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1. INTRODUCTION 

 

The Asian Development Bank (ADB) commissioned a study titled TA-9102: MOBILIZING 

FINANCE FOR SRI LANKA. The purpose was to design a Venture Capital (VC) fund that provides 

equity-based funding to Sri Lanka s Small and Medium Size Enterprises SMEs . The ADB engaged 
York Street Partners (Sri Lanka), in association with D. Capital Partners (UK), as the consultants 

on this study. In turn, York Street Partners commissioned local and international fiscal experts, 

Nishan de Mel and Udara Peiris, respectively, to provide a view on the sustainability of the 

proposed VC fund and its local and international fiscal consequences. York Street Partners  draft report under TA-9102: MOBILIZING FINANCE FOR SRI LANKA observes that governments around the world have often played an instrumental and effective role in supporting SME growth ; and that Government s involvement in investment ranges from 

direct, controlling involvement in all investment aspects, to very light or indirect participation via 

private sector investment managers.   
Based on these evaluations, the report proposes a fund structure for providing equity financing 

to Sri Lankan SMEs, which is designed to be Government-Backed.  The fund structure will support 

established SMEs with quasi-equity capital.  

The purpose of this analytical note is to evaluate the fiscal consequences of the proposed fund 

structure. This evaluation is expected to inform the government of the undue fiscal risks or 

consequences that could arise from an agreement with the ADB to receive the loan set out in the 

proposal and to disburse it according to the proposed parameters. 
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2. PROPOSED PARAMETERS OF THE FUND 

 
The draft report under TA-9102: MOBILIZING FINANCE FOR SRI LANKA sets out the proposed 

parameters of the fund in significant detail. We summarise here the parameters relevant to the 

analysis of fiscal risk. 

 

The Fund 

The purpose of the Fund is to support established SMEs, or long-standing firms with existing 

stable business models in relatively traditional markets. It has been assessed that these firms tend 

to be closely held by family-based owners who do not wish to dilute their ownership stake. While 

banks engage in collateralized lending, the absence of collateral leaves such firms capital and 

growth constrained. The Fund is designed to alleviate these financing constraints by providing 

access to capital through innovative financial instruments. 

The fund currently proposed will constitute a pilot phase. In this phase, the total capital made 

available to the Fund is USD 10 million. The capital will be accessed by way of a loan from the 

ADB. The disbursements will be made by drawing down the ADB loan in the first year itself. (see 

Table 1). 

This drawdown structure is designed to provide quasi-equity capital when collateralized 

borrowing is not appropriate or available. A large single drawdown allows firms to immediately 

invest in their growth strategy unencumbered by constraints imposed by traditional financing 

requirements. 

 

ADB loan terms and exit from investments 

The loan provided by ADB is expected to have a term of 15 years, with the drawdown structures 

given in Table 1. There will be grace period of 3 years before repayment begins, and the loans will 

then be repaid over a period of 12 years, starting in the 4th year, after the loans are received. The 

interest rates on the loan will be floating at Libor plus 50 basis points.1 

Fund investments will focus on instruments linked to post-investment performance rather than 

share valuation and would provide capital through royalty-based, self-liquidating instruments. 

Therefore, these instruments will have equity-like characteristics, without diluting existing 

                                                           
1 These terms reflect the most conservative offering among ADB's products but will be subject to ADB's 

loan modality and negotiations with the government. 
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ownership stakes.  The investment horizon is expected to be long enough for the company to 

generate revenue from the investment and short enough for the fund to reinvest proceeds in 

other projects or return capital to investors. Exit is expected to occur through self-liquidating 

triggers (for instance, when the capital plus return have been recovered). This reduces the 

difficulties of exit that are inherent in minority stakes, particularly in SMEs. However, the rate of 

return will also depend on the success of the SME in generating revenue/profit growth. 

 

 

Table 1: Disbursement Structure for Loan Provided by the ADB for VC Fund (USD) 

 

Year 1 Year 2 Year 3 Year 4 Year 5 Total govt. capital 

disbursed (USD) 

10,000,000 

[100%]     

10,000,000 

 
 

 

3. ANALYSIS OF FISCAL CONSEQUENCES 

 
The purpose of this analysis is to provide the Government of Sri Lanka (GoSL) with an additional 

framework through which to assess the fiscal impact of the proposed loan and its terms on the 

country. Impact related to monetary and external reserves are outside the scope of this 

evaluation; however, the discerning reader will notice that impact related to external reserves 

will be almost identical to the external facing part of the fiscal impact analysis.  

 

Evaluation Method  

 

The fiscal impact of repaying this additional USD 10 million loan will be classified as follows:  

(1) The projected marginal cashflow consequence on the fiscal commitments in servicing 

external debt. We call this the external facing impact.  

(2) The projected marginal cashflow consequence on the fiscal demands for meeting 

important welfare commitments.  We call this the internal facing impact. 
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Loan Repayment Projections  

 

The repayment terms of the loan are described in Section 2. Accordingly, repayment begins in 

2020 (in the 4th year), after a grace period of 3 years, presuming the loan is disbursed early in 

2017. It is expected that interest on the loan will be due during the grace period. For the purpose 

of the analysis, however, projections are based on the interest and loan capital instalments being 

due after the grace period. This allows attention to be focused on the fiscal impact of the larger 

principal component of the loan and potential difficulties that may arise through interest rate and 

exchange rate fluctuations given projections of rupee fiscal revenue and expenditure. It is 

assumed that the principal will be paid in equal instalments over the twelve-year repayment 

period. 

 

The fiscal impact of the loan repayment projections, therefore, depend on the assumptions that 

we project for changes in the exchange rate and in LIBOR. Different fiscal impact scenarios are 

examined for a baseline case, as well as an interest rate shock (libor) and an exchange rate shock 

from the beginning of the repayment period (2020). 

 

Because this evaluation is primarily concerned with potential negative fiscal impact, it makes the 

following assumptions, which are in-keeping with the framework that has been set out in the draft 

proposal:  

▪ Two cases are considered for the Fund. One where 50% of the funds invested, in rupee 

terms, are recovered through returns and exits2; second where there is no recovery – i.e. 

all investments fail to trigger a return or an exit (or any such returns or divestures are re-

invested in the fund) during the 15 year period. Any additional tax revenue to the 

government from the firms that are invested-in is considered negligible and excluded 

from this analysis. 

 

 

Fiscal Projections 

 

The IMF Country Report (No. 16/371, November 2016) provides an outlook/projection of Sri Lanka s debt, GDP and government revenue. The present analysis will use the )MF projections of 
the effective average interest rate on foreign debt holding. However, these projections do not 

                                                           
2 Since we assume that only 50% of the initial principal is recovered, assuming that there will be some 

investments that generate a return as well, the total total repayment rate being assumed is less than 50%. 
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extend past the year 2021. The present analysis extends the projections to 2026 (just beyond the 

mid-point of the loan repayment period). The approach taken in extending the projections of the 

different fiscal variables is listed in Annexure A.  

 

Although the IMF projections are in LKR, they have an implied view on the depreciation of the 

exchange rate, setting it on average at below 3 per cent. However, the IMF is not explicit on these 

projection – they only arise from calculations made based on IMF projections. The present analysis uses a base case  of exchange rate depreciation at 4.5%. There are past years in which 

the depreciation has been less, but these have been based unsustainable interventions by the 

government in shoring up and maintain an over-valued exchange rate. Currently the )MF s 
appraisal that Sri Lanka s exchange rate is over-valued by 11% in real terms, and the uncovered 

interest rate parity between USD and LKR interest rates are over 6%. The higher depreciation 

rates implied by these required us to consider a higher baseline depreciation rate (4.5%) than 

implied in the projections made by IMF. 

 Although the )MF has reported Sri Lanka s foreign debt in terms of LKR, this analysis assumes 
that it was initially estimated in terms of USD and then converted to LKR using the exchange rate 

implicit in the IMF calculations. 

 

The projections made in this study simplify all foreign currency denominated debt to USD debt. 

The current USD-LKR exchange rate is taken to be 1:150, and projected according to scenarios set 

out here for exchange rates.  

 

Fiscal Impact Evaluation 

 

Fiscal Consequences are evaluated in terms of (1) The projected marginal cashflow consequence 

on the fiscal commitments in servicing external debt; (2) The projected marginal cashflow 

consequence on the fiscal demands for meeting important welfare commitments.  We call these 

the external facing impact and the internal facing impact respectively.3 

                                                           
3 All ratios and statistics presented must be interpreted with respect to either fiscal targets or projections 

(IMF ones at least). The ratio of ADB loan expense to existing debt payments can be interpreted as either:  

a) given a projected external stock of debt, the non-ADB loan component must decrease by those numbers 

b) given a target for foreign financing of the deficit, non-ADB loan component must decrease by those 

numbers 

For % of government revenue: this is interpreted similarly  

a) given a projected deficit, fiscal revenue must increase by those numbers 

b) given a target fiscal deficit, fiscal revenue must increase by those numbers 
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External facing impact 

 

The external facing impact of repaying the ADB loan is evaluated in two ways. (a) cost impact in 

relation to interest on external debt. (b) cost impact on in relation to government revenue.  

 

a. Cost impact in relation to external debt. 

 

This is an examination of the interest and capital payment obligations on the ADB loan in relation 

to the interest payment obligations on the existing stock of external debt. The Scenario analysis 

presents this as a percentage -- that is the percentage increase in external payments if the ADB 

loan is taken. This provides an evaluation of the marginal impact of the ADB loan on external debt 

servicing. 

 

b. Cost impact in relation to government revenue. 

 

This is an examination of the interest and capital payment obligations on the ADB loan in relation 

to government revenue. That is an evaluation of the percentage of government revenue that is 

spent on servicing the ADB loan. This provides an evaluation on the absolute impact of servicing 

the ADB loan in relation to government revenue.  

 

Internal facing impact 

 

The internal facing impact of repaying the ADB loan is evaluated by comparing the loan payment stream against some of the government s important welfare commitments. The welfare 

commitments of the government range from the public supply of education and healthcare to 

subsidies on electricity consumption of the poorest households. 

 

We have selected the Samurdhi Welfare Payments (which is the main system of direct transfers 

to the poor in the country), School nutrition program (providing added nutrition in terms of daily 

food supplies to school going children), and the Subsidy for the non-economical routes of the Sri 

                                                           

 

For the 'opportunity cost' entries, government spending must decrease by the value of the ADB loan 

payments. This is reflected in selected entries in government spending that must be cut (independently) 

in order to meet the fiscal deficit targets 
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Lanka Transport Board. These three welfare payments were chosen because of their differing yet 

important political interest. Investments in the Samurdhi program has the most tangible marginal 

impact, the school nutrition is a highly visible benefit affecting the most number of households, 

and non-economical routes on public transport matter for the rural economy and the societal 

concern for inclusive growth. These three programs also reflect a reasonable spread in terms of 

costs: with the Samurdhi program being the most expensive and the nutrition program being the 

least costly to the government at present; with a cost differential of around x10 (the Samurdhi 

program being about 10 times more costly than the school nutrition program). 

 

These criteria for selection can be set out in more detail as follows: 

 

1. Welfare programs where an extra allocation has a measurable and tangible marginal 

impact, either on the number of beneficiaries or the quality of the benefit received. For 

example, with the Samurdhi program increased allocations can either increase the 

number of households benefited or increase the amount of the transfer received by a 

household, in a measurable way. 

 

2. Welfare programs that touch on a large number of households. For instance, most 

households in the country have school going children and are located in rural areas; a 

preponderance of these children receive education at government schools. Therefore, 

nutrition provided at government schools, touches a large number of households in the 

country. 

 

3. Welfare programs that are connected to social concerns of justice/injustice and inclusive 

growth; and are therefore politically sensitive. For example, the Sri Lankan government 

has in the last decade expended a very high proportion of capital expenditure towards 

construction of roads and highways. There is a significant question of justice, prevalent in 

society, on whether these investments benefit only the well-to-do, or have a wider social 

benefit. Subsidies provided by the government to enable the Sri Lanka Transport Board 

to run buses on non-economical routes are a tangible means of demonstrating the government s concern for inclusive growth, and reducing the sense of social injustice. 

 



Fiscal impact of ADB loans for VC fund (DRAFT) 

 
10 

4. SCENARIO ANALYSIS 

    SCENARIO 1: Stable Baseline 

▪ LIBOR fixed at 3% from 2020-2026 

▪ Annual exchange rate depreciation at 4.5% from 2017-2026 

 

 2016 F 2017 F 2018 F 2019 F 2020 F 2021 F 2022 F 2023 F 2024 F 2025 F 2026 F 

Exchange rate (LKR/USD) 150.00  156.75  163.80  171.17  178.88  186.93  195.34  204.13  213.32  222.91  232.95  

Nominal GDP (LKR bn) 12,166.00 13,342.00 14,699.00 16,221.00 17,918.00  19,811.00  21,893.78  24,201.18  26,748.63  29,565.95  32,679.06  

Government revenue (LKR 

bn) 
1,598.00  1,860.00  2,235.00  2,559.00  2,926.00  3,190.00  3,562.66  3,931.47  4,364.61  4,830.96  5,355.16  

LIBOR     3.0% 3.0% 3.0% 3.0% 3.0% 3.0% 3.0% 

ADB rate     3.50% 3.50% 3.50% 3.50% 3.50% 3.50% 3.50% 

Outward facing impacts 

0% 

repayme

nt by 

SMEs 

LKR mn     
          

211.67  

          

221.20  

          

231.15  

          

241.55  

          

252.42  

          

263.78  

          

275.65  

% total foreign 

interest 

payment 

    

0.0989% 0.0927% 0.0890% 0.0853% 0.0819% 0.0785% 0.0753% 

% of govt. 

revenue 
    

0.0072% 0.0069% 0.0065% 0.0061% 0.0058% 0.0055% 0.0051% 

% of GDP     0.001181% 0.001117% 0.001056% 0.000998% 0.000944% 0.000892% 0.000844% 

50%  

repayme

nt by 

SMEs4 

LKR mn     
          

146.36  

          

155.88  

          

165.84  

          

176.24  

          

187.11  

          

198.47  

          

210.34  

% total foreign 

interest 

payment 

    

0.0684% 0.0653% 0.0638% 0.0623% 0.0607% 0.0591% 0.0575% 

% of govt. 

revenue 
    

0.0050% 0.0049% 0.0047% 0.0045% 0.0043% 0.0041% 0.0039% 

% of GDP     0.000817% 0.000787% 0.000757% 0.000728% 0.000700% 0.000671% 0.000644% 

                                                           
4 Loan repayment without interest.  
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Inward facing impacts - opportunity costs 

0% 

repayme

nt by 

SMEs 

% of Samurdhi      0.33% 0.32% 0.30% 0.29% 0.27% 0.26% 0.25% 

% of school 

nutrition 

programme 

    

3.30% 3.16% 3.01% 2.88% 2.75% 2.63% 2.51% 

% of SLTB non 

economical 

routes subsidy 

    

2.80% 2.69% 2.56% 2.45% 2.34% 2.24% 2.14% 

50%  

repayme

nt by 

SMEs5 

% of Samurdhi      0.23% 0.22% 0.22% 0.21% 0.20% 0.20% 0.19% 

% of school 

nutrition 

programme 

    

2.28% 2.23% 2.16% 2.10% 2.04% 1.98% 1.92% 

% of SLTB non 

economical 

routes subsidy 

    

1.94% 1.89% 1.84% 1.79% 1.73% 1.68% 1.63% 

 

  

                                                           
5 Ibid.  
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    SCENARIO 2: Interest Rate Shock 

▪ LIBOR fixed at 6.5% from 2020-2026 

▪ Annual exchange rate depreciation at 4.5% from 2017-2026 

 

 2016 F 2017 F 2018 F 2019 F 2020 F 2021 F 2022 F 2023 F 2024 F 2025 F 2026 F 

Exchange rate 

(LKR/USD) 
150.00  156.75  163.80  171.17  178.88  186.93  195.34  204.13  213.32  222.91  232.95  

Nominal GDP (LKR bn) 12,166.00 13,342.00 14,699.00  16,221.00 17,918.00  19,811.00  21,893.78  24,201.18  26,748.63  29,565.95  32,679.06  

Government revenue 

(LKR bn) 
1,598.00  1,860.00  2,235.00  2,559.00  2,926.00  3,190.00  3,562.66  3,931.47  4,364.61  4,830.96  5,355.16  

LIBOR     6.5% 6.5% 6.5% 6.5% 6.5% 6.5% 6.5% 

ADB rate     7.00% 7.00% 7.00% 7.00% 7.00% 7.00% 7.00% 

Outward facing impacts  

0% 

repayme

nt by 

SMEs 

LKR mn     
          

274.28  

          

286.62              299.52  

          

313.00  

          

327.08  

          

341.80  

          

357.18  

% total 

foreign 

interest 

payment 

    

0.1282% 0.1201% 0.1153% 0.1106% 0.1061% 0.1018% 0.0976% 

% of govt. 

revenue 
    

0.0094% 0.0090% 0.0084% 0.0080% 0.0075% 0.0071% 0.0067% 

% of GDP     
0.001531% 

0.001447

% 0.001368% 0.001293% 0.001223% 0.001156% 0.001093% 

50% 

repayme

nt by 

SMEs6 

LKR mn     
          

208.97  

          

221.31              234.21  

          

247.69  

          

261.77  

          

276.49  

          

291.87  

% total 

foreign 

interest 

payment 

    

0.0976% 0.0928% 0.0901% 0.0875% 0.0849% 0.0823% 0.0798% 

% of govt. 

revenue 
    

0.0071% 0.0069% 0.0066% 0.0063% 0.0060% 0.0057% 0.0055% 

                                                           
6 Loan repayment without interest.  
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% of GDP     
0.001166% 

0.001117

% 0.001070% 0.001023% 0.000979% 0.000935% 0.000893% 

Inward facing impacts - opportunity costs 

0% 

repayme

nt by 

SMEs 

% of 

Samurdhi  
    

0.43% 0.41% 0.39% 0.37% 0.36% 0.34% 0.32% 

% of school 

nutrition 

programme 

    

4.27% 4.09% 3.90% 3.73% 3.56% 3.41% 3.25% 

% of SLTB 

non 

economical 

routes 

subsidy 

    

3.63% 3.48% 3.32% 3.18% 3.03% 2.90% 2.77% 

50% 

repayme

nt by 

SMEs7 

% of 

Samurdhi  
    

0.32% 0.32% 0.30% 0.29% 0.28% 0.27% 0.27% 

% of school 

nutrition 

programme 

    

3.25% 3.16% 3.05% 2.95% 2.85% 2.75% 2.66% 

% of SLTB 

non 

economical 

routes 

subsidy 

    

2.77% 2.69% 2.60% 2.51% 2.43% 2.34% 2.26% 

 

  

                                                           
7 Ibid. 
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    SCENARIO 3: Exchange Rate Shock 

▪ LIBOR fixed at 6.5% from 2020-2026 

▪ Annual exchange rate depreciation at 10% from 2017-2026 

 

 2016 F 2017 F 2018 F 2019 F 2020 F 2021 F 2022 F 2023 F 2024 F 2025 F 2026 F 

Exchange rate 

(LKR/USD) 
150.00  165.00  181.50  199.65  219.62  241.58  265.73  292.31  321.54  353.69  389.06  

Nominal GDP (LKR bn) 12,166.00  13,342.00  14,699.00  16,221.00  17,918.00  19,811.00  21,893.78  24,201.18  26,748.63  29,565.95  32,679.06  

Government revenue 

(LKR bn) 
1,598.00  1,860.00  2,235.00  2,559.00  2,926.00  3,190.00  3,562.66  3,931.47  4,364.61  4,830.96  5,355.16  

LIBOR     6.5% 6.5% 6.5% 6.5% 6.5% 6.5% 6.5% 

ADB rate     7.00% 7.00% 7.00% 7.00% 7.00% 7.00% 7.00% 

Outward facing impacts 

0% 

repayme

nt by 

SMEs 

LKR mn     
          

336.74  

          

370.42  

          

407.46  

          

448.20  

          

493.03  

          

542.33  

          

596.56  

% total 

foreign 

interest 

payment 

    

0.1282% 0.1201% 0.1153% 0.1106% 0.1061% 0.1018% 0.0976% 

% of govt. 

revenue 
    

0.0115% 0.0116% 0.0114% 0.0114% 0.0113% 0.0112% 0.0111% 

% of GDP     0.001879% 0.001870% 0.001861% 0.001852% 0.001843% 0.001834% 0.001826% 

50% 

repayme

nt by 

SMEs8 

LKR mn     
          

267.99  

          

301.67  

          

338.71  

          

379.45  

          

424.28  

          

473.58  

          

527.81  

% total 

foreign 

interest 

payment 

    

0.1020% 0.0978% 0.0958% 0.0936% 0.0913% 0.0889% 0.0864% 

% of govt. 

revenue 
    

0.0092% 0.0095% 0.0095% 0.0097% 0.0097% 0.0098% 0.0099% 

% of GDP     0.001496% 0.001523% 0.001547% 0.001568% 0.001586% 0.001602% 0.001615% 

                                                           
8 Loan repayment without interest.  
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Inward facing impacts - opportunity costs 

0% 

repayme

nt by 

SMEs 

% of 

Samurdhi  
    

0.52% 0.53% 0.53% 0.53% 0.54% 0.54% 0.54% 

% of school 

nutrition 

programme 

    

5.24% 5.29% 5.31% 5.34% 5.37% 5.40% 5.43% 

% of SLTB 

non 

economical 

routes 

subsidy 

    

4.46% 4.50% 4.52% 4.55% 4.57% 4.60% 4.62% 

50% 

repayme

nt by 

SMEs9 

% of 

Samurdhi  
    

0.42% 0.43% 0.44% 0.45% 0.46% 0.47% 0.48% 

% of school 

nutrition 

programme 

    

4.17% 4.31% 4.41% 4.52% 4.62% 4.72% 4.81% 

% of SLTB 

non 

economical 

routes 

subsidy 

    

3.55% 3.67% 3.76% 3.85% 3.93% 4.01% 4.09% 

 

                                                           
9 Ibid.  
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5. SCENARIO SUMMARY INTERPRETATION 

Three Scenarios Considered: 

1. Stable Baseline: In Scenario 1, annual exchange rate depreciation is 4.5% for 2017-2026 and 

LIBOR is fixed at 3% for 2020-2026.10 

2. Interest rate shock: In Scenario 2, annual exchange rate depreciation is 4.5% for 2017-2026 

and LIBOR is fixed at 6.5% for 2020-2026. 

3. Exchange rate shock: In Scenario 3, annual exchange rate depreciation is 10% for 2017-

2026 and LIBOR is fixed at 6.5% for 2020-2026. 

 

with no returns nor recovery of capital invested 

In Scenarios 1-3 the external facing impact is negligible and the internal facing impact is small 

or very small. 

External Facing Impact 

▪ In the series, up to the mid-point of the ADB loan repayment, the external facing impact 

of the loan repayment peaks in the first year (2020) and declines thereafter. At its peak 

the marginal impact of the loan repayment cost is as follows11 

▪ Proportion of Foreign Interest Payment: . %  

▪ Proportion of Government Revenue:  . %  
▪ Proportion of GDP: . 9%  

▪ Changes in exchange rate depreciation does not affect proportion ADB loan payment to 

foreign interest payment ratio. 

Internal Facing Impact 

▪ In the series up to the mid-point of the ADB loan repayment the internal facing impact of 

the loan repayment declines annually under scenario 1 and 2, but increases slightly in 

scenario 3. The lowest impact is in Scenario 1 and the highest impact is in Scenario 3. 

▪ Samurdhi Relief Assistance: the impact ranges from 0.25%-0.54% of this expenditure. 

Lowest is Scenario 1 in 2026, and the highest is Scenario 3 in 202.  

                                                           
10 The baseline scenario is one that does not expect any shocks after 2020, but is a realistic scenario, without 

being overly optimistic. A depreciation rate of 4.5% from 2017 onwards is a little bit higher than what is 

predicted by the government or the IMF at present, but reflects the adjustments needed due to gap between 

the nominal and real exchange rate and the inflation differential between Sri Lanka and the US economy. 
11 Values given are for 2020 predictions under Scenario 3.  
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▪ School Nutrition Programme: the impact ranges from 2.51%-5.43% of this expenditure. 

Lowest is Scenario 1 in 2016 and the highest is Scenario 3 in 2016. 

▪ SLTB non-economical route subsidy: the impact ranges from 2.14%-4.62% of this 

expenditure. Lowest is Scenario 1 in 2016 and the highest is Scenario 3 in 2016. 

▪ Exchange rate depreciation remains the most significant risk factor in increasing impact. 

 

with 50% recovery of capital invested through all returns and exits 

In Scenarios 1-3 the external facing impact is negligible and the internal facing impact is very 

small. 

External Facing Impact 

▪ In the series, up to the mid-point of the ADB loan repayment, the external facing impact 

of the loan repayment peaks in the first year (2020) and declines thereafter. At its peak 

the marginal impact of the loan repayment cost is as follows12 

▪ Proportion of Foreign Interest Payment: . %  

▪ Proportion of Government Revenue:  . %  
▪ Proportion of GDP: . 7%  

▪ Changes in exchange rate depreciation does not affect proportion ADB loan payment to 

foreign interest payment ratio 

Internal Facing Impact 

▪ In the series up to the mid-point of the ADB loan repayment the internal facing impact of 

the loan repayment declines annually under scenario 1 and 2, but increases slightly in 

scenario 3. The lowest impact is in Scenario 1 and the highest impact is in Scenario 3. 

▪ Samurdhi Relief Assistance: the impact ranges from 0.19%-0.48% of this expenditure. 

Lowest is Scenario 1 in 2026, and the highest is Scenario 3 in 202.  

▪ School Nutrition Programme: the impact ranges from 1.92%-4.81% of this expenditure. 

Lowest is Scenario 1 in 2016 and the highest is Scenario 3 in 2016. 

▪ SLTB non-economical route subsidy: the impact ranges from 1.63%-4.09% of this 

expenditure. Lowest is Scenario 1 in 2016 and the highest is Scenario 3 in 2016. 

Exchange rate depreciation remains the most significant risk factor in increasing impact. 

 

                                                           
12 Values given are for 2020 predictions under Scenario 3.  
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6. CONCLUDING ASSESSMENT AND REMARKS 

The size of the ADB loan repayments, even under a strong negative outlook for investment 

returns, is negligible relative to metrics relevant for fiscal impact in terms of foreign interest 

payments and government revenue. In relation to important categories of welfare spending the 

loan repayments are in the order of up to 3%. The opportunity cost of loan repayments, though 

fiscally small, may yet be a consideration for the government s decision, as the fiscal space for 
welfare programs is already constrained. 

Although the scenarios we considered are at the extreme end of the spectrum of possible paths 

of interest rates, exchange rates and fund revenue, the marginal fiscal adjustment required in 

order to honour the sovereign obligation to the ADB, on these loan amounts, are not 

consequential to fiscal sustainability. While the highest relative impact is on foreign interest 

payments, the combined impact (of repaying capital and interest), in the most impacted year at 

the highest interest rate scenario, adds only one fifth of one percentage point to the fiscal outlay 

that is projected for foreign interest payments in the absence of these loans. 

We have not sought to assess the risk to the ADB of being able to recover the loan. This is a 

different assessment, because it depends, on the above analysis, not on the size of the loan, but on 

the overall risk to debt sustainability and solvency of the Sri Lankan government. These risks and 

their likelihood were analysed in the IMF Country Report (No. 16/371, November 2016). 

Difficulties of honouring the proposed ADB loan in problematic internal and external conditions 

will then be commutable with the risks to the total external obligations of the Treasury outlined 

in that report. 

A negligible marginal impact does not imply a negligible absolute impact. In order to assess the 

absolute impact of the loan repayment the capital and interest payment streams were evaluated 

against the marginal change they could bring to important and politically sensitive categories of 

welfare expenditure undertaken by the government. This provides an assessment of the fiscal 

opportunity cost of servicing such a loan, when the investments undertaken from the loan have 

not succeeded. The assessment shows the opportunity cost on welfare expenditure to also be 

small to very small, though not intangible. In the most extreme scenario and year, the combined 

impact of both loan repayments on the school nutritional program is about 8% of its projected 

cost, while the impact on the Samurdhi (poor support) program is less than 1% of its costs. 

Overall, even in the worst-case scenarios where the intended purpose of the loans are completely 

unmet, interest rates and exchange rates are high, and the loan repayment become a dead-weight 

fiscal loss, we assess the combination of these loans as not having a discernible impact on fiscal 
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sustainability metrics and not requiring a significant outlay even in relation to a selected set of 

sensitive welfare programs of the government. 

ANNEXURE A 

 

INDICATOR 2016 2017-2019 2020-2021 2022-2026 

Nominal GDP IMF estimates 

Used the average 

growth rate of two 

previous years to 

project forward 

Domestic debt IMF estimates 

Used compound 

annual growth rate 

of domestic debt to 

GDP ratio in 2016-

2021 to project 

forward 

Foreign debt IMF estimates 

Used the compound 

annual growth rate 

of foreign debt in 

2016-2021 to 

project forward 

Government 

revenue 
IMF estimates 

Used the average 

growth rate of two 

previous years to 

project forward 

Interest rate on 

existing foreign 

debt 

Ministry of 

Finance, 

Budget 

estimates 

2017 

Used IMF estimates of 

nominal foreign interest 

rates from 2017 to 2021 to 

calculate 

Fixed at 3.5% 

Welfare 

programmes *  

Ministry of 

Finance, 

approved 

budget 

estimates 

2016 

For 2017 only - 

Ministry of 

Finance, 

approved budget 

estimates 2017 

- 

Used budget 

allocations from 

2015-2017 and 

used the average 

share of 

government 

expenditure to 

project for 2020-

2026 

Exchange rate 

depreciation 

Year-end 

values, CBSL 
Varied according to scenario 

LIBOR - Varied according to scenario 

 

*Expenditures for Samurdhi relief, school nutrition programme and SLTB non-economical route sub



 




