foreign exchange reserves remains low

US$ Billion
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A External debt rose to US549.1 billion (60.2% of GDP)at end-June2017 from USH46.5 billion (57.2%
of GDP)at end-March 2017
A This was driven by the rise in the stock of International SovereignBonds (ISB) to US$10.2 billion
from USE8.6 billion, respectively, however, the ISBinflows also boostedforeign exchangereserves
A Asaresult, the coverageprovided by foreign exchangereservesrelative to external debt increased

to 14.2% at end-June2017 from 11.0% at end-March 2017, while remaining modest

P: Provisional
Source: CBSL; ICRA research
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Share of short-term debt in total external debt eased

following ISB Iissuance

However, short -term debt continued to exceed forex reserves
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Vulnerability related to short-term debt easedat end-June2017 relative to end-March 2017, both in
terms of percentage of total external debt (to 15.3% from 16.0%) and percentage of foreign
exchangereserves(to 108.3% from 145.9%), benefitting from the issuanceof the long tenor 1SB

However, short-term debt remained higher than total foreign exchange reserves, indicating
continued vulnerability

Going forward, planned divestment and inflows from assetleasesare expectedto boost foreign
reserves, which would help buffer against upcoming repayments of foreign currency -
denominated external debt

P: Provisional
Source: CBSL; ICRA research
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General Government debt dominates the external debt of Sri

Lanka

USS$ Billion General Government borrowings account for over half of external debt

50 -
45
40
35
30
25
20
15
10

5

0

m General Government ' Central Bank m Deposit-Taking Corp = Other Sectors m Direct Investment: Intercompany Lending

A General Government debt retained the highest share in external debt at end-June2017 (~60%),
followed by other deposit-taking corporations, exceptthe Central Bank (~ 18%)

A Risein general Governmentdebt to USp29.7 billion at end-June2017 from USb27.3 billion at end-
March 2017, was led by the fresh ISBissuance

P: Provisional
Source: CBSL; ICRA research
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Foreign exchange reserves increased substantially to US$7.7

billion in August 2017

U3$ Billion Forex reserves are equivalent to nearly five months of imports
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Foreign exchangereserves have been boosted in recent months on account of the recent USF1.5
billion ISBissuance feceipt of syndicatedloan, aswell assustaineddollar purchasesby CBSL

Reservesat end-August 2017 exceededthe threshold of USE7.2 billion for end-CY2017, set by the
IMF

The coverage provided by total foreign exchangereserves has risen to five months of average
CY2016 imports

Monetary tightening and balance sheet shrinkage by Central banks of various advanced economi
may harden global bond yields, which could result in portfolio outflows from Sri Lanka,

contributing to exchange rate volatility and a decline in foreign exchange reserves
Source: CBSL; ICRA research
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ISBs add to current stock of reserves, but market conditions

at the time of their refinancing may pose a risk

USS$ Billion Steady issuance of ISBs in recent years
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11 ISBissuancesaggregatingto US510.2 billion have beenheld since 2007; of this amount, US5.2
billion hasbeenraised since2015 at relatively high yields

The current stock of ISBsoutstanding exceedsthe sizeofthe # " 3 fo@ign exchangereserves

> I

This may pose concernsat the time of the maturity of ISBs,particularly if interest rates are high at
the time of the rollover, unlessforeign exchangereservesincreaseappreciably by that juncture

>

If debt is refinanced at higher interest rates, then that would add to the interest payments of the
GoSL.worsening its fiscal balances

Source: CBSLMinistry of Census & StatisticsSICRA research
ICRA Lanka Limited 27
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Fiscal balances of GoSL improved in CY2016

% of GDP Annual Estimates (AE) for CY2017 target a budget deficit of 4.6% of GDP, and a current account

1% - surplus of 0.5% of GDP
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A ' 1 3 pudlgetdeficit* had widened to 7.6% of GDPin CY2015 from 5.7% of GDPin CY2014, despite

the retrospective super gainstax

A Subsequently,the budget deficit easedto 5.4% of GDPin CY2016, benefitting from higher profits
and dividend income from state-owned entities, aswell asrationalisation of expenditures

The budget deficit target for CY2017 has been placed at 4.6% of GDP,with higher spending on
education, healthcare and infrastructure, to be offset by revenue augmenting measuressuch as
introducing VAT on import of precious metals,taxing certain types of investment income etc.

A The Inland RevenueAct, which would take effect from April 1, 2018, entails an overhaul of the
taxation system, and is expectedto boost the ' 1 3 re®e@ues, by broadening the tax base and

2
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ICRA research
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Healthy revenue growth offset by a higher -than-budgeted rise

In expenditure in January -July 2017

Incremental expenditure exceeded revenue during January -July 2017

LKR Billion
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m JanJul 2016 JanJul 2017
A Revenues of the GoSLrecorded a growth of 18.0% in JanuaryJuly 2017, whereas current

expenditure rose by 12.8%, aiding in a YoYimprovement in the current accountbalance

T\

Committed expenditure (salaries & wages, pensions & interest payments) accounted for a
substantial ~81% of current expenditure during JanuaryJuly2017

A Capital expenditure and net lending recorded a healthy 22.8% growth during JanuaryJuly 2017,
resulting in aYoYrise in the budgetdeficit

A While growth of revenuein JanuaryJuly 2017 trailed the target in the AE for CY2017 (19.2%), that
of the current and capital expenditure exceededthe targets (10.7% and 21.3%, respectively)

Source:Ministry of Census & StatisticSICRA research
ICRA Lanka Limited 30



The budget deficit thus widened in January -July 2017, even as

the current balance improved

Despite improvement in current account, budget deficit widened in January
expenditure and net lending

-July 2017, reflecting high capital

LKR billion
75 -
0 - | ]
_75 | -
-150 -
-225 -
-300 -
-375 -
-450 -
-525 -
-600 -

-675 -
CY2016 CY2017 AE ‘

CY2016 CY2017 AE ‘

Current Account Balance ‘ Budget Deficit ‘

H Full Calendar Year JanJul

T\

The' | 3 cudréht accountbalancereported a deficit during JanuaryJuly 2017, in contrast to the
current accountsurplus targetedin the AEfor CY2017

A However, the current accountdeficit narrowed to LRR117.4 billion in JanuaryJuly2017, from LKR
143.1 billion in JanuaryJuly 2016
A The budget deficit stood at LKR 471.9 billion or 75.5% of AE in JanuaryJuly 2017, higher than

year-agolevels (LKR 432.7 billion or 67.6% of AE), precipitated by a healthy growth in capex& net
lending

Source:Ministry of Census & StatisticSICRA research
ICRA Lanka Limited 31
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The' 1T 3 deébiGstock rose to LKR 9.7 trillion at end-March 2017 from LKR 9.3 trillion at end-
December2016, led by both domestic and foreign debt

T\

However, debt as a percentage of GDPeasedto 78.4% at end-March 2017 from 79.3% at end-
December2016, while remaining at elevatedlevels

Moreover, the share of foreign debt in total debt easedto 41.9% at end-March 2017 from 43.1% at
end-December2016, signalling somemoderation in vulnerability

>

Source: CBSLWMlinistry of Census & StatisticsSICRA research
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